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* MULTINATIONAL, OIL COMPANIES AND OPEC: -
- IMPLICATIONS ‘FOR U.S. POLICY .

. ‘WEDNESDAY,JUNE?, 1976 -

Coxgress oF THE UNITED' STATES, _
: " SUBCOMMITTEE oN EENERGY: -
** oF taE YJoint EcoNomic CoMMITTEE,
o e T e - Washkington, D.C. -
The subcommiittee met, pursuant to notice, at 10:20 a.m.; in room
1114, Dirksen Senate Office Building, Hon. Edward M. Kennedy
(chairman of the subcommittee) presiding.” =~ ™~ S
Present: Senators. Kennedy, Javits, ‘arid. Percy; 'and Represénta-
tives Hamilton, Long, and Brown of Ohio. ' I
"Also present: John G. ‘Stewart, subcommittee professional staff
member; William A. Cox and Sarah Jackson, professional staff mém-
bers; Michael J. Runde, administrative assistant; Charles H. Brad-
ford,, 'senior minority economist; and George D, Krumbhaar, Jr.,
minority counsel. ' S ' D :

ki

. OreNiNG STaTEMENT oF CHATRMAN' KENNEDY |

Chairman Ken~epy. We will come to order. : S
. This is the first.of 3 days of hearings before the Subcommittee on
Energy of the Joint Economic Committee to examine the implications
for U.S. energy policy: of the evolving relationships between multi-
national oil companiesand OPEC.. = . .° .. & .7 . .-

We hope these hearings will help illuminate the-basic policy choices
open.to the U.S. Government in its efforts to design a-more’éffectiveé
international energy policy. Nearly 3 years after the oil embargo, we
are still very much in the-posture simply of responding to external
events that can have the most serious impact on -energy supply and
prices, whether these events are meetings of the OPEC"oil ministers
in Indonesia or negotiations between representatives of Aramco, and
Shiek Yamani of Saudi Arabia in Panama City, Fla. . .. - "~

At the request of the Joint Economic Committee, the General Ac-
counting. Office is conducting a major study that evaluates these
choices in light of the near total control over foreign oil resources
now exercised by ‘the producing countries, the apparent continuing
strength of the OPEC cartel, the significant role still played by U.S.

.companies in the production and marketing of OPEC oil, and the
.growing dependence of the United States on imports. . .

~‘These factors are, as usual, of special concern to Massachusetts and

all of the-New England States, given our historic dependence on im-

ported oil and our heavy reliance on oil to heat our homes and run
our factories.

(1)
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The American people want to know whether the price of oil will
keep going up and what our Government and our oil companies can
do about it. They want to know what our Government and companies
are doing to offset another possible oil embargo.

On the basis of the testimony at these and whatever subsequent
hearings may be held by the Energy Subcommittee, and drawing from
the study now being conducted by the GAQ, the Joint Economic Com-
mittee will offer specific policy recommendations to Congress.

We welcome our witnesses today. In recent years there has been no
lack of criticism of our oil companies, much of it quite merited. But
some of it, I suspect, has come about by a failure on both sides to
explore these difficult problems with an open mind and a willingness
to listen to the other fellow’s point of view. We hope this exchange
can be frank, candid, outspoken—but respectful.

These hearings will not dwell unduly on past events since other
committees of Congress have conducted exhaustive inquiries into the
historical record. Nonetheless, the perspective of history is important
in understanding three major areas of concern.

First, the new relationships that now exist between multinational
oil companies and producing countries have raised questions about the
companies’ priorities. Is it to get the best price for the American con-
sumer ? Or is mere access to crude the companies’ top priority, regard-
less of the price imposed by the cartel 2 What is the best interest of the
United States?

1t is clear that OPEC governments ave rapidly assuming full owner-
ship of the means of producing oil within their respective boundaries.
Exporting nations have increased their share of ownership from 12
percent in 1972 to 62 percent as of last January. When the final ar-
rangements between the Aramco partners and the Government of
Saudi Arabia are completed. national participation will increase dra-
matically and Aramco will become independent of the multinational
oil companies—Socol, Texaco, Exxon, and Mobil—which now share
its ownership. It will become, in effect, an “Eighth Sister,” in reserves
the largest oil company in the world.

But this historic shift from ownership to participation has not elim-
inated the essential role that major multinational oil companies per-
form for OPEC governments. The companies explore for, transport,
refine, and sell most of OPEC’s oil. Countries which have nationalized
concessions have not waved goodbye to the concessionary companies.
Instead, they negotiate continuing long term, preferential sales con-
tracts with the companies as a way of guaranteeing outlets for their
production in world markets.

The companies, many observers believe, give priority concern to
achieving long-term access to these crude supplies that are essential in
maintaining the operations of their vertically integrated structure.
More than this, there is growing concern about whether the companies
are playing a vital role in helping proration crude production among
OPEC countries in a way that protects the basic price set by the cartel.

In short, many Americans want to know whether the major compa-
nies and the producing countries have important common interests that
often work against the goal of achieving lower oil prices for
consumers.
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Second, the perspective of history is necessary in evaluating the im-
pact of these supply arrangements upon the price of imported oil.

Viewed from the standpoint of a refiner in the United States, the
delivered cost of crude oil imported from overseas more than quad-
rupled, from less than $3 to more than $13 per barrel, between 1970
and late 1975. From the standpoint of the oil-producing countries who
are members of OPEC, the same 5 years have seen their “take” or
revenues per barrel of crude, jump by a factor of 11, from a little
over $1 to a little over $11.

Opinion is divided as to whether this is a reflection of the power of
OPEC as an organization or of the power of the individual.govern-
ments which control large shares of the world’s oil productivity and
which happen to be members of the organization. Either way, the
spiral of crude costs and the explosion in government “take” resulted
irom the actions of governments, emboldened by the waning .power of
the oligopoly of international major oil companies. )

The producing governments first succeeded in asserting their power

to set the “posted prices” of the oil produced in their countries. Then
they raised those prices. With each successive hike in posted prices,
the cost of oil to the companies operating in the OPEC countries went
up.
The lion’s share of the price increase occurred in the winter of
1973-74, coincident with a supply shortage which was “artificial” in
the sense that it arose not to natural, physical constraints on produc-
tive capacity, but rather to governmentally imposed cutbacks of pro-
duction in aid of the anti-Israel embargo. Artificial as it was, the
reduction in supply brought the law of supply and demand to the aid
of Y{he decreed high prices and, theoretically, helped to make them
stick. : o ‘
We might have expected prices to recede after the end of the em-
bargo, owing to the great excess of supply over the depressed world
demand for OPEC oil. Some authorties invoked classic economic
theory to predict that this would happen. But it has not. On the con-
trary, the 214 years since the embargo have seen OPEC succeed in
raising prices even further in the teeth of an oversupply situation that
has sometimes been labeled a “glut.”

We cannot avoid asking the question: Did the multinational oil
companies play a key role in helping set production quotas among the
OPEC members, and thus support OPEC’s ability to maintain the
cartel price? .

Third, the perspective of history helps illuminate the inadequacy of
present policies of the U.S. Government in regard to international.
oil. . .
The exhaustive hearings conducted by Senator Frank Church be-
fore the Senate Subcommittee on Multinational Corporations con-
clusively demonstrated that for most of the postwar era the U.S.
Government viewed the multinational oil companies as instfuments
of U.S. foreign policy, especially in the Middle East, and that the
U.S. Government also considered the interests of the companies basi-
cally identical with the U.S. national interest. Out of these two as-’
sumptions evolved the system of oil allocation administered by the
majors and relied upon by the consumer nations.
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This system has now collapsed. As a consequence, the policy assump-
tions on which the system was founded can no longer be rélied upon.
It would appear, however, that our Government has yet to recognize
this fact or adjust itself to the new realities of the international oil
market. In fact, if one steps back and assesses the record of the last
6 years, it would be hard to devise a series of U.S. policies—including
the oil tariff and threats to invade producer countries—that’ cou]ﬁ
have better served the interests of OPEC. It is largely a'record of
confusion and false starts, misunderstandings, and limited success.

The hearings on which we embark today are premised on the belief
that it is time, to put aside our feelings of futility—and hostility—
in our dealings with OPEC and look to our strengths in'the inter-
national oil trade, without, however, resorting to the bluster and empty
threats of our initial response to the embargo and the OPEC-in-
duced price increases. . C

~ I have long believed that our best hope lies in an effort to cooperate
with oil-producing states, as well as with consumers. But this does not
mean that we should do any less than try to maximize our-own advan-
tages and strike the tonghest bargains possible. This means giving the
OPEC ‘members solid means for not raising the price of oil or
instituting another embargo. . .

A number of propositions need to be examined and evaluated. For
example, should the United States assume a more direct role in the
negotiations between multinational companies and the producing
nations, such as requiring U.S. approval of all long-term supply con-
tracts? Or should the United States simply require the companies to
provide .the Government with full and complete information about
such negotiations while reserving the right to intervene if U.S. inter-
ests require -it? Should the United States become the principal pur-
chasing agent of OPEC oil, thereby removing the companié¢s from
their new role of de facto managers of production levels among. OPEC
members? Or, alternatively, should the Government support the com-
panies in a common effort to force a lower price by their refusing to
market oil at irrational and inflated prices? Should the production
subsidiaries of the major oil companies be separated from their trans-
portation, refining, and marketing subsidiaries as a way of generating
greater competition among companies in the purchase of OPEC oil
and as a way of denying to OPEC the guaranteed markeéts of the
vertically integrated companies? Finally, what institutional reforms
within the U.S. Government are needed to provide the United States
with the capacity to play a more direct and coherent role in the
international oil market? o

The answers to these and related questions are neither simple nor
self-evident. This is a policy area of great complexity, one.ill-suited
to gimmicks or pat answers in the search for lasting solutions. But
this much is certain, we, as a Nation, can no longer afford to.lurch
along from crisis-to-crisis, simply hoping for the best, in the absence
of an international energy policy based on the realities.of today’s
world. e

Senator Javits.

OPENING STATEMENT OF SENATOR JAVITS

Senator Javirs. Mr. Chairman, I will be very brief.
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Mr. Chairman, I consider this one of the most important hearings
the Joint Economi¢c Committee has had because I find, a state of com-
placency in.the Country and in the Government about éne of the niost
critical problems of American life,and that is the coritinued ¢ffective
operation of our economic system .and .our industrial plant,” which
‘indispensably is* fueled by o1l. The world cannot bear up under—
notwithstanding that we seem to have tried to adjust to it—so cata-
clysmic a rise in the price of raw materials as has taken place in the
price of oil. ' . _

I attribute to the rise in the price of oil the principal reason for the
near depression beginning in December of 1974, and for the rate of
intolerable inflation experienced in 1975, I don’t think even the OPEC
coiintries realize what they have déne to this world in“which they. live.

Second, :complacency: is evidenced by a complete lack of conserva-

tion of energy in this country : ‘The lack which is so grossly negligent
as tolbe almost criminal in terms of its eventual impact on the American
people.: - : _ :
.. We are not less dependent, Mr, Chairman, we are mote dependent
upon foréign soil sources of a highly unstable and difficult political
nature. And finally, by our failure in othér respects, we have been
driven to the-drastic remedies of enforcing antitrust laws by.legisla-
tion which are inherent in the divestiture concept. We would not be
anywhere near such drastic decisions, both in American politics where
we abhor bills of attainder and ex post facto actions as a principle of
life and -as a principle of justice; Il)mt nevertheless, we are driven to
their serious consideration because of lack of effective bargaining with
the OPEC countries, attributable to our own weakness. :

I will appreciate, as will the Chair, the view of these witnesses on
the question of divestiture, and whether it will do us more harm than
good. I know that they are prejudiced, nonetheless, they are the people
in the business and we know that they have their point of view for very
selfish and understandable reasons. But the facts are critically impor-
tant, as to what it will mean.’ ' ' : :

For myself, I have been unwilling as yet to vote for divestiture until
I know what it means. It is easy enough to divest, but it’s awfully hard
to put the “scrambled eggs” together again if you find you have made
a horrible mistake. A o :

So, Mr. Chairman, I would like to compliment you and Senator
Humphrey, the chairman of our committee. We are not a legislative
committee, but we are the “think” committee of the Congress, and of
all the things we need in this field it is thought and energy and getting
rid of the'ides that it is all okay, business is as usual, and that you can
still drive 60 miles to dinner. We simply cannot afford it, we cannot
do it. As I say, it is so grossly negligent of our future as to be criminal
in its implications. : .

Thank you, Mr. Chairman. . '

Chairman Kennepy. Thank you very much, Senator Javits.

“We will'start off with our first witness, Mr. Tavoulareas, and his
associates. e is in his present position as director, president and vice
chairman of the executive committee of Mobil Oil éorp. since 1969 ; he
joined Mobil in 1947 to work in the Middle East accounting depart-
ment; since then he has worked in corporate planning, analysis, the
supply and distribution of international sales. Since 1965, as senior
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vice president. he became responsible for planning, supply, transpor-
tation in Middle East and Indonesian affairs. In 1967, he was chosen
president of the North American division, and we are looking forward
to his remarks. '

I want to welcome you, Mr. Tavoulareas, please introduce your
associates.

STATEMENRT OF WILLIAM P. TAVOULAREAS, PRESIDENT, MOBIL
OIL CORP., ACCOMPANIED BY GEORGE BIRRELL, GENERAL
COUNSEL; AND LARRY WO0ODS, VICE PRESIDENT OF PLANNING

Mr. Tavourareas. Mr. Chairman, I would like to introduce George
Birrell, general counsel of Mobil Oil Corp. and Larry Woods, vice
president of planning, Mobil Oil Corp.

Chairman Kexnepy. Thank you. Proceed. .

Mr. Tavourareas. I have a prepared statement, and T would like to
read the statement, if I may. _ ‘ .

My name is William P. Tavoulareas. I am the president of Mobil
0il Corp., and I appreciate the opportunity to appear before you today
to say a few words about the international oil sitnation. :

Todav. T would like to discuss the relationships which the companies
have with the major producing countries, to indicate what appear to
me to be logical ambitions for these countries and to explain the role
which the companies perform in the world of international petroleum
trade. T hope thereby to demonstrate why the U.S. Government should
understand these various matters which bear on the welfare not only
of the companies and producing countries but, more importantly, of
the United States and the free world. Finally, I will outline the steps
which the United States should take to lessen its dependence upon
foreign oil. - o : ‘

Our company’s operations in the Middle East began in Iraq before
the Second World War: after that war we secured participation in
the Arabian American Oil Co., better known as ARAMCO, and the
Iran Consortium. While the history of oil in the Middle East has at
times been colorful and interesting, I do not believe that reviewing
historv will contribute meaningfully to the objectives of these hear-
ings. There have been many discussions and negotiations in the last
25 years, and I have participated in most of them; it would take hours
for me to go over the details of those events.

There is, however. one observation I would like to make with respect
to our history in the Middle East, since the late 1640°s there has hardly
been a period when we were not negotiating some open issue with one
or more of the producing governments. In this regard I would like to
make two points.

First, the producing governments have shown great tenacity and in-
creasing sophistication in the negotiations which have been held over
the many years; in short, they are very intelligent and experienced and
are not pushovers for gimmicky arguments or ploys, as some people
believe. They require the'same kind of hard facts and persuasive argu-
ment that vou would expect in any negotiation conducted with the top-
ranking economists, businessmen, or politicians in any country. Perti-
nent to this point is a quotation which appeared in the May 17 issue
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of Petroleum Intelligence Weekly from an interview with Howard
Page, former director of Exxon and the dean of the oil company nego-
tiators during much of this period. ‘ '

I have the feeling that many of the proposals and theories start with the
premise that the OPEC people are stupid and naive and can be easily fooled
or frightened. My personal experience is that those OPEC representatives I have
dealt with are far smarter than any of the people who make these kinds of
suggestions. . ’

Second, these negotiations have been conducted against an ever-
changing background of economic and political developments. We have
found it necessary to revise our agreements on the basis of changed
circnmstances. We have learned there are no quick fixes that will settle
all issues for the indefinite future. Thus, we have seen our financial
arrangements with the producing governments change from payment
of a royalty only in the 1940’ to a payment of a royalty and a tax in
1950. Between 1950 and 1970 we saw the Iranian nationalization, the
partial nationalization in Iraq, the overthrow of the Iraqi Government,
mterruptions of supplies, endless negotiations on crude oil realizations,
and a multitude of ministers with whom we had to deal; through all
of this, crude production constantly increased to meet the world
demand.

In 1970, following the closing of the Suez Canal and the surge in
freight rates which that event occasioned, Libya was able to obtain
greatly increased prices for export of their crude, which was so con-
veniently located in relation to the large European market. Then, in
February 1971, we negotiated a 5-year agreement with the OPEC
countries in Teheran. We had every right to expect that this agreement
would endure for the full 5-year period. And yet, within a relatively
few months there was a fundamental shift in the parity of the U.S.
dollar against major foreign currencies. There are differences of opin-
ion in the industry as to whether the 1971 agreement contemplated the
possibility of such a change, and it is fruitless to argue whether the
words could be read to contemplate such a change, but the fact is that
a deterioration in the value of the dollar was a shocking event to the
producing countries; it was unprecedented and unpredicted, it greatly
decreased their oil revenues, and it caused them to insist upon a cur-
rency adjustment. '

When OPEC was established, the question had arisen as to whether
the companies should be able to set oil prices unilaterally. In 1971 we
agreed to negotiate with the governments the tax reference or posted
price, and the companies continued to have a role in setting prices un-
til the latter part of 1973 when the governments set prices unilaterally.
With the benefit of hindsight, I believe it might have been possible to
have had a further negotiation for new price levels even as late as the
fall of 1973, but I do not believe that such a negotiation could have been
concluded on an acceptable basis to the oil companies and the govern-
ments. It was my belief at that time that the price expectations of the
producing countries were greater than the companies could have
accepted.

- While the.shock of the devaluation of the dollar was unsettling, a
more fundamental change was also occurring. Oil demand, particu-
larly for U.S. imports, was growing faster than anyone’s expectations.
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In the years immediately preceding October 1973, the United States
had moved from a relatively minor importer of petroleum—imported
crude was 11 to 13 percent of U.S. total refinery runs over the 1960-70
period—until by the fall of 1978 the United States had surpassed Ja-
pan as the world’s No. 1 petroleum importing country (6.3 Mbbl/d
versus 5.4 Mbbl/d), and imported crude represented 25 percent of
refinery runs. Production in the OPEC countries was rapidly increas-
ing toward the limits of capacity, and the producing governments
could see that they had increasing strength on their side, causing con-
tinuing pressure for higher prices, over and above the amount neces-
sary to correct for the devaluation of the dollar.

In any case, by October 1973 the companies had lost their freedom
to price crude oil exports. The “War” began on October 6, and at a
meeting in Kuwait on October 16, the companies were not even invited
to take part in the price deliberations. These OPEC deliberations re-
sulted in a unilateral increase for the price of the marker crude—
marker crude is the price of Arabian crude used as benchmark—from
$3.01/bbl to $5.22/bbl, an increase of about 70 percent and the clear
precursor of the much higher crude prices which were to follow.

On October 18 an embargo was instituted against the United States;
it was later expanded to certain other consuming countries. In Decem-
ber the OPEC members met again, this time in Teheran. At this meet-
ing a further increase in crude prices was agreed upon, although
apparently not without some internal dissension. Effective in January
1974, the price for the marker crude rose to $11.65 a barrel, more than
double the price they had set unilaterally only 2 months earlier.

Over this same period the producing countries increased their em-
phasis on the need for modifying the old concession agreements to
achieve participation. Participation was not a new idea, but had orig-
inated with Resolution No. 90 passed by OPEC on July 26, 1968; the
term was taken generally to mean the entry by the Government into
the marketing of some production and also the contractual right to
influence operating decisions. With the oil received from participa-
tion, the producing countries could do some direct marketing of crude
oil, including some through auction sales. I should perhaps pause here
to state in a Dit more detail the events surrounding the auction sales of
1973, since there is a body of opinion in this country to the effect that
the auction of U.S. crude oil imports somehow could produce a lower
price.

In an auction, a company with few alternative sources of supply
tends to bid a price high enough to secure the required quantities. On
the-.other: hand, the company which has alternatives tends to bid a
price which is competitive with those alternatives.

'So, what happened? In the crisis atmosphere of the embargo many
of the smaller companies panicked, and at the Iran auction in the fall
of 1973 a high bid of $17 a barrel was made, more than triple the then
posted price. In Nigeria, some independents bid as high as $22 a barrel
for the low-sulfur, conveniently located Nigerian crude. Certain
OPEC countries then used these prices to justify the OPEC price
increases of December 1973.

That an auction system holds no promise for reduction of crude
prices for the United States seems obvious to me, but I leave it to the
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unbiased observers to judge for themselves from the facts. Certainly,
at the time when the question is most critical—when there is a short-
age—the auction alternative will only produce higher prices; and if
there is a surplus, the seller can either set an upset price or refuse to
sell, in much the same fashion as the U.S. Government now establishes
minimum bonus prices for offshore lease tracts.

. There has been considerable talk about the so-called final takeovér
of the producing company assets in the OPEC countries, often re-
ferred to in terms of an end of an era or some other equally dramatic
appellation. To my way of thinking, the end of an era label overstates
the case: I believe one can discern a clear evolutionary trend—with
some benefit, of hindsight—as the following few facts regarding the
profitability of oil companies operating in the Middle East may
indicate.. . - . . o ST

The table! attached to my ‘statement shows cértain yeats, 1948
right through 1975; and then the posted price—there is no posted
price:shown for 1948 -because there was no posted price in 1948—the
price at which-we sell to our affiliated companies ;:the average govern-
ment, take; the operating cost, and the company. profit. Now, if you
look at the last column, you will see how our profit has constantly
declined over the years from 1948 to 1975..So, to say that we favor
increasing. prices and Jowering profitability, which some people ap-

parently say,to me is unbelievable. - * . ., o

As you can see, the margin per barrel for the international comi-
panies.operating in the Middle East, has continually decined. since
Middle. East oil became a factor in international trade, while the
“profit” on the government side has steadily increased. This evolu-
tionary process took place even while the companies owned 100 per-
-cent of the concession and controlled prices. The present move toward
100-percent ownership by the countries can be viewed as yet another
step inr a steady erosion of company unit profitability.. I don’t mean
to oversimplify the situation by implying that.this 15.the only con-
sequence "of' 100-percent ownership, since it is clear that.the host

-governments have obtained access to substantial quantities of crude

oil which they can utilize as they see fit and as economic conditions
warrant. Thus, for example, during periods of surplus we can expect
pressure on the.companies to lift a substantial part of the govern-
-mert share, while the government will want to market separately dur-
. ing periods when supplies are tighter. e

We are still seeing the emergence of the thinking of the host govern-

~ments as to what their future role. in the international oil markets
should be, and only time will tell how they will ultimately decide to
:proceed. Nevertheless, at the present time they appear to have very
-little: interest in investing in-downstream marketing and refinery
- facilities in foreign-countries. I believe there are several reasons for
this reluctance. First, these downstream functions are not as profitable
for ‘them as the producing investments and other investments. they
believe tliey can or should make. In addition, these downstream func-
tions are very capital intensive. The required investment for a daily
barrel of Middle East crude production has been: as low as $300, and
.even riow is running somewhat over $1,000, while a comparable Euro-

1See table, p. 15.
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pean marketing and refining investment would be $6,000 per daily
barvel, or more.

Moreover, investments in consuming countries would have to be care-
fully selected to match the economic yield pattern from the crude
which each country has available. Finally, the downstream invest-
ments would be vulnerable to future expropriation by the consuming
country.

There does appear to be some interest in the part of certain OPEC
countries to become involved with ocean transportation. The depressed
nature of the tanker market has both helped and hindered this move-
ment. On the one hand, the depressed freight rates allow for low-cost
acquisition while, on the other hand, they restrict profitability. Over
a period of time the proliferation of producing country fleets may
well create inflexibility in the international movement of petroleum.

In their own countries, the producing governments have large plans
for future investments. There are substantial new investments on the
drawing boards for refineries and petrochemical plants, as well as for
facilities to export natural gas. One of the driving forces behind these
investments is the desire to retain more of the value added in the pro-
ducing countries than would be the case with the mere export of
crude oil. Moreover, investments in their-own country are immune
from the risk of expropriation. :

Apart from petroleum investments, there are of course large in-
dustrialization and military projects in all the OPEC countries, and
in particular in Saudi Araﬁia and Iran. Extrapolation of the current
trends of spending in the various OPEC countries in relation to the
likely levels of revenue suggest that some of these countries will be
far outspending their revenue sources, while others—and in particu-
lar Saudi Arabia—will amass large surpluses of dollars, S

I would be remiss if I did not point out the importance of the
OPEC countries’ crude reserves in the long term energy balances of
the free world. It is always risky to discuss reserve estimates because,
in spite of the technological progress the petroleum industry has
made, the only way to find out for certain whether hydrocarbons
exist is to drill. Bearing this uncertainty in mind, the OPEC coun-
tries currently process about 65 percent of the free world’s known
crude reserves, and Saudi Arabia alone possesses rather more than
one-third of OPEC’s total reserves. The important concept is the
pivotal role Saudia Arabia and Iran play. Indeed, so long as these
two OPEC countries continue to support OPEC, the cartel will last.

Generally, the Saudis have adopted more moderate positions on
price than other OPEC members. The more pressing revenue needs
and ‘political objectives of some other producing states have led them
to demand higher prices than the Saudis considered necessary, or felt
the economies of the free world could tolerate. It is of vital impor-
tance to the interests of the United States and the rest of the free
world that Saudi Arabia continue to feel justified in increasing pro-
duction, even though it will thereby also continue to amass dollar
surpluses, While Saudi Arabia wants to continue to be a close friend
of the United States, it is also sensitive to the problems of its part-
ners in OPEC and in the Arab world. Neither they nor their associ-
ates are immune to worldwide economic developments, including in-
flation. Recently King Khalid stated that continued inflation in im-
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ports of manufactured goods would lead to a further increase in
crude prices. I believe his statement dealt more with long term trends
than with the short term position of Saudi Arabia on crude pricing.

This statement was written before the welcome action by OPEC
last week not to raise prices, mainly because of Saudi Arabia.

Because of the strains which will accompany too rapid a growth of
production, the Saudis and some other OPEC states would actually
be relieved to see us develop alternative energy resources. They recog-
nize that there will be long leadtimes to develop coal, nuclear and
other- alternatives, but if these other sources are not developed in
timely fashion, the pressure of energy demand. growth throughout
the world can increase the risks of confrontation between OPEC and
the consuming countries. After all, we cannot expect these countries
to deplete their limited natural resources quickly, merely because we
won’t face up to our own energy problems. : :

I expect that we will continue to see adjustments in crude prices to
reflect quality variations, locational differentials, and from time to
time, sweetners to enable countries with greater revenue needs to sell
somewhat more crude. They will continue to argue about these rela-

.tively minor points, but I see no sign at present that the cartel will not
hold together. In February of this year, as an example, Iran lowered
the price of Iranian heavy crude by 9.5 cents a barrel. I could give you
other examples to-indicate that crude prices have been and are in a
continnal state of flux within relatively narrow ranges, but make no
mistake—these are relatively small and do not significantly affect the
overall level of crude prices..

It is appropriate at this point to say a word about the role which
the international oil companies can or may play in the future, particu-
larly in the producing areas. We have now had experience with a num-
Ler of years of Government “takeovers” in producing areas, and that
experience has shown that without exception the same or othér Western
producing companies have been invited to return or to continue to sup-
ply services that are required in these countries. To be sure, the com-
panies have not retained access to all of the crude they once had, and
the profitability has been less than before, as I already indicated. None-
theless, the fact that the Western companies are needed to play a role
in the exploration, producing, and transporting petroleum is an im-
portant one for us to understand in trying to asses the future. Let me
state the point more categorically. ' '

Those who direct the affairs of most OPEC Governments have no
doubt that in their self-interest it is desirable to retain the services of
integrated Western oil companies and pay them—in cash and in access
to crude oil—to retain those services into the indefinite future. It is
important to understand, moreover, that while our profits are less than
formerly, the vast majority—if not all—of the new capital will be pro-
vided by the countries and thus relieve the companies.of the carrying
cost and risks of those investments. - o

By the same token, there is also emerging an understanding among
the OPEC countries that the companies with the large diverse markets
for a variety of types of crude are logical purchasers of crude oil which
the OPEC countries have to sell: There are literally hundreds of types
of crude oil varying from the very heavy, high-sulfur Eocene crude
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produced in the neutral zone between Saudi Arabia and Kuwait to
light, sweet, high-gravity Nigerian crude which yields a large gasoline
fraction.. Since the demand pattern in the different areas around the
world is by no means similar, the international companies have for a
long time been able to direct the crude oils which are.most economic
in terms of yield pattern to those countries that can best use the types of
products that erude oil will produce. : y B

Thus, for example, the markets in Australia and the. United States
are heavily oriented towards gasoline, while many of the industrialized
countries in northwest Europe and Japan require large quantities of
heavy fuel oil. The typical U.S. refinery produces a very high yield
of gasoline and distillate—the so-called “light ends”—from a barrel of
crude oil—about 80 percent—whereas in Japan the refinery yield pat-
tern is 45-50 percent heavy fuel oil. In addition, about 60 percent of the
refining capacity in the Unite States has been specifically constructed to
run on sweet—low-sulfur—crudes, and theref%rev cannot use high-sul-
fuﬁ%rude oil; whereas much of the crude oil in the Middle East 1s high
su T,y o . s

If the.U.,S. multinationals were to disappear Irom the scene for
whatever, reason, the foreign multinationals—many of them govern-
ment-supported and subsidized—could be expected to step into our
shoes. before they scarcely cooled to provide the services we had of-
fered.-Such a development would be contrary to the interests of the
United States, but probably would be of less longrun concern to
OPEC; the world’s oil demand would still be there and non-U.S.
companies would be dealing-with OPEC. How secure will the United
States feel avhen it has to acquire oil directly from foreign govern-
ments or foreign multinationals? The International Energy Agency
has designed an allocation system that relies on the major oil com-
panies. for its implementation; how will this system work if there
are no major U.S. multinationals? - = .- . : . -
. Destroying the U.S. oil industry will scarcely-contribute to the need
to find the new oil that we believe still exists in quantity overseas, both
inside the OPEC countries and outside them. Can the U.S. Govern-
ment play:the role that U.S. companies are now performing in vast
exploration-efforts around the world? Destroying the incentive or op-
portunity to explere for additional supplies will only result in our
becoming increasingly dependent on OPEC. : : :

Much of the constructive concern in the United States over our rela-
tions -with the OPEC countries stemns from our unduc dependence
upon these foreign powers for our future energy resources. I'believe
such concern is justified. What steps, therefore, can we take to improve
U.S. self-sufficiency ? Domestic crude production is {alling. Increased
coal production is hampered by the combindtion of economic uncer-
tainties and environmental restrictions. Similarly, growth of nuclear
power has been dramatically slowed down. Those who oppose increas-
ing our energy supplies offer only conservation as an alternative. While
we oppose waste, and favor conservation, conservation alone cannot
do the job. I would like to outline what I believe are the constructive
steps the United States should take in energy matters. _

First, it seems obvious to me that we have what is a scarcity of de-
liverability of energy in this country, and not a scarcity of basic energy




resoutces. Consequently; we must with-all deliberate haste reach a con-
sensus on' the way in which we will utilize—with appropriate safe-
guards—the strengths we have in'coal and nuclear energy. K

Séeond, on the matter of conservation, we must first define what is
meant by conservation. Unfortunately, some who talk about con-
servation have motivations which have very little to do with meeting
the energy needs of the American consumers. o _

They oppose all measures to increase supplies, and they believe that
if there is less energy to consume, these limited supplies will then have
to be allocated by ever-increasing prices or by gigantic governmental
controls. Of course, we can and should be careful not to waste energy,
and we can be a good deal more efficient in the ways.in which we use
energy—efforts to encourage such’action must continue. But there are
still a gréat many people in this country whose standard of living and
working conditions are not adequate. In my view, developing addi-
tional supplies at the same time we eliminate waste of energy will
avoid the inevitable confrontation associated with massive redistribu-
tion of energy among consumers, and will also avoid'the Tederal
bureaticracy necessary to administer such a redistribution program.

Third, the United States will have to obtain increasing supplies of
énergy no matter what steps are taken to reduce our consumption
levels:. As the chiait® attached to my statement indicates, American
energy ‘consumption will continue to grow even if we are able.to cut
our consumption levels to about one-half historical rates.

I think if we study the chart for just a moment, it will portray our
problem. People talk about conservation, and we welcome all measures
that will encourage conservation. But the fact remains that existing
production will-only decline, as we can see from the'line called “pro-
duction.” And ‘consumption will continue to grow, even if we assume
that through higher prices and conservation we cut the growth rate by
one-half—which is the lowest I have seen predicted by any of the
energy studies, . ' : L

There are only two ways of filling the gap, from U.S. resources, or
from imports. I just think we have not had enough emphasis on the
supply side of the equation. People have talked about conservation and
have talked very little about increased supplies. :

Quite apart from the need to supply growth in energy use, there is
also the need to overcome the production decline which has been and
will continue to be experienceg from our domestic resources. As you
can see from this chart, between now and 1986 we will need to obtain
2.8 MMB/D from new energy sources just to replace the amount by
ghi(ilh our crude production from existing reserves will have declined

y then.

Having said that, the question arises as to where these supplies will
come from. Obviously, in the next few years we are going to be import-
ing ever-increasing quantities of oil from overseas. Even if we take
the most aggressive stance in utilization of coal and other energy
sources, we will not be able to stem the tide of imports for a considera-
ble period of time. While we are—and should be—uncomfortable with
ever-increasing levels of imports, we should remind ourselves that
major countries overseas have had an even larger dependence on im-

1 See chart, p. 16.
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ports—in relative terms—for many years. Japan, for example, has
little domestic energy and therefore no alternative to dependence on
imported energy ; the United States on the other hand has alternatives.

While the subject is not within the area your committee asked me
to discuss, let me just complete my list of elements for a U.S. energy
policy by saying that one of the ways that we can take some of the
pressure off our import needs is to permit the domestic industry to
explore vigorously in virgin areas offshore in the United States. There
are signs that this effort 1s going forward, and for that I am grateful ;
but the delays have been costly to the American economy.

At the time when the United States felt affluent enough in energy
matters to mark time with desultory debate, the countries.surround-
ing the North Sea have fostered the most massive exploration and
development investments this industry has ever seen, even under the
most onerous physical operating conditions, with the result that the
United Kingdom is within sight of being self-sufficient in oil, for the
first time in its history, and Norway can look forward to being an
exporter of some importance. There are lessons to be learned from
ithese examples, and I trust that we will not have to learn them too
ate.

In summary, I believe the best policy for the Government is to
encourage the development of domestic energy resources and at the
same time to support the American companies overseas; at least until
we redress our overdependence on foreign oil, we must turn to over-
seas sources. :

I think the U.S. Government should support the American com-
panies as other governments support their companies; destroying the
U.S. industry will only bring harm to the consuming countries and
ultimately to the United States itself. Let me say bluntly that I be-
lieve the American companies overseas represent a great strength to
the American economy and to the American Government. If you do
not agree with me, I would suggest that vou talk with some of the
governments overseas to get their views; many of them have strug-
gled for years to try to secure a position which is only a fraction of
that enjoyed by our American companies. The American companies,
if properly supported, should be able to continue to secure the sup-
plies which America will need to import and to do so at the best price
available.
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It is my belief that the American companies have accomplished
much, and so I'm happy to have played some part in those
accomplishments.

Thank you. I shall be pleased to try to ansiver any questions you
might have.

Chairman Kexwepy. Thank you very much.

[The table and chart attached to Mr. Tavoulareas statement

follow:] .
COMPANY MARGINS ON ARAB LIGHT CRUDE, 1948-75
[Dollars per barrel]
Sales Average
Posted price to  Government Operating Company
price affiliate? take cost margin ?
Date:
_________________________________________________________ 0.21 0.27 1.56
1.75 1.75 . 5 .27 .90
5 1.80 1.49 .92 .10 .47
1971—Teheran (February).. 2.18 1.85 1.26 L1 .48
1972—Geneva §Januaxy) 2.48 1.95 1.44 .11 .40
1973—Geneva (April) 2.74 2.30 1.69 .13 .48
1973—Kuwait (October; 5.12 3.65 3.40 .13 12
1974—Kuwait (January 11.65 9.00 39,18 17 (.35)
1974—Kuwait (March). 11.65 9.50 9.18 17 15
1975—Kuwait (January). . 11.25 10. 46 9.95 .29 22
l975—Kuwa|t (October)...ccoccee. 12.38 11.51 10.98 .29 24

1This fi fgure would vary by company and transaction,
3 Before United States taxes, if any.
3 Government participation and take increased retroactive to Jan. 1.

Note.—Averaged over equity and buy-back crude from 1973 onwards.
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Chairman Kex~epy. We are going to follow the 10-minute rule for
questions that we follow in the full committee.

I am interested in your final comment and statement about the
relationship between the companies themselves and American policy.
I suppose one of the key questions which we have to consider is




whether the companies are- representing just the stockholders,.or
really looking at the interests of the consumers, whethei these.are

- parallel or dlvero-ent interests. No doubt, they are representing and
trying to carry throuch the best interests ‘of the stockholders. But we
also recognize that this is a national energy issite, and we arve trying
to tashlon a hational energy policy that will have many iniplications
in terms of our whole economic strength, and the role of the United
States.in the international economy. What we do here has obvious
implications for many other nations. I hope to come, back and get
some impressions of you on that issue.

Can we get to a matter about which I am sure you can . be very
helpful, and that is the increase in the cost of marker crude We saw
in the results of the Bali conference that there wasn’t any ircrease, and
someone. pointed out that it was basically an inability to settle their
differences. over price differentials, and they never- really ‘got down
to the hard bargaining, or decisionmaking on the marker crude.

VV%I"Lt -do you expect to happen, in the. market by the end of this
vear?

Mr. Tavourareas. You mean in the mnketplace reﬂardlng the
crude prlce’l :

Chairman Kexnepy, Yes. -

- Mr. Tavourareas. Well, T do not expect any more actlon by OPEC
towqrd the end of this year.

Chairman Ken~epy. And then ‘what do you see, how long w1ll there
be price stability, now ?

Mr. Tavourareas. I think, if you read King Khalid’s statement Very
closely, I believe what you can look for in the future is price 1nc1eases
which are parallel to inflationary trends.

‘Chairman Kexxepy. As principal executive officer of one of the
major, and successful oil companies in the world, what are your own
views, or projections over the period, let’s say, of the ‘next year, or
next 2 years, in terms of increased costs?

Mr. Tavourareas. Increased cost of crude, as I said, T thmk will
follow inflationary trends.

Chairman Kexxepy. W ell, inflationary, basically. those of the
United States of 6 to 7 percent? :

Mur. Tavourareas. I think inflation for the goods they buy from the
free world.

Chairman Kex~epy. Well, of course, that is such a varnble, isn’t it?
I mean, obviously food products are dlﬁ?erent from arms and all the
rest. Can you define it any further, I mean, is it 5 to 10 percent? :

Mr. Tavourageas. I could not guess what the mﬂatlonary trend is
going to be.

Chalrman Kexnepy. But you are makmg decisions, over the next
year or 2 years, that it will be basically—a ball park ﬁgure—the basic
inflationary, international inflationary increase..

Mr. Tavouragreas. If I had to make a guess, that is the guess I
would make. I hope that does not happen, I hope it will stay still for a
while because they have increased so rapidly a few years ago.,

Chairman KenvEDY. But that is what you basically assume,as far as
your own personal 'view as a person who has had a great deal of
expemence
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Mr. Tavourareas. Over a period of time, I think that is what we
ought to assume. :

Chairman Kex~epy. Let me turn to another area of enormous in-
terest, I am sure, in terms of all the consumers, and particularly all
Americans who are very much interested in the stability in the Middle
East, and who are also trying to achieve some resolution of that com-
plex and difficult issue.

If there should be a deterioration there, and if there would be an
embargo, are we better off now to deal with that effectively as we were,
say, in 1973, or not ?

Mr. Tavourareas. I think we are worse off because we are more de-
pendent on foreign imports, much more dependent on Arab oil than
we were in 1973.

Chairman Kex~epy. Do you have any doubt. if there was an active
hostility in the Middle East, that there would be a resumption of the
embargo?

Mr. Tavourareas. I would not really know. There was the recent
statement made by Saudi Arabian officials to the effect that an embargo
may not ever be used again, and need not be used even if there was a
war.

Chairman Kex~NEpy. What do you think?

Mr. Tavourareas. I really don’t know. I could argue both ways. I
hope it is never used again.

Chairman Ken~epy. Is that generally the feeling in the industry?

Mr. Tavourareas. I hope it is. Let me say something about price,
sometimes it is not good to express an opinion publicly, because they
may take it as a floor for a price increase.

Chairman Kexxepy. We appreciate that. but I think we appreciate
your candor, as well, and want to thank you for it.

But your own view is. if there were to be an embargo, as far as the
American economy, you feel that we may very well be. given the figures
of imports, the percentages. perhaps more vulnerable now.

Mr. Tavourareas. The whole world is more vulnerable now than it
was in 1973,

Chairman Kexxepy. Even with the actions that have been taken by
the Congress in terms of strategic reserves, and all the rest.

Mr. Tavourareas. 1 think we have had a Tot of action. but I don’t
see one additional barrel of supply resulting from that action. We have
2ot to get additional energy resources developed. We have got to show
OPEC that we are serious about our energy problems. I do not be-
lieve we have to wait until the dav we develop self-sufficiency to have
a better bargaining position. I think if the OPEC countries see that
we are serious about solving our energv problems long before we
actnally solve them, we will see some amelioration in their actions.

Chairman Kex~epy. What is vour impression. do you think that
thev are impresced with what steps have been taken, or not so im-
pressed, or very little impressed ?

Mr, Tavourareas. Verv little impressed. They kid and needle us
about. “What are vou doing about the environmentalists lately: what
are von doing about the Congress, they don’t like you fellows very
much, do they #”

_ So, thev needle us constantly. They are very clever. They are not
impressed with what the United States has done in the energy field.
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Chairman Kex~eny. What about' the TEA, has that made any
difference with regards to an embargo?

Mr, Tavourareas, This is a subject on which T am sure a lot of
people would disagree. Some look upon IEA as a means of confronta-
tion. In the last war the oil companies quietly were able to allocate
supplies in an equitable manner, and we have been congratulated by
the Government committee and by the EEC committee,

I, myself, would still prefer that method in the future. I think when
you create a force which becomes a focal point, for confrontation, you
are more apt to get confrontation. I have had this view for some time.
Just this last week I read the communiques from Indonesia, and that
was one of the items they referred to, saying, “We still have to deal
with the consuming countries trying to confront us.” _

I am not arguing whether there is going to be a confrontation or
not, but if you have a confrontation, you had better have the leverage
to carry it through. They have the supplies. .

Chairman Kex~xepy. Let me ask you, moving quickly to another
subject, what amount of your foreign investment is invested, just
approximately, in OPEC countries?

Mzr. Tavourareas. Oh, my goodness, I will try to get that figure, I
don’t have it with me. '

Chairman Kex~epy. Just approximately.

Mr. Tavourareas. Well, right now it is a very small figure because
little by little we have taken our investment out; I would say certainly
less than 10 percent.

Chairman Kexxepy. You can supply that for the record. The point
I am trying to get at is, what is invested in OPEC, and what is in-
vested in.non-OPEC countries.

Mr. Tavourareas. We will give you that figure.!

Chairman Kenxepy. Would you say as a general policy matter that
most of the investment of the major companies is in the OPEC coun-
tries, rather. than non-OPEC? . : -

Mr. Tavoutareas. Oh, no, a very small investment of the major
companies is in the OPEC countries. As I referred to in my statement,
we were developing a barrel of oil in the Middle East for as low as
$300 a daily barrel, where we spent as much as $6,000 per daily barrel
to develop refining and marketing assets in Europe—$6,000 per daily
barrel. So, there Is no comparison of what we spent in downstream
facilities versus what we spent in OPEC countries.

Chairman Kexxepy. Well, where are you drilling, are you drilling
in OPEC?

Mr. Tavouraress. Well, as a consortium we are drilling in and out
of OPEC. We are drilling around the world. I think we will continue
to drill, hope to create surpluses; that is one of the better means we
have of alleviating demands for higher prices. T think we should con-
tinue to drill, continue to explore. ‘ .

Chairman KexNepY, On the question about where these decisions are
made, is it a conscious decision, a corporate decision, that you are going
to do so in OPEC countries, or are you going to slant it over in non-
OPEC countries? S ,

1 See 'response of Mr. Tavoularéas to additional written questions posed by Chairman
Kennedy, beginning on p .70.
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Mr. TayourLareas. We drill in both areas. We are constantly. drill-
ing in both areas. L

Chairman. KeNnNEDY. Are there any incentives for drilling in the
non-OPEC, should there be more incentives for drilling in non-OPEC
areas, do you believe ? Have you given any thought to that?

Mr. TavouLageas. As you know, there has been a tremendous effort
in the North Sea; Alaska and the North Sea are the two largest invest-
ments outside the OPEC area. When the British Government finishes
with its demand for participation, I will give you an idea how great
the incentive is. Certainly, the incentive to secure supplies outside the
OPEC area is very great; we think it is good to drill outside the OPEC
area, as well as inside. .

Can I just make one other statement, Senator? You said in your
opening statement that sometimes the interests of our stockholders
and the consumers will conflict. I must say, X don’t know how different
companies operate at theéir board level, but I don’t think they are too
different from us. . o .

We realize that we are not in business for a day. If we'don’t meet
the long term needs of the consumers, we won’t meet the needs of our
stockholders. I don’t find any conflict there. ’

Chairman Kex~epy. 1 suppose you would have to ask in terms of
American consumers, they begin to wonder, when a major oil company
has as much going overseas as they do—what kind of an incentive do
they have for trying to see a control of price overseas when they know
the international price is going up, there is going to be that much
greater profit here at home ¢ :

Ir. Tavourareas. I would like to answer that question. .

Chairman Ken~epy. All right. And this goes back to the question
of whether you are really representing stockholders in this, or the
CONSUMETS.. 4

Mr. Tavourareas. Well, let me tell you what happens. We wel-
comed the action last week of OPEC to freeze prices. We would wel-
come even more action by OPEC to lower prices. Now, that is just a
fact. We have been accused of not wanting that, but in our board meet-
ing last week when we got the word that OPEC had frozen the price,
we were very thankful. ‘ ' _

Now, it is wrong to think that we can just ever pass on to the con-
sumer the ever-increasing price, we never assume that. A part of the
strateey of a business organization is.to keep its cost down all the time,
and OPEC taxes are only one element of cost. o

So, even, let’s assume on the small production in the United States
vou would make more money, if we had no price controls, but just
think of the volumes that come from the OPEC area, on which you
wonld make more, by having lower prices.

So, even to figure the economics out, I would rather see lower prices,
Eot higher prices. I know others say the opposite, but it’s just not

rue. '

Chairman Kex~epy. Senator Javits.

Senator Javrrs. Mr. Tavoulareas, you say in your statement, “De-
stroyinig the U.S. oil industry will scarcely contribute to the need to
find the new oil that we believe still exists in quantity overseas, both
inside the OPEC countries and outside them. Can the U.S. Government
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play the role that U.S. companies are now performing in-vast explora-
tion efforts around the world ¢” S R,
" Now, do you conceive of the divestiture effort as being:one ‘which
would destory the U.S. oil industry, and if so, why; bearing in mind
that divestiture is simply expected to divide production from refining .
and marketing, so that a company like your own would, let us-say, by
distribution with security holders, still retain the effectiveness of the
three major branches of your business. " T e
"Why would divestiture destroy the U.S. oil industry? Peo T
“Mr. Tavourareas. Well, let me first go to the first part of your ques-
tion. I referred before to the need to continually drill, and continually
find more reseérves, éven though :we take great political risks ‘arcund
the world. T am a great believer that the best ‘way to improve our
negotiating position is not by fighting to divide up the existing pie,
which a lot of the proposals are—such as how do we get-into Aramco,
how do we get into Iran? - o T R
"The answer is that we want‘to'do more exploration around-the
world—create more surplus—the more the:surplus is the better chance
we have of lowering prices. - . .. o
Now, when we find 'oil, oil has to go some place. We ‘go.into.the
OPEC countries, and they want us to supply some services. They want
us to explore, thev want us to develop oil. In exchange for that they
give us access to oil. C ' ' T
‘Now, if the United States said, “Well, we don’t.really. care-for you;
‘Mr. Producing Company,’ to operate in Saudi Arabia if you have
production-—let somebody else go over and buv oil.” The foreign pro-
ducing countries will then turn to a non-U.S. company that is-not
broken up, and they deal with him; they give him oil supplies. Sb, if
in exchange for our providing service in a producing country they will
give us access to oil, why do we want to give up that access to oil—
when we want it for our markets? If you start separating us into
different parts, we will have no market that we will:need oil for. So,
there will be plenty of European:companies,:or Japanese companies
that will take over that role. = =~ - * . T P
Senator Javirs. Well, when you say, “We have no marksts that we
provide oil for,” one'of the wonders of the recent recession -was why
Mobil invested invested $800 million in Marcor, instead of investing.
it and -findine more oil, or some other form of energy produdtion.
Now; if Mobil ‘sought-to diversify their operations-in Marcor; then
owning a retail operation implies that you don’t make everything vou

machine; you buy it from others. - , 0 :

© So,if your company considered it good business to be an independ-
ent operator and buy from others in order to sell to constumers in the
retail field. why wonldn’t it feel the same way about 0il? You would
be getting the oil; you are confident of customers as Americans are
using millions of barrels a day. and there will be companies—includ-

ing a part of your own—who will be in the refining and selling busi--

“sell, you-don’t get it out of the ground, you don’t make-it on a sewing

ness. What is the difference ? ‘

Mr. Tavourareas. There was a-time when the major parts of our
profits already were in the producing end of our business, and that’
shifted to where more of our profits come from refining and market-

ing, in the last couple of years.
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We had to build platforms in the North Sea. The first platform
we built cost about $350 million, and the second platform, it looks
like, will cost double that amount of money. We arc able, now, to use
the cash flow from our entire corporation to develop that oil, and when
we develop that oil, the world has more supplies. '

If you break us into small oil companies, who is going to be able
to handle the $350 million, $700 million platforms?

Now, as to Marcor, if I may say, there are two aspects to Marcor.
First of all, not one opportunity in the United States to look for oil
was turned down because we needed $800 million for Marcor. So, I
can assure you that no money was diverted from the search for oil
in the United States because of Marcor, I sit on the board, and I can
tell you that is a fact. As a matter of fact, in terms of bonuses on off-
shore between 1970 and 1975, Mobil outbid the whole industry. So, you
can see that we did not take money away from the oil side.

On the other hand, T must say, if you read the amount of bills in
Congress, including divestiture, that want to break us up, there is
even more reason in the future te Jook for Marcors.

Tf we have a limited opportunity to find oil, and then even with
that limited opportunity, we are going also to be broken up into little
pieces, I would say those attacks would make one look more toward
diversification.

Senator Javrts. As a practical matter, having little experience in
the oil field myseif, it is a fact, is it not, that you don’t generate in-
vestment capital solely out of earnings and cash flow, you depend
enormously upon capital markets; you depend enormously upon joint
ventures, just as you have in Aramco. Isn’t that true?

Mr. TavourLareas. That's true.

Senator Javrrs. See, frankly, I am asking you these provocative
questions because they are the questions before *he Congress. We are
neutral.

Mr. TavouLareas. We appreciate that. o

Senator Javirs. I am neutral on divestiture, and I would like to
know why. The more information you give us on that score the better
as far as I’m concerned.

I would like to ask you just one other thing, which relates to your
statement, where you say what you think we ought to do. You say,
“While the subject is not within the area your committee asked me
to discuss, let me just complete my list of elements for a U.S. energy
policy by saying that one of the ways that we can take some of the
pressure off our import needs is to permit the domestic industry to
explore vigorously in virgin areas offshore in the United States.”

Now, are we doing anvthing to prevent you. or keep you, or inhibit
vou, or limit you in virgin areas offshore the United States and if so,
what is it?

Mr. Tavourarras, Well, the only way we can drill in offshore areas
is for the Federal Government. or in some instances the State govern-
ments, to put up the acreage. The acreage has been very slow coming
on the market. There are constant debates, constant lawsuits, and con-
stant delays; some unbelievable—some very necessary—others not so
necessary—restrictions on where the pipeline will go—where you will
put that refinery if you do drill offshore—so, we have been slowed




23

down by the pace at which acreage is being put up and by the amount
of environmental restrictions that are put on operations. A good ex-
ample has been Alaska. We all think a certain amount of environ-
mental restrictions is great, but I think that Alaska is a good case
where we went far and lost a lot of energy for a lot of years for the
United States. If we had the energy in 1973, as we were supposed to
have it, I think we may have had a different situation during the
embargo. :

Senator Javits. I must-say, I like very much the part in your testi-
mony about the fact that the first indication of a break in our need will
cause OPEC prices to come down, and they will come down, probably.
very sharply. That’s why 1 am so hot for conservation because it would
be easy, direct and immediate, except for the disposition of our people
and the unbelievable complacency of our Government. ‘

But the U.S. authorities argue that when they put up “virgin areas”
the bids don’t come in. In other words, the oil companies are not com-
ing through with the kinds of bids which the United States has a right
to expect, if the oil companies consider these virgin offshore areas their
hest opportunity.

* Mr. TavouLareas. Well, first of all, there is now a question of some-
body asking what is the right value for a block?

Senator Javits. Right. Whether the bids are commensurate with the
value.

Mr. Tavourareas. Recently, in the Gulf of Alaska, there were bids
as high as $60 million in completely virgin territory, where only one
well was drilled, I think at a cost of $11 to $14 million, and aban-
doned at 5,000 feet. It is an area of tremendous tides and disruption,
much worse than the North Sea; and we saw bids of $7 or $8 million
being rejected. I question that kind of action, I really- do. If we get
oil out of the Gulf of Alaska within 7 or 8 years, I will be very
surprised. B .

So, to say now, “I don’t think this bid was high enough,” or “This
bid is high enough,” when you put it out to the industry and they all
bid competitively, they can’t bid together, who is the God that says
that wasn’t the right price? T think the prices were surprisingly high
for that territory in Alaska.

Senator Javits. My time is up. Thank you very much, Mr. Chair-
man,

Mr. Tavourareas. We bid $250 million in the Gulf of Mexico, it was
dry; this is what happens. .

Chairman Kexxepy. Congressman Hamilton.

Representative Hasmreron. I would be interested, sir, in your im-
pressions' of the present administration policy with regard to the
price of crude oil in international markets. Are you, for example,
under the impression that the present administration policy is trying
to create any downward pressure on those prices; or are you under
the impression that they want upward pressure, or they are not, enter-
ing into it in any way ? , :

Mr. Tavourareas. I think the statements by the President and the
head of the Energy Agency, and Secretary Simon, all applauding
OPEC’s action in keeping prices down together with the earlier state-
ments that they saw no need for a continual increase in crude prices—
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I believe from conversations with certain OPEC countries—I am not
privy to—have all made it -pretty clear that the United States does
not really want higher prices. : " o
Representative HamiuToN. Are you under the impression that the
administration is taking any steps, other than these statements that
you mentioned, to create pressure downward ¢ . _— )
Mr. TavouLareas. Well, let me say, when you say. “pressure” it is
hard to understand in what area you mean. I don’t know what pres-
sure the ‘U.S. Government—can apply—I'am not talking about mili-
tary pressure—I'don’t get into the political field—what economic pres-
sure the U.S. Government could bring on OPEC-that would force
them to bring prices down. I wish I knew what it was, I'don’ know.
OPZEC has the reserves.’ S
Representative Hamirron. So, you are not aware of any steps being
taken by the U.S. Goveriment, indeed; you don’t even-see any possible
steps that.the ‘Government can take to create downward pressure. Is
my impression correct of your perception ? B R o
Mr. Tavotrarias. Other than persuasion and talking, T-honestly
don’t know .of anything they could do to the OPEC countries: ‘
Representative Hammron. You really do not negotiate with- OPEC
on price at all, do you, you just accept the price they set. : :
Mr. Tavouraress. Well, we have had some conversation with some
of their people, explaining to them why prices are too high, and telling
them that raising prices four times in 1 year was a disaster to the free
world, and in the last. analysis not good for them. We have all these
conversations, but. thev are just conversation; we have nothing to do
with setting the price, they set the price. , S
‘Representative Hamirron. Let me ask vou. do you view the interest
of the U.S. nil companies, and the interest of the Government in deal-
ing with' OPEC countries as being totally convergent? Is there any
real difference between those two interests? L
Mr, "TAvOULAREAS. T see our association with the OPEC countries
and producers around the world really in three parts.One is providing
services, T see nothing about providing services that is inconsistent
with U.S. Government interests. =~ S e
The second is to try and get the lowest price possible. Now that they
cet, prices. what cai we do except explain to them whyv the price is too
hioh. why it is not justified, and what it is doing to the free world. |
Représentative Hanmrrron. Would not the Government’s interests,
which are broader than the economic interests at this point be able to
be.of some assistance? For example. we sell many arms to the Middle
East and OPEC countries. Cannot there be a linkage with regard to
their desire for American military equipment, and our desire for ac-
cess and Jower prices on 0il? Obviously, you cannot assert that inter-
est, but perhaps if the American Government were involved in some
wayv, perhaps it could be asserted. ‘ ' ;
Mr. Tavourareas. I guess I am not qualified to answer in that re-
card, whether you want to nse military equipment sales to see if you
can bring about a price decrease. I have some doubt you could, but I
am not qualified to answer in that area. S
Representative Hanirron. Should the Govérnment, or would it be
helpful for the Congress to require access to information on the nego-
tiations that occur between you and OPEC?
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: Mr, Tavourireas. We report to ‘the Government after each large
nefrohfttmcr session, both to the State Department and ‘the. Treasury,
and tell then .what the negotiations are about. We have no’ ‘problems
with access to-the information on negotiations we- partici ate,in.

- Representative: Hayirrox. Do you see any. role, for the.Government
to play in these negotiations at all? -

- Mr. TAvourareas: Well, I would say in the areas I spoke about prlce
a,nd -volume and services, I really see no role they could’ play... |

Representative Hamrurox. You have an interesting statexnent at the
end of your-statement which says, “I think- the U.S..Government
should support the Amerlcan companles as other orovernments support
their companies.” =~ - - 7 T e e e

What, specifically,; do you have in nnnd there? Are you- under ‘the
impression that the U.S. Government ought to be taking a lot of steps
which we are now not taking, and which other. oovernments do t‘rke
to support the o1l industry in those couitries?

Mr. Tavourareas. Maybe I can best illustrate this, when we go out to
see various OPEC officials, in the last 2 or 3-years, they. are very quick
to tell us. how much we are criticized by our own Government for our
actions. Now, the criticism may be from newspaper accounts, it.may be
from an individual Mémber of Congress, rather than the: Government
I would say we should get less crltlclsm, and it should be.confined to the
areas where it is ]ustlﬁed At the least, I believe this is unwarranted
and seriously undermines our - neorotlatmg pos1t10n Wlth those
governments.

- We are taunted with, “Even your own . Government ‘does not trust
vou,” or “they think you conspired to do this.” - -

"The second point, in ‘all fairness, is-that we are belno- deluged with
an excessive amount of legislation over the last few years, the like of
\gnchdl have never seen; “this does not help ‘our negotiating p051t10n
abroa

We hayve all kinds of suvgestlons by various people as to how they
are going to break the OPEC cartel. OPEC attributes these com-
ments to the American Government and says, “Don’t you tell them
those things won’t work.” - .

“Well, we don’t get involved in that,” we explain to them. -

I thmk if the American Government would realize that in the area
of price and volume, and services, there is nothing inconsistent be-
tween our objectives and the American Government’s objectives it
would help. I think we have gotten an undue amount of criticism in
the last 2 or 3 years, and it has hurt our negotiating posture tremen-
dl())usl)zi I think less unwarranted crltlclsm would help tremendously
abroa
: Representatlve HAMILTON Would 1t help your negotlatlons with the
OPEC countries if you had greater leeway from the Department of
Justice to consult with other American oil companies? .

Mr. Tavourareas. Well,;there is one area on which I would like to
speak. Usually, when we are dlscussmg matters with the OPEC gov-
ernments, we are talking about things which can increase costs. Now,
1t is always put in terms of a “price negotlatlon,” but it really is not a
price-negotiation, it is a cost negotiation.

Now, our attorneys are qulte clear in telling us that this i is not some-
thing that violates the antitrust laws. But there is enough doiibt in this

S
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area, enough people attacking us in that area that I wish the Govern-
ment would come out more clearly. : .

T just don’t believe the antitrust laws of the United States prohibit
companies to get together to resist higher costs. And yet, we know a
few years ago, when we got the clearance to meet in 1971 as a group,
so we could negotiate against higher prices and have some kind of
understanding with the companies that might have been nationalized
unilaterally because they took a tough stand, we got criticism on the
Hill and from the newspapers for getting together. All we were get-
ting together for was to resist higher prices, higher costs.

Representative Hamiuron. One final question. In your statement
you point out the fact that the declining company margins on profit-
_ ability dropped rather dramatically from 1948 to 1975, do you expect
now that that margin will level off ¢

Mr. TAvoULAREAS. Yes.

Representative Hammwrox. You don’t expect any further erosion
of it?

Mr. Tavourareas. Oh, T think it will level off about the same level,
and T hope it stays there long enough to see whether the countries that
try to get a bargain—Dbecause some countries want to get less than that
figure—will be satisfied with the services rendered. I actually think
the ficures should be higher, but that is the best we could ever negoti-
ate with them. I expect it to stay at about that level.

Representative Hamiuron. Thank you very much, Mr. Chairman.

Chairman Kex~epy. Congressman Long.

Representative Loxe. Mr. Tavoulareas, one of the things vou know
we are presently considering, particularly in the House of Represent-
atives, is this Outer Continental Shelf legislation, which relates to the
question that you were discussing with Senator Javits.

Tn my State of Louisiana we have a great deal of experience and
Inckilv—TI think luckily—we have had a minimum amount of environ-
mental harm. There is no question but that it caused some dislocations
in the environment. but some have heen good and some have been bad.
The recognition of the economic impact. negative economic impact
that offshore development has to a State. I think. is finally being recog-
nized by that legislation. Perhaps Louisiana and the other States that
have developed this over a long period of time went about it the wrong
way, asking to share in the proceeds of anything outside the 3-mile
limit, rather than asking for a share of the additional expenses that
are inenrred by them. As you well know. Louisiana doesn’t even get
anv sales tax on those items that are used outside the S-mile Jimit.

This has caused us, contrary to what most people think, substantial
economic harm over a long period of time. The Outer Continental
Shelf legislation gives recognition to that problem, and in this regard
I favor it.

On the other hand. the only thing that bothers me about it is that it
is so long in coming. The other end of it, with respect to the protection
of the environment in the setting forth of the different steps that have
to be taken in order to get a permit to operate offshore, off the Conti-
nental Shelf, or on the Continental Shelf outside the 3-mile limit in
most instances—you and I both know there are a couple exceptions to
it, but only a couple—do you see this legislation as speeding up devel-
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opment offshore, or is it likely to result in a delay of offshore produec-
tion and exploration ? S : . .
Mr. Tavourareas. I just really do hot know the speeifies, I will
have to ask one of my government relations people to give you their
guess. We have heard it said a few times that some of the States have
opposed the offshore because they have not gotten a share of the ac-
tion. To the extent that they get a share and we can go ahead with off-
shore, I would say I would have to be in favor. To the extent that it
imposes undue environmental restrictions on the method of opera-
tions, it ‘would slow it down. Other than that I have no opinion, I

guess I am not that close to it. : ) '
Representative Loxe, I have about come to the conclusion, myself,
1t is one of those where it is impossible to say whether it will, in the
long rumn, slow it-down or speed it up. I think it is going to slow it
down, in those States who are not doing it now, getting into it. They
are going to be more reluctant unless something similar to this law is
imposed. One, from an affirmative point of view, it gives them some
money, and they look at that to push them forward a little bit toward
participating; on the other hand, negatively, it gives them additional
assured protection for the environment which is to some extent neces-
sary. The degree is where the question comes in, . ‘

And, looking at it long range, if we do impose a law that the compa-
nies are not able to live with, 1t could in the long range end up in a
considérable slowdown. o » :

I am a little bit like you are, I have studied the legislation at some
length; and I have been looking at the development off shore of

. Louisiana for anumber of years. - '

Mzr; Tavourareas. Well, for example; there is one provision I believe
in, the bill that the State will have to approve the operations offshore.
You know, we have a national energy policy, but sometimes individual
States don’t think they have a.problem. You have heard the arguments
between New England and Louisiana, your State.

Representative Loxe. You saw the bumper stickers during the
shortage, or during the embargo, “Keep our gas in Louisiana and let
the Yankee freeze.” ' '

Mr. Tavourareas. Well, I just feel we have a national energy
problem and the Federal Government should rule in this area. If we
have a multitude of governments, we are bound to be slowed down.

‘" Representative Lowne. I ain inclined to agree with you, I think it is
a national problem and that too much State control adds another
bureaucratic layer that ought not to be added to it. :

Mr. Tavourageas. That’sabout it. = ' o

Representative Long. Two other minor points. In your statement
you stressed the benefits that the United States-based oil companies
give to the United States in securing needed oil-supplies. If you con-
tiue, though, the development of offshore—not ‘offshore but outside
the continental United States, outside the offshore activity, the foreign,
let’s call it, the production facilities, refinery facilities, and all of the
things that go with it, which as far as capital investment are concerned,
are so very heavy, if those will continue to be built abroad, rather than
in the United States, is this advantage to the United States because
of the fact they are domestic companies, going to continue, or what
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is going-to be that torn conflict that comes between the profit motive
of oil companies—which we well recognize—and the national interest?

Mr. Favourareas. Well, right now: we got ourselves. in the ‘position

where we are dependent on foreign supplies. I am very pragmatic in
this.area, I say, let’s recognize that condition, let’s work on that con-
dition, let’s try to increase our energy supplies and live with the facts
as they exist overseas. What we want from overseas, in my opinion,
is the maximum amount of sccurity of support at the lowest possible
price. . : - .
! If the means of getting additional supplies is building refineries in
producing areas, then I think that is something that helps our security
of supply. That does not mean at all that in the meantime I would not
be increasing our own energy resources—I don’t think they are
inconsistent. .

But if a country says, “As a price of additional supplies I want you
to help develop local refineries”—as we did in Venezuela 25 years ago—
and then they want those refineries to operate in times of emergency,
then we ought to have those operating, and I think that gives you a
lot of security. I would like to have even better security,. I would like
to have secured crude supplies and have my refineries where I want
them. That is not an alternative we have available. 4 L

T think these producing countries are telling you, “You- will get
more supplies if some of the refineries are in my area.” i

Representative Lonc. After the final sale of the Aramco property
in its entirety is concluded with the Saudi Government, what is going
to be the relationship of Mobil with the other former parent companies,
T think is the best way to describe them, that were the owners of
Aramco; is this going to be something that is going to allow Aramco
to play these companies off one against the other with respect to future
negotiations of entitlement? : B

For example, also related to that could be Aramco coming and say-
ing, “Look, we want to come in with you on the North Sea.” Would
you look at the first part of that problem, and the second part of it?

Mr. Tavouragreas. Well, on Aramco, whether the companies acquire
the word “Aramco” or the Government, that has not yet been settled.

Representative Lone. I am not worried about the word.

Mr. Tavourareas. I just want to explain it. So, there. will still re-
main a company owned by the four.companies. Whether .it is an
“Aramco.” or a new “Aramco,” is not important, is what, you are
saying. That company will operate in Saudi Arabia and acquire crude,
and give it toits partners. = . , R

Now, if the Government all by itself wants to go into the North. Sea
with.somebody, it is certainly free to do that, there is nothing incon-
sistent with that. But, there will be almost no change in the relation-
ship between the four companies and Aramco. or a new Arameo.

. Representative Loxe. Well, let me restate the question, then. Let’s
say the Saudi Government, instead of Aramco. R

Mr. Tavouragreas: Right. o

Representative Loxe. Let’s rephrase my question, instead of the
term “Aramco,” which I merely used as'a descriptive of the.activity
of the Saudi Arabian Government in its relationship with. these com-
panies that, were previously the parent companies of Aramco.
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Mr. TavourAreas. All right. There will be a new relationship that
will grow, it already has. They will still deal with Aramco as a group
who will help explore in existing concessionaires and whatever new
concessionaires the Government will give them from: time to time.

Representative Long. The secret there is, as a group; that is really
the answer to my question, isn’t it ¢ : .

Mr. TavouLareas. Completely aside from that, the Government is
free to go with any one of the companies and deal with a different

-venture. As an example, we are negotiating with the Government to

build a refinery at Yembu, on the Red Sea, we, Mobil, outside of
Aramco. Another one of the companies is negotiating with the Gov-
ernment to build a petrochemical plant, another one of the four owner
companies. There is nothing inconsistent about these two things.

The reason why it is important is because we see other internation-
als, foreign internationals willing to perform these roles, outside of
Aramco. : '

Representative Loxe. So, you would not really see any advantage of
your sticking together and saying, “We will only deal with you as a
group” because somebody else would come in and fill that void ¢

Mr. Tavourareas. If we were to say, “We won'’t deal with you, Mr.
Government,” then we would have four, five companies bidding
against us, some others that are glad to fill.the gap.

Representative Long. What if the Saudi Government told you they
wanted to go in with you on the North Sea, what would be your atti-
tude toward that?

Mr. Tavourareas. I think if they want to help and put up the bonus
money, I think we would have a favorable interest:

Representative Lone. That really gets into the question of the U.S.
interest in the multinationals when they go with their expertise of

. moving with someone like the Saudi Arabian Government, which

already has a hold on them, as they do, into another major growing
productive capacity, doesn’t it.¢ _ _

Mr. Tavourareas. I don’t think they have any interest to go to in
the North Sea, but if they want to put up their part of the'money, their
part of the risk capital, I wouldn’t say, “We won’t deal with you.”

Representative Long. Well, I can see, as a business person, why you
would make that decision, I can well recognize it. But that really
points up the question that Senator Kennedy was raising about the
position of you as a businessman and the president of a corporation
that has a responsibility to its stockholders to make money, as dis-
tinguished from’ what our interest is as-a national government in you
enabling the Saudi Arabian Government, which does not have the ex-
pertise, to move from where they have a complete stranglehold inte
an area in which they are not now operative, and in which they could
become a major factor. I .

Mr. Tavourareas. Well, the Goverriment is encouraging all kinds
of companies in Iran and Saudi Arabia, and other countries, to go out
and help them in areas where' they don’t have expertise, today. We
see a tremendous amount of people passing through Iran and Arabia
to help in areas where they don’t have expertise. The U.S: Government
is now encouraging just that. , ) e

Representative Lone. Thank you, Mr. Chairman, - . L
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Chairman Kex~epy. Senator Percy. o 4

Mr. Tavourareas. I mean, there was a large economic aid program
just signed between Secretary Simon and the Saudi Arabian Govern-
ment covering this area. ) o

Representative Loxg. I think there is one major difference, that we
are dealing with a very critical material here in which there exists
a shortage.

Chairman Kexxepy. The Chair recognizes Senator Percy. The Con-
gress is going to meet in joint session with the King of Spain. We are
going to have to recess the hearings early, and we haye two more wit-
nesses. I want to give Senator Percy a chance. We all have additional
questions, and if it is agreeable with my colleagues, we will submit ad-
ditional written questions to you.

Senator Percy. Thank you very much, Mr. Chairman.

Because no one has anything good to say about oil companies these
days, I would like to start on a happier note. I would like to point out
that Senator Kennedy, Senator Javits, and I have been strong ad-
vocates of an agency for consumer advocacy, and we would all like
to commend Mobil for the very forward looking position it has taken
in this respect. We would also like to commend Mobil’s affiliates,
Marcor and Montgomery Ward, for the leadership they displayed in
helping us shape sensible, reasonable, responsible legislation favoring
the consumer. '

My only question is: How could any responsible, good business
be against an agency that does not regulate, but is simply a spokes-
man for the consumer interest in the free enterprise system ¢

Mr, Tavourareas. Well, you know we favor it, and we were very
quick to see the advantage of your bill. In all frankness, the people
who jumped on us for endorsing the bill have said, “We have seen
many agencies start with a very humble beginning, and then we see
how they grow.” '

I think that has been the biggest objection, Senator, really. We saw
the Federal Energy Administration say they would never have more
than a 100 people at any one time working for them, and they were
going to have a very simple method of allocation and price control—
they have 4,000 people working for them. We have 200 people full time
in Mobil working, answering their questions.-

Senator Prrcy. That is why Senator Javits and I worked together
to end the Administration. Despite the administration’s request for
a 3-year extension we have gone to 15 months. Yesterday, the House
changed their bill to 18 months. We appreciate your support there.

I would now like to ask you about conservation. Your company has
emphasized conservation in some outstanding ads that have been in
the best tradition of the American enterprise. . :

Do you think this country is doing enough in the area of conserva-
tion of petroleum products? We are now more dependent on outside
sources than we were at the beginning of the crisis. We certainly rely
more now on Arab-OPEC countries than we ever had in the history
of the Nation, and these .countries are obviously politically as well
as economically motivated. Are we doing enough to conserve our own
resources ? - . -

Mr. Tavourareas. I am discouraged in terms that we have not done
and are not doing more on conservation. I think we should do more.
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On the other hand, conservation is not going to solve the problem
we have. I want conservation and we should encourage it.

Senator Percy. Well, it will help, certainly. :

Mr. TavouLareas. Yes; it will help, but unfortunately not very:
much—but it will help. Why do I say that? I showed a chart * before
that had a 2-percent energy growth from 1976 to 1986. That percent
was half the historical level and had in it a number of factors. That
is basically the energy growth predicted by the Ford Foundation
study which had in it all of the measures that Senator Kennedy has
in his proposed bill—which is a 'good step in that direction-—and
many more stringent measures; and still, they only thought they
could cut energy with higher prices, more stringent measures on con-:
servation, they only could cut energy from 4 percent to 2 percent. And
that is a magnitude, in that study, that I believe went further than
the American people will accept, when you get down to it. I think it is
very tough to impose legislation and follow up some of the hard things
we have to do in this country to have more conservation.

So, I guess what I am saying is, I would keep all the pressure on:
conservation, but I would like to see some recognition for the need
for more supplies. R ‘ o

Senator Peroy. Then, there are two possible solutions.

Mr. Tavourareas. Right; both at the same time. - ’

Senator Percy. First, on conservation, Mobil supported the 535-
mile-per-hour speed limit, and that.is literally the only thing Congress
did fgr a couple of years—that is the only thing we did. T traveled
with the State highway police this weekend and saw what the citizen
b}zll-nd radio does to even that small measure. But at-least we have done
t at: . N ' ’ ’ . ’

Now Senator Kennedy, has.introduced a bill, the Energy Conserva-
tion Act, 8. 3424, to give an incentive for people, homeowners, small
businesses, to insulate and protect themselves; to use less fuel; and to
heat just the inside of their-homes. In principle, is that the kind of
measure,-providing incentive for focusing attention on conserving fuel,
that you think is worthy of adoption?- o T

Mr. Tavourargas. Yes. o - T

. Senator Prrcy. Do you think that an attachment to the FEA exten-
sion, would be a logical way.to move S: 8424 into legislation this year?
Would it be in the national interest to have this Congress really do
something that-affects every homeowner, and virtually every American -
in a very concrete way? _ T S S
_ Mr. Tavourareas. In principle anything that will encourage con-:
servation I endorse wholeheartedly. =~ - o : Lo

Se;;nator Prrcr. Very good. Let’s talk about the other end of that
spectrur - , Co e : .

Chairmdn Kexnepy. Before you leave that point— [laughter]. . -
tb' Senator Percy. Well, I've finished, Senator Kennedy. On your own

ime. . S - : .

Mr. TavouLareas. T guess I can’t get away with that one. S

:Ch’a,l.rman- Kexxepy.  Could you try and do a little better than
“principle”? [Laughter.] A : i an

1 8ee chart, p. 18.
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Today you weren’t going to be asked about that, but we have been
meeting with some of the other companies, with Gulf, who attended
the meetings. You could take a look at it. I think it does what you
said. Perhaps we could get a response to it.

Mr. TavourLareas. We will be glad to. Thank you very much,
Senator.

Senator Percy. T am not a cosponsor of the bill; but just as an
interested person, looking objectively, I'd have to say it looks to be a
very concrete thing.

Senator Javrrs. Let me just add, Senator, the House, at the same
time it cut the FEA, cut the conservation fund by $37 million. That
shows what I meant when I said

Senator Percy. That is why I think we have got to do something.
We know the FEA extension bill is going to go over to the House, and
we think it ought to go over with some conservation legislation in it.
Everything we send ought to have conservation built into it.

I also agree that there is no way to develop supplies in our free
enterprise society unless there is an incentive to do so. How do we
develop the conditions that will attract more investment capital in the
field of energy? I mean capital other than Government funds. We
decided to pour Government money in through ERDA and other re-
sources, but that can only be a catalyst. The real money has to come
from the private sector.

How can we be assured that we have set up conditions attractive
enough to bring in the capital, the technology, know-how and research
that we desperately need?

Mr. Tavourareas. Well, let me go back and talk about a couple of

things, two things that aided the industry over a long period of time,
and we got tremendous criticism for—and I am not trying to go back
over history, but it did a job for this country. If you do a job for the
country, it is very difficult to escape criticism.

We had all kinds of criticism about the import program. The im-
port program was something which in effect held up the $3 a barrel of
oil price in the United States. This was said to be an “undue profit,” a
“windfall,” et cetera. I would like to see where we would be today if we
had not had the import program. The same was true of depletion:
Depletion gave the oil companies a break to produce energy for the
U.S. people.

Somehow we have got to get ourselves to the point of adopting pol-
icies that are good for the people, and to be willing to withstand the
criticism when in the interim someiyody gets a break. So, what am I say-
ing? If we are willing to pay foreign governments $13 a barrel for oil,
I can’t understand why we won’t pay U.S. people $13 a barre] for oil,
and hopefully thereby encourage other sources of energy, because we
are not going to solve the problem in this country by oil alone. I wish
we could—TI just don’t believe the oil is there. I wish it were. Maybe we
will be surprised, maybe we will find another Middle East off the At-
lantic coast, and then we will all be very happy—we ought to try.

But then, once we move from that, we have to give a price level and
even subsidies—I know I’m right back where we started. In the last
analysis, what are we trying to do? We are not trying to give companies
profits, but we are trying to give the American people security of
energy.

-




- 'So, 4ll the criticism we got from the import program, all the criti-
cism we got on depletion, produced the oil at a very cheap price. For
many years at a price lower than foreign oil, and for a handful of years
at a price higher than foreign oil. .

So, we have to take the very bold steps of seeing that we are going to
help support these energy industries and see they get a fair rate of
return. I don’t know how you get from there to here. I really don’t
know how you get this kind of a bill through Congress, the administra-
tion, in political times. But, if you are going to try to solve the energy
needs of the American people, we are going to have to face that kind
of a problem, :

Senator Percy. Mr. Chairman, could I ask one last question on the
whole issue of bribery and corruption on multinationals? Last week
the Organization for Economic Cooperation and Development, the
OECD, unveiled a code of ethics for multinational corporations, and a
code of governmental responsibility to private firms. Has Mobil found
it necessary to pay bribes, engage in kickbacks, give in to extortion in
order to do business overseas? Has Mobil studied the OECD code,
which I'have so strongly advocated, and will Mobil support the OECD
code and do everything it can to implement the code on an interna-
tional basis?

We are not legislating morality for American business on one side
and leaving the rest of the world out; we are advocating morality
across the board. This is another form of pollution, and we in the free
world must recognize that we have to get rid of it together. .

Mr. Tavourareas. Your question has two parts, and on the first
part, we have made a reasonably thorough investigation, and we find
that we have not had widespread bribery as a means of doing business
abroad ; we have not had to involve ourselves in that.

Every time someone told us they think something happened in a
certain country we went into it in great depth, and we found ourselves
to be free from anything that ever approached bribery.

Insofar as the code 1s concerned, I agree thoroughly that you can-
not, legislate international morality in one country, you have to get

it done on a worldwide basis. So, I think this kind of a code warrants ‘

our support.

Senator Percy. Thank you very much, Mr. Chairman.

Chairman KXex~Nepy. Very good.

I want to thank you very much for your statement and comments,
and response to the questions. I think you have been very helpful,
very useful, and candid. I think we have a number of other areas
which we mentioned in my letter of invitation, which we really didn’t
get into, some of the things I mentioned in the opening statement,
which we would really like to explore. We would like to submit those
questions in writing to you for your response.

Mr. TavourLagreas. It will be our pleasure. .

Senator Javirs. I would like to, on behalf of the minority, join
with the chairman; I think the answers have been very forthcoming,
very helpful, and your testimony will be very useful.

Mr. Tavourareas. Thank you very much, it was a pleasure and
honor to appear here today. .

Chairman Ken~epy. Thank you very, very much.
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" Mr. McAfee, our next witness, Jerry McAfee, was elected chair-
man and chief executive officer of Gulf Oil Corp. in January 1976.
‘He had served as the chief executive officer of Gulf Oil Canada, Ltd.,
since September of 1969; and he has been with Gulf since 1945. In
1955 he was appointed vice president for engineering and refining
development. Mr. McA fee was born and raised in Port Arthur, Tex.;
he graduated from the University of Texas, and he has a degree in
chemical engineering from MIT. We are glad to have you here.
Mr. McAfee, we welcome you. You have a rather extensive state-
ment, I don’t know how you would like to proceed. If you feel you
could summarize it, it would be helpful to the committee. I think
during the course of the earlier testimony, and during the exchange,
you have probably detected the principal areas of interest of mem-
bers of the committee. We want to give you a full opportunity, ob-
viously, to have your views included in their entirety in the record.
I will ask you how you would like to proceed.

STATEMENT OF JERRY McAFEE, CHAIRMAN OF THE BOARD, GULF
OIL CORP., ACCOMPANIED BY JAMES E. LEE, PRESIDENT; C. L.
CAMPBELL, SENIOR VICE PRESIDENT, GULF TRADING & TRANS-
PORTATION CO.; AND W. C. KING, DIRECTOR, CORPORATE POLICY
ANALYSIS :

Mr. McAreE. Thank you, Mr. Chairman. My statement is relatively
brief. I will make it as concise as possible and respond to the commit-
tee’s interest. I do believe it is a sufficiently important subject, though,
Mr. Chairman, that deserves the time that 1s necessary.

Mr. Chairman and other distinguished members of the subcommittee,
as has been pointed out, I am Jerry McA fee, chairman of the Gulf Oil
Corp. Accompanying me here today are Mr. James E. Lee, president of
the corporation, Mr. C. L. Campbell, who is senior vice president of
Gulf Trading & Transportation Co., and Mr. W. C. King, director of
corporate analysis.

‘We appreciate very much, Senator, the opportunity to present to the
subcommittee our views regarding the international petroleum
situation.

Specifically, the subcommittee chairman invited our response to
a series of questions illustrative of the subcommittee’s concerns. In or-
der to respond clearly and briefly to the questions raised, I will en-
deavor to cover nine specific points as briefly as possible.

The first is our present relationship with the producing countries.

Gulf has access now to about 2 million barrels per day of foreign
crude oil. Of this amount, one-fourth is derived from areas, such as
Ecuador and Nigeria where Gulf continues to own investments, and
one-half is purchased from governments of producing countries either
directly or under “buy-back” agreements. The remaining one-quarter is
acquired through so-called “third-party” purchases from other oil
companies. Approximately 20 percent of Gulf’s foreign crude oil ac-
quisitions are imported directly into the United States. Gulf acquires
crude oil originating in some 13 countries outside the United States,
which allows us to handle selectively over 20 grades and types of crude
oil.
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- All of our crude oil purchase agreements provide for a rapid phase-
out of our purchase commitment 1f the seller’s price 1s not, competitive,
and thisis ex¢remely important. . o

‘Qur relationships in Kuwait and Venezuela are especially signifi-
cant. Gulf now acquires from the Kuwait Government some 500,000
barrels of crude oil per day. We receive a nominal reduction from the
official government price because of our traditional long-term relation-
ship with that country and because of the large volume of our pur-
. chases. In Venezuela our crude oil and product off-take agreement re-
quires us to purchase approximately 126,000 barrels per day and pay
the price established by the Government. In the case of both countries,
an agreement has been reached whereby we render technical services
for a fee.

My second point is that Gulf operations do stimulate competition
among producing countries. This is due to our lJarge number of crude
oil sources worldwide, our option of phasing down our contractual
purchase obligations whenever the asking price is not competitive, and
the competition we face from crude oil sources of other multinational
oil companies. Gulf must always strive to obtain a competitive buying
price if we are to survive as an international oil company.

The total volume of oil is determined by the needs of the consumer,
who usually buys the lowest priced product available to him.

The third point is that an international oil company provides a
mechanism for handling efficiently and selectively the various types
and grades of crude oil. Because of our multiple crude sources and
extensive facilities, we are equipped to supply the world’s refineries
the proper quantities and qualities to satisfy the many different re-
gional processing, marketing, and ecological requirements.

Not all refineries are equipped to process the same grades and types
of crude oils. For instance, Gulf’s Philadelphia refinery has a capacity
of close to 200,000 barrels per day and meets present air pollution
. standards when processing high-gravity, low-sulfur crude. Crudes
coming from Venezuela and the Middle East are not appropriate
feedstocks for this particular facility. However, crude oil coming from
Nigeria is ideal for this refinery and, in fact, due to our supply source
flexibility, we were able to run all of our domestic refineries at capacity
during the 1973 embargo.

The point here is that an international petroleum company—as it
has evolved—has the flexibility needed to satisfy the selective crude oil
requirements of its customers and of its own refineries, as well as the
particular product requirements of various countries and regions. It
also has the capability to adjust deliveries to offset the frequent
changes in crude oil availability and market demand due to factors
such as operating problems, weather, accidents, strikes, or economic
fluctuations. This capability minimizes supply disruptions and the cost
increases associated with them.

The fourth point, Senator, relates to the proposal for creating a
Federal entity to undertake Government-to-Government purchases of
crude, the rationale being that this would provide some sort of collec-
tive strength in negotiating with producing countries for lower crude
and product prices. To the contrary, we do not believe that such an
entity would be able to simultaneously negotiate crude oil purchases
from several producers, relate these to constantly changing transporta-
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tion costs and varying refinery needs, make daily adjustments for oper-
ating problems, and still provide adequate petroleum supplies at
competitive costs. In fact, Government-to-Government crude oil
acquisition agreements have been tried by a number of oil importing
countries without any particular success. .

In addition, a muitinational oil company is able to negotiate with
producer countries on the basis of economic rather than political objec-
tives. It would be difficult indeed to eliminate political considerations
from oil negotiations between the U.S. Government and the Middle
Eastern Governments. For example, it must be remembered that the
arrived at price will be highly visible and there would be tremendous
pressure within OPEC and from political elements within the export-
ing country to maintain set price levels.

In this context it is important to keep in mind that OPEC is not
a cartel in the classic economic sense. It is not a business cartel, but a-
treaty among sovereign nations. The treaty is designed to protect
a finite natural resource which is, for most OPEC countries, their
major source of income.

The fifth point is the importance of proceeding expeditiously with
the strategic petroleum reserve program authorized in the Energy
Policy and Conservation Act of 1975. While such storage would not
indefinitely offset the effects of an embargo, its existence could dis-
courage some OPEC nations from supporting an embargo, and would
provide the Nation time to make adjustments 1n its energy use patterns
and avoid a sudden economic disruption.

The sixth point is the concern that the OPEC governments may seek
to discourage the development of alternate energy sources, since these
could weaken their monopoly position. Both the stated policies and
the actions of these governments indicate the opposite to be true. At
the recent Paris Conference on International Economic Cooperation,.
Saudi Arabia stated that it is “imperative the world recognize and

begin to solve the problem of finding alternatives for depletable oil .

now.” The commitment of the OPEC nations to alternate energy
sources is real. Saudi Arabia has allocated funds for solar energy,
Indonesia is developing its coal reserves, and Iran and Kuwait have
initiated nuclear power programs. It could well be that by the time
alternate energy sources can make an effective contribution to world
energy supplies, the OPEC nations will have reached the point where
their crude oil production has achieved the maximum attainable levels.

The seventh point concerns the so-called downstream ambitions of
the producing countries.

In this regard we must distinguish between transportation on the
one hand, and refining and marketing activities on the other. The
OPEC countries are already committed to and involved in transporta-
tion of a portion of their crude and products to some of their markets.
But I personally would not anticipate a major effort on the part of the
producing countries as to marketing, or refining in consumer countries.
There really is no current interest, we feel, in such ventures, largely
due to their more immediate interest in developing their own domestic
economic infrastructure.

The trend in the producing countries is to build refining and petro-
chemical capacity within their borders where they can provide em-
ployment for their nationals and maintain investment control.




37

These countries have some major obstacles to overcome, however,
in regard to developing their own technological expertise. As a result;
the additional capacity which emerges in the producing. countrles will
not, we feel, be significant until the next decade.

The elght point relates to the misconception of a few that the ma] or
international oil companies provide an automatic prorationing mech-
anism for OPEC and that this enables them to maintain high prices:
This misconception is wrong, and divestiture forced on the oil com-
panies would only strengthen the producer governments’ control of
prices. An oil exporting government is in a relatively stronger posi-
tion when negotiating with smaller companies with limited trading
capabilities. An exporting government can afford to lose a small
volume of business and thus 1s in a better position to demand a higher
price from a small company. Such an exporter has a much more “dif-
ficult time risking the loss of the larger volumes lifted by an interna-
tional major, which is always a consideration because of the rapid
phaseout options in present crude oil purchase contracts.

It is important to realize that the crude oil production rates in the
OPEC countries are now entirely controlled by those governments.
They unilaterally cut back production when they experience a surplus,
as they had also previously done for conservation measures. An inter-
national major is able to adjust its individual operations when pro-
duction is reduced so that such disruptions are ncutralized before im-
pacting on the supply availability to consumers. Such adjustments are
possible since any single disruption usually involves volumes which
are a minor portion of F'these handled by a major company, and which
can reposition its extensive tanker fleet and adjust offtake rates in
other locations or arrange exchanges. Such ad]ustments cannot be as
readily effected by smaller companies.

To offset such disadvantages, the Japanese Government has initi-
ated a program under which Japanese companies would consolidate
into a smaller number of integrated companies. The proposed dives-
titure legislation would have no jurisdiction over such companies or
over established international majors, such as British Petroleum,
Royal Dutch Shell, CEP of France, and Belgium’s Petrofina. The
proposed legislation would have little impact on the existence or size
of the international oil industry; it would merely prohibit American
interests from utilizing the advantages accruing to large integrated
trading entities.

The ninth and last point, Mr. Chairman, is this, how can we deal
most effectively with foreign producer nations to satisfy our national
energy requirements at the most reasonable price? That is what this
hearing is all about.

Many recent studies released by our government and by the private
sector recognize that the dependency of the United States and of most
consumer nations, on OPEC produced crude oil, will increase over the
next few years. Even with the advent of additional supplies from the
Alaskan North Slope, the United States may succeed only in limiting
its production decline. This will not offset our continuing increase in
consumption. In fact, our consumption of OPEC crude oil has already
increased almost 13 percent in the first quarter of this year over the
1975 level.
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However, our country does have three important options open to it
which could strengthen the Nation’s position vis-a-vis OPEC. -

One is that the United States and other consuming nations must
eliminate the inefficient use of .energy. In this respect, important
progress is being made. For example, by the end of this year Gulf will
have achieved 85 percent of its energy conservation target for refinery
operations, at a capital cost of some $20 million; and 60 percent of its
target for chemical operations, at a capital cost of some. $23 million.

Another option is that the United States must develop its own
considerable energy resource base to the extent that economics permit.
The energy in our known coal reserves exceeds the energy in all of the
Middle East’s proven oil reserves. The United States has significant
quantities of uranium and an important potential in solar energy. Our
known resources of shale oil exceed our known reserves of oil and gas.
Such an energy development program would have the compelling
advantage of creating hundreds of thousands of new, permanent and
well-paying jobs here at home.

Unfortunately, our progress in increasing production from these
known and available resources has been essentially zero. This fact is
not only recognized by the OPEC countries, but has been commented
on by them. Our Nation’s failure to increase its own energy production
reinforces the OPEC determination and ability to maintain their
prices.

The last option is to encourage development of energy resources in
other consuming industrial and developing nations. This will both
increase the world’s oil supply and will help to offset OPEC’s
prominent, or preeminent position.

How effective we are in dealing with the OPEC countries will
depend on our swiftness and effectiveness in exercising these three
basic options, conservation, increased production of energy resources
in the United States, and support for development of o1l and gas
resources outside the United States, especially in non-OPEC countries.

In summary then, Mr. Chairman, the oil importing nations will
continue to be dependent on OPEC crude oil. Their only meaningful
route to moderating this dependence and thereby to moderating price
increases is to use energy more efficiently and to increase energy pro-
duction significantly, particularly in the United States and other non-
OPEC areas. In our judgment the OPEC nations will not discourage
development of alternate energy sources, nor will their downstream
activities be a problem to consumer nations over the next decade. The
system of crude oil acquisition and distribution is dynamic, constantly
changing and complex. As such, it is not readily handled on a govern-
ment-to-government basis, but requires the flexibility and capability
of many large international companies. -

There is constant competition to deliver OPEC crude oil at the
lowest achievable price; Divestiture of the American international oil
companies would only serve to put the American consumer at a dis-
advantage-in relation to the OPEC producers and to other consumers,
and would leave the balance of the international oil industry intact in
the form of European and Japanese companies.

Mr. Chairman, we appreciate the opportunity of meeting with the

. subcommittee this morning, We trust these remarks have been respon-
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sive to the purpose of your deliberations and we will be happy to an-
swer any questions you may have. o o

Thank you. o ‘ o S

Chairman Kennepy. Thank you very much, I appreciate your state-
ment. Just a question on the OPEC price. Do you agree with Mr.
Tavoulareas that future prices are likely to reflect just future inflation
rates? '

Mr. McArze. I agree with Mr. Tavoulareas, especially in the fact
that it is extremely dangerous and undesirable to predict future prices,
.particularly when they are completely in the hands of entities over
‘which we have no control whatsoever. I think undoubtedly there will
be continuing pressure for OPEC prices to keep pace with inflation,

es.

Y Chairman Kexwepy. Do you make any judgment—I know you are
reluctant to do so—but it is important for us to have some guidance
and some counsel—what the likelihood is that OPEC would use this
market power to exceed the inflation rate ¢ : C

Mr. McAree. Undoubtedly they, in their judgment, will exercise-
that judgment to get the optimum return in their opinion for their
product, oil. I simply would not want to predict whether they will
exceed the rate of inflation. I would question that they would, frankly,
personally, because I think they have taken a big leap forward and un-
doubtedly want to consolidate their positions for some time to come;
but that is not to say they cannot do more. _

Chairman KeNNEDY. Are the companies themselves prepared to use
their powers, the access to markéts, to oppose increases in excess of
the inflation rate? '

Mr. McAree. We are using them, Senator, consistently and actively.
That is one of the points we are trying to make in our statement, that
really one of our big strengths here is our opportunity to move, and
shift, and change as one country or one area or one grade of crude
oil gets out of line, competitively, with others. Frankly, that is to my
way of thinking one of the most effective ways in which we can keep
some sort of a lid on OPEC crude prices around the world, '

Chairman Kenn~eny. Perhaps you could elaborate a bit on that, how -
you are able to do that, what changes, or what alterations you have
been able to achieve in terms of pricing, or costs. ‘

Mr. McAree. With your permission, Mr. Chairman, I wonder if
I may call on my colleague, Mr, Campbell, who is very much involved
in that end of the business and can be a little more specific than I.

- Mr. CameeeLL. Senator, I think if you go back over a 2-year period,
you will find that there was an initial price differential between the
light, sweet crudes and the heavier, residual fuel-producing crudes in
the Persian Gulf. As the embargo came and the refinery runs were
cut, it became apparent that people could run the heavier crudes and:
still meet their product-sulfur specifications. There was a massive shift
between the early 1970’s and the mid-1974 period to more sour crudes:
and away from the sweet crudes.: L o R .

This position has reversed. There has been a' tremendous change
lately in the product pricing differential betiveen: residual-and the
lighter products, gasoline and home heating fuel;-and :over the last.
6 months there has been a very massive move away' from the heavier:
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crudes and back toward lighter crudes, again. The oil companies haye .

been able to shift from one area to another and have changed this mix
very dramatically. ’

Chairman Kexnepy. Well, have you ever indicated to any of the
OPEC countries that you were not prepared to guarantee to buy in
advance specific amounts of crude? I mean, how hard have you bar-
gained, or been able to bargain; or do you think that you will be able
to bargain more intensely, harder, or tougher if you did not have
the fee?ing that the Justice Department was looking over your shoul-
der? How important would that be? )

Mr. McAFEE. Senator, you asked several questions. First of all, we
have bargained extremely hard, and we have had considerable
strength, to some extent, in the bargaining because we have been able
to bargain, as I mentioned, in 13 different countries for 20 different
grades of crude oil. We do have the ahility to do acertain amount of
trading off, both within our own system and outside.

As I mentioned, in all of our contracts we do have escape clauses
which, if the price gets out of line in comparison with others, enable
us to withdraw from the contract.

As to whether we could have bargained any harder, I know of no
way we could have bargained any harder under the circumstances.
Certainly, I am not aware in this particular area of any particular
impairments that the antitrust laws imposed on us. Mr. Lee has been
closely involved in some of these negotiations, and maybe he would
like to add something.

Mr. Leg. I think there was a time, back in the very beginning of our
negotiations with OPEC as an entity and we as an industry, when it
served us well to sit together, and we did, as you are aware.

When it began to get to the point where the OPEC countries were
going separate ways and they were no longer negotiating and moving
as an entity, when one country was moving into participation ahead
of another one, or when one country was moving into a complete
takeover ahead of another, I do not see that it would have served any
particularly useful purpose to have had any right to meet together
as an industry once we reached that point where we were in effect
negotiating with individual countries. I think the usefulness of that
fell apart. T do think that there continues to be some usefulness if we
had the right to trade information between companies as to what was
happening on these negotiations. There has been a reluctance on our
part, and on the part of other companies that are negotiating in in-
dividual countries, to bare our facts and figures, bare our chest, so to
speak, to other companies from fear of some repercussions from that.

Other than exchange of information, though, at this point, I do not
see a,rllly particular purpose being served by having the right to move
together.

Chairman Kexnepy. Well, if the countries could not depend upon
the downstream activities of the major oil companies, and if they were
able to both exchange information and be able to work out some under-
standings, particularly in a number of countries such as Indonesia and
Algeria, and other capital-short countries, Iran, perhaps, how do you
know that you would not be able to get a better deal? What knowledge
of the industry do you have that would indicate to us that you could
not get a better deal? You have not been able to try it, have you?
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Mr. McAree. Well, as has been pointed out, both in the previous
testimony and in ours, the prices are set in today’s world by the pro-
ducing countries, and they are not negotiated prices, it is a matter of
take it or leave it,

Our own negotiating position, really, is a matter of the degree to
which we are able to leave it, in some cases.

~ Chairman Kenxnepy. Well, why isn’t that important, why don’t we
maximize it ? '

Mr. McArer. Well, we are doing our dead-level best every day of
the week.

Chairman Kennepy. Why not permnit the companies themselves to
get together and maximize their total market power to be able to be
more effective, take some and leave others? .

Mr. McAree. Well, as Mr. Lee points out, except for the exchange
of information—one of the keys to this whole thing, Senator, con-
tinues to be competition, and I think part of the strength of our present
situation is the competition which exists, not only as between pur-
chasers and OPEC—producing countries—but between purchasers
themselves.

One misconception that I might well straighten out here is that the
purchasing of crude oil is today in the hands of a handful of major
oil companies; that just is not true. There must be as many as 100
international oil companies trying to buy crude oil. Is that a fact,
Mr. Campbell?

Mr. Camperr. Yes; plus many small traders and people who essen-
tially just operate out of an office with a telephone. So, there is a very
Jarge number of people in the market today.

Mr. McAreE. And only something like 60 or 70 percent, maybe, of
the total foreign crude oil traded is in the hands of the major com-
panies, contrary to the popular misconception. .

Frankly, I personally believe the competition which exists within
the industry is a major, and very significant and very important factor
in continuing to keep prices as low as they can realistically be.

Chairman Ken~epy. You are familiar with what Mr. Dorsey said
in 1972, at least he was quoted as saying, “No reasonable deal can be
made until the companies are willing to let governments try and sell
their share of participation crude, without our assuming the obliga-
tion to buy back at inflated and irrational prices. Insistence on main-
taining control of the crude has given strength to the OPEC position.”

I am just wondering how his comments, or judgment about that
particular approach differ from what you stated here. There seems
to be a differing viewpoint expressed.

Mr. McArzk. I don’t quite see the difference, I don’t see.a problem.
Would you care to comment on that, Mr, King ? .

Mr. Kixa. Mr. Chairman, that referred specifically to an era when
we had two levels of crude pricing; we had the Government-owned -
crude, which was selling-at their posted price, and we had.equity crude,
or the company-owned crude, which was selling at a lower price.

_His point was that you could not maintain a viable market with two
different price levels. That, of course, has ceased to exist. There is now
only.one price level, and we don’t have that kind of dichotomy today
that we had then.
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Chairman Kenxepy. Well, the essential thrust of it seems to be that
unless you bargain in a hard and in a tough way in terms of these
factors, you are not going to really be able to come up with much of a
result, that seems to be what he is talking about. “No reasonable deal
can be made, let the governments try and sell without our assuming
the obligation to buy back at inflated and irrational prices.” That
seems to be an impression of the spirit and the concept of negotiation.

I am just wondering whether there are ways and means of govern-
mental-action that we can increase those, you know, competitive aspects
in terms of the marketplace. I

Mr. Lee. May I, Mr. Chairman I believe what he was referring to

there was indeed what we thought the OPEC producing governments

had at that time, a misconception of what oil was worth in the market-
place. I believe what he was saying was, the only way we are ever going
to convince them that we are not getting as much for the oil as they
think they are. let them go out and sell some themselves, then they will
have the true facts of the market and not have to take our word for it.

Chairman Kex~repy. Senator Percy. 4 .

Senator Prrcy. Mr. Chairman, I ask unanimous consent first to
submit written questions in the interest of saving time. I will submit

the same questions to all three of our witnesses and ask the record be

held open for 2 weeks. : : .

Mr. McArer. We will be delighted to respond, Senator.

Senator Prroy. And I would like to commend you, Mr. Chairman,
for the way these hearings have been conducted. By giving each of our
Witnesses the same questions we cover essentially the same grounds and
save a lot of time in our questioning. The staff has done a good job in
that regard. :

The Chairman mentioned Mr. Dorsey, and you may be familiar with
my past unhappy experience with Gulf and Mr. Dorsey. I conducted
hearings before the Multinational Subcommittee of the Foreign Rela-
tions Committee for months, in executive session and in open session,
with Mr. Dorsey on Gulf’s problems. . : N .

Mr. McA¥rEe. I am only generally familiar with that.

Senator Prrcy. You might say, we are more responsible, along with
your board, for your being here than anyone else. .

Mr. McArze. I don’t know whether I want to thank you or not,
Senator. ' S o
- Senator Percy. Pardon. , : .

Mr. McAree. I'm not sure whether I should thank you, or not.
[Laughter. :

Senator Prrcy. Well, I look forward to this new opportunity, to
worlk with Gulf and its new management in a very constructive man-
ner. I might say, and you can at least tell your board that Senator
Kennedy and I gave up hearing the King of Spain in order to hear
you. So we recognize the importance of your presence here this
morning. .

Mr. McAree. I'm overwhelmed, Senator. Thank you. [Laughter.]

Senator Percy. My first question, then—and only one question in
this area—is addressed to the decision made by the Organization of
Economic Cooperation and Development—OECD—to have a code of
ethics and conduct among multinational corporations. Has Gulf
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studied.the OECD decision enough to know whether it Supports this
code? T

-Mr. McAreE. In principle, Senator, we support them heartily. We
have not had an opportunity to review the specific proposals in
enough detail to be-able to comment very specifically, but certainly
in principle we are in hearty support. We feel very. strongly that the
same rules need to apply to all of us, all across-the -country and
around the world, throughout all industries, not just the oil industry;
not just multinational companies. It is a competitive world we live
in, and we’ve got to play by the same rules if we are going to be able
toplay.

%{a.ving said that, though—and I mean it very sincerely—I mean
equally heartily, equally strongly, and equally sincerely the fact that
no rules, no regulations- will solve our problem. There has to be a
change in our attitude, our approach, and our way of life. We sin-
cerely believe that some of the trauma we have gone through as a
company and as an industry in recent years will stand us in good
stead in putting our house in order, and conducting our affairs so in
the future we will be more proud of them than sometimes in the past,

Senator Percy. Well, I think that assurance is not only in the na-
tional interest, but in the interest of Gulf Oil. I think by having a
clean house, looking at all of the procedures and practices of the past,
and starting afresh, everybody in the corporation is going to benefit.

I would like to ask about pricing. What effect on Gulf’s profit
would it have made if the OPEC countries had decided to increase
‘prices, say, 10 percent, instead of freezing them for the rest of the
year? I realize there was no way for you to control the outcome of
that conference, but what effect would it have had on the company,
had there not been a price freeze? '

Mr. McAreE. Let me respond in my layman’s sort of way, and then
if my colleagues have a more specific answer, I ask them to contribute
it. B : : ‘ .
* My own feeling very strongly, Senator, it certainly would not have
increased our profits $1; the chances are 1t would have reduced them.
What has been talked about is an increase in the total price, and the
total Government take ; nobody has talked about any possibility of an
increase in the oil companies’ margin—that’s where our “goody” is.
In order to even get that margin, we have got to pass along the total
increase in our raw material costs to our customers, intérnal custom-
ers, and external ‘customers. The chances in today’s market of being
able to do that are extremely remote. C

So, I have to say on balance that the probability was that an in-
crease in OPEC oil prices would have hurt us, rather than helped us.
Now, Mr. Lee, would you confirm, or deny, or change that ? .
* Mr. Leg. I confirm that, and I would go even further and say, I
have no doubt it would have reduced our income for the rest of the
year. With our inventory “accounting methods around the world,
every time we have a change in price because the product prices don’t
move as rapidly, we suffer on the income side. o ' '

. Senator Percy: Well, I felt it important to ask that question be-
cause there is a general impression among the pedple of this country
‘that when the price’of oil increases it’s not the' OPEC countries who
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are responsiblé, not the members of OPEC—it’s those¢ damned oil
companies.

The illusion is that the oil companies are going to benefit by a price
increase. When prices go up the oil companies take the rap, and I can’t
see that Gulf would have been able to realize profits from price in-
creases. I can assure you, if any oil company had tried to benefit by
such an OPEC decision, we would have been in there, we hope, swoop-
ing down on them.

From what I know of the pricing in the field, there was no way that
you could benefit from higher oil prices, but you were going to take a
lot of blame.

Now, it is in our national interest and also the policy of this admin-
istration and our Government to try to hold prices down. It is in our
interest to create, if we can, all those conditions—by the creation of
reservoirs, the creation of alternate sources of energy, and a consortium
of cooperation between consuming nations—to put downward pressure
on oil prices. In this particular case, were the oil companies able to
work in the national interest, in accord with our national objective to
help hold the price of oil down? Did they wield whatever degree of
influence they could on the parties that were participating in this con-
ference to keep prices at least frozen? Or did the oil companies just
simply not play a role anymore and leave it to governments?

Mr. McAree. Well, not by choice, but by necessity. We were not part
of the conference, we were not invited ; and as far as I know we had no
particular observers there of any status. We have no voice in that area.

The only thing we can do, really, short term, is to do the best job
we can, using our flexibility to the best advantage; and long term do
the things we talked about this morning: Conservation, improving
our own domestic supplies, and improving supplies in other non-
OPEC areas.

If I might inject this, Senator, we get it a good bit too, we share
your impression—and it has been confirmed—that there is a popular
misconception that an oil price increase is to the benefit of the oil com-
panies. That simply is not true, and I am delighted, sir, to hear you
confirm that it is not true, as well.

Senator Percy. Well, I have been critical of oil companies——

Mzr. McAree. I'm aware of it.

Senator Percy [continuing]. In certain areas, as you well know. But
I think it is very unfair to allow this myth to continue, that you can
somehow damn the oil companies and you have found the source of
the problem. That is not the problem at all. In fact when people try
to tell me that, I say, :

Look, they are not the enemy, you are, and I am. We are consumers and we are
just burning up too much of this. We have to find a way to tighten our own belts.
We are the enemy in this particular field because we are just squandering and
wasting our precious depleting reserves.

Mr. McAree. You are not the only one, Senator, we are all in this
together.

%enator Percy. Yes.

Mr. Lre. Excuse me, may I add one more thing on the pressures on
OPEC to keep prices down ?

I agree with Mr. McAfee that there is absolutely no input that we
can make as oil companies. We do with individual countries point out
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what we think are the true market situations relative to their individ-
ual laws; but beyond that we have no effect. _

I think that probably the greatest influence can be brought by our
own Government, Government representations to OPEC countries. By
this I don’t mean threats; that works in the opposite direction.

Senator Percy. Reasoning.

Mr. Lee. Reasoning, and I think there has been ‘some progress made
in this regard. I think Saudi Arabia stood up and has responded.

" Senator Percy. That is my next question. I would like to ask if you
would, Mr. McAfee, single out—even though you did not have ob-
servers there—you were watching the daily newspapers because you
knew what effect it would have on the industry—which country really
stood out and fought for a price freeze, and had the clout to carry it
forward ?

Mr. McArzee. We really have no inside information, Senator. You
are quite right, we have been following the newspapers with a great
deal@of interest. Mr. Lee, do you or Mr. Campbell have anything to
add?

Mr. Lik. I think the papers indicate that Saudi Arabia was the lead-
ing foree in holding the price line, and I think pleading remarks were
publicly made before Sheik Yamani went to the OPEC meeting.

Senator Percy. Well, it’s my general impression that Sheik Yamani
did a real outstanding job in reasoning with his colleagues. The emo-
tions were all to jack the price up again, Tying it to inflation, now,
makes sense. That will make sense to a lot of people. That gives us
all incentives to hold down inflation, - '

One last question. Is Gulf involved in solar energy, and in solar
energy research—are you doing anything directly ? ‘

Mr. McAree. Not to any significant extent. As you know, we are
dee[l)ly involved in other energy projects, liquification of coal, shale,
niuclear. '

Senator Percy. Alternate sources of energy.

Mr. McArEE. Alternate sources of energy.

. Senator Percy. Are you engaged in conservation efforts, advertis-
Ing programs, public relations programs? o

Mr. McArzee. Very definitely. As far as we are concerned we feel
that our biggest contribution in this area is to police our own opera-
tions. After all, we consume a considerable amount of energy in proc-
essing oil, gasoline, and all the rest; and in making chemicals,
especially. . - '

We have undertaken a conservation program which I believe—and
you may know better than I—involves a target of something like a
15-percent reduction. ' ‘

Senator Percy. That is your own company consumption.

" Mr. McArxe. That’s our own company consumption. _

Senator PErcY. IBM has done an oufstanding job .in this regard.
But are you in general supporting a national policy of conservation,
even though it may be on the surface contrary to your immediate
short-range, selfish interests? - ' '

Mr. McAree. Well, we don’t think it’s contrary to our interests.

.t?enator Percy. It may appear to be, although I don’t think it is,
either.

80-939—77——4
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Mr. McAree. We.feel very strongly on this matter; and if there
were anything in this area that we knew we could do, we would do it.

Senator Percy. Would you support Senator Kennedy’s bill, S. 3424,
which is the Energy Conservation Act; and if you have not studied
it, would you undertake to study it and see what your position is?

Mr. McAree. We have studied it to some extent, Senator, and cer-
tainly we support many features of it. We certainly think that in
principle the objectives are sound. We certainly will support, in prin-
ciple, any significant constructive steps in that direction. We will be
glad to study it in more detail. _ ) .

Senator Peroy. We would appreciate a thoughtful analysis of the
bill. T ask this simply because we do face a.decision on the floor very
soon, and we want to add it—if Senator Kennedy so moves—to the
FEA bill. R ‘ -

I presume you are in favor of our phasing out FEA over a period of
15 to whatever months it is we finally settle on ?

. Mr. McAree. How about 15 days? [Laughter.] _

Senator Percy. Wait a minute, you may encourage me to keep the
FEA longer. .

" 'Mr. McAree. Going back to the earlier subject of conservation,
Mr. Lee has reminded me, and Mr. King, that we have had a significant
program that might be of some general interest to you. Do you want
to mention it, Mr. Lee? :

Mr. Lee. We developed a program to encourage motorists to tune
their automobiles up. There is a fair amount of energy lost from im-
proper engine combustion. We went out across the United States, in
the areas in which we market, with a program called Econovan. in
which we would set up a van equipped with instruments at a shopping
center and so forth, to measure the products of combustion. We went
through a little computer business and came out and suggested to the
motorist that he should go and have his car checked up, and told him
how efficiently his engine was operating.

This was very well received. We got a lot of credit for that in some
areas.

Senator Percy. Thank you.

Mr. Lee. And it was free, also, my colleagues remind me.

" Senator Prrcy. Mr, Chairman, thank you.

_ Chairman Kenxepy. Just a couple of points. The fact of the matter
is, according to the Committee on Foreign Relations, the Subcommittee
oni Multinational Corporations, that with the increase in the OPEC
price, that the percentage increase of profits by the domestic companies
Increased rather dramatically over even those of the international com-
panies. You understand that, don’t you? . .

Mr. McAFEE. Yes. ‘

Chairman KexnNEpY. So, according to their reports, in the period
from 1973-74 over 1972-73, among the five top domestic companies
there was a 92-percent increase in profits, compared to a 56-percent in-
crease over the previous years, and that was even with price controls
which, under congressional action, are now going to be gradually
phased out. S

So, I don’t think we want the record left with the fact that when
OPEC does not increase the price, that it has major significance and




implications in terms of the profit margins of both the-international,
as well as the domestic companies, which do not always function ac:
cording to the traditional, historically open and competitive American
enterpfise system. I wanted to at least raise that fact and encourage
your response to it. ) o . A
7 "Mr. McAree, I would very much.like to respond, if I may. That
particular time frame that you selected was one of great upheaval, re-
member, when the OPEC price was increased fourfold, not 10 percent.

We must remember that the admittedly high profits by domestic
compartiies, international companies, all of us, largely, to a very sig-
nificant extent, were inventory profits, and were the result of the dis-
ruptions and the instability of the marketplace at that time; it should
not be regarded as a-long-term thing, unfortunately. S

Chairman KXex~epy. But I don’t gather from anything that you
said here why it wouldn’t follow that with the increase in OFEC
prices there would be a corresponding increase in profits among the
domestics and internationals. R , :

Mr. McArre. The simple fact of the matter, Senator, is that the oil
company’s take is not a function of the total price, it is a fixed cents-
per-barrel amount in most cases, sometimes by agreement, sometimes
by the nature of thebeast. -~ . - : .

Chairman Kex~epy. Of course, that is not true with regard to the
domestic crude, is it ? : ,

Mr. McAFeE. No; the domestic is completely different, it is under
complete Government control for the next 39 months; or whatever.

'C’gairman KexnNepy. Well, you can say it is under governmental con-
trol, but the immediate past suggests that the Middle East oil-produc-
ing countries are going to have substantial effect on establishing what
the price will be. : , .

Mr. McAree. That isn’t quite the way it is in this country, Senator.
You may speak to that a little more, Mr. Lee, or Mr. King.

Mr. Lee. Well, I don’t particularly follow that line of reasoning.

Mr. McAree. There is no question about there being crude oil price
eontrol in the United States at the present time, under FEA rules.

Mr. L. On the time frame on which the Senator is speaking, OPEC
prices increased, and we sort of gasped and recovered. There were
price increases in this country for crude oil that moved up. 1 think this
1s where you will see one of the explanations for the very dramatic in-
ereases in domestic operations in 1974, immediately following the 1973
embargo because there was some crude price rise in this country. .

Mr. Kive. Another aspect was that when the FEA put on allocation
controls, this, of course, meant that a marketer could not shop around
for supplies, the supplier was designated. This eliminated a lot of com-
petition traditional in the oil industry; and as a result the allocation
program—as always happens—set the ceiling on prices. Then, of
course, that increased the domestic profits accordingly. As long as we
have an allocation program,that will continue to bea factor. And, of
course, a subsequent rise in price, this year, for instance, in OPEC
-prices would have no impact on that because it has no impact on the
allocation program. o ‘ o _

Senator Prrcy. Senator Kennedy, because this originated with the

‘vg(l)le;tlorgtI? put, could I have 30 seconds to explain the position that I
ok on i o : o '
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Of course, I look at it just as a merchandiser, and I looked at the
marketplace—then and now. I could not see that you would have a
chance to raise prices very much now. You have a highly competitive:
condition ; you have price cutting; you have a surplus of oil. There is:
no one waiting in line anyplace, gas stations are competing against
each other where before you had the psychological climate of the em--
bargo; you had those long, long lines; and finally, when people were:
able to get gasoline, they were willing to pay almost anything to get it.
“There was no downward price pressure in the market.

Today you have a lot of downward presure, plus the fact that you
know and we know you are going to take the blame if you raise prices..
Every cent you raise the price—even though you say, our cost has gone-
up and we’ve got to go up—you are going to begrudge every penny be-
cause you are going to take a whale of a walloping psychologically-
from the American people, who will curse you and the politicians out..
That doesn’t give you much comfort,if you are going to be in the same-
category with usthese days.

As 1 see it, that is why I took the position that probably today, un--
like 8 years ago, your interests are right along with the national inter-
ests now, and the marketplace goes with you on it.

Mr. McArrg. Very much so, Senator.

Chairman Ken~EDY. I suppose you would have to ask why the gas:
prices are going up now,

Mr. McArge. I’'m sorry, Senator.

Chairman Kex~epy. Why the gas prices are going up now, 2 to 3.
cents in the summer, while we have a glut on the market? I certainly
yield to my colleague, Senator Percy, who has had a distinguished and
Jong career in the private sector. But this committee must also recog-
nize that with any kind of increase in the OPEC price, there are bound’
to be implications in terms of the economy here in the United States,
profits in terms of the domestic as well as the international market,.
particularly with the phasing out of controls and the allocation pro-
gram. We must recognize that this is not a totally free market, open
market, or free competitive situation in terms of the effective profits:
that are going to be available to the major domestic oil companies.

Mr. McAree. With the greatest respect, Senator, this is a highly
competitive industry, and that is why we had the depressed product:
prices, and that is why we still have them. The recently announced gas-
oline price increases are simply recovering from extremely low prices
which were at unprofitable levels for all the companies. The returns on:
Investment are the final key to that.

If the oil companies—Gulf included—were enjoying exorbitant re-
turns on our investments, any way you slice it, you would have an ex-
tremely good point. The fact of the matter is, our returns are still mar-
ginal, way below what they need to be in a high risk industry such as
ours; below the national average, and below what they’ve got to be if’
we are going to continue to be a viable industry.

Mr. Lee has a point he would like to make.

Mr. Lee. May 1 just add something, please? I think if you go back to.
1974, immediately with the embargo still affecting us, you know, the
supply and demand’ situation was such that we were short of supply
and long on demand. We were up against the stops at that point for the-




prices of our products that we were allowed to charge under the FEA
‘rules.. . S oy o
Today we are very much below those prices, and what you aré seeing
‘now is the laws of supply and demand coming back into effect. We are
looking.at, for the first few months of this year, demand up 7 percent,
-over a year ago. So, demand is climbing, we are getting into the suin-
:mer driving season, the demand is increasing more. As supply has not
increased all that much, inventories begin to fall, and therefore peo-
ple, marketers, see the opportunity to raise their prices a bit back to-
ward those levels that get us up to the maximum allowed under the
‘FEA rules. : .
Chairman Kex~Nepy. We have another witness. What you did not
“talk about 1s your increase in the value of the reserves. What have they
increased, in terms of Gulf, in the last 3 years, the values of your re-
-gerves, just for the escalation of the increase by OPEC? _
Mr. McArxe. Well, you can multiply better than I can, I am sure.

q don’t think that has very much significance, Senator, with all respect,

unless I am missing some point. Do you see the Senator’s point ?

Chairman KenxNEepY. I can ask the other three gentlemen—I’ll bet
they will agree with you, too. S '

Mr. CamesELL. Mr. Cilairman, I think throughout this last 2- to 3-
vear period we have basically lost concessions, and we no longer have
Teserves. We have two or three countries where we still have partial
-equity, but our major concessions are gone. So, there may be domestic
rese.r(ﬁe increases in terms of value, but overseas we are losing very
rapidly.

Mr. Lee. You are talking about overseas, I think the Senator is talk-
ing about domestically. It seems to me that you have to look at what
‘the replacement costs of those reserves are, and this is where we begin
to et into some nretty high numbers, and we begin to get worried.

Mr. McAree. That is an extremely important point, sir. It is what
it takes to replace them, and we are using them every day faster than
we are finding them,

Chairman KennepY. I'm sorry we don’t have time to continue this
discussion, bit we must call onr final witness. I want to thank you very
much. You have been most helpful in understanding this complex
-subject. Thank you.

Mr. McArgee. Thank you, Senator, gentlemen.

Chairman KevNeEpy. Our final witness is John Buckley, vice presi-
-dent and director, Northeast Petroleum Industries, with 20 years with
-national oil companies in financing, marketing and refining; 6 spent
with Exxon. He is the cofounder and executive editor of Petroleum
Intelligence Weekly. He is from Massachusetts, too. We are glad to
‘have you here and look forward to your testimony.

You have an extensive prepared statement.

Mr. Buckrey. Yes, Senator, I would like to get a feeling from you
-on how long you would like me to take.

hChﬁir;nan Kenxepy. Can you try for about 20 minutes, how would
‘that do?

Mr. Buckiey. I can do it a lot more quickly, it is more valuable to
-ask questions than to listen to testimony.

Chairman Kenxnepy. We will include your prepared statement in
its entirety in the record. I think in our letter to you we raised the
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principal types of questions in which we are very much interested,
and some of which have been talked about in the course of our ex-
changes here this morning. ' .

Mr. BuckLey. Well, why don’t I do this, Senator, I would like to
submit the prepared statement in its entirety for the record. I have
pulled out the letter that you sent to me. So, rather than to read the
prepared statement I will give some oral responses.

Chairman Kex~epy. I think one of the things we are interested
in is, you know, the question Mr. Hamilton asked, whether the U.S.
Government favors big oil companies too much. or not enough. Or, do
you find that the Government favors the smaller, independent com-
panies? What would you like to see in this area in terms of Govern-
ment policy?

And then, we-outlined in these questions the areas we are particu-
larly interested in. You have a very extensive prepared statement that
goes into great detail, a_good deal of the history. I think generally
you would have to describe it as rather a hopeful and optimistic and
upbeat prepared statement with regard to the world oil market at the
present time.

STATEMENT OF JOHN G. BUCKLEY, VICE PRESIDENT, NORTHEAST
PETROLEUM INDUSTRIES, INC.

Mr. Buckrey. Yes; I think that is true. I basically tried to cover
six separate points in my prepared statement. I started, of course, by
thanking you for holding these hearings, and really for a very strong
leadership role in energy over the last 18 months, during a time when
Congress came in for a good deal of criticism, both from the oil in-
dustry and from the administration. : ‘

My own feeling in working down here during the 18-month period
is that Congress has acted very responsibly. I am very grateful that
it takes a while to get a piece of legislation passed because that lead-
time gave the Congress some time to look beyond some of the emo-
tional rhetoric and start putting together a comprehensive energy
progrgm; and I think it has made a good deal of progress in that
regard. : ‘

The second subject I wish to discuss was just a couple of persistent
statements on myths that continue to be repeated by responsible
people. One, that OPEC could be, or would be likely to be broken
up by some kind of U.S. policy. I just don’t think that is realistic. 1
think that OPEC is stronger today than it was a few years ago.
I think OPEC has gone through a very critical year—a 25-percent
drop in production. If they were going to fail, if they were going to
break up, it would have happened by now.

The sooner we recognize that this is not just another cartel, but is
a cartel which has a philosophy behind it, a cartel anxious to see a
redistribution of wealth between industrial countries, raw material
producing countries, then we shall recognize that OPEC is concerned
not only with just economic factors, and not just the normal economic
decisions that a cartel might make; but also OPEC is an economic
cartel backed up by a philosophy—a philosophy that in the long range
they are not going to sacrifice for any short-range gains.
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'The other myth that continues to plague us here is a feeling that
somehow or.other we can become less dependent on oil, and on im-
ported oil in particular. I just don’t think it is realistic for the FEA.
to keep putting out reports. that by 1980, or-1985, we are only going
to import half as much as we do now; it flies in'the face of what is
actually happening. o ) . Lo .

We know they are going to be voting California next week on a
moratorium on nuclear construction there. Now, whether that passes
or not, there are 12 other States that are getting ready to put that issue
on the ballot this fall. Nuclear is not going to go forward quickly and
rapidly, it is not going to make nearly the contribution-that people
thought it would 1 year or 2 years ago. . .

With all due respect for our vast coal reserves, there are extremely
difficult problems 1n _extracting coal from the ground, both environ-
mental problems and mine safety problems. The fact 1s that most of
our new coal has to be strip mined in areas of the country that are
very arid, where we have a very difficult job of reclamation. Then,
if you can get it, you have air pollution problems burning it. So our
coal is not going to come on all that quickly. .
~ The conclusion one must come to is that oil is going to have to fill
the gap. Natural gas is declining and will continue to decline. Even
with the new legislative approaches that would increase the price of
domestic natural gas, there is going to be a long leadtime before that
has much of an impact, and there are many geologists who doubt that
even with higher prices for oil and gas in this country weare going to
solve many problems; that there isn’t much oil and gas left to find.

So, we are going to be hooked on imported oil. And if my reading
of the economy today is anywhere near right, that 2-percent energy
growth number that Mr. Tavoulareas had in his table showing growth
between now and the mid-1980’s—that 2-percent growth of energy and
oil is vastly understated.

We have seen the American people now adjust to the higher prices.
The most striking fact that shows that they still want to drive those
big automobiles 1s that not only are the U.S. automobile companies
having a good year—they are probably having the third-best year
in history—but also the only cars that are not selling as well as last
year are the subcompacts. The intermediate cars are selling well; the
Cadillac and Lincoln may have the best sales year in the history of
the Cadillac and Lincoln divisions. The American public is consuming
a lot more gasoline now, they are up 9 percent in the last couple of
months from a year ago. Industry, on the other hand, has already
conserved, there is not too much more they can do; and once you have
made that one-time saving, then, as the economy picks up, you need
., more oil. ’ :

So, I look for oil demands up 6 percent or so this year and next
year, and 5 percent probably right up through the year 1980. We
have to be looking at 10 to 12 million barrels a day of imports, and
perhaps more than that. There is no way we can wish it away, it’s
there. It is a-myth to keep thinking and talking about things that
will curb our reliance on OPEC and foreign oil because it is not going'
to happen, and we ought to recognize that.

* The third point I wanted to talk about was the specific question youw
raised with respect to the quota system and the establishment of a
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Government purchasing authority. I think a quota system would be
a disaster. We lived through one which Mr. Tavoulareas thought
helped the country but which I happen to think was a bad national
policy then and would be even worse now. For a quota system to work
you have to have spare producing capacity at home. We don’t have
any. So, the only thing achieved by putting a quota on at this point is
the creation of an artificial shortage. Then you need a Government
bureaucracy to tell you who gets the oil, and who doesn’t; who you
shutdown, who you keep running. If you are not willing to face the
economic slowdown and the shutdowns that artificial shortages create,
then you don’t need a quota system, it just doesn’t work.

With respect to a Government purchasing authority, there are many,
many aspects on it that disturb me. I will just tick them off, they are
supported in my statement.

The first aspect is that administratively it can’t work and won’t
work. It would be an administrative nichtmare to try to have a central
purchasing authority get all the right kinds of oil for the right people
at the right time in an economy as large as ours, which uses as much
imported oil as we do.

Second, I think it would be anticompetitive to have a Government
purchasing authority, because we independents think we can do better
in the marketplace and act a little more quickly in the marketplace.
Under this scheme we would end up buying at the same price and on
the same terms from the Government as everybody else, and thus we
would lose a key part of our competitive strength.

Third, I think the establishment of such an organization would
just have to lead to some kind of politicizing of that organization;
there are just too many “statesmen” in this Government that like to
look at the economy as providing them with bargaining chips. They
would be anxious to use those chips to achieve foreign policy objec-
tives. The wheat deal, to me, was a classic example. I just think the
temptation to take that $25 or $35 billion a year we are spending, the
temptation to take that leverage and try to achieve foreign policy
objectives would be too great—and I think that the end result would
be very detrimental.

Finally, I just don’t think it would work. I can’t think of any-
thing that would unite OPEC more than to have the world’s largest
importing country establish a mechanism designed to break OPEC.
They would simply sit down together—and there are no antitrust
laws that reach them—and decide what price they were going to
jointly bid—in a sealed bid system—to the U.S. Government. If that
price happened to be a little higher than the market price, then we
face the embarrassing decision of whether we pay the higher price
with a slightly red face, or whether to go without the oil. And of
course, they know that we can’t go without the oil, they have to know
that; that is not a reasonable alternative, we can’t shut our economy
down; we don’t have the leverage. We need the oil more than they
need to sell it to us,

So, I just don’t see how any of those systems could work.

I skipped over one subject, a point I wanted to make very quickly,
and that was that there have been some positive aspects from the
OPEC price increases. As much as we wish to criticize OPEC for
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what they did, I think wé do have to recognize that one of the prob-
lems facing us as a Nation over the rest of this century is the con-
tinued economic disparity between the major industrial countries and
the developing countries. That disparity has been getting worse,
rather than better. The per capita income in some of the larger de-
veloping countries, India, Pakistan, and some Latin American coun-
tries, has been getting smaller. This OPEC step has resulted in a
transfer of real wealth from the industrial countries to a group of
developing countries. .

For that reason alone, what we have seen develop is a very rapidly
growing market in those OPEC developing countries for the kinds
of goods we can produce; the food we produce on our farms, manu-
facturing equipment, technological expertise. The result has been a
very rapldly growing export market for U.S. companies, which I
think will continue to grow. What we will end up having is a much
larger volume of trade between industrialized countries, including
ours, and the OPEC countries, than we had before—with all of the
economic benefits that flow from a higher level of economic activities.
- So, that to me has been a very strong plus, and I disagree with
Senator Javits’ earlier remarks that OPLC caused the recession. The
recession was well under way in every industrialized country around
the world long before OPEC raised their prices. It may have added a
percentage or two to inflation. When you are talking about double-
digit inflation, which we had, 1 or 2 points of 11 points is not the
whole cause nor the sole cause; though it is a contributing factor.
But oil was not nearly as important as food.

And in the European countries, where inflation ranged up to 26 and
27 percent, Italy and the United Kingdom, it played even a smaller

art.

So, I do think we ought to recognize there have been some positive
benefits in restructuring the world economic order to bring about a
little fairer share to developing countries of the income that exists
in the world. T

Now, very quickly, I would like to turn to the answers to some of the
other questions the subcommittee asked. One of those was whether
there are divergencies between the interests of U.S. oil companies and
the U.S. Government in the negotiation of long-term crude sales
contracts. : o

I don’t see any basic divergencies. I think companies—certainly
ours—have been interested in security of supply; the lowest prices we
can get; and the best terms we can get in paying for oil. Those seem
to me to be consistent with the goals of the United States.

You have also asked whether the Congress ought to either require;
or at least ought to have access to information on crude oil negotiations.
I can see no reason why Congress shuld not have such information,
I think it would be helpful to them, We already provide a lot of data
to the Federal Energy Administration and other interested executive
departments; and I think it would be helpful to provide it to Congress.
After all, Congress is going to be involved in energy decisions from
here on out, if for no other reason than just the oversight they will
have on energy policies that have been already legislated, or are close
to the edge of being legislated. I think that information could be
helpful to them.
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I don’t see how direct congressional participation in long-term crude
negotiations would be beneficial. Obviously we independents fee] that
since we don’t have a lot at stake in 83 or 120 countries around the
world, we can go into a producing country and suggest something a
little different, perhaps, and not worry about whether we extend most-
favored-nation to those other 120 countries we operate in because we
don’t operate in the other 120 countries the way the majors do.

So, we think that we can offer innovative approaches, that we can
achieve better terms from a producing country than the majors. But
I can’t see us ever getting any kind of special treatment from a produc-
ing country if a member of the U.S. Government—Dbe it congressional
or the executive branch—is sitting with us and generalizing whatever
concessions we might get back through the information chain. The
producing country would be silly to make any special arrangements
under those conditions. .

So, I would not favor having direct government participation in
-crude oil negotiations.

I have already talked about the Federal oil and gas corporation.
You have asked whether contracts assuring a producing country outlet
for its crude minimize the need by that country to compete for sales
by cutting prices. '

Obviously, if a producing country could get such a deal, it would not
have much need to compete by cutting prices. But in fact, what is hap-
pening in most countries, certainly in Kuwait and in Venezuela, which
have now completed a 100-percent takeover arrangement from the
majors, has been the signing of long-term contracts with the former
.concessionaires. But these contracts have not nearly covered the total
production ability of such countries. Moreover, these contracts phase
out, or phase down in volume as years go by, thereby putting these
.countries basically in a position of negotiating their own deals with
third parties—with other oil companies, with other majors, They have
-done a lot of that already in both of those OPEC countries and in
others. They do have to look at price very closely, and obviously have
looked at price in terms of tying their crude price back to the Saudi
Arabian marker crude price. If they price their crude attractively
vis-a-vis that marker crude, their production tends to go up and they
tend to make more sales.

If they price their crude higher than the marker price in terms of its -

-quality, location, and proximity to the market, then their production
goes down because they don’t sell as much. :
So that, in fact, is what has been happening up until now in the
countries that have completed 100 percent participation. The question,
while it is a good one, is not relevant to what is actually happening
today. Thank you. "
[The prepared statement of Mr. Buckley follows:]

PREPARED STATEMENT OF JoHEN G. BUCKILEY

My name is John G. Buckley. I am a Vice President of Northeast Petroleum
Industries of Boston and a Vice President and Director of Energy Corporation
-.of Louisiana (ECOL) a joint-venture of Northeast Petroleum and the Ingram
Corporation of New Orleans, Louisiana. ECOL is presently building a 200,000
‘barrels daily fuel-oriented refinery on the Mississippi River about 35 miles up-
Tiver from New Orleans. I am a former Fuel Oil Chairman of the National Oil




Jobbers Council and currently on the Steering Committee of the Fuel Committee
of NOJC. I am also a member of the .Utility Advisory Committee to the Federal
Energy Administration, Washington, D.C. and a member of the Emergency Petro-
leum Supply Committee of the National Petroleum Council. During the past
three years I have visited almost all of the major oil producing countries around
the world to negotiate crude oil contracts for our Louisiana refinery. I have met
with and have had many discussions with Oil Ministers and other oil and finan-
cial officials from these countries and hope this firsthand experience will help
this Committee gain some insight into the goals and aspirations of these coun-
tries.

Senator Kennedy, I would like to start by thanking you for the leadership
vou have displayed in the development of energy policy during the past year
and one half, since President Ford announced the Administration’s energy
plan. Of course, your concern and involvement in this area is one of more than
a decade’s standing and we independent companies understand and appreciate
the role you have played in trying to assure more equitable treatment for con-
sumers both at home in New England and across the country. Your hearings
this morning are just another example of your concern and continuing effort to
make sure that this nation does not pay a disproportionate price for the
achievement of dubious national objectives. I can think of no other subject in
the field of energy that is so widely misunderstood-as the implications for U.S.
policy of the evolving relationships between U.S. based oil companies and
OPEC—the subject of today’s hearing. Nor has any other subject been fraught
with so much emotional rhetorie. This hearing should do much to clear the air.

I“ITRODUCTIO‘T

In my statement this morning, I should like to comment on six separate sub-
jects, all of which are interrelated but deserve specific comment. I should like
to begin by discussing the constructive role this Congress has played in develop-
ing a cohesive and sensible energy policy over the last eighteen months. I
would then like to turn to a discussion of (1) the positive aspects of the em-
bargo-engendered OPEC price explosion; (2) the.persistent myths that con-
tinue to confuse U.S. energy policy ; (3) the undesirability of establishing a new
quota system and/or a central government purchasing authority; (4) the
answers to some of the other questions raised by this committee; and (5) the
Federal Energy Administration—related questions likely to come before this
Congress during the current session. We think some of these FEA issues will
have an 1mportant impact on overall U.S. policy vis-a-vis OPEC.

THE ROLE OF CONGRESS

First, let's take a look at what Congress has been doing during the past eigh-
teen months. I know this Congress has been criticized strongly by the Adminis-
tration and many oil industry spokesmen during this period for a lack of speed
in committing the nation to energy self-sufficiency. Actually, when one looks at
the policies Congress was asked to adopt a year and a half ago, one can only be
thankful for the deliberative nature of the legislative process. For Congress
was asked to put our total energy policy on an OPEC price basis—that is, to
tie the price of our oil, natural gas and coal to OPEC pricing. To have done so,
of course, would have been a severe jolt to the economy—$50 to $75 million
more inflation—more recession, more unemployment and, I suspect, very little
net gain in domestic energy productlon

But Congress refused to be stampeded. It resisted the siren call for a “quick
fix”. And, despite 'the complexities of the issues, Congress has moved with re-
marlxable speed for a legislative body and has already fashioned miany of the
Ley building blocks of a rational, national energy policy.

A strategic storage program has been created. That step alone will ' go a long
way toward protecting the United States from future supply disruptions or em-
bargoes. The strategic storage concept has always been the cheapest, most cost-
effective way of achieving reasonable security and a measure of independence
in'foreign policy matters.

* The Congress has also embarked on what might be called a moderate energy
cost program, It allows the average price of oil produced in this country to rise
modestly month by month, yet keeps the weighted average cost far below the po-
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litically established OPEC prices, rather than—as the Administration urged—
tying domestic prices directly to OPEC prices. This approach allows newly dis-
covered U.S. crude to be priced at a much higher level than old established pro-
duction and thereby creates plenty of incentive for exploration and development
of all but the most marginal geological structures that promise to yield oil re-
serves. Congress has also gotten a good start on conservation, including automo--
tive efficiency standards, and has strengthened our competitive export position by
providing lower energy costs to U.S. industry and agriculture than the energy
costs now prevailing in other industrial countries. As a result, our balance of’
payments position in 1975 showed the biggest single surplus in the history of the-
nation—despite a $25-billion payment for oil imports

Of course, much remains to be done, particularly in two areas: conservation:
and natural gas pricing. But even in these areas, substantial progress has beew
made. For example, as the Chairman well knows, his own Energy Conservation:
Act of 1976 which encourages the minimum use of energy in housing, non-residen--
tial buildings, and industrial plants has already been favorably reported out of’
Committee. And while no overall natural gas pricing legislation has yet emerged:
from Congress, there are a number of proposals currently active. The approach.
in that area which seems to make the most sense would tie the pricing of newly
discovered natural gas to the Btu equivalent of the weighted-average domestic-
crude oil price then in effect. This will permit a high enough natural gas price to-
encourage exploration for new gas without, again, tying the natural gas price-
directly to OPEC’s crude oil price level which is not set in a free market but
rather is set politically.

I sincerely hope that both the Energy Conservation Act of 1976 and new nat-
ural gas pricing legislation can be adopted in this session. With those two addi-
tional actions, this Congress will have virtually completed the legislative frame-
work for a sane national energy policy. I think that rather than brickbats, con--
gratulations are in order. I know how hard members and staffs of the appropri-
ate Senate and House Committees (specifically the Senate Interior Committee:
and the House Interstate and Foreign Commerce Subcommittee on Energy and
Power) have worked on various energy proposals that have come before them. It
has been one of the most difficult tasks ever handed Congress, and while the re-
sults to date may not have been perfect, I think this Congress can be proud of
its achievements in the energy area.

THE POSITIVE ASPECTS OF OPEC’S HIGHER PRICES

I know it is popular to blame the extraordinary OPEC price increases in late-
1973 and early 1974 for the recession that has plagued Japan, Europe and the
United States. It is always easier to scold others than to take a hard look at
one’s own policies to see where the fault really lies. Thus, OPEC has received
almost unanimous worldwide criticism for the price actions taken during the-
embargo. It is not my purpose to exonerate QPEC but merely to point out that
the recession in the industrialized countries of the world, with its attendant
growing unemployment and inflation, was underway long before OPEC made its
move. To be sure, the higher OPEC oil prices hit hard at countries that depended"
on oil for most of their energy and imported most of the oil they needed. But even
in those cases, the OPEC price moves served only to exacerbate what was al-
ready a bad situation. The economic disequilibrium was present well before they
acted.

Still, one can well remember the cries of anguish that went up and the predie--
tions that the international monetary system could not handle the massive new
flow of funds to OPEC countries. Others predicted that OPEC countries would
soon amass such enormous new reserves that they could buy out the shares of all
the companies listed on the New York Stock Exchange. These fears were, of -
course, exaggerated and have not been borne out by subsequent developments. In
fact, what has actually happened is that the transfer of large new financial re-
sources from the industrialized countries to OPEC has created a growing oppor-
tunity for industrial countries to export goods and services to OPEC. Companies
here in the United States certainly have benefitted from OPEC’s new wealth. Our-
own U.S. exports to OPEC have doubled between 1974 and 1975 and now stand”
at something close to $13 billion annually. I would expect this number to grow sub--
stantially because U.S. manufacturing know-how, technological and even agricul--
tural expertise is very competitive in world markets and will insure that we re--
ceive more than our pro-rata share of orders from OPEC countries.




57

1t is very ‘interesting to note that the International Monetary Fungl shows
‘OPEC reserves at the end of 1975 at just under $57 billion. That sounds like a lot
of money but represents an increase of less than $10 billion from the end of the
1974 level. This means that over the whole of 1975, all of the OPEC revenues
received were spent except for a little under $10 billion. Between 1973 and 1974,
‘OPEC had a net increase of some $33 billion. OPEC countries simply were unable
-on short notice to spend nearly as much income as they received in 1974. But as
‘time goes by and additional port facilities and other infrastructure are a_dded, the
.ability of OPEC countries to utilize new revenues is growing dramat}cally. 'In
fact, in 1975 only Saudi Arabia, Venezuela and the United Arab Emirates in-
.creased their monetary reserves substantially in comparison with 1974. Indonesia,
Libya and Iraq actually recorded declines. And this year it’s clear from the finan-
cial transactions records that both Algeria and Iran are borrowing in the inter-
‘national money market to supplement their oil revenues in order to continue their
-development programs. Moreover, OPEC has embarked on a substantial and pro-
.gressive foreign aid program and during 1975 granted some $5.6 billion in aid to
-other developing countries.

What is happening, I think, is that we are rediscovering the principle first made
famous by Henry Ford when he started paying his workers $5 per day. It was
Ford’'s theory that well paid workers would buy automobiles. He came in for his
:8hare of criticism for altering the then existing low wage structure. But he was
right. We can trace today’s modern consumer oriented economy directly back to
-the pioneering step taken by Henry Ford.

The point is that all during the twentieth century, industrial countries have
:given lip service to the fact that some way had to be found to bring developing
-countries into the world economic structure. Great new initiatives were under-
‘taken just after World War II with the creation of the International Bank for
Reconstruction and Development and the International Monetary Fund as well
-as the General Agreement on Tariffs and Trade (GATT) and our own bilateral
.foreign aid programs. All of these international organizations and programs were
-designed to enhance trade between countries and bring a fairer return to de-
-veloping countries so that they might actually start to better the living standards
-of their citizens.

Yet, in 1976, the sober fact is that many of the largest, most populated of the de-
veloping countries are becoming poorer each year. Per capita income is actually
-dropping. The World Bank now divides developing countries into three cate-
.gories—lower income, middle income and higher income. The lower income poor
-countries have an average per capita Gross National Product of about $116 per
.year (about $2 per week per person to live on). India and Pakistan are both in
that category. Middle income poor countries average some $350 per year per
-capita, with the upper income developing countries averaging slightly over $1000
sper capita of Gross National Product.

Even those numbers, of course, over-simplify the grinding fact of poverty for
-most of the citizens of those countries because within most of those countries
gross'disparities in income exist between the elite wealthy class and the common
citizen. Obviously, so long as those conditions persist, with most of the citizens
-of the world living day to day without adequate food, housing and medical care,
the seeds for international conflict exist. If we have learned anything in the past
-century, it is the fact that we are living in an age where local revolts become
“international incidents—and sometimes wars. We can never hope for a peaceful,
sstable world so long as these enormous income disparities exist. .

Yet. the industrial countries have seemed unable to cope with this reality by
actually - voluntarily changing the economic order. From this standpoint, the
OPEC price revolution . of 1973-74 may prove to be the single most important
-economic action undertaken by a group of developing countries in the twentieth
century. The OPEC countries have, by their own joint policy decisions, thrust
~themselves up from the status of developing countries to the status of economies
in rapid transition to industrialized nations. They are closing the gap in a hurry
:and the lesson for other developing countries is there for everybody to see.

. It is for.this reason that I think the United States should carefully weigh any
raction designed to confront OPEC and should pursue instead policies to cooperate
with OPEC. OPEC leaders have certainly shown their desire for moderation now
-that higher prices have been established and revenues are flowing to them. Their
-decision, or lack-of decision on a price increase just last week in Bali underlines
ithis moderation. We, for our part, should recognize the tremendous opportunity
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that this new market gives us for increasing our exports. The OPEC countries
are much like Henry Ford’s workers—they are now able to buy the things that
we are so efficient at producing. And both we and they should end up with a
permanently higher level of trade and economic activity. The United States, the
other industrialized countries, and the OPEC nations will all enjoy the economic
benefits that fiow from a higher level of economic activity. From the standpoint
of this perspective, I think this Committee ought to look at the OPEC price
explosion as carrying with it very positive overtones and perhaps the beginning
of the end of the long established vicious cycle which has seen industrialized
countries grow more and more wealthy and developing countries grow poorer
and poorer.
PERSISTENT MYTHS THAT CONFUSE U.8. ENERGY POLICY

Of all the myths and misunderstandings that continue to plague the formation
of an intelligent U.S. energy policy, there are two that are particularly disturb-
ing and need to be set straight. The first of these is the often stated view that if
only we can get consuming countries to act together, we can break OPEC. There
are many different scenarios envisaged for the break-up of OPEC, ranging from
military threats to sealed bid auction schemes through the establishment of a
Government Purchasing Authority which would encourage individual OPEC
countries to defect in order to gain increased market position. I think it’s time we
stopped kidding ourselves. OPEC exists now and has been in existence for sixteen
years. It has held together through enormous strains. In fact, OPEC has just met
and overcome a rather crucial year. They have weathered a very severe decline in
production. OPEC countries were preducing some 33 million barrels a day in 1973
prior to the embargo. Two years later, in October of 1975, they were producing
only 26 million barrels a’ day—a 25 percent decline in production. That is the
kind of decline that should have caused OPEC to split apart if it were weak. It
did not happen. Saudi Arabia, all by itself, took a decline of 1.6 million barrels
per day Make no mistake. So long as Saudi Arabia is willing to act asa balance
wheel and take production cuts, OPEC is certainly going to survive.

Mr. Chairman, this Committee should understand that what OPEC has done
really is simply agreed upon a “marker price” for Saudi Arabian light crude oil.
Every OPEC member is then left free.to decide how to price its own crude oil in
relation to the marker price. This has introduced the flexibility needed by individ-
ual countries to make price decisions that will encourage customers to buy more
of their oil or conversely discourage customers from buying so much of their oil.
This approach has introduced a market concept which allows changes in world
demand patterns and changes in tanker rates to make themselves felt quickly and
bring about corresponding price changes in various crude oils that are available
around the world. Thus, for example, when, as at present, freight rates have fallen
as a result of the worldwide surplus in very large crude oil carriers (VLCC’s),

the value of crude oil close to the major marketing areas has also fallen. Algerian-

of Libyan crude close to Southern Europe two years ago carried a larger premium
related to their geographic location than today simply as a function of the lower
freight rates that are-now available to move Saudi Arabian market crude all the
way from the Arabian Guilf into the European market. Similarly, the premium for
light, low-sulfur crudes such as Algerian or Nigerian in West Africa has increased.
as the demand in both Europe and the United States for light products such as
gasoline and home heating fuels has grown relative to their demand for heavy
residual fuels.

We have also seen that if a country such as Iran prices its erude above its.
relative value vis-a-vis the Saudi Arabian light marker crude, sales fall off rather

dramatically and do not pick up again until price cuts take place. At the present

time, the price for heavier Middle East crudes, such as Kuwait and Iranian heavy,.
is too hxgh relative to the market price #nd sales are therefore down, There have
been price cuts in recent months for these two crudes but the cuts were not deep-
enough to bring them into their proper relationship with Saudi Arabian light.
Thus, we would expect further cuts in these two crudes during the next few

onths if the countries concerned want to keep their production levels moving
upward as the world economy recovers.

By the same token, Venezuela, which normally has priced its oil towards the
high side of the price spectrum, found last winter that its crude production
had dropped so sharply that corrective price action had to be taken. Vene-
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zuela now prices its crude at a very competitive level and  production is
already moving up as a result.

In sum, Mr. Chairman, it is theoretically possible for the U.S., acting in

concert with other industrial countues, to break the OPEC cartel. However,
we would have to pay the price of ruining our own economy by diverting
massive capxtal funds to subsidize very marginal, inefficient, high cost energy
production in this country. This pnce would be far too hlo'h and would hurt
us far more than it would hurt OPEC.

The second myth that still continues to plague our energy planning is the
thought that somehow or other our national security, our very survival as a
modern nation, requires us to be less dependent on imported oil and the corol-
lary myth that we can become substantially less dependent on imports over
the next five years. The thought that somehow or other our national security
is directly linked to the number of barrels of oil we import a day is to me such
a narrow view of national security as to be almost ridiculous. Yet, this train
of thought persistently runs through both the first and the second Project In-
dependence reports. It is far too narrow a context within which to view national
security and foreign policy flexibility. No matter what we do, Europe and Japan
cannot escape overwhelming dependence on OPEC oil to fuel their economies
for the next five to ten years. Given the interdependence of our economy with
those of the European countries and Japan, their vulnerability is our vulner-
ability. We do not really have the unilateral options we used to have in the
energy arena. We and other industrial countries do need a certain volume of
oil. The producing countries, for their part, do want to diversify their economies
and improve their standard of living. Their spending pattern in the last two
years certainly proves that. Between these two groups, cooperation can yield
a higher level of world trade and a growth in mutual interdependence. This is
a logical course and one whlch we should prefer.

That doesn’t mean we' shouldn’t do anything about developlng mdlc'enous
energy resources. Obviously, the embargo showed us that oil energy is a finite
resource. We and other countries have got to develop alternative sources, and we
and other countries must conserve and use energy wisely while we have it, Those
are very useful lessons to us.

In the meantime, if we are to become more and more dependent—and, indeed,’

there seems to be no dlternative if we wish to have a prosperous economy for
the next several yeéars—then the strategic storage program, which Congress
has already provided for, can be seen for what it is: an indispensable pre-
requisite to maintain our forelgn policy options and protect our national security
against temporary disruptions of oil supplies at a relatively modest cost.

The point is that Congress and the Administration are moving forward on
a storage program that will protect our national security and give us time to
unsnarl any supply disruptions that may occur without exposing our.economy
to massive damage. Yet, the rhetoric from the Federal Energy Administration
continues to stress dechmng dependence on imports over the next several
years. That is a myth, It is not going to happen. We are far more dependent
on imported oil now than we were prior to the embargo and we will be even
more dependent in 1980 -than we are today, despite the arival of North Slope-
Alaskan oil sometime next year or, depending on the delays that might occur
in the pipeline constructlon early in 19(8 That is a fact of life and we ought
to face it squarely.

SHOULD WE ESTABLISH A QUOTA SYSTEM?

Let us sbart our discussion of the re-establishment of a quota system w1th
the observation that we. lived under a mandatory oil import quota scheme from
1959 until 1973 when it finally. fell apart of its own weight. Yet, support for the
re-estabhshment of a quota system continues to persist in Congress This Com-
mittee ought to understand clearly that the adoption of such a solution to our

“energy problem” would be a disaster for the nation. Quantltatlve restrictions -

are by their very nature ‘inherently diseriminatory. They freeze trade patterns
and dévelop Trigidities that make it impossible to cope with changing world
conditions. Moreover, under today’s circumstances, they. sitaply would not work.

Mr. Chairman, I know I.don’t have to remind you of how the Bast Coast, and
partlcularly the NeW England region, suffered under the old quota.system by
bemg denled access to low cost forelgn oil and by paying a dlsproportlonate
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share of the price for what was billed as a national security program. But at
least the quota system then in place made some sense when one viewed the ob-
jectives it was seeking to promote. It was designed to protect domestic produe-
tion from price competition abroad. Since we had a fairly large spare productive
capacity, we were able to restrict access to foreign oil to an absolute volume
limit while allowing our domestic producing companies to produce enough oil
each month to meet total demand.

The simple fact is that today we don’t bave that option. We don’t have any
spare productive capacity. Our production topped out several years ago and has
been declining for the past several years. Thus, the establishment of a quota, if
it bites at all, will simply create an artificial shortage.

I remember well talking to 2 member of the Energy and Power Subcommittee
of the House Interstate and Foreign Commerce Committee almost a year and
a half ago and hearing the question, “Well if we have to cut consumption, rather
than do it by raising prices, why not just establish a quota and limit the volume
of foreign oil allowed to be imported?’ I responded to the Congressman, “All
right, who do you want to shut down first? Would you establish priorities to shut
down schools and allow industrial plants to keep operating or would you keep
schools and hospitals functioning and shut down industrial plants?’ He re-
sponded, “Oh, I don’t want to shut down anybody.” 1 said, “Well, if you are not
going to curb consumption by using a quota, if you're not willing to create an
artificial shortage, then why use a quota at all?”

The simple fact is that a quota system won’t work unless we are willing to
create artificial shortages and develop a huge government bureaucracy to deter-
mine who gets the limited amount of oil that is available and who doesn’t.

SHOULD WE ESTABLISH A GOVERNMENT PURCHASING AUTHORITY ?

There are equal if not worse dangers in the idea of establishing a Government
Purchasing Authority. On the face of it, the lure of a central Government Pur-
chasing Authority with the sole right to buy all of our oil requirements sounds
like it might give us a useful lever to weaken OPEC’s power. It might provide
incentives for members of OPEC to discount their oil in order to gain a larger
.share of the world’s largest single market for imported oil. Unfortunately, the
proposal bears no relation to what happens in the real world. It would not only
be an administrative nightmare but it would also be anti-competitive in its im-
pact and lead to the politicizing of what should be commerical trade. Finally—
and perhaps most damning of all—it won’t work.

Let’s look first at the administrative difficulties. For purposes of illustration,
let’s just look at one product, residual fuel oil, which now moves into the seven
state New England-New York area. In Maine, customers can burn residual fuel
with a sulfur content of 2.5 percent in most of the state but are restricted to 1.5
percent in the Portland region. In Massachusetts, 0.5 of 1 percent is all that is
allowed in Boston (with certain exceptions for large users with high stacks), 1
percent sulfur heavy fuel can be burned in other parts of the state and in still
other parts of the state, 2.2 percent sulfur is permitted. In Rhode Island, the
rule is 1 percent. In New York City, by contrast, it is 0.3 of 1 percent. These are
sulfur differences that apply to one product : residual fuel oil.

In addition, there are other characteristics of the fuel that are important. For
example, industrial and commercial users, such as hospitals, schools and manu-
facturing companies must use what we call “low pour” residual fuel. This fuel
does not require much heat to deliver and use. It will stay in liquid form at
temperatures down to 60° Fahrenheit. Utilities and certain other large users,
on the other hand, have special heating equipment and can take delivery and use
residual fuel called “high pour” which needs to be kept heated to 90° to 100°
Fahrenheit. If it drops below that temperature, it becomes a solid.

So you can see, Mr. Chairman, that in that small region of the country there
is enormous variety in physical characteristics, even for the one product, re-
sidual fuel. If you multiply that by sulfur requirements in other parts of the
country, you would certainly have an administrative nightmare. Every day
there are some 20 tankers loaded with refined products coming into the United
States. During the winter when it is cold, there could be 35 or 40 shiploads
every day. Literally hundreds of companies and supply departments are buying
refined products. These departments are staffed with experienced supply people
and knowledgeable tanker people who are able to adjust quickly to weather
and other circumstances. As far as independent terminal operators and market-




.erg are concerned, we believe we have a competitive edge over the -major com-
panies .and have been able to grow during the last decade because we have
.supply people who can act quickly, in 15 minutes if need be, without executive
.authority to cut a deal. They know the market. Can you imagine a centralized
.government authority delivering the right specification residual fuel at the
right time to each company and each .consumer that requires residual fuel?
I believe it would be administratively impossible. . .

The problems of supplying crude oil to the nation’s some 240 refineries would
be even more difficult. What if the central purchasing authority went out on
:sealed bid and received a very attractive offer for Kuwait crude? The fact is
that some two-thirds of all the refinery capacity in the United States could not
-operate on Kuwait crude and many of the other refineries would be-ableto operate
on Kuwait crude only .by cutting their total capability. That’s because Kuwait
is a relatively high sulfur heavy crude and mest U.S. refineries .dre .designed
-to run a sweet, low sulfur crude. . . .

As you know, Mr. Chairman, our company is -today building a 200,000 barrels
‘a day independent refinery in Louisiana as a 50 percent partner with,the Ingram
Corporation of New Orleans. We expect to start production within the next 3
to 4 months. I:can tell ;you that-we have,run perhapg ql},gqnd_a‘qd‘.qqmpgter. pro-
:grams’to try. to determine the-optimum .crude slate _;l;a't‘we;pe‘gd ,in .order. to
produce the. products ithat will give. us the best yield .in the marketplace., We
-have désigned our-plan to run, heavy, high-sulfur, -high K metal conteit’ crude
-oil. We-can handle.almeost any crude in the world,;Thy s,{wyg:g.i'e‘-in‘p'rettfy;'lqud

-shape to:go:out-and buy the cheapest crude possible. .~ ‘ i v R
But if we had a. Government Purchasing Agency and it went. out ‘on .a sealed
«bid basis and happened to'get a bargain .from some country.with a high quality
crude, we would end up with acrudg.oil.our refinery,is not designed to,handle.
-In'sach a.case, we.would qot.have.to use any, of our .desulfurization’ equipment.
-'We would thus give up the advantages we thought we Lad purchased with our
capital investment.in desulfurization. But at least. we .cotild.chaidle, the ligh
-quality crude.:Faced with a similar situation on hedvy, crude, most T.S. refiners
~«don’t have that joptien. Many of them are seyerely limited in th¢ quality of crude
-oil that ¢hey can run through, their, plants, They donit ,bq'vj_é the.right ietallurgy
to handle-high metal-or high sulfur.crudes. And yet, theré are fas hore ‘crudes
iin:the world.with ,mediun or high.sulfur content than thére are with lowsulfur
content. "Thus with more, than 240 refiders. in thig country, the.likelihood of all
-:of them being'supplied with .the right quality crude oil at the, right time So that
~each refiner s able fo optimize yields is femote at best. Equally remote s ‘the
-chance that esch refiner’s customers will Teceive the right quality products when
‘they are needed. In 'short; the whole. operation will break ‘down ‘i'f;) it’s ,to be
‘handled by a Government Purchasing Agency, =~ ° e e :
Quite apart from the administrative impossibility of such a plan, it would
‘have a severe anti-compeétitive impact, particularly upon independent marketers
:and independent refiners. As I indicated.earlier, one of our strengths is our ability
1o make purchases of the right product or of ‘erude-oil-in‘the marketplace quickly.
We can take advantage of what we see'to be weaknesses in. the marketplace for
.both -crude and products’ Similatly, our ‘supply people know -the tanker market
and can ‘usually “arrange freight more ecoriomically than our major ‘competitors.
J have noted in.my own crude oil negotiations around the world that mrany pro-
-ducing countries, who'have taken over,all or part of .the"ma_‘jor company operations
Jin their country, are anxious to sell to U.S.<independent refinets. T’havenoted that
we are able in some casé$ to get attractive ‘payment terms for -the -erude we
‘purchase or helpful flexibility in transportation ‘schedules, e
In short, it's a ‘buyers market and _with our ability to‘#et quickly, without
“long committee meetings, we are able to gain a ‘competitive-edge over our major
.company competitors ‘both in .importing products and ‘in importing -crude. That
_-competitive edge ‘'would ‘be.lost 'should a ‘Government Purchasing Authority 'be
-established. "We wouuld then have to buy at'the‘same price-as everybod¥ else and
at the same terms as everybody else. The anticompetitive aspect of such a pro-

cedure should be.clearto every member of ‘this Cominittee.

. Quite -apart from ‘these obvious difficulties, there -are two other -aspects ‘about
-the establishment of a ‘Government Purchasing Authority ‘that give me serious
reservations. First, when you have a single ‘government -agency ‘buying some $25
‘to $30 billion a year of crude oil and refined products from abroad the very
likely résult will ‘be to tie ‘these puréhases into our ‘foreign policy objectives—
whether economicpolicy or overall foreign security ‘policy. Certainly when France
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establishéd ‘their state oil company, within a relatively few months it was oper-
ating as an arm of French foreign policy. Right after France lost the Algeriam
war and established a French oil purchasing authority, that company went out
and negotiated a deal with Algeria for continued use of most of the Algerian crude
oil. General DeGaulle wanted to tie the Algerian economy to France even though
France had lost the war militarily. They did it by paying a $1.50 per barrel more
for Algerian crude than its market value at that time.

Right here in our own country, I think the negotiations for the wheat deal
three years ago give some indication of what can happen if you seek to achieve
a foreign policy objective and you don’t krow the marketplace, We ended up, as
the Committee may recall, by selling our wheat to Russia at a relatively low
price and then developing a shortage here at home with resulting high domestic
prices. I am afraid that many of our statesmen are too prone to view our U.S.
economic productivity in various fields as simple bargaining chips to be sacri-
ficed to achieve foreign policy objectives. That frightens me with respect to im-
ports of crude oil and refined products. The temptation to politicize this trade
would be great and the international oil market is far more complex than the
market for wheat. .

Finally, even if none of these objections were enough, the most devastating
argument that can be used against a Government Purchasing Authority is the
fact that it won’t work. The mistake is in viewing OPEC as a simple cartel. In
fact, as we have discussed, OPEC is more than an organization set up for cartel
purposes. It is also a political organization with a central ideology—to bring
about a more equal distribution of the world’s wealth by transferring real income
from industrial countries to developing, resource producing nations. That goal
has a higher priority than any ‘short range benefits that might be obtained
by discounting prices to obtain a larger share of the U.S. market.

Moreover, I can think of nothing better designed to create unity within OPEC
than a direct challenge by the largest single industrial importer of OPEC oil.
That is how OPBC would view the establishment of a U.S. Government Purchas-
ing Agency. It would be looked at as a step designed to break OPEC.

For any sealed bid system to work, there must be anti-trust laws. Yet, United
States antitrust laws would not touch OPEC. They are sovereign nations and it
they are confronted with an American import monopoly, what is to prevent them
from submitting a collective bid of, say, $1.00 per barrel higher than the market
for the crude oil or products requested by the U.S. Our only option at that point
would be either to accept the bid with a red face or to do without OPEC oil.
They have to know we could not accept the second option, In ghort, Mr. Chairman,
we need the oil more than they need to gell it to us. ¥or this reason alone, the
creation of a government import monopoly just won't work. )

OTHER QUESTIONS RAISED BY THE COMMI'I'I'EE.

In your letter to me of May 10, 1976 inviting me to testify before the Subcom-
mittee today you raised a number of specific questions. Some of these I have
‘already answered in my previous testimony. I would like now very quickly to
provide direct answers to some of the other questions outlined in the May 10
communication. : : .

First, you asked if there were diversities between the interests of U.S. oil com-
panies and those of the U.S. government in negotiating long-term crude sales
_contracts. My answer is that I know of no serious diversity. The U.S. companies
concerned are interested in security of supply, minimum prices and favorable
terms.- I should think those objectives would also be the primary goals of the
U.S. government. You also agked whether it would be helpful for Congress to
require access to information on crude oil negotiations and/or participation in

. such negotiations. I would have no objection to the Congress requiring or asking
for certain information it deemed relevant from U.S. companies. ‘We already pro-
vide a great deal of jnformation on a confidential basis to thet Federal Energy
Administration. So long as such information could be given to Congress on &
similar basis.so-that our competitive posture is not damaged, I am sure that we
would be happy to cooperate and make such information available. I would draw
the line, however, at providing information which foreign countries had asked
us to keep confidential. Releasing. such information to any government authority
would be likely to undermine the good faith and trust such foreign producing
countries have in our company and could only result in damage to our mutual

relationship.




'On the other hand I can see nothing to gain by requiring Congress to participate
in negotiations with private companies in long-term crude oil sales contracts.
In fact, I would think that any government involvement in such discussions WOl_lld
virtually rule out the chance for independent companies to negotiate attractive
prices or favorable terms. For this reason, I would strongly oppose direct Con-'
gressional involvement in crude oil negotiations, - . } K )

You next asked whether contracts assuring a producing country an outlet for
all of its crude production would minimize the need for that country to compete
for sales by cutting price. ' ‘ ' T :

Obviously, it a producing country can sign a contract assuring it of a complete
outlet for its total crude production, it would not have to compete for sales in
the world market. But the question is not responsive to the actual situation. In
fact, the producing countries that have taken over all or part of the production
operation formerly handled by the international oil companies have signed a
number of supply contracts iwith those very companies. But most of those supply
contracts have a minimum and maximum lifting range which is quite wide,
Thus, if the country prices its crude oil too ‘high, the company buying that crude*
lifts the minimum level. This is, indeed, happening today in Iran, Kuwait and in
other area. On the other hand, if the producing country prices its crude at real-
istic or lower levels relative to the Saudi Arabian marker crude, then the com-
panies would tend to maximize their liftings of that crude. In short, there are
market incentives and price incentives affecting the producing countries today.
and I expect they will continue. With some 11 million barrels of spare producing
capacity among the various OPEC countries, it is a buyers market. -

_You have also asked whether the desire by companies for assured access to
érude’ might *inhibit them’ in'attémpting to ‘negotiate’lower crude prices or in
developing U.S. domestic energy sources. I would answer a flat “no” to both ques-
tions. As I~have indicated, there is enormous spare producing capacity around
the world and additional spare capacity is being added even at the present time.
Thus, compaiies—major and independent alike—can do some shopping in the
world marketplace. in ‘'order to ensure that they get the lowest crude prices avail-
able. They can simultaneously trim back their offtake of crude oils they feel
are overpriced relative to Saudi Arabian marker crude. X v
" Anothér question raised’ by the Committee was whether we' could foresee
exporting countries using their crude oil leverage to take over downstream oper-
ations of the multinational companies.‘We'don't 'see .this. happening. Some. .of
the producing countries have shown some modest interest in investing in ‘d6wn-
stream operations but most are far more concerned with the development of their,
own inferiial ‘étonomies. The major thrust 6f their investment “activity .is fn
developing additional port capability, highway and other infrastructure needed
a§-a prerequisite to further economic*development. Major funds are also being
committed to hospitals and schools as well as safe and ample water supply. Those,
countries with surplus funds acéu'mulating over and above théir ability to absorb
such” funds are’showing a preference for seven year bonds of ' AAA industrial
companies far more than they are showing interest .in investing in refining 01“
marketing in foreign countries dowrstream. . e e R

You also asked whether we could take advantage of any price competition.
that might develop between producing countries without risking loss of access
or’other penalties from those producing countries which “hold the line.” The
answer to that gitestion is “yes”. I thin}; both indepe‘p(lént and major companies
could take ‘ddvantage of such price.competition. This-could be done in two ways.
First of all, if limited amounts of crude oil became available at attractive prices;
one could minimize. production and buy the small Yyolumes of oil that might he-,

come availdble &t lower prices without risking any penalty since, as I have indi-
cated above, most existing contracts’ do have minimum and.maximum lifting
requirements: - o T T
. If one or two. large producing. countries ‘were, suddenly-to price their oil at

a much'lower level fhan the' existing world market, price, there.is also flexibility,
in‘existing crude contracts to;take adyantage of that situation. - . L ;
' ‘Mr! Chairman, virtually every long-term crude oil contraect. whether entered
into with, a major producing .country or, with one of the multinational compa-

hies, hag in it today what we. cdll a.“quarterly price review clause.” Under

v

that’ clause, 'ejth‘é;‘4pa1‘ty,can._i'eopér.1,',and, indeed terminate a long-term crude
contract if it'feels, that the.price for the crude oil is not consistent- with the
world 'market price at that tinfe. A “quarterly price review clause” is, in effect,
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a very short time fuse on a long-term contract. We have such clauses in all of
our newly negotiated crude oil contracts and expect that most other companies
have similar clauses. It is a way of doing business today which enables both
U.S. and .foreign independent and major refiners to take advantage of lower
crude oil prices thatmay develop for large volumes of erude supplies.

Finally, you have asked whether the U.S. government ‘provides adequate nvo-
tection for independent oil companies in their overseas operations. Yes, I believe
that U.S. government policies do offer adequate protection for independents in
their overseas operations. Indeed, we need no special protection in our over-
seas operations. Of course, we are subject to major supply disruptions and/or
embargoes but so is everybody else, including our major company competitors.
In those instances, the Emergency Petroleum Allocation Act of 1973—even if
it is on a standby basis at some future time-—would ensure us of at least our
pro-rata share of available domestic oil. Thus, we are in no need of any special
treatimnent from the U.S. government in our overseas operations.
 This question does, however, lead me to the final point that I would like to
Qiscuss with this Committee. It relates to the Federal Energy Administration
issues that are likeély to come before this Congress during its current session.

FEA RELATED ISSUES OF INTEREST TO CONGRESS

My, Chairman, there are two rather narrow FEA issues and one bread issue
that I would like to discuss with the Subcommittee at this time. The two nar-
row issues relate to changes in existing FEA rules and regulations that are
likely to be proposed during the next few weeks or few months, and the final
broad question deals with the subject of continued price controls on petroleum
product sales in the United States. i
~The first of the two narrow issues deals with a proposed FEA regulatory
change which would end entitlements received by U.S. refiners on sales of
bunker fuel to foreign flag vessels, including vessels bringing goods into the
United States and vessels used to export goods from the United States. As you
know, American consumers should be the only ounes to receive the benefits of
the entitlements program, which i$ a program designed to equalize erude oil
prices among all U.8. refiners so that each refiner will have a lower weighted
average crude oil price than foreign refiners. This lower average price results
from the fact that domestic crude oil prices are under price controls, at levels
significantly below OPEC price levels. The new regulation seeks to make sure
that the benefits stay with American consumers, and, therefore, it does not per-
mit entitlements to ow to a refiner on export sales. Unfortunately, included in
the export sales are, by definition, bunker fuel sales to foreign flag vessels.

We think this is a mistake and flies in the face of sensible U.S. economic
policy. Implementation of this rule would mean that every vessel ‘bringing mer-
chandise into the United States, including tankers bringing crude oil into the
United States, would bear sharply higher freight costs since the U.S. refiner
twould no longer be able to supply bunker fuel to such vessels without losing an
entitlement currently worth $2.80 a barrel. Obviously, such a refiner would have
to pass along his higher crude costs in the bunker fuel sold to such vessels. Thus,
the cost of importing everything would go up. This would contribute to infla-
tion and certainly is not in the best interest of the American consumer. Simi-
larly, all exports of goods from the United States on foreign flag vessels, includ-
ing all of our agricultural exports, would incur a higher cost since bunkers sold
to vessels departing a U.S. port for a foreign port would have to reflect the
higher cost to the U.S. refiner of the loss of entitlement on such sales. This means
our competitive position abroad would be undercut by the higher freight costs
resulting from this rule change. We would hope the members of this Committee
will make their position in oppeosition to such a change clear to the Federal
Energy Administration.

The second narrow but critically important issue is the question of a proposed
change in the fees now payable on imports of refined products and crude into
the United States. This proposal is still in the “trial balloon” stage and we hope
this Committee will help us shoot it down.

As the Chairman probably remembers, more than three years ago the United
States established a fee system with a 21¢ tariff or fee on crude imports and a
.63¢ fee on product imports. In the East Coast area, traditionally heavily depend-
ent on imports of products, importers were granted fee-free licenses which were
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to be gradually phased out by 1980. Thus, while the new 63¢ fee is still in place,
its impact is really moderate and very minor in raising costs gradually over a
period of seven years to traditional importers on the East Coast.

Yet, the existence of this “permanent feature” of the import system does en-
courage additional domestic refining capacity since the domestic refiner knows
that by the time his refinery is completed and on stream, there will be a measure
of protection granted him in competing with foreign refiners who, of course,
have far lower costs of operation and usually pay little or no income tax.

The FEA has indicated that domestic refiners don’t need this fee protection
because of the entitlements program. We think that there are very serious legal
problems in such an approach since it implies that entitlements can be used as a
substitute for a duly authorized tariff or fee established by Congress. It would
be the same as saying that the entitlements program could be used as a substi-
tute for the Federal income tax. -

This country is the only major industrial country with insufficient domestic
refining capacity and our capacity will be far more deficient five years from now
than it is today. There are no new refineries, apart from our own project, under
construction in the United States today. We think the nation does need more
refineries and the abolition of the fee system will ensure that we shall not get
those needed refineries. .

‘We hope that members of this Committee will let the FEA know they woul
oppose such a questionable policy change. ) .

PRICE CONTROLS

Finally, Mr. Chairman, I should like to come to what I think is probably the
single most important energy issue up for decision by Congress this year. I refer
to the question of price controls on refined products. As the Chairman knows,
since he participated in many of the deliberations and discussions, the Federal
Energy Administration proposed and Congress agreed to lift price and alloca-
tion controls on sales of residual fuel oil in the United States effective yesterday,
June 1.- : )

Now the Federal Energy Administration has issued preliminary findings and
held hearings to take a similar step with respect to distillate fuels, No. 2 heating
oil and diesel fuels. An FEA proposal is likely to be sent to Congress in the next
week or-ten days and Congress will then have fifteen days to hold hearings and
either accept the FEA proposal to decontrol or, in effect, veto it.

We believe Congressional action on this issue will be a watershed decision which
will shape the destiny of the oil industry for the next generation. If after five
years of price controls (no other industry is today under such controls), we
cannot get rid of such controls despite the fact that prices are well below allowa-
ble margins and supplies are ample both at home and abroad, when will controls
ever come off ?

Boiled down, the issue of exempting distillate production from price controls
will pose the question to Congress of whether the oil indutry is to continue to func-
tion as part of our market-oriented free economic system or become just another
public utility subject forever more to controls which foster. inefficiency—controls
which are already sapping the competitive strength of.independent refiners and
marketers alike. S

Mr. Chairman, as a new independent refiner making a $300 million capital
investment in a new facility we would-be the-last to urge the scrapping of con-
trols on distillate fuels if we felt that the continuation of such controls would
offer us a “security blanket” or in some way guarantee our economic viability. Yet
we favor decontrol and so testified at the FEA hearings on March 3, March 9, and
again on May 12, 1976. '

Our reasons are quite simple. We believe that the allocation and price control
system now in effect hurts independent refiners and independent marketers more
than their major integrated competitors. At a time when both foreign and domes-
tic supplies are ample, it is the small independent who is hurt by controls more
than his giant competitors. We independents have the ability to act quickly and
take advantage of world market trends in buying crude -oil and in arranging
freight. We can also act quickly in making attractive sales to new customers.
Generally, we have been able to “outsell” our slower-moving, bureaucratic major
competitors by offering better service and better prices to customers. This has been
the essential element in our growth and prosperity in a free market economy-
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.Our experience has shown us that all these advantages are lost when we are
eset by a mass of red tape, caught in a tangle of controls and monitoring, and
:basically hobbled by the fixed purchaser-supplier relationships that now exist.

We welcome the challenge of the marketplace. We think that we can grow and
prosper and the customer will benefit if we are allowed to exercise our judgment
‘and utilize our ability to move quickly. . .

Unfortunately, the allocation and price controls imposed on the industry negate,
under current market conditions, most of our natural competitive advantages.
This is why we favor removal of distillate fuel oil allocation and price controls at
this time. Indeed we think there may never be another time. :

We do recognize that the control -authority is not being removed and that it will
remain on a standby basis in case of an embargo or other international disruption
over which we have no control. We think that is‘a proper procedure.

Mr. Chairman, I think you understand how regulation and control spawn
‘still more regulation and control until alt semblance of competition and new entry
is squelched. Just a few months ago I happened to sit next to a friend on an
airplane bound to Boston from Washington. His name was Stephen Breyer. He
was just completing a year’s work as special counsel to the Subcommittee on
Administrative Practice and Procedure of the Senate Committee on the Judiciary.
He had received a year’s leave of absence from his teaching post in Cambridge.
Mr. Breyer showed me your committee print report on the Civil Aeronautics
Board Practices and Procedures. .

Mr. Chairman, as I read that report, I was appalled. I was not surprised,
therefore, to see your statement on the airline situation in the Congressional
Record of May 11. In that statement, you noted how controls had hampered new
entry and destroyed price competition in the airline industry to the detriment of
the consumer. You then stated: C -

" “The point I am stressing, is that these procedural abuses spring not out of any
personal or inherent perniciousness on the part of Board members. Instead, they
stem from the basically contradictory nature of competition and public utility
type regulation. Thus there is a natural temptation’ for the regulator to take
procedural shortcuts in order to serve the perceived regulatory goals of market
stability and the financial health of each regulated firm. This raises the costs
to travelers without providing either them or the airline with corresponding
benefits.

" “The simple fact is that CAB regulation has failed both the airline industry
and the traveling public. It has failed the industry because inflexible Board regu-
Jation has not encouraged innovation, has not sufficiently rewarded efficiency, and
has not provided consistent profits. And, even more important, it has seriously
failed the consumer. It has not brought about, nor even allowed, the lower prices
that would come from competition.”

My point, Senator Kennedy, is this: I see all too many parallels between the
airline industry as it is now and the oil industry as it will be if price and alloca-
tion controls are not lifted on distillate fuels now, and on other products and
eventually crude oil when the current 40-month phase out of price controls on
crude oil is complete.

Frankly, I don’t trust controls. In a dynamic market-oriented industry, they
can’t do the job. They reward the inefficient and soon develop. support within
the industry. The consumer, as usual, ends up paying the price for the loss of
price competition.

Mr. Chairman and members of this Committee, I can already see many of
the negative features cited by Senator Kennedy in the May 11 Congressional
Record developing in the oil industry. By and large, the oil industry has much to
answer for, as the Chairman knows all too well. But in looking back at the
inequities that resulted from the oil industry’s rather privileged status, I think
it is absolutely clear that most of these inequities stemmed not from the market-
place but rather from the intrusion of government into the marketplace on
behalf of certain segments of that industry. The Chairman knows full well of
what special arrangement I am talking about: state prorationing which limited
domestic output to barely meet demand so there could be no price competition ;
the mandatory oil import program which protected domestic crude oil from low-
price foreign competition by limiting the volume of foreign oil permitted entry
into the U.S.: the oil depletion allowance and other special tax arrangements
that promoted inefficiency in the industry and subsidized this inefficiency with
taxpayer dollars. Yes, the oil industry has a lot to answer for—but all of these
inequitable arrangements were not just the industry’s fault.




These arrangements were provided for and created by government .officials
working had in glove with the industry. They were legal. That didn’t make them,
right, but remember that these were government’ intrusions ‘into the market-
place which prevented competition. Reacting to these abuses with still more
government.intervention such as price controls-is not the answer. .

_ The point is, Senator :Kennedy, most of the bad features I have discussed
abhove are no longer with us. State prorationing ceased when production topped
out and every barrel produced here was needed. Spare capacity 'was héeded to-
make prorationing work and we no longer have spare' capacity. Similarly the oil
import program was ended in January 1973, when the country experienced
severe 'shortages’ and needed more foreign oil. You, yourself, .Mr., Chairman
played a key role in the elimination of the depletion allowance. ) .
. All of these steps have helped the independent refiners and marketers. The
independents’ ‘position abroad is much stronger now because the producing coun--
tries have taken over much of ‘the major oil companies’ share of crude oil and
we can now buy our crude-oil at prices almost as attractive as the prices paid by
the majors. Here at home, the elimination of state prorationing and the import
program have strengthened our posture. As a result ,we are now increasing our
marketing. and refining share and if we are allowed to operate within-a free
market, we shall continue to increase our market share, thereby providing the
consumer with the lowest prices and best services available. . -~ . .

Senator, I would urge.you and the other mémbers of this Committee to act.
favorably on the FEA’s distillate price decontrol measure when it comes before’
you later-this month. It might be politically easier not.to rock the:boat and go
with continued controls. That course of action, however, can ohly lead to the end
of competition in this industry; the end to the independent, refiner’s and inde-
pendent marketer’s prospects for growth. | ’ : )

Senator, wé shall need leadership on this. issite. There aré many in this Con-
gress that philosophically "believe government controls can not only take the
place of the market but ‘can also serve consumers better than the market. I.
think your study of the .airline ,industry_proves‘howerronéous such a view can
be. I.think with leadership from Senators and Congressmeén with records like
vours -perhaps a majority of both houses. can be mustered to, restore market-’
place economies and competition to distillate products. Without ‘such leader-
ship we have little hope of isucceeding. T can ‘assure .you that the independent-
sector of the:industry will give you all the support it can'muster. :

Thank ‘you for inviting me to testify this morning. If there are any questions,
1 shall be pleased to answer them. . L h ’ " . '

Senator Prrcy. Mr. Chairman, regretfully, I must leave. Could I
ask Mr: Buckley just one question? : - .. - . )

Chairman Kexnepy. Certainly. . e :

Senator Prrcy. I appreciate very much your testimony. In listening
to you, and in reading it, I am Somewhat concerned about one im-
pression’ to_which it might lead, that this OPEC price increase has
been good. If it is this good and is benefiting so many other companies
and other industries, and hired so many people to make exports to the.
OPEC countries, why not just double'the OPEC increase, then, and
have all these benefits double? | : L L

Second, if it really has been good for the Third World, what hap-
pens to countries like Pakistan and India, and. Bangladesh and Sri-
lanka, that do not have adequate oil resources, and: who don’t have
commodity prices that are going up, and are just paying the increased
price on the fuel. You have not commented on that. : ‘

T would appreciate your comment, just to give you an opportunity
to round out your testimony and give the other side of it. It's not
all a “Henry Ford $5 a day wage benefit” because we are paying this
money out to someone else. There we were paying it to our own citi-
zens, right in our own'economy-and our own country. This is the first
time I have been cognizant of all these benefits we are getting from

the OPEC price increase. .
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Mr. Buckrey. That’s why I put them in there, Senator, because:
T think there has been a disproportionate stress on the negative. Of
course, the kind of price explosion which occurred over such a short
period of time is never helpful because it causes distortions, it causes:
disruptions, it hurts countries in which imported oil accounts for a
higher percentage of their energy than we particularly use—it hurts-
them more than us. It certainly hurt Europe and Japan more than us:
proportionately.

T don’t try to minimize that damage, I am simply pointing out that
since it happened, OPEC has acted far more moderately; prices have
gone down since the embargo days; and if you look at the kind of’
inflatien rates that have existed in early 1973 to the present time, a
great deal of the real value of those 1973 crude prices has been lost
to OPEC and they have not made that up.

I think this recent price freeze decision at Bali was a very respon-
sible one. I don’t agree with the two other witnesses that OPEC is:
going to continue pricing at the inflation index level ; my own feeling
is that they will probably do well to increase prices at about half of’
the average rate of inflation. So let’s say we face a 3- to 5-percent type-
of annual price increase. And let’s not forget OPEC has already lost
about a third of what they had 214 years ago because of the inflation:
rates that have existed in the countries that use their oil.

I do not mean to paint a totally bright picture, OPEC’s action was'
a shock; it did add to our problems and the problems of the other
countries; but I do think we ought to recognize that the operation of’
our own international monetary system has not been solving the prob-
lems that I addressed. India and Pakistan were hard hit by the higher-
prices, and they could least afford to pay them. They, however, are the-
kind of countries that have received some meaningful aid from OPEC.
OPEC countries are giving a lot more of their GNP—giving—in:
economic aid than this country is today, and I think that is
commendable, ’

Senator Percy. Well, I just didn’t want to have the record stand’
unchallenged on some of those premises because we can see what the-
petroleum price increase did to the cost of fertilizer: what that did’
to the cost of producing food. and what that did to food prices. Senator-
Kennedy and I spent a lot of time trying to make up for the fact that
incomes are 60 or 70 percent absorbed with just food costs. What do-
You do, then, when your prices have doubled and tripled? The ripple
effect has been disastrous on those least able to absorb it.

Also, you have to take into account that if you increase those prices:
much more some of the countries, like Saudi Arabia and Kuwait,
would have a great deal of difficulty recycling it and finding places to-
really satisfactorily invest that money.

So, I just didn’t want Libya and Iraq to use your testimony in the-
next go-around as the best evidence they can to say, “Look, the more:
we get the prices up, the more it was beneficial, and here is testimony:
before the Joint Economic Committee to prove it.”

Mr. Buckrey. No. I certainly did not intend to give that impression.

Senator Percy. I am sure you wanted to bring out one side of the:
story, but there is this other side, obviously.

Mr. Buckirey. That’s correct. And certainly, that is one of the rea-
sons why I was so “praiseful” of Congress in my statement because-




‘Congress was asked a couple of years ago, 134 years ago, to take what
was already a very high inflation of energy costs and increase them
still further, and substantially. Congress resisted that option, and has
opted instead for a more modest domestic price policy, which I think
took some courage. _

Senator Percy, Thank you very much, indeed. Thank you, Senator
Kennedy. ) : o

Chairman Kex~Epy. Just a couple of questions, Mr. Buckley. You
‘mentioned -‘the. special arrangements that are open to independents;
-could you deseribe them more Specifically ? . -

Mr.' Buckrey, Well, if you .go into a producing country, one that
‘has completed the takeover, as'the former two spokesmen indicated,
the major companies are still making some profit on that oil, whether
it is in the form of a fee, service fee, or commission, or a “recognition”
of their past position, whatever you want to call it. But it tends to be
modest, say, 15 to 25 cents a barrel, in that range. R

Now, it was not very long ago thatan independent company buying
foreign crude oil and competing with a major in this U.S. market had
an 80 or 90 cent differential—that is it started out that far behind.
Today you start much closer by virtue of these changes that have
occurred.

It might be, as another example, that we can get longer credit terms
in paying for the oil: For every 30 days, roughly, that we can get
credit for the oil, that is, in effect a 5-, 6-, or 7T-cent a barrel “extra”
discount.-, . .. o

We have found that we have been able to negotiate some reasonably
.extensive credits, helping us with our working capital problems, and
in effect giving us oil at a sémewhat lower price than 1t would be if
iit were just sold on what was a normal credit basis in the past. .

Other flexibility one might get would include not having to take
:delivery or lift the same amount of 0il every month under a long-term
contract, but rather than being able to take.more in one:season and
ess in another, thus gaining flexibility which is worth real money.
One might not have to build as much storage, for example. And there
are other ways one can save money. _

In such rather novel approaches one can end up, actually, very com-
petitive with the major companies that we have to deal with—to com-
pete with—in the U.é.market. .

Chairman Kex~epy. Are those open to the majors as well, those
-same techniques?

Mr. BuckLey. Yes, but they are much more difficult for them. They
cannot really point to the kind of cash flow problems we can. And cer-
‘tainly, if they are negotiating a long term, large volume deal, it is
‘more difficult for them to get something from the producing country
unless the producing country wants to “generalize” it to everybody.
“Those terms normally get published, and they then establish the norm.

I think producing countries, knowing that the volumes are so large
-and the majors need those volumes, can take a little tougher line with
them, whereas they look at the independent as new outlets, a new ex-
perience, dealing with a new company that is not tied to the majors—
and they want fo do business with us. They see it as a very positive
-achievement for them to be involved with independents, not only U.S.
independents, but Europeans and others as well.
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Chairman Kexneby, Would they get into dny situations where, if a
major tried to do it, they would risk penalties from the producing
countries? % L o L

Mr. Buckrey. Well, It hink certainly the amount of flexibility a ma-
jor has is in some ways less than an independent because they do have 2
much larger total requirement. The penalty usually ends up, asa simple
cancellation of the contract. Either you lift your minimum quantity,
or you have a quarterly price discussion, and if you can’t agree to the
new price, the penalty is that you mutually agree to sto that contract
and it’s.over and finished. If you can get along without that oil, or pick
it up some place else at a better price, that’s fine. If you happen to need
it, then it isa lot harder to argueabout the price. L

Chairman Kennepy. Thank you, Mr. Buckley. They have a live
quorum over on the floor, so we will submit some written questions to
you and the other witnesses in.addition. As always, you have managed
to shed a great deal of light on a rather murky and poorly understood
subject. For that, we are very grateful. And I regret that the press of
business on the Senate floor does not permit more extensive questioning.
Thank you very much ; it was nice toseeyou. = . . o

[The following questions and answers were subsequently supplied
for therecord:] A . . _ ;

R )y
RESPONSE OF WILLIAM P. TAVOULAREAS TO ADDITIONAL WRITTEN QUESTIONS POSED
: BY CHAIBMAN KENNEDY

Question 1. Where are Mobil’s assets located? Please break down these figures
into refineries, marketing, ‘production, and crude contracts into key country or
region including both the percentage and gross figures. . .

Answer. 'We assume this question is a follow-up to Senator Kennedy’s line of
questioning pertaining to the amount of Mobil's foreign investment which is in
OPEC countries versus non-OPEG countries. Mobil’s Consolidated Financial State-
ments at December 31, 1975 included net fixed assets of $6.8 billion. In the follow-
ing schedule, the fixed assets are listed by principal activity or function and are
segregated by principal geographical locations. ‘

. . .- L
GEOGRAPHICAL DISTRIBUTION OF NET FIXED ASSETS, AS AT' DEC. 31,1975
. . : : e

[tn millions of dollars}

Total, ' g ’
world- United Total, . Middle  Far

Net fixed assets by function wide States  foreign  Europe Africa- East East Other
Producing. ... 2,095 1,497 598 272 . 126 6 1 193
Refining. ... 1, 58. 718 865 636 67 14, 148 (...
Marketing. ... _c.occoooo_.. 1,534 782 752 350 94 19 270 19
(011,11 S 1,382 725 657 231 340 4 53 23
Total net fixed assets ) ’
per published state- . . s -
ments_._oooo.__ 6,594 3,722 2,872 1,495 627 43 472 o235

Of the $2.9 billion in foreign assets, $150 million is located in OPEC countries.
This is slightly more than 2 percent of the $6.6 billion total fixed assets.

In addition to the net fixed assets in consolidated subsidiaries described above,
Mobil’'s Yearend 1975 Financial Statements included $460 million of investments
in unconsolidated OPEC affiliates, principally in Saudi Arabia (Aramco), Iran
and Indonesia. Mobil’'s OPEC fixed assets of $150 million plus unconsolidated
OPEC investments of $460 million amount to 7 percent of Mobil’s total net fixed
assets plus total investments in unconsolidated subsidiaries and affiliates.

Crude contracts are not recorded as assets in Mobil's accounts.
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Question 2. What percentage of Mobil’s exploration and new. dnlhng took place
in the U.S., and m non- OPEb countnes and in OPEC countnes in. 1974, 1940,‘
and 19767

Answer. The’ followmg schedule prov1des a dxstrlbutlon for the years 1974 and
1975 of Mobil’s. exploration and new drilling costs Sumlar mformatmn for 1976
is not yet avaxlable T ; ; .

’

. . Foreign’
Total, " United - .
Year . : worldwide . States .. Total Non-OPEC * OPEC ,
19747 PerCEnt. .o e Y s 20 ST 10

1975: Percent o .o . - 100 - 60 4 . .30 . 10,

The reductxon in the percent of expenditures dedlcated in the United States’
between 1974 and 1975° reﬁects the relatlvely lower level of U.S. offshore lease
sales during 1975. }

Once again, these data do not reﬂect exploratlon and new drllhng expendl-
tures made by unconsolidated affiliates since these are net recorded on our.
books, Inclusion of Mobil’s share-in these unconsohdated affiliates’ investments
would increase the OPEC percent from 10 percent to 11 percent in 1967 and’
from 10 percent to 14 percent in 1975. .

Question- 3. Will. Mobil and the other ARAMCO parent compames seek to
have the service fee they will receive on oil produced in Saudi Arabia expressed
as a net after tax service fee in this agreement for, sale of the ﬁnal share of
ARAMCO production to the Saudi government?

‘Would: Mobil find its operations—with the -proposed 21 cent serv1ce fee——
competitively .profitable if not such accommodatwn to American tax laws is
reached? e

Answer. In dlscusswns with the Saudi Government ‘the fees being negotlated
are expressed in terms of a net.amount after all-Saudi taxes and other charges
This is intended to protect the fees to the greatest extent possible against unx-
lateral imposition of Government exactions over which ARAMCO and its ghare-"
holders have no control. The practice is common to many. negotiations in inter-
national commerce. We expect that the final total fees agreed will be subject
to Saudi tax at the rates normally applicable to foreign owned commercml
enterprises in Saudi Arabia. -

If, for some reason, the credits- agamst U.S. tax for the local income ta.x paid’
on income from Saudi Arabia, or any other producing country, were not allowed.
by the IRS, Mobil and other U.S. companies would be unable to compete effec-
tlvely with mternatwnal competitors’ (e.g., Shell, BP, CFP, ELF-Aquitaine, ENI,
ete.) in maintaining long-term relatxonshlps with those producing countries and
the resulting security of access to oil. .

Question 4. If OPEC adopts. a system of differential pricing ( as was proposed
by Algeria at the last OPEC meetlng) what would be the impact on Mobil's
competitveness and on the prices it is able to deliver to.the U.S..consumer?

Answer. To start with, the system -of differential pr1c1ng recommended, by
Algeria at Bali and presently being considered by OPEC is concerned only w1th
the prices of various crudes-relative to the benchmark price of Arab nght crude.
It would not directly affect the benchmark price itself.

The purpose of the Algerian proposal is, simply, to calculate the pmce of each’
OPEC-crude oil so that. its true quality and location.values,are reflected.. If this
could be accomplished, then the economic attractiveness of ‘all crudes would,
theoretically be the same.

However, in' our judgment and e\:perlence any ﬁxed formula is ulikely to
keep pace with the inevitable fluctuations in relative values of crudes to indi-
vidual refineries from time to. time. Thus, companies will continue to shop for,
bargains for their supply system as they presently do. Accordingly, the effect on’
either consumer prices or Mobil's competitiveness would probably be minimal-
on average over a period of time. .

Question 5. In your oral testimony, you 1mp11ed that Saud1 Arabla would con-
tinue-to buy the Aramco parent companies as a group—whether or not the’
ARAMCO trade mark were nsed. Why would such a joint buying arrangement not -
be judged in violatio nof U.S. antitrust laws? What 1s to prevent the Saudi
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government from playing each of the parent companies off against each other in
futher negotiation for crude entitlements?

Answer. The presently contemplated Aramco revisions would not involve any
fundamental changes in the substance of Aramco’s operations including sales to
its stockholders. The legal forms and the financial consequences will change but.
otherwise, Aramco's operations will be much the same. Historically, each share-
holder bas purchased its crude entitlement from Aramco, which was the owner of
the crude oil under the concession. We anticipate in the future each of the U.S.
companies would continue to purchase its entitlement share from Aramco just
as-before. Also as before, each owner company will continue to market its crude
individually, in the very competitive world petroleum market.

For clarification, the changes taking place within Aramco are twofold. First,
the crude oil will (when 100 percent participation finally takes place) be owned
entirely by the Saudi government. Aramco will continue as before to be the
operator of the facilities but will, thenceforth, earn a fee for services rendered
rather than, as in the past, a profit on actual production. Second, we anticipate
Arameco’s total erude rights will be significantly less than the total crude produc-
tion within Saudi Arabia. Saudi Arabia will have large and increasing quantities
of erude to dispose of directly. The Aramco owner companies will have to compete
individually with each other and with any other companies for the right to
acquire this crude under whatever terms and conditions the Saudi government
establishes. .

The second part of your question concerns the ability of the Saudi government
to “play each of the parent companies off against each other in future negotiations
for crude entitlements”. .

Tith regard to this question, we should indeed expect producing governments
to bargain hard for the best technical and other help they need in their efforts
to industrialize and raise the standard of living of their people. This has been
true in the past and will continue to be true in the future. Indeed, the bargaining
may well intensify should the worldwide supply situation for petroleum tighten in
the decades ahead. The acquisition of crude oil for export to the consuming
countries will likely become an increasingly competitive business and we should
expect crude supply entitlements to go preferentially to those companies which
provide the most effective services. This is of course one of the reasons we SO
strongly oppose divestiture. Divestiture would enhance the negotiating position
of efficient foreign integrated multinationals at the expense of U.S. companies
which could no longer offer a competing full range of expertise and services
should they be broken up into separate non-associated organizations.

Question 6a. How would Mobil’s participation in the International Energy
Agency’s emergency oil sharing program affect its relationship with OPEC mem-
bers? Could Mobil's participation in a sharing scheme lead to retaliation by
OPEC suppliers?

Answer. Following the May OPEC meeting in Bali the official OPEC press
release stated their concern over “. . . actions being taken by certain consuming
countries against the interests of Member Countries of the Organization, and
decided to take appropriate measures, if necessary to protect the legitimate inter-
ests of the Member Countries.” If this quotation is referring to the emergency
oil sharing and emergency reserve provisions of the IEA, then there may be
cause for concern. '

Question 6b. Under what circumstances would the emergency program be
activated—disruption of a Mid-Edst pipeline or a severe winter in any one of
the IEA membér countries?

Answer. The activation of the emergency sharing program is accomplished upon
the determination by the IEA Secretariat that a shortfall of oil supplies exists
or is likely to exist, equal to or in excess of 7 percent of supplies available in the
four quarters preceding the current quarter. Such a finding by the Secretariat
is reported to the Management Committee of IEA, at which time the system is
activated, unless the Governing Board of the Agency disapproves activation.

The activation of the emergency sharing system is based on a 7 percent short-
fall (or probable shortfall) and not on specific events or circvmstances which
have created the shortfall. In theory then, any sustained disruption of supplies
could trigger the system.

Question 6¢c. Within the framework of the Emergency Oil Sharing Procedures
Manual just adopted by the IEA Governing Board, who will calculate realloca-
tion of energy supplies—the participating companies or the IEA member govern-
ments ? How will pricing be determined?
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- Answer. The calculation of .each Member. Country’s share of available oil
-supplies is determined by the JEA Secretariat, according to concepts spelled out
in the IEP and procedures developed by the IEA, The basic data used by the IEA
in this process is obtained both from the reporting companies and from the
members countries. The implementation of the international allocation formulae
is done by the industry under the supervision and guidance of the Agency. *

Several questions associated with pricing are still under active consideration.

The basic principle, however, is: spelled out in Article 10-1 of the IEP, i.e., “The
objectives of the Program should include fair treatment for all Participating
Countries and basing the price for alloeated oil on the price conditions prevail-
ing for comparable commercial transactions.” This principle is further defined in
Section C-I-5-ii of the Emergency Management Manual which states:

As far as possible, the emergency should not result in higher oil prices
for crude or products. This implies
o (@) No abnormal profits nor losses should result from the emer-
gency. . O .
(b) Similar prices should be charged to affiliates and non-affili-
ates where movements are determined by the Agency.. Similar prices -
in this context mean prices compatible with the principle of non- .
discrimination. )
(¢) Term and not spot prices should be used. . - "

While there are still questions of interpretation and methods of monitoring prices,
_settling differences, etc., the principles ‘are fairly clear. ' :

Question 7. Is the profit on “third party” contracts (i.e., selling crude onto
smaller oil companies) the principal motive encouraging-the other ARAMCO
,partners to take more -crude than they can use in their own refining and market-
ing system? : S '

Answer. There are, probably, two basic motivations for participating in the
third party crude market. First, to earn a profit. Second, to balance out geo-
graphic and quality requirements for specific crude oils.

It would be inappropriate for us to speculate’as to the motives of the other
Aramco partners. : S e

Question 8. Do you think the U.S. intérests are better served in the situation
where (a) American companies control through equity 'participation or long-
term supply contracts most of the world crude supplies or (b) American com-
panies control, or have access to, just enough crude to meet U.S. market needs?

Answer. U.S. companies should be encouraged to continually expand their
‘access to varied sources of crude oil so as to maximize the security and-flexi-
bility of their supplies and thus minimize the eost to the consumer. It must also
be recognized that U.S. oil companies have substantial markets overseas as well
as in the United States. ) . T :

Question 9. In your statement you mentioned that the U.S. Government should
.support American companies as other countries support their companies. Coun-
tries like Japan have supported private companies’ negotiations abroad by
sweetening the negotiations with aid and trade benefits. Should the U.S. do the
same for its companies? .

Answer. We do not see any way the U.S. Government could directly use aid or
trade factors to help us achieve our basic objectives of obtaining secure petroleum
supplies at minimum cost. While aid and trade actions by the U.S. Government
.might favorably affect the general international business cliinate in which we
operate, any direct involvement of the U.8. Government in the companies’ negoti-
ations will run the risk of further politicizing world oil trade, thus making our
objectives harder to attain. The moment the U.8. Government becomes directly
involved, the commercial negotiations will become political negotiations.

History clearly shows that private companies tend to insulate consumers from
political problems and can operate under many circumstances where governments
cannot. This strength of U.S. companies helps the American consumer and should
be retained. It is important to realize that.if a company loses its position in 2
foreign country due to a negative political environment, it is unlikely that this
position can be rapidly regained (or regained at all) even should the political
environment become favorable once more. '

The support we need from the U.S..Government is of quite a different sort. We
need, fundamentally, neutral treatment in both .economic and political matters.

First, we need an economic climate that will enable U.S. companies to compete
on a roughly equal footing with our foreign competitors. Most importantly, we
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heed to retain the principle that foreign earnings will not be subjected to double
_taxation: Certain current proposals to change the foreign tax credit laws would
make U.S. companies non-competitive overseas. Such proposals should be de-
feated. o o R
Second, we need a political climate that recognizes the value that the U.S.
_companies represent in their overseas attempts to acquire secure stupplies of
. petroleum at minimum cost. In recent years, the quantity and intensity. of un-
_founded accusations against the oil industry has increased alarmingly. These
accusations are noted overseas and make our negotiations far more difficult than
would otherwise be the case. Foreign governments cannot fully understand how
such accusations could be made if unfounded; they also wonder a§ to whether
the U.S. Government will allow the U.S. companies to perform in the future the
extraordinarily efficient role they have played in the.past as principal energy
suppliers to the free world. Perhaps the most valuable support -we could receive
from the U.S. Government would be a clear and positive recognition of this role

and the substantial contribution the industry has made to the standard of living ’

and national product of the United States and the rest of the world. The interests
of the U.S. 'would be best Served if criticisms of the industry were limited to
those situations where criticism is deserved and if credit were given where credit
is due. K

Question 10. Several other industrialized countries—Germany, Japan, France,
_and Italy—have recently sought to develop their own national oil companies.
Does this trend to government supported national oil companies amongst our
allies affect the position of the U.S. companies in any way ? Should not emergence
of these companies backed by government expenditures have a beneficial impact
on the world oil market by increasing available capital for exploration and de-
creasing the responsibility of U.S. companies in providing oil supplies for the

- rest of the industrialized world?

Answer. The industrialized countries you meéntion, together with most other
countries in the world, are increasingly concerned with the acquisition of secure
energy sources at minimum long-range cost. One of the strategies these countries
are following in pursuit of this objective is an attempt to strengthen the posi-
tion of their national companies in the international arena. It is ironic that this
movement is parallelled by United States actions aimed at breaking up and
weakening the very U.S. companies that these other countries are trying to
reproduce.

In answer to the first of your two specific questions, we do not believe these
actions by foreign governments will seriously affect the position of the U.S. com-
panies. We have competed throughout our corporate history with strong foreign
.companies and have done so successfully. We see no reason to doubt our ability
to compete with new or strengthened companies from other countries. This con-
clusion, of course, assumes a favorable U.S, economic and political climate as
discussed in our answer to Question 9. This conclusion also ignores the unique
advantages that are sometimes given to foreign oil companies within their home
.country markets (through for instance preferential refining and marketing
licenses).

In answer to the second part of your question, we agree that these foreign
governmental actions should increase the capital dedicated to exploration.

We do not, however, believe that the U.S. companies, as a consequence, should
slaken their efforts to discover new petroleum reserves. The best hope for the
future is that all companies will contribute to the maximum degree possible in
increasing the diversity of the supplies available to the consuming nations.

Question 11. Should the U.S. government resist, or can it, producer country
acquisition of tanker fleets? Should teh USG subsidize U.S. owned tanker
fleets? : .

Answer. We do not know how the U.S. Government could resist the acquisi-
tion of tanker fleets by producing countries. As a practical matter, the majority
of worldwide shipyard capacity is outside of the U.S. and is not subject to U.S.
Government regulation or control. Most of the vessels acquired by producing
countries have been built in countries such as Japan which have close economic
ties with producing countries. There is also a substantial surplus of tanker
‘capacity today and this surplus will likely exist for some years. We suspect
that the U.S. Government would have some difficulty in dissuading producing
countries from buying or otherwise acquiring tamkers from consuming coun-
‘tries, or persuading consuming countries not to build or charter vessels to pro-

ducing countries.
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.

‘Mobil has long supported the development of a U.S. owned tanker fleet. To do
.80 will Tequire incréased subsidies, ‘' . o ooc el Pt e
 Question 12. Is ‘there any, way the U.S. government should begin to think of
policies to support its companies so that'they would be.better able.to compete
with OPEC, nationdl” oil companiés like the National .Iranian .0il Company,
Petromin, the Kuwait Oil Company, €tc.? .~ = - . L
‘Answer., We assume this question involves possible-entry by .OPEC natxongl
«0il companies inté downstream’refihing and marketing activities outside:their
own country. As Mobil testified, we believe the primary objective of thesé coun-
tries is ‘to expand Détroleum’ investments within their own. countries.!.We' see
little evidence-that these countries are particularly interested -in downstream
petroleum investments in’the consuming countries ‘which would require large
investments with relatively small returns and would be subject-to the laws of
s P S . ., vy

.

the consuming countries. L

Question 13! At'the conclusion’ of ‘your statement you advanced’ the impor-
fance of American companies importing oil-inté the U.S. Should ‘the USG be
concerned’ if Petromin entered -into a joint venture with one of the.major oil
.companies to market, and refine within the U.S.? - What would :be an appro-
-priate U.S. government response to a tender offer forra purchase controlling
interest’ (25 percent-30 percent) in Mobil 0Oil'Corporation stock? . -

Answer. If such a joint venture can meet U.S. legal requirements, it should
pose no problem. In general we think it is consistent -with U.S. policies to see
#he producing countries’ invest their funds in long-term situations. Such in-
westments would increase ‘worldwide financial stability and lead to greater
éommundlity of interests between producing and consuming countries. ‘In the
.event this investment took the form of a substantial interest in a company
domiciled in the U.S. and subject to U.S. laws, it is unlikely that that company’s
-policy could or would be influenced in ways counter to national policy. The
U.S. -Government has adequate powers which could be experienced on -very
.short notice if the need to do so ever arose. .

. RESPONSE OF WILLIAM J. TAVOULAREAS TO ADDITIONAL WRITTEN QUESTIONS
POSED BY SENATOR PERCY

Question 1. Last week the Organization for Economic Cooperation and Develop-
ment (OECD) unveiled a code of conduct for multinational corporations and a
«code of Government responsibilities to firms. I am particularly interested in
having your comments on these two codes. Specifically, I am interested in: (@)
“Whether the disclosure requirements are adequate; (b) whether there is adequate
guarantee of confidentiality for the information collected; and (c¢)-whether the
codes will accomplish their stated purpose.

Answer. As a matter of prineiple, we support the concept that codes of conduct
both for multinational corporations and governments, can hold the promise of
.clarifying and encouraging responsible business behavior. I believe you cannot leg-
-islate international morality in any one country; to do the job, it has.to be done
.on a world-wide basis. This kind of code warrants our consideration and, if it
«can be effective, our support. .

The recently adopted OEDC code is voluntary and thus not necessarily binding
.on member governments and we do not know how it will be interpreted in prac-
tice. With respect to disclosure requirement, member countries have the ability
to obtain any information they need from any company which would continue to
do business within their jurisdiction.

- Question 2. Assuming that one solution to the global energy shortage should be
o encourage new energy production in the oil-importing countries, what steps do
you believe the U.S. could or should be taking.to. ensure that its . technical
.expertise is used to best advantage for solving this global problem?

. Answer. First, it should be recognized that U.S. technical expertise in petro-
1eum resides within its major corporations. This is not simply a matter of blue
prints and equipment; in large part, it is based on organization and. the inter-
-action of people working together. One of the most important assets of the U.S.
international oil companies in dealing with producing countries is the technology
+vhich they possess. In large part, this is why the Governments of OPEC want the
Majors to locate, manage, and develop their petroleum resources. This is part of



the foundation of whatever strength we have in negotiating with OPEC members:
and it is a strength which cannot be transferred to other institutions.

It is important, thus, to emphasize that divestiture would both split up these-
organizations and separate the people who compromise the expertise, as well as.
weaken the capability for ongoing research. In one sense, the answer to your-
question is: dispense with the idea of divestiture and permit the oil companies to-
continue to seek the opportunity to develop new energy sources wherever these
exist. In this way research and development would be able to keep the U.S. a.
leader in technology and thus provide the expertise for development of domestic:
energy supplies.

Question 3. Along the same lines, what steps should we be taking to ensure a.
better cooperative international approach on energy research and development?

Answer. In a very real sense, the international corporations are an important
part of international approaches to energy research and deveolpment. Thig is true-
not only for petroleum companies, but also for nuclear equipment manufacturers,.
mining companies, and even extends into some aspects of solar energy. For ex-
ample, Mobil is engaged in a joint venture with Japanese companies on a project
in Japan aimed at improved technology for converting sunlight into electricity..
We see no need for any new steps since there is already wide interaction among.
countries, both through commercial institutions and through binational and multi--
national government organizations. .

Question 4. The Overseas Development Council, and more recently Presidential:
candidate Jimmy Carter, have suggested convening a World Energy Conference,.
modeled after the World Food Conference held in Rome in 1974. Please comment..

Answer. World conferences of this sort have the potential of either becoming
an exerecise in rhetoric, or a forum for confrontation. Before considering con--
vening such a conference, careful thought should be given to what it can be-
expected to accomplish. In the real world a few countries have the energy re--
sources; any confrontation with them is therefore fraught with danger.

Question 5. How important is the cooperation of the socialist countries of the-
world in tackling the world energy problems, and what can be done to increase-
their participation in solving the global energy crisis?

Answer. The contacts we have had with the socialist countries indicate they-
want our technology. They are experiencing considerable difficulty in develop--
ing their own resources, while their energy needs are growing. Therefore, we-
see little prospect of their helping the Western World in a significant way.

Question 6. How effective are the present international agencies for dealingc
with the energy crisis (e.g., the IEA and the Energy Commission of the CIEC) »
Should the United States be taking steps to make these organizations more-
effective? .

Answer. There is a real danger that international agencies, such as the IEA,.
may become a focal point for confrontation. Such agencies can never play a
purely non-political role. During the last embargo, the oil companies were able-
to quietly and effectively allocate available supplies on an equitable basis. I
would prefer that method in the future, rather than the creation of a focal
point for confrontation. However, if one is willing to risk confrontation, one:
must look to what he has available to back up his position if it occurs. I would:
not, however, that now and for the intermediate future—say ten years—OPEC,.
and not the international agencies of the consuming countries, will have con-
trol of supplies.

Question 7. Are we doing enough to help lesser developed countries exploit the-
solar energy which is clearly abundant in those areas?

Answer. The conversion of solar energy into more useful forms in significant-
amounts at a competitive cost is still in the research and development stage.
As these progress to the point where economiec techniques and devices are-
developed, the poorer nations of the world will not be among the first to use-
solar energy because it would be relatively expensive. The industrialized na-
tions will have to aid the poorer nations if they are able to utilize solar energy..

Question 8. Please comment on S. 3424, the proposed .Energy Conservation Act
of 1976, which was recently introduced by Senator Kennedy.

Answer. In broad principle, we endorse encouraging conservation. It is perhaps-.
inevitable that incentives to encourage conservation often benefit those who do-
not need the aid and that some incentives are misused. Moreover, policing the-
program places a large administrative burden on the government. We assume-
those who drafted this bill have considered these problems and tried to dealr
with them insofar as was possible.




Question 9. Unless this country is to become a socialist one, perhaps .the most:
effective way to encourage increased energy production is to create conditions.
which attract investment capital into energy. Do you agree .with this state-
ment? Does it deseribe present U.S. energy policy? ! e .

Answer. We certainly do agree with any statement saying “the most effective
way to encourage increased energy production is to create conditions which
attract investment capital into energy.”

.No; this statement does not. describe present U.S. energy. policy. To. demon-
strate this last point, one need not look further than the interminablé delays:in.
de-regulating the price of new natural gas, the snail's pace at which prospective-
acreage on the outer continental shelf is being made available, and the myraid.
of bills before Congress which would penalize, restrict, and even dismember-
the petroleum industry. . ) :

Question-10. Why are we more dependent upon imported oil now than we were-
at the time of the Arab boycott? What U.S. Government policies could help-
reverse thi§ trend? Do you agree with Sarah Jackson’s article in the Columbia

Journal of World Business (Fall, 1974) that in order to attain energy inde- .

pendence ‘‘the United States should remove all stimuli to the development of
foreign oil sources that might compete with its domestie priorities?” g

Angwer. I strongly disagree with the statement quoted from Sarah Jackson’s.
article and with many other points in that article which was written two years
ago. It is not simply hindsight which supports our objections; it is also that
such opinions, fail to recognize the ‘realities of today’s world. Pragmatically,
there is no alternative in the next several years to the U.S. being dependent upon.
foreign oil, which will be .increasingly met by oil coming from Arab. countries.

The American companies, if properly supported, should be able to. continue to -

secure supplies which America will need to import and to do so at the best price-
available. Failure to suppert American companies: will only create a vacuumn
into which foreign. companies. would quickly move. There is no irreconcilable

conflict between the search for new oil supplies in the U.S. and the development

opportunities. In the U.S. the pace of exploration and development is set by the
rate at which goyernment. opens new areas for exploration and by the kind of
incentives allowed by government regulations. Beyond oil, it is extremely im-
portant to recognize that the U.S. has a scarcity of deliverability of energy and
not a scarcity of basic energy resources. Consequently, we must with all delibe-
rate haste reach a consensus on ways in which we will utilize—with appropriate-
safeguards—strengths we have in coal ‘and nuclear energy. In this way, wé
would be able to look beyond ‘the next few years to the time when the U.S.
can start’ becoming less.dépendent upon importéd oil; in the meantime, our
dependence must be recognized and the strengths of American companies in:

of foreign supplies by American companies. Limiting ‘factors are incentives and

securing these supplies must be maintained. R -

Question 11, What percent of your crude oil supply is from foreign sources?

Answer. In the U.S. approximately 40 percent of Mobil’s erude oil supply is.
from foreign sources, including Canadian. ' o

Question 12. Has your company been buying more oil than you desire in order-
to maintain good relations with producing countries for long-term oil supply?

Answer. The amount,of crude oil that our company obtains from the producing
countries is strictly a function of our customers’ requirements. Ours is a very
high volume businéss and’ thus it is impossible to deal with quantities sub-
stantially different from our downstream needs. The only way in which we could:
buy more oil than we need from the producing countries would be to reduce-
production in the consuming countries. But production in the U.S. has been
running at capacity, and major investments continue to be made in Alaska and
the North Sea, even during the severe world-wide recession which cut OPEC
production. . .

Question 13. Are you encouraged by the action or lack of ,action taken at the-
recent OPEC meeting at Bali? )
- Answer. We welcome the decision made at the recent OPEC meeting at Bali
to hold prices constant at least for a little while. A major factor in that decision

wag the position taken by Saudi Arabia. Thus, we take very seriously King -

Khalid's. statement that continued inflation in the prices of their imports of
manufactured goods will lead to further crude price increases.

80-939-—77——6
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RESPONSE OF JERRY MCAFEE TO ADDITIONAL WRITTEN: QUESTIONS POSED BY
CHAIRMAN KENNEDY . ‘.

.

Question 1a. What should be the U.S. Goverhment policy toward OPEC invest-
ment downstream? o . )

Answer. Downstream expansion is_ a logical policy choice for those OPEC
governments which want to diversify and industrialize their economies. From an
economic standpoint, domestic processing and transportation of indigenous oil
and gas resources can enable OPEC nations to derive the maximum value from
what, in many cases, is their single important gource . of national income.

The ambitious plans of several OPEC governments for investments in their
own country in downstream phases of the 6il business do not at present pose
a political or economic threat to the U.S., or to the ecoriomic viability of U.S.
companies. Consequently, a specific U.S. Government ‘policy directed at an
alleged OPEC “downstream challenge” is not necessary and would be counter-
productive. OPEC nations would probably interpret such a policy as a dis-
criminatory and politically motivated ploy to curb their development.

Nevertheless, OPEC activities in the area of downstream operations should be

observed closely in the future to ensure that OPEC governments do not use their
increased oil revenues to subsidize downstream enterprises, which would put
companies in consumer nations at a competitive disadvantage in world energy
and petrochemical markets. Should they attempt such practices, existing anti-
dumping regulations should be utilized and are expected to be adequate.
" If downstream investments by OPEC countries are made in the U.S., existing
U.S. legislation requires foreign investors intending to purchase more than 5
percent of the equity shares of any American company to file information as to
their intentions with the Securities and Exchange Commission. This should be
adequate notice for the U.S. Government to initiate suitable remedial measures
if needed.

Just as our government and the U.8. private sector have for years argued for
free entry by our companies overseas, SO too, should we adhere to the same
principle in this country. Such principles have been spelled out in the recent
declaration of OECD member governments on international investment and
multinational enterprises. In addition, a recent U.S. Treasury Department study
says that no OPEC investors “have a desire to acquire and/or control major
U.S. companies.”

Question 1b. Should we begin to consider policies that would support U.S. com-
panies favorably in competition with OPEC national oil companies?

Answer. It is most important that the U.S. Government support its private
sector operations and investments overseas. This involves tax regulations which
will maintain U.S. companies on a competitive tax basis with foreign companies.
Specifically, this means that the foreign tax credit would be maintained and U.S.
taxation on the earnings of foreign subsidiaries owned by U.S. corporations
should not be accelerated prior to repatriation of earnings in the form of divi-
dends. Also, the ability to expense exploration and production costs should be
maintained for U.S. tax purposes. Export incentives for oil field equipment and
process plants should be established on a basis comparable with incentives pro-
vided by other governments.

It is equally important that the U.S. Government evidence support of its pri-
vate sector activities. As long as it maintains an overt adversary role, foreign
governments will conclude that they, too, can adopt such a role and frequently
4o so, at the expense of the U.S. investor and taxpayer.

The U.S. Government’s support of American private industry is necessary not
merely because of OPEC encroachment, but also because of competition by Euro-
pean and Japanese companies which receive substantial governmental encourage-
ment, often in the form of material incentives that enable such companies to com-
pete advantageously in the world market.

Question 2a. In light of Gulf's need to purchase one-quarter of its oil from
other companies (through *“Third Party” contracts) will Gulf’s position become
more competitive when the producing country oil companies reduce the amount
of oil sold to their former concessionaires to an amount nearer to these com-
panies’ actual needs (i.e., when Gulf can buy all of its oil directly from the pro-
ducer governments) ? .

Answer. Gulf’s crude purchasing practices are aimed at finding the desired
quantities and qualities of oil at the lowest possible prices. In some instances
sve purchase the same grades of crude from commercial companies and from the
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‘producing nations’-oil agencies. Pricing in all cases are on commercial terms and
wreflect the oil’s competitive market value. . - e

In certain countries where some.form.of relatxonshlp Stlll exxsts between the
producing country-oil agencies and the-original concessionaires there are allow-
;ances to the concessionaire for continued'technical service and operation of the
tields as well as marketing of the crude where it is in excess of-the old concession-
.aire’s own refinery requiremerts. Limiting the amount of. 0il sold-by the produc-
ding country to the former concessionaire to its own consumption would . not
_necessarily affect individual crude oil prices, since-all end users contmually seek
competltxve prices,’ and any differential pricing between supphers is ultimately
.corfected in the dynamics of supply and demand. -

- Question 2b. Should the U.S. Government encourage a country 111\6 Sa.mh
_Arabia to move more rapidly in this direction?-,

Answer. No. Crude oil exports are the most important factor in the economles
‘of most oil exporting nations.’ Thus, their oil policies are guided by two major,
«considerations : (1) Achievement of national:aspirations,-and .(2) maximizing
their long term income from oil exports, and from investments based on their
.0il revenues.

0Oil exporting countries will utilize U.S. or other oil compames to the extent
that they find such companies make a contrlbutlon to eﬁiaent dxscovery and
iproduction of oil,

The international petroleum industry is still the most eﬂic1ent mechamsm for
finding, producing and ‘delivering the supplies of crude oil which the world’s
‘industrial economy needs. This has again been demonstrated by the relatively
imore efficient operations of the private companies in Argentina as compared with
:government operations there, and by the recent decision of the Brazilian govern-
ment to invite the part1c1pat10n of foreign‘companies in domestic oil develop:
iment. Programs which make it more difficult, or which reduce the incentive; for
the industry to provide its services will ultimately result in more limited sup-
iplies and higher costs to the consuming nations.

Question 3. Would the proposed divestiture bill have any effect on Gulf’
overseas operations?

" Answer. Yes. At this time, it is not possible to quantlfy, or even determine
accurately, what those effects would be. However, 1t is likely that they would
be very significant.

The role of the international logistics systém for moving oil by ocean trans-
portatlon from & variety of sources to a large number of consumers is not ad-
dressed in the divestiture bill. This system provides:the linkage between many
sources and qualities of crudes and the requirements of innumerable markets
‘throughout the world. It functions primarily because.it involves people with
extensive experience in the highly specialized business of- making commercial
-and operational arrangements on short riotice and on a worldwide scale. To ac-
commodate the never ending series of unforeseen equipment failures, weather
«changes and fluctuating economic conditions, requires a close linkage between
«crude sources and the refiners and their markets Disection ‘of this linkage, as
proposed by divestiture, would adversely impact on the ability to make the
‘necessary supply adjustments. The most direct result would be that the consumer
‘would be more likely to experience supply disruptions and higher prices: Such
a situation would be an advantage to those oil exporting nations interested in
increasing their crude oil prices. It is 1mportant to.recognize that the consuming
nations have considerably more at stake in mamtamlng the present d1stribu-
‘tion system than do the producer nations.

In the case of producmg countries, under divestiture no major Amerlcan
entity could provide services and technology in more than one of the following
functions——exploration and production, pipelines, or refining. As a result, no
major American entity could compete on equal terms in the development of large
-downstream complexes with British, Dutch, French, or Japanese integrated inter-
mnational oil companies. Worse still, ih many cases such- Ameriean entities would
qnot be invited to participate in bidding for the integrated back-up service such
countries require for their operations. Normally, such services encompass all
phases. of exploration, production, transportation, refining and marketing, The
producing countries prefer to deal with one integrated, internationally recognized
entity which can meet the country’s requirement in all the above mentioned
fields. They do not like to deal-with small entiies: If no one American entity
could provide such an overall service, the job would go to a European, Japanese
or other foreign integrated company. Consequently, the position of the American
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companies in the producing countries would be expected to be subject to signifi-
cant attrition. This would additionally restrict the export market for U.S. pro-
duced equipment for installation in such facilities.

It is unlikely that foreign governments, such as Great Britain and Canada,
where major U.S. companies have integrated operations, would permit the re-
structuring of large segments-of their vital energy industry by the United States
Congress. Such revision, of course, would be mandatory in the case, for example,
of Gulf’s operations in" Gredt Britain, where ‘our ‘company participates both in
exploration and production, and in-marketing and refining. The guarantees of
the present Gulf Corporation have been utilized to provide funds for these opera-
tions, to insure stability of external crude supplies, and to provide those financial
and technological resources needed to insure efficient operation. The divesti-
ture legislation would terminate the availability of those guarantees and
assurances. :

Question 4. Increasingly OPEC countries are insisting on a minimum off-take
provision in new crude contracts with stiff penalties—often rapid phase out—on
non-compliance. How will these provisions affect Gulf’s. ability to shop around
for erude over the long run?

Answer. This question should be reversed. as the phase-out provision in the
crude oil off-take agreements is to the purchaser’'s advantage, and he can uti-
lize it as long as there is a worldwide crude oil surplus and a variety of crudes
available. Such provisions have been included in the contracts to permit a ra-
tional disengagement on commercial terms. The net effect is-to allow the com-
panies to purchase crude oils at competitive prices.

Upon presentations to producer governments by our company that their crude
prices were not competitive, Gulf was able on two separate occasions this year
to obtain price reductions. Our arguments were strengthened by our ability,
through the contract phase-out provisions, to reduce the volume of erude oil to
be purchased.

Some crudes are highly desirable, others are not in high demand, and gen-
erally there is an overall surplus- of producing capacity. This situation, coupled
with the phase-out provisions in the crude purchase contracts, enables the oil
companies to quickly eliminate a crude supply that is overpriced and to switch to
crude oils where the selling prices more correctly reflect their current market
value. The competitive nature of the international crude oil market requires that
the oil companies have this flexibility.

Question 5a. In your statement you were critical of government—to-government
involvement in acquisition of crude. Do you think the Saudi Arabian Govern-
ment’s willingness to act as a moderating force to keep prices down in the recent
OPEC meetings has been a function of its close ties with the Aramco parent com-
panies or of its special relationship with the U.S. Government?

Answer. Neither, The position taken by the Saudi Arabian Government reflects
its own internal, political and economic objectives. Saudi Arabia has traditionally
recognized that a healthy world economy is essential to its own welfare and de-
velopment. A healthy economy throughout the free world provides both a stronger
market for Saudi crude and more attractive investments for its surplus funds. In
short, the Saudis have appreciated the fact that the free world must prosper
economically and be politically stable if Saudi Arabia is to prosper and is to
enjoy its own political stability. The Saudis have also recognized that they must
enjoy economic and political stability if they are to carry out their own plans for
becoming an industrial nation. Thus, it has been clear to them that increases in
OPEC prices above a reasonable rate could be detrimental for their own
aspirations.

Tn addition to the above reason, Saudi Arabia has an even more direct incen-
tive to keep increases in oil prices to moderate levels. The OPEC countries cur-
rently are producing at about nine million barrels per day less than their produe-
tive capacity. The Arab OPEC members are producing at about 30 percent below
capacity, but the non-Arab members are less than 15 percent below capacity.
Saudi Arabia alone is carrying about one-third of the present shut-in capac-
ity. Thq reason for this is that the Arab countries generally have a large oil
pI:OdllCthIl and a small population, thus they can stand more shut-in capacity
wgthout: experiencing financial distress. If OPBC increases oil prices sharply, it
will restraip, or perhaps even decrease, oil demand, and Saudi Arabia will have
tq bear a disproportionate share of any further reduction in OPEC’s production.
Since Saudi Arabia is unlikely to get a proportionate increase in revenue from




an ofl pricé increase, and could evenisuffer a decrease in revenue,.thei; representa-,
tives have‘a-real and présent incentive to keep OPEC -crude oil price.increases
down to moderate propottions. e : o T

‘Question 5b. ‘Could -the -Aramco parent ¢ompanies’ ¢rudys contracts with $aud1
Arabia withstdnda major shift in U.S. policy toward that country? Alternatively,
does the reliance’of ‘our-major U.S, based multinational companies on Saudi crude
supplies limit U.8. Government policy options with regard to Saudi- Arabia? L

- Afiswer. It is the reliance of consuming nations-on-Saudi Arabian crude which
impinges. on the policy options of the U.S..Governnient, and not the reliance of
Aramco on that crude. It is clear that the overriding dependency in regard to
Saudi Arabian crude ‘0il is-the dependency on that:sourceof energy by European
and Asian nations which import large quantities of Saudi crude, and for’ whom
this erude is 4 1arge proportion of their total requirements. Should the U.S. Gov-
ernniént initiate actions which might lead directly or indirectly to uncertainties
in availability or increases in prices, the governments of the importing nations
would undoubtedly take bilateral action directly with the Saudis. We do not be-
lieve that they ¢an -accept a situation where the U.S. Government, for. its own
political reasons, acts as an intervenor in their crude supplies. Thus, the major
consideration of the U.S. Government should be the reactions of the Saudi Arabian
Government and of the consuming governments to changes in U.S. Government
policy options regarding Saudi ‘Arabia, and not the impact on Aramco. .

Should the U.S..Government adopt policy options which would.restrict. Aramco’s
ability to perform its present functioins, we have no doubt that the Saudi’s and
their major customers would promptly establish alternative programs to provide
these funections on a basis as close to their present efficiency as possible.

Question 6a. How would Gulf’s participation in- the International Energy
Agency’s emergency oil sharing program affect its relationship with other OPEC
members? Could participation in such a sharing scheme trigger retaliation?

Answer. The IEA has been established through the efforts of the U.S, Govern-
ment, and the participation of U.S. oil companies in the IEA Program is at the
request of the U.S. Governimnent. As a result, we feel that participation in the
IEA Emergency Oil Sharing Program could trigger some risk for the oil com-
panies but would trigger a larger risk for the participating governments. The
risks of the oil companies will be moderated to the extent that their crude ‘oil
flexibility allows them to deal in a broad range of OPEC and non-OPEC crudes.
Similarly, the risk to thé U.S. is moderated to the extent that it imports -crudes
from a wide range of producing countries, 'and more importantly, to the extent
that it provides an increasing portion of its energy requirements domestically. -

Question 6. Under what circumstances would the emergency sharing program
be activated—the disruption of a Mid-East pipeline or a severe winter in any one
of the IEA member countries? '

Answer. Broadly speaking, the Emergency Sharing Program is triggered when
the IBA group of countries or any member country loses 7 percent of its total
supply of crude and products. The only event that could result in such a loss
with any degree of probability is concerted political action by a number of
OPEC nations. ' '

The disruption of a Middle East pipeline or a severe winter in any one of the
IEA countries are normal types of events that have happened and will continue
to happen routinely. Such events have traditionally been corrected by minor
changes in total worldwide supply and distribution scheduling and changes in
production levels by the major international oil companies. Although the chang-
ing of production levels is no longer an option available to the companies directly
with the surplus of crude oil production capacity available in the world it is
highly unlikely that sufficient additional production to cover such problems would
not be forthcoming from producing countries in response to revised oil company
purchase nominations. We have been through two winters since the embargo with
some of the most erratic changes in production levels that the oil business has
ever seen and the customers have continued to be supplied.

Question Gc. Within the framework of the emergency oil sharing procedures
manual just adopted by the IEA governing board, who will calculate realloca-
tion of energy supplies—the participating companies or the IEA member govern-
ments? How will pricing be determined?

Answer. The international supply and distribution of crude and products is
one of the most highly complicated businesses in the world, and the IEA alloca-
tion program is perhaps the best attempt thus far to develop a single easily
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definable méthod of sharing oil in an emergency. According to the IEA program,.
during an emergency the individual oil companies initially are to develop their
own international supply and allocation procedures as has been done in all the:
previous politically motivated supply disruptions. However, for the first time the-
major oil companies will be allowed to talk together, under procedures established
by IEA participating governments.and particularly the U.S. Government, and to:
adjust the supplies between companies through traditional commercial trading
relationships with the objectives of satisfying IEA countries’. respective supply
rights and obligations as defined by the IEA Secretariat. The resultant plan will:
be given to the IEIA by the companies and, if approved, will be used as developed.
The IEA has the ability to override the companies decisions and make changes
to the allocation plan. ) . .

At this point in time, the question of pricing of crude and transportation in.
IEA forced solutions, which incidentally should be minor adjustments to the
overall plan, has not been finalized. In all probability, the mandated changes will-
oceur at price levels for both crude and transportation that were in effect prior
to the c¢hange with appropriate allowances for pass thru-of mandated producing
government increases. .

Question 7a: Do you think U.S. interests are better served in a situation where
American companies control most of the world crude through equity participation
or long-term supply contracts? PR .

. Answer, American companies do not control the world’s crude supplies. The-
producing : countries control - the 'production rates, the prices, and designate
through contractual relations the companies which are to provide the distri-
bution service. The consuming governments have the power to control the type
and quantity of crude used and to regulate product prices. . .

', A'g pointed out in the.answers to questions 2b and Tb, it is very much to the:
advantage of the U.S. that the major U.S. oil companies continue to play a.
leading role.in the international oil industry. This will only 'be:possible if they
are free to maintain vertically-integrated organizations, are free to compete for
businéss throughout the world, and are free to utilize equity participation,.
supply. contracts or alternate arrangements as.specified by the producing gov-
erninents. . . i : .

It is important to realize that producing governments could readily find Earo-
pean or'Japanese companies interested in acquiring equity participation should
the American .companies be.prohibted from holding such participation by. the
U.S. Government. Such action by the U.S. Government would weaken the posi-
tion of the U.S. in the world petroleum picture and would have little effect on
the amount of crude oil handled on an equity basis. In addition, it is likely
that such' replacement of- U.S. companies would result in some decrease in
exploration and supply efficiency and a corresponding increase in costs, which
the OPEC govenments would pass on to the consumer.

As previously pointed out, all of our supply confracts now have phase-out
provisions, and certainly. inflexible long range supply contracts are incompatible
with the present world oil supply situation. . , .

Question 7b. Or do you think U.S. interests are better served in a situation
where American- companies - control, or have-access to, just.enough crude for
the U.S. market? . . s

Answer. The U.S. interests are not only clearly served by American companies
having wide access to volumes of crude in excess of U.S. requirements, but this
is essential if the' U.S.‘is to maintain any ability to moderate the effects of a
future embargo or producer government imposed supply disruption. To have
the American' companies have -access to only enough crude for the American
market would lock that market into a limited number of suppliers and a limited
range of crude qualities. This would make the U.S. highly vulnerable to a
selective embargo .imposed by the governments producing these crude oils.

During the 1973-1974 embargo, the distribution capabilities of. the major
international oil companies enabled them to maintain a reasonable flow of oil
to the individual consuming nations despite almost insurmountable and con-
flicting reactions from both the consumer and producer governments. Each of
the producing countries enforcing the embargo had different rules on production
levels and different levels of restrictions on a variety.of consuming countries.
Restrictive crude oil allocation was practiced in the consuming countries, and
in Burope particularly normal transshipment through several eountries to inland
locations was halted by various consuming countries. Because each of the major
oil companies had wide and diverse sources of crudes and extensive tanker and
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terminalling facilities, they'Were. able to alter’’ supply:‘plans drastically dand
to' meet suecessfully the constramts. of both the DlOdUCIDg and: the 0011?0111111"
nations. ‘-

If the U.8,, thch now 1mports crude and products equal to ubout 18 pelcent
of the available productive capacity of OPEGC;:were’ to restrict Anierican oil
companies to-handling only that volume of forelgn crude, there would be two
serious adverse consequences, First; the American-oil companies would no longer
be able to support their extensive 1nternat10nal tanker and' terminalling facilities
and distribution’ organization: A. major portion’ of“these would have fo be sold
to ‘the 'foreign oil companies‘who would take ‘over the handling ‘of those ¢rudes,
or would have to be scrapped.-The second consequence would be that the U. S:
oil companies would have tlieir access -to alternate ‘crude supphes severely
limited. During a supply disruption they would mo’longer ;be'in-a position to
switch supply points and adjust delivery ‘schedules, but would. have to enter
into negotiations with alternate suppliers, and at-a time when any such nego-
tiating position would be ef:tremely weak. The 'eombination'of- these:two con:-
sequences would critically weaken'the position of the U.S. in" 6ffsetting a future
embargo. This weaker pos1t10n in 1tselt would tend to encourage the 1mp051t10n
of an embargo. ’

Question 8a. If OPEC adopts a system of differential pricing (S1m11ar to that
proposed by ‘Algeria- at the last OPEC ‘meeting), what will be 'the impact of
Gulf’s competitiveness and on the prices it will be'able to dehver to the consumer?

Answer. The international oil.business has always been operated on-a system
of differential pricing. This pricing is determined by the dynamics of the market
and reflects such thmgs as consuming government pricing policies on products,
environmental controls that restrict sulfur emissions, yield différentials from
the crudes related to their gasoline and distillate versus heavy fuel producing
qualities, and transportation differentials.-which reflect -the- location- of the
crudes with respect. to the consuming countries and the.current transportation
rates. Various crudes-in the world are being produced at restricted levels at this
time simply due to the fact that those producing nations do not accept what the
world markets are saying with. respect to the values of the crudes. Pricing for-
mulas, such as the one referred to in the question; have been.in existence since
oil has been moved internationally, and ‘each of the major-international -oil
companies has complex transportation and refining models developed to evalu-
ate the various crude differentials. These differentials are not:fixed but change,
sometimes drastically; as condltlons partlcularly the tanker market chan"e
throughout the world. ~ - - = . o

As long as -the international oil: compames malntam sxgmﬂcant dlstmbutlon

capabilities and’ their access to a large number of crudes, they ‘will successfully

shop for thoseé crudes which present the most attractive value ‘at.any ‘given time.
Such a-dynamic and flexible situation is the most'effective way of providing the
lowest available prices to the consumer, Any steps which will limit this flexi-
bility: or which would tend to structure the svstem ‘more- highly “111 result in
higher prices to the consumer. '

Questwn 8%. What should be U.S. Government policy toward Jomt ventures
between 'major .U.S:"0il compames and natmnal oxl compames of the OPEC
producmg countries?

- Answer. Joint:ventures with -producer "overnments or government entities
aré a natural outgrowth of the old concession era and it is in the interests of
both oil 1mport1ng and exporting nations that they be encouraged Gulf, over
the 'last 20 years, has developed joint ventures with natxonal governments and
national oil compahies in a’ number of producing and consuming countrles around
the world. On a purely commermal basxs, some’ of these have been successful
others have not.
_ Those U.S. Government policies, which have appliéd in the past to such joint
ventures, should continué to be apphed in the future. The existing body of U.S.
]e"'lSLlfl(‘!ll on antitrust, anti-dumping and related ‘measures is adequate fo in-
sure that no pro;ects are developed which would seriously restrain trade or
result in 1mporbant ‘Political problems. A large proportion of such joint ven-
tures, either in the U.S. or abroad, will be advantageous to the participants, to
their governments, and to 1nternat10nal trade in "eneral Constralnts to their
development should be minimized.

Question 8c. What should be the’ appropnate U.S. Government response to a

tender offer for controlling interest in Gulf stock by a major OPEC nation?
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Answer. Gulf feels that the likelihood of an OPEC nation seriously attempting
10 acquire the controlling interest in an important U.S. company is remote. Of
the OPEC nations, only Saudi Arabia, Kuwait and the United Arab Emirates
Thave a net cash flow sufficient to provide funds both for their internal require-
ments and adequate for purchasing a controlling interest in a large U.S. com-
‘pany. These nations are deeply involved in their own industrial development and
:are not able to spare the manpower to effectively manage or control such a U.S.
<company. Moreover, they recognize that such an investment could restrict their
policy options in dealing with the U.S. The prudent course for the U.8. Govern-
‘ment to follow would be to monitor such developments through the application
of the registration procedure mentioned in 1a above and to deal with each case
on its own merits. Diplomatic discussions should be utilized should there be any
specific acquisition proposals. Given such a procedure, Gulf feels it unlikely that
there will be any need for more formal or legislative action.

‘A number of oil exporting countries are generating funds surplus to their cur-
rent needs, and of such magnitude that these funds must be invested in rela-
tively stable foreign nations. The U.S. should welcome such investments. When
made through established procedures and when distributed throughout our econ-
omy, they support our domestic economy, give the investing nation a stake in our
maintaining a strong economy, help our balance of payments and result in a
stronger community of interest between the investing nations and our own. Such
benefits can be achieved without incurring any real risk that the investors will
abuse their position.

RESPONSE OF JERRY MCAFEE TO ADDITIONAL WRITTEN QUESTIONS POSED BY
SENATOR PERCY

Question 1, Last week the Organization for Economic Cooperation and De-
velopment (OECD) unveiled a code of conduct for multinational corporations
and a code of government responsibilities to firms. I am particularly interested
in having your comments on these two codes. Specifically, T am interested in:
(@) Whether the disclosure requirements are adequate; (b) whether there is
adequate guarantee of confidentiality for the information collected; and (¢)
whether the codes will accomplish their stated purpose.

Answer. Gulf commends the Committee on International Investment in Multi-
national Enterprises of the OECD on developing the Guidelines for Multina-
tional Enterprises and the Declaration of National Treatment. These represent
the important first steps in establishing conditions which will materially aid in
eliminating abuses involved in the conduct of international business. While we
feel that in all likelihood such abuses involve only a very small portion of the
innumerable business transactions carried out, we do feel that it is most impor-
tant that such abuses be eliminated as rapidly as possible. The dedication to
accomplishing this, as evidenced in the Guidelines and the Declaration, must be
adhered to by both governments and companies, if this voluntary program is to
provide positive results. We concur that the voluntary approach is the correct
one, and we believe that, as experience is gained with it, means for utilizing it
more effectively will be determined and confidence in it will be strengthened.

The Guidelines outline a rather extensive information reporting program on
the part of the multinational enterprises. While Gulf now publishes much of
the information outlined, significant care will have to be exercised to insure that
the competitive position of the enterprises is not compromised by requesting
publication of confidential or proprietary information, and it is important that
all enterprises, both national and multinational, be requested to supply compa-
rable information. and that the laws of the United States and those member
countries of the OECD, with respect to antitrust compliance, are not compromised
or violated by such disclosure.

Question 2. Assuming that one solution to the global energy shortage should
be to encourage new energy production in the oil-importing countries, what steps
do vou believe the U.S. could or should be taking to ensure that its technical
expertise is used to best advantage for solving this global problem?

Answer. Providing encouragement for new energy production in all non-OPEC
countries, including the oil-importing countries, is an indispensable solution to
the global energy shortage. However. exploration for new energy resources is a
hazardous and highly expensive undertaking. Accordingly, the steps which the
United States should take should aim at providing potential investors with com-
mensurate incentives and rewards. Specific steps envisioned are as follows:




(1) Insure that U.S. companies have the same competitive position vis-a-
vis foreign competitors as regards taxation and all other fiscal incentives
provided by foreign governments. .

(2) Tax legislation should encourage exploration and production world-
wide. The Tax Reduction Act of 1975 included provisions adverse to the
petroleum industry; these, and specifically Section 601 thereunder, should
be repealed. Other adverse provisions now being considered in the Senate
to erode further the foreign tax credit and to eliminate the right to deduct
intangible drilling costs will only inhibit exploration by U.S. companies and
ultimately result in their being non-competitive with foreign companies suclr
as British Petroleum and  Royal Dutch Shell.. Such provisions should be
strenuously resisted. Incentives for capital formation such as the Investment
Tax Credit-and the rapid amortization of capital investment should be made
available for investment in the exploration and production activities world-
wide. X .

(3) Provide political risk insurance for those U.S. companies operating ir

- developing countries. Such insurance could be in the form of guarantees by
the World Bank or other international financial institutions against nation-
alization or fiscal expropriation. The recent proposal by Secretary of State,
Dr. Henry Kissinger, in Nairobi, Kenya, at UNCTAD to create an Interna-
tional Resources Bank, would be such an approach. '

‘Question 8. Along the same lines, what steps should we be taking to ensure &
better cooperative international approach on energy reséarch and development?

Answer. An extended international energy research and development progranr
should be implemented to address this global need. This effort should be made
under umbrella agreements with appropriate.international organizations suck
as the International Energy Agency and the several regional groups like OECD.
The U.S. contribution to this effort should be coordinated by ERDA with partici-
pation by a number of U.S. organizations including universities and industrial
and government laboratories. o

Specific programs, identified by international techmnical councils, should be
implemented with government assistance, including technology transfer by the
encouragement of extensive interaction among industrial, academic and govern-
ment scientists and the developmeint of cooperative agreements among counter-
part groups. :

It is expected that such international programs will require considerable time
to be organized and become productive. During this formative period, domestic
programs should proceed as expeditiously as feasible. :

Question 4. The Overseas Development Council, and more recently Presidential
Candidate Jimmy Carter, have suggested convening a world energy conference,
modeled after the World Food Conference held in Rome in 1974. Please comment.

Answer. Such a conference would necessarily be directed at broad generalities
relating to the world’s energy problems, rather than at speecific, constructive pro-
grams. We feel .that at present the CIEC provides an ideal format for inter-
national energy discussions and that other arenas for such discussions should be
discouraged at this time until it is determined that CIEC has had a chance to
function as chartered. - : . . .

Question 5. How important is the cooperation of the socialist countries of the
world in tackling the world energy problems, and what can be done to increase
their participation in solving the global energy crisis? - :

Answer. We feel that it'is important that all countries increase their energy
supply concurrent with establishing sound programs on energy conservation..
However, we are not sure that the Eastern Block countries would be able to
constructively participate in the solution of the global energy crisis on a non-
political basis.

The policy which would do the most to encourage their participation in solv-
ing the global energy crisis would be to treat these countries the same.as other
countries, and encourage freedom of trade between socialist and non-socialist
countries.

Question 6. How effective are the present infernational agencies for dealing
with the energy crisis (e.g., the IEA and the energy commission of the CIEC) ?
Should the United States be taking steps to make these organizations more
effective? .

Ax.lswer, "l‘he IEA is in our opinion the best available vehicle which the con-
suming nations have put together under today's conditions. The charter of the
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IEA establishes a means of protecting the combined interests of the member
nations. The oil industry bas béen asked to furnish advice on energy matters
where the IEA recognizes its limited expertise. These matters are, of. course,
the technical and business related aspects of the problems which will arise in
the event of an emergency.

The IEA has been able to utilize, after careful deliberation, most of the rec-
ommendations made by the Industry Advisory Board. 1f the IEA continues in
this vein, Gulf thinks that it will be an effective organization. :

See the answer to question 4 in relation to the CIEC.

Question 7. Are we doing enough to help lesser developed countries exploit
the solar energy which is clearly abundant in those areas?

Answer. Currently the bulk of the solar energy R&D programs in the U.S.
is under the aegis and sponsorship of ERDA and other government agencies.
In the near term, a considerable portion of the expenditures ‘will involve con-
struction and operation of demonstration facilities of various sizes to test and
evaluate devices and new concepts. The U.S. government could demonstrate its
spirit of international cooperation in energy research and development by offer-
ing to construct some of these demonstration units in lesser developed coun-
tries, particularly in tropical areas. These installations would be viewed as
technical development projects and would be done jointly with appropriate
government technical agencies and universities in the host country.

Most of the solar energy R&D programs underway in the U.S. and the other in-
dustrialized countries generally do not address the needs of the lesser developed
countries. For an international R&D effort to have greater impact, more emphasis
would be needed on low cost devices suitable to be used in a predominately agra-
rian society, e.g., solar cookers, solar powered (non-electric) irrigation pumps,
crop drying, ete. In addition, the solar R&D programs should be broadened to seek
out applications of solar energy in labor-intensive, low-capital industries such as
process heating, production of agricultural materials to be used in the production
of industrial chemiecals, food supplements, etc.

-Question 8. Please comment on S. 3424, the proposed Energy Conservation Act of
1976, which was recently introduced by Senator Kennedy.,

Answer, Our comments are included in a letter sent to Senator Kennedy on
June 15, 1976.

Question 9a. Unless this country is to become a socialist one, perhaps the most
effective way to encourage increased energy production is to create conditions
which attract investment capital into energy. Do you agree with this statement?

Answer. Yes. This must be done if any meaningful progress is to be made either
in increasing energy conservation or in increasing domestic energy production.
For such conditions to be productive, other existing restrictions must be removed,
such as the moratorium on leasing federal coal resources, the delay in oil and gas
exploration in the Atlantic and Pacific OCS areas, and inordinate environmental
concern and delays in relation to coal mining and use, synthetic fuels projects, and
nuclear plants. :

Question 9b. Does this describe present U.S. energy policy?

Answer. No. Much recent legislation and regulation has restricted the avail-
ability of funds, has generated widespread uncertainty about the climate in which
the energy industry will operate and even about the structure of the industry
itself, and has established unnecessarily complex procedural and legal require-
ments. As a result, some energy companies have found it necessary to diversify
into non-energy activities. to obtain a degree of financial stability. What is needed
is a sound and predictable investment climate, so that companies can plan long
range energy projects with confidence and can undertake the financial programs
required to generate the capital for such projects. It is important to realize that in
building, for example, a $1 billion 100,000 barrels per day synthetie fuels plant,
the capital funds are used by the owning company to pay hundreds of large and
small U.S. companies for equipment, supplies, services, and for the labor needed
to build the facility. Such expenditures do much more to strengthen our national
economy than paying for an equivalent amount of imported oil.-

Question 10a. Why are we more dependent upon imported oil now than we were
at the time of the Arab boycott?

Answer. At the time of the Arab oil embargo in October 1973, our domestic
petroleum deficit was in the order of 25 percent. At the present time this deficit is
in the order of 40 percent. Our increased dependence on foreign sources for our
energy needs is due to the decline in domestic oil and gas production. As domestic
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energy demand is expected to grow at 3 percent per year, the lack of a sound
domestic energy policy hinders the-development of new and alternative sources
of energy and increases dependence on OPEC o0il. =~ } ’ '
Question 10b. What U.S. Government policies could 'help reverse this trend?
Answer. Enactment of legislation that would provide the framework and en-
vironment for a national energy policy. This framework should include :
Deregulation of crude oil and natural gas prices, the concurrent derégula-
tion of product prices, and termination of allocafion programs.
Return to a competitive marketplace, o )
Continuation of federal offshore lease sales under existing OCS laws.
Resumption ot coal leasing on Federal lands. o '
Enactment of clean air standards that bring about:a balance between
environmental restrictions and production opportunities. - o
Rejection of divestiture legislation, which is counter to thé interests of
our country and the free world. " ) ' '
8)Establish effective energy conservation programs (see answer to question

Continue programs for switching consumers from oil and gas use to coal
use' where feasible. . k ’ ) c

Question 10c. Do you agree with Sarah Jackson’s article in the Columbia
Journal of World Business- (fall, 1974) that in order to attain energy independ-
ence “the United States should remove all stimuli to development of foreign
'oil sources that might compete with its domestic priorities?” ‘

Answer. We disagree. By the end of the century, our sources-for large incre-
mental amounts of oil and gas will be predominantly from areas outside, the
United Stdtes. By increasing the discovery and production of foréign' oil, addi-
tional energy supplies, critically needed by European, Asian and- developing
-countries, will be made available. This increased competitive source' of oil could
dhelp to moderate OPEC price increases. This will directly benefit the United
States, since we will be dependent on -imported OPEC oil for years to ¢ome.

In addition, the balance of payments problems of importing countries could
‘be ameliorated by the discovery of oil and gas within -their borders. R
' Question 11. What percent of your crude oil supply is from foreign sources?’

Answer. At present approximately 20 percent of Gulf's crude supply for the
United States comes from foreign sources. ' ’

Question 12. Has your company been buying more oil than you desire in order
to maintain good relations with producing countrieés for long-term oil supply?

Answer. No. We have diversified our foreign crude oil supply sources f;or;i
our historicqlly limited sources. This sources diversity gives us the bargaining
flexibility to request more competitive price structures from producing coun-
tries. As an example, during the second quarter of 1976, Gulf lifted less than the
maximum availability from Iran or Kuwait. a :

Question 13. Are you encouraged by the action or lack of action taken at the
recent OPEC meeting at Bali? ' i : .

Answer. We are encourage by the restraint shown by the OPEC countrieg in
not increasing the price of crude oil at this time. However, should the consum-
ing countries increase their demand for energy significantly. we are not confident
that such moderation will be shown at future OPEC meetings. With the excep-
tion of Saudi Arabia, we should not consider that this restraint on prices would
be continued in future OPEC meetings. ' .

Question 14a. In several places in your testimony you mentioned that your
crude oil purchase contracts contain clauses which enable you to phase down
your purchase obligations quickly whenever the asking price is not competitive
How often have you taken advantage of such an option in recent years?

Answer. Contracts incorporating the phase down options are of most recent
vintage and since, generally speaking, prices have been competitive to date. we
have not yet had to exercise these phase down options. -However, we do have
quarterly lifting tolerances which would be the first action to take should a
given crude oil be too highly priced in a sensitive market. In some cases, we
have lifted our minimum tolerance levels and believe this has had the effect of
maintaining competitive pricing. o )

- Question 14b. Do you have concrete evidence to show that such clauses actually
result in competitive pricing? . .

- Answer.-Yes. Upon presentations by our company to governments arguing that
their crude prices were not competitive, we were able on two separate occasions
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to receive price reductions during this year. Our arguments were strengthened
by our ability to so reduce crude oil purchases.

Question 15. You mentioned in your testimony the increase in jobs resulting
from the effort to develop additional U.S. energy supplies. Can you elaborate
on this? .

Answer. There are three studies which estimate the number of permanent
well-paying jobs which would be created in the U.S. as a result of a major
national program to increase domestic energy production. These include:

(1) An estimate by the National Academy of Engineering that during the
next decade the nation’ will need about 500,000 additional technically
competent people to engineer, build and operate the facilities to supply the
direct needs of the energy industry. (U.S. Energy Prospects, An Engineering
Viewpoint, National Academy of Engineering, Washington, D.C. 1974).

(2) An estimate of 746,000 jobs involved in the design and construction of
energy facilities over the next 10 years, plus an additional 200,000 to 300,000
jobs involved in operating and administering these facilities. (This estimate
was included in a study entitled, “The Energy Supply Planning Model”,
prepared by the Bechtel Corporation for the National Science Foundation,
Office of Energy Research and Development Policy, and completed in 1975.)

(3) An estimate that throughout the national economy, three-fourth of a
million or more new jobs would be created, given appropriate government
energy policies. (These results are included in a study recently completed
by Professors Cogan, Johnson and Ward of the Economics Department at
U.C.L.A. and titled, Energy and Jobs: A Long Run Analysis. This study is

.~ available in draft form. It will be published shortly.)

While these jobs would not completely solve our -unemployment problem,
they certainly would make a major contribution to its solution. Not only that,
but since we already use this energy and must pay for it in the form of imported
oil, the creation of these jobs to produce domestic energy resources should repre-
sent no economic drain on our economy, but rather would make an economic
contribution. To us one of the great mysteries of our present national energy
situation is the failure to appreciate this direct relationship between increased
job formation and increased domestic energy production. In our judgment, the
Joint Economic Committee of the Congress should put this matter high on its
agenda, for it must certainly be one of the major opportunities facing our
nation’s economy today.

Question 16. You refer to increasing production of oil and gas outside the
United States, particularly in non-OPEC countries, What do you think the U.S.
Government policies should be to encourage that effort?

Answer. Increased production from such countries increases both the supply
and sources of crude oil, thereby applying presure on OPEC to maintain com-
petitive prices. The extent of such competitive pressure will. of course, be de-
pendent on the volume of crude oil generated from such non-OPEC countries, and
to this extent, U.S. Government policies should support the effort on the part of
companies operating in these countries to develop new sources of crude oil. In
addition, development of oil in those OPEC countries requiring maximum pro-
duction to meet revenue requirements, also applies competitive pressure on
OPEC pricing.

In addition, development of oil in those OPEC countries requiring maximum
production to meet revenue requirements, also applies competitive pressure on
OPEC pricing.

RESPONSE OF JOHN G. BUCKLEY TO ADDITIONAL WRITTEN QUESTIONS POSED BY
CHAIRMAN KENNEDY

Question 1. How do you think the U.S. Government should pursue its program
for acquiring its strategic petroleum reserves? Should it buy directly from OPEC
nations, relv on the major companies, or just buy from the lowest bidder?

Answer. It would he wise to consider a combination of all three of the optinns
listed above and possibly a fourth. This fourth option would involve the exchange
of government-owned crude, such as the oil in Elk Hills, for foreign crude.

In terms of the bidding system which has been suggested. I believe that it
would he a feasible alternative only for certain standard foreign crudes. of
which the bulk of the program’s stockpile will be comprised. Obviously, we will
need to include a variety of crude types in the stockpile so that the requirements
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of all domestic refiners can be satisfied. That is, the U.S. must plan-to store
specialty crudes, like high sulfur Kuwait oil, in addition to the normally
demanded sweet Saudi light crudes.

There are at most three or four sources of low sulfur crudes in the world. The
procurement of these sweet crude oils can be facilitated by opening up the
bidding to all interested parties. The Aramco partners, the Saudis, the Vene-
zuelang should all be permitted to throw in their bids. The U.S. could negotiate
individually with each of these entities, whether it be a foreign government or
a major oil company. Individual negotiations with the governments concerned
and the major oil companies could also be held to obtain the specialty crudes
which may be 1eqmred The object is to get the best possible deal in the interests
of domestic.supply. security.

Question 2. "Areé you. concerned that the International Energy Agency’s emel-
gency oil sharing program will be carried out by the major oil companies in a
manner that will cause you difficulty in supplying your refineries? :

,Answer. No. We are not.concerned. We are confident that the major oil
companies will give us our pro rata share in the event of an emergency. Thekse
companies.have demonstrated fairnesg in allocating supplies before and we hdve
no reason to fear that they would do otherwise given another embargo. '

In any case, Mr. Wallace Hopkins, the International Energy Agency’s deputy
executive director, has refuted claims that.the oil companies will administer-the
agency’s emergency oil sharing program. He has asserted that 1t ig the IEA alone
which will decide who get how much.

Question 3. Would greater leeway for the major oil compames from anti-trust
prosecution designed to give these companies greater negotiation leverage with
individual OPEC nations, disadvantage smaller companies such as your -own?

Answer. No. Greater leeway for the major oil-companies designed to give
these: companiegs greater leverage with . OPEC would not .- disadvantage
independents.

Collective leverage is always more effective than a smgle-handed struggle. Once

the .groundwork has been laid by.the majors, we ‘are confident that we can
negotlate deals which are competitive with their terms. The oil-producing coun-
tries have always been eager to bypass the majors since these -have-been their
traditional business partners, often considered in.an-adversary role. .
. Before the producmg countries gained ownership of their own oil resources, the
major oil companies had a much greater advantage than the independent, both
in terms of cents per barrel offtake and percentage of price obtained. Today, how-
ever, oil is more costly, and the major company advantages.are slowly being
clnpped away. The mdependent refiner has consuierable leverage under these
changed conditions. ,

Question 4a. In your statement you expressed concern about freelnv up the
inflexible purchase arrangements domestically and partlcularly ending -the Fed-
eral Government regulations which restrict supply contracts. Would you favor
a similar policy to end long-term supply contracts being - entered mto by the

major oil companies internationally today? -

Answer. There is no parallel between the domestlc sxtuatxon in terms of .sup-
plier-purchaser relationships and conditions exxstmg in the world marketplace.

What we were concerned about in June 1976 in our testimony before the Joint
Economic Committee was the perpetuation domestically of government controls
on. refined petroleum products. The .supplier-purchaser relationships which were
fixed by the then existing Federal regulatory scheme were strangling the in-
dependent segment of the industry. Price and allocation controls made it more
difficult for wholesalers and retailers to function. Locked into their base period
suppliers, these small businessmen had no freedom to price shop and could not
compete effectively with the major oil companies. The elimination of price-and
allocation controls on residual,fuel oil and middle distillates:heralded a-victory
for the independent marketer and refiner.

But while the .ending of fixed supplier-purchaser relatlonshlps at home for
heavy fuel oils and distillates was in our -domestic interest, doing away with
long-term supply contracts being arranged by the ma;jor o0il companies inter-

nationally would run contrary to these same interests. ‘The U. S. companies.
concerned want security of supply, minimum prices and favorable terms. I
should think these objectives would also be the primary goals of the U. S.
Government.

Moreover, such contracts entered into today eall for smaller volumes of oil
to be lifted by the major oil companies, making available larger volumes of sale
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by the producing countries to independents like ECOL. That is, while the pro-
ducing countries still feel the need to move a substantial part. of their load
through existing channels, they are seeking to free up ever-growing volumes of
this erude oil for sale to other buyers. Thus, Venezuela and Kuwait are anxious.
to sell to independents and to offer favorable terms. The producing country gov-
ernments are trying whenever possible to loosen existing downstream ties, to
get out from under the control of the majors and to develop new outlets. They
are doing this without any U. 8. pressure or interference, even though the
majors have long-term supply contracts.

Furthermore, even the long-term contracts negotiated by the majors provide
“outs” for both parties. Most contracts have a minimum and maximum lifting
range which is quite wide. Thus, if the country prices its crude oil too high, the
company buying that crude lifts the minimum ‘level. This is, indeed, happening
today in Iran, Kuwait and other areas. If one or two large producing countries
were suddenly to price their oil at a much lower level than the existing world
market price, there is also flexibility in existing crude contracts to take advantage
of that situation.

Finally, virtually every long-term supply contract entered into today has a
“quarterly price review clause”. Under that clause, either party can reopen and
even terminate the contract if it determines that the price for the crude oil it is
purchasing is not consistent with trends in the world market.

EOCL signed several long-term contracts for its crude supplies. In terms of
financing, banks prefer independents to have long-term contracts. It is a way of
doing business today which enables both U.S. and foreign independent and major
refiners to take advantage of lower crude oil prices that may develop for large
volumes of crude supplies. It is a way. of doing.business which the U.S. Govern-
ment:should not attempt to negate. .

Question 4b. Should the U.S. Government try to use its influence to maintain
a freer world oil market? If so, how should it do this?

Answer. The ability of the U.S. Government to force a change in OPEC policy
is limited. Any attempt to “free up” OPEC will be seen by that organization as
an effort to undermine its operation. The oil producing countries will surely close
ranks to prevent such efforts from succeeding.

I tried to outline in my testimony the reasons why the United States should
carefully weigh any action designed to confront OPEC and pursue instead policies
aimed at cooperation. I tried to look at the positive aspects of the OPEC price
explosion of 1973-74 and subsequent developments. There are positive over-
tones to this whole picture. Throughout the twentieth century, industrial coun-
tries have paid lip service to the need to bring the developing countries into the
world economic structure. They have done nothing to voluntarily change this
order. From this standpoint, the OPEC price increases may prove to be the single
most important economic action undertaken by a group of developing countries
in the 20th century. OPEC has attacked the problems plaguing the Third World
head-on. We are now witnessing the beginning of the end of the long-established
vicious cycle which has seen industrialized countries grow wealthier and develop-
ing countries become €ven poorer . ’ )

Question Sa. In expressing your reservations about the Government purchasing
authority; you fear that such a company would tie purchases to our foreign policy
objectives and that such action would result in higher cost oil imports as it did
for countries like France. Do you think American oil companies today can operate
independently of U:S. foreign policy ? )

Answer. Hardly ! American oil companies cannot operate independently of U.S.
foreign policy, but neither can they be considered an arm of U.S. foreign policy
objectives. A Government Purchasing Authority would be very much an arm of
foreign policy objectives. ’ D :

When discussing the creation of a Government Purchasing Authority, I feel
there should be a recognition by the U.S. Government of the important role of
multinational corporations in the world oil market. These corporations act as a
buffer between producing and consuming countries. As such, they prevent con-
frontations and are demonstrably useful to the national governments involved.
The U.S., acting as'it own agent, could not buy huge quantities of oil without
politicizing what should be commercial trade.

Besides its political undesirability, a Government Purchasing Authority would
be an administrative nightmare, introducing severe competitive distortions. Every
day there are some twenty large tankers loaded with fefined products éoming
into the United States. A cold winter could see 85 to 40 shiploads a day. Literally
hundreds of companies and supply departments are buying refined products.
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‘These departments are staffed with experienced supply people and knowledgeable

tanker people who are-able to adjust quickly to weather and other cir¢umstances.
TFor the U.S. Government to suddenly step in and try, to cqordm_ate purqhgse and
delivery of the many- different types and. grades, of crude required by some 240
refiners in this country would not only, prove disasttous but administratively
impossible. In the'seven-state New England-New York area alone, there are such
differences in permitted sulfur levels for the burning of a single product, residual
fuel oil, that you could not possibly imagine the U.S. Government successfully
coordinating .that region’s requirements, let alone the needs of an éntire nation.

Quite apart from the adminjstrative drawbacks of.a centralized buying agency,
such government interference would severely limit the independent’s ‘ability to
compete. One,of ECOL’s strengths has been its power to make purchases in the
marketplace,quickly. We can act fast, without long committee meetings, to take
advantage of what we'see to be weaknesses in the marketplace for both crude and
products. We thereby gain a competitive edge over our major company competi-
tors who usually deliberate longer before taking action. That competitive edge
would be lost should a Government Purchasing Authority be established. We
‘would have to buy at the same price and terms as everybody else. ’

Question 5b. Do the Aramco parent companies have leverage ovér Saudi
Arabian price and supply outside of U.8. foreign policy context?

_ Answer. An outsider.can’t really comment on this question. The Aramco rela-
tionship is in transition with the Saudi Government close to complete takeover of
.0il operations. One- thing we do know is that the Aramco partners have been a

moderating influence on Saudi Arabian supply and pricing. This is clearly con-

-sistent with U.S. foreign policy objectives. o )

Question 5c. Did the U.S. Government’s use of major oil companies as instru-
ments of American foreign policy during the.1950’s, 1960’8 and ‘early 1970’s limit
the ability of these companies to produce oil at the cheapest possible price?

Answer. The national security rationale which was invoked to place quotas
on oil imports into the U.S. between 1959 and 1973 did, in fact, bring the govern-
ment into .the business of regulating.domestic oil prices and.limited the flow. of
low cost foreign oil suppliés, the United States was able to keep-domestic prices
up. The quota system, however, did not so much reflect the U.S, Government's
desire to use major oil companies to.achieve foreign policy objectives as it did
.industry fears that the flow of cheap foreign oil would undercut the higher prices§
‘being charged domestically. : ) K ’ ) - ’

The imposition of mandatory import controls in 1959 signalled the closing of
.an era of Cheap oil. The major oil companies were prevented, on the one hand,
from procuring supplies at the lowest possible prices; on the other hand, they
-were.permitted and given full Federal approval to, obtain higher prices at home,
thereby bolstering their, profits. ~ * ~ i ., ' R troo oo e

‘Foreign policy objectives, advanced as a national security rationale, only
.served .to llnas,kthe more subtle xegsonﬁpgiixpport controls. .Their’,jps,ti,ﬁcation
lay. in 8. protectionist policy pursued by.the Govérnment, in order to protect and
-stimplate thé domestic oil industry thropghout thé 1950’s and 1960’s.' That policy
-hag only recently been ‘changed. with'the riSe of OPEC as a force in determining
etiergy policy. * *° oo oo e, R
... Question 6.,Is there any way the . U.S. Government’ should begin to think of
policies to support its companies so'that they would be bettér‘abl’e,to"éompete in
;the’ future-with OPEC national 6il companies like thé;NIOC, Pétromii, Kuivait
National Oil-Company?, .. . . 07 " "Moo e

! Answer, The role of the U.S. Government in the'internationdl’oil picture should
,be limited to taking measures that keep U.S. companies competitive with private
‘foreign companiés operating' abroad and not with the governtuients of sovereign
entities. No company, whether it be foreign or American, that buys in tie OPEC

countries can be expected to compete with. the producing country governments.
'The ‘main thing'to avoid domestically i§ punitive legisiation or regulation, like
_taxes or excessive controls which' might.disadvantage U.S:'companies’ vis-a-vis
‘their; foreign counterparts:also doing busineéss with"NIOQ, Petromin or . KNPC.
A O S Ac IV S PEPu STS N TN PR I S L LT R ST DAL |
shL e . - IO [T T N T2 T S0 I N TR N R S PR R ZE T
RESPONSE OF JOHN G. BUCKLEY 70 ADDITIONAL WRITIEN 'QUESTIONS ' PosED ‘BY
vl et e " 7 [ SENATOR PEROY | +:T v
R T RTINS T A I A S U L N P PO SR R
+ + Question 1. Last,week-the Organization for Economice Cooperation and Develop-
ment (OFCD) unveiled a code of conduct for multinational corporations and a
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code of Government responsibilities to firms. I am particularly' interested.in hav-
ing your comments on these two codes. Specifically, I am mterestgd in: (a)
Whether the disclosure requirements are adequate ; (b) whether there is adequate
guarantee of confidentiality for the information collected; and (¢) whether the
codes will accomplish their stated purpose. .

Answer. The codes put forward by the OECD and specifically those on the dis-
closure requirements for multinational corporations seem adequate. I §hould
think there would be no problem since the OECD requirements comport with the
disclosure rules of the Securities and Exchange Commission of the United States.
American companies already make this information public and should have no
difficulty in complying.

Question 2. Assuming that one solution to the globar energy shortage should be
to encourage new energy production in the oil-importing countries, what steps do
you believe the U.S. could or should be taking to ensure that its technical exper-
tise is used to best advantage for solving this global problem ?

Answer. When the Arab Embargo hit the industrialized countries of the world,
most were totally unprepared to deal with the economic shocks it created, nor
could they immediately comprehend the shift that had occurred in the world
order. Despite its vast capital resources and unique technological capability, the
United States found itself disabled in the face of the boycott and the subsequent
price increases. If we stop to consider the effects of these higher oil prices on im-
porting and developing areas, we will realize that the economic consequences have
been disastrous. Thus, while the OQAPEC actions of 1973-74 served, on the one

hand, to awaken the industrialized world' to the urgency of narrowing the gap
between rich and poor, they also had the countervailing effect of making some of
the poor countries even poorer. .

‘The problem, then becomes one of global inefficiency. This is demonstrated in the
faltering and inconclusive nature of U.S. energy policy. The Ford Administration
began by propagating the slogan of “Project Independence,” then quickly retracted
its enthusiastic support when the proposals put forward were deemed impractical
and unachievable. Energy independence is now regarded as a needless and costly
goal. )

Nevertheless, some of the embargo-induced fears as to‘the dangers of import
dependency still linger. Vestiges of the indépendence proposition remain even to-
day. OPEC continues to uphold its inflated price structure as a symbol to the
world of a new economic order but instead of responding to the oil producers’
beckoning call for a fundamertal international restructuring, the industrialized
countries have become increasingly preoccupied with their own economies and
primarily concerned with shaping domestic enérgy policies. : -

Much of what has transpired thus far on the international energy scene has
been conceptual in its thrust with little progress toward substantive proposals
acceptable to both consumers and producers. The United States did take a positive
step toward allevidting the global energy shortage when it advanced a plan for
the creation of an International Energy Institute (IEI) to aid the developing
countries in energy matters. The proposal was raised initially at the Seventh
Special Session of the United Nations in September 1975 and revived one year
later at the CIEC conference.

If this organization is allowed to get off the ground, it can help to promote new
energy production in developing areas by identifying energy technologies most
relevant to their special needs and then arranging for the transfer of these
technologies to wherever they are needed. The Institute would be staffed by
experts drawn from government, industry and academiec circles, recruited pri-
marily from industrialized nations, but also including representatives from the
developing nations.

Such a plan appears to be a significant effort toward the advancement of
global cooperation in energy and- the advantageous use of American technical
expertise. It is still, however, only a plan conceived in rhetoric.

The transfer of technology is a subject which has received considerable atten-
tion and to which voluminous quantities of literature have been devoted. The
industrialized countries obviously understand what must be done. It is simply
a matter now of getting the requisite government backing to take some concrete
steps. The IEI must not get bogged down in rhetoric.

In order to ensure that its technical expertise is used to the best advantage
for solving the global energy shortage, the U.S. must promote policies that coor-
dinate efforts in the public and private sector. One possible way to do this is to
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allow for a tax write-off on donations of technology by private companies-to
Third World countries. : . - :

There are, moreover, & variety of arrangements which could be devised to
carry out new energy production in the oil-importing countries. Joint ventures
could be entered into between local governments and foreign companies.-No great
advantage exists today to continuing the external developer concept. The empha-
sis must be on cooperative ventures. France for instance, has signed a joint solar
energy research agreement with Iran. Saudi Arabia and the United Arab Emirates
have shown an interest in forming similar arrangements. These, of course, are
three of the world’s wealthiest oil suppliers. It is conceivable, however, that such
deals could in some way or form encompass the poorer countries as well and
include the United States in a functional constructive role. .

Question 3. Along the same lines, what steps should we be taking to-ensure
a better cooperative international approach on energy research and development?

Answer. The need for a better cooperative international approach on energy
research and development is great indeed. With 18 percent of the world’s popu-
lation consuming some 60 percent of its energy and essentially possessing all of
the research and development information on new energy technologies, we cannot
help but note the obvious inequities. The other end of the spectrum consists of the
oil-importing developing countries with nearly 509 of the world’s population
consuming a mere 10-15 percent of its energy. Relying even today on such tradi-
tional energy sources as wood and dung, the poorest of the poor LDC’s have no
-.use for the sophisticated technologies being currently.promoted by the indus-
trialized countries. For most, nuclear power is a highly unrealistic proposition.

Individual countries within the OECD have mapped out their respective energy
demand and supply scenarios under varying conditions of wealth and poverty.
The Energy Research and Development Administration is responsible for con-
ducting research on U.S. energy options and making projections ‘on reasonable
alternatives. Within the OECD itself, there is a large measure of coordination
and cooperation. Yet, this cooperation among a small fraction of the world’s
population’ and, I might, add,.also.the richest fraction, does,very little to ensure
progress globally, - ot . o

‘We must take the research and development efforts which have been concen-
trated in the industrialized West and fiid ways to apply the knowledge which
has been gained to the areas most in need of it. This knowledge must be re-
‘shaped in a manner whereby it will have impact on the rudimentary economies
of the developing countries. The industrialized countries have the brain power
to devise new approaches to the energy problems of the LDC’s and .in the process
of structuring these approaches, they will most certainly be able to harness the
research potential which has been unnecessarily neglected in these L.DC’'s. The
point is that the developing courtries cannot proceed without our assistance. We
have the-experiénce and the knowledge and we must share'it. = P

Just as ERDA feeds the U.S. Government information on opportunities in' the
energy field, such agencies should be set up in each and -every developing coun-
try to keep the governments concerned abreast of issues related to energy. These
agencies could aid in forecasting options for their respective countries and in
conjunction with .certain industrial countries could work to advance their own
technologies. Energy sources like the wind, sun and coal shouid be looked at
closely and feasibility studies.conducted. Joint venture arrangements with tech-
nologically advanced countries ought to be explored. The money, of course, will
have to come from the developed world and the financial investinents would be
considerable. The rewards are difficult to measure financially because the return
may not always be monetary. Repayment would be in.terms of promoting -global
development. Thus, incentives-will have to be created by the governmients of
the industrialized countries to secure the large capital outlays. Perhaps a minor
first step would be, to: apportion a-relatively small fraction of therOECD budget
to such international R&D efforts. The opportunity for action is there. We just
have to.take-it. - et - e o e
. Question .4: The Overseas Development Council; and more recently. Presideri-
itial candidate: Jimmy .Carter, -have.suggested convening:a World Energy: Con-
ference, modeled after the World Food Conference held: in Ronie in:1974. Please
comment.. - . et r g e L T et e gt e s
- Answer. The Qverseas.Development Council's suggestion for a. World :Energy.
Conference seems to'be an attractive proposal but there is little guarantee that
the.suceesses achieved.with food can.be repeated-when it comes to energy. The

-Council stipulates. that such a meeting,should-be.held-within the next:few yedis.

80-939—77——7
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-The ease of food is.noteworthy because it is one crucial area in which the
developed and developing countries have pooled their R&D resources. They are
conducting joint research projects and. exchanging exper'tlse., knowledge and
people. A network of cooperative food improvement. organizations have sprung
up throughout the world. . ) )

Judging from the achievements of the World Food Conference, perhaps the
same progress can be made in the field of energy. The energy confgrence w:ould
require a number of years of extensive preparatory work by various natloqal
and international agencies. Granted, the proposal has much appeal.and consid-
erable merit. The meeting might even be convened. I should think, however, that
such a forum will not-have much chance for success unless extensive ground-
work is laid and current efforts at cooperation meet with some success. .

Question 5.-How important is the cooperation of the socialist countries of the
world in tackling the world energy problems, and what can be done to increase
their participation in solving the global energy crisis? .

Answer. Any consideration of a global approach to solving the world's energy
erisis must include the socialist countries. Most of these countries do not belong
to the World Bank, the GATT, or -the IMF. None belong to the OECD or IEA
and none are participating in the Energy Commission of CIEC.

If the emphasis is-on an international -effort for dealing with the energy
problem, it is important to encourage the- participation of the socialist coun-
tries but we must not let their reluctance to cooperate hinder progress in this
field. ' Thus, while the inclusion of the socialist world in future discussions is
important, their lack of involvement in existing organizations must not delay
action.

Question 6. How effective are the present international agencies for dealing
with' the energy crisis (e.g., the IEA and the Energy Commission of the CIEC) ?
Should the United States be taking steps to make these organizations more
effective?

Answer. The present international agencies are not very effective. Organiza-
tions like the IEA and the CIEC are only buying time in much the same way
as organizations which preceded them “bought time.”

‘We can trace the many efforts to develop global cooperation from the ILO and
the League of Nations to the formation of the UN, the World Bank, the IMF and
the GATT. None of these organizations have succeeded in narrowing the rich-
poor gap. The IEA and the Energy Commission, of course, are still relative new-
comers, but there is little reason to expect that they will be more successful unless
the indutrialized countries are willing to take drastic steps to implement pro-
posals for global reform. The rhetoric has become redundant.

The Energy Commission is the sole branch of CIEC which has acquired some
momentum because providing sufficient energy to fuel our economies is the pri-
mary concern of industrialized countries. The Third World is calling for the link-
age by price indexation of energy with other raw material commodities but little
progress has been achieved in this area. Until such time as progress is made, it
would seem that an impasse will be reached in all dialogues focusing on energy.

‘We can no longer pay lip service to the need for bridging the gap between the
haves and the have-nots. Development is a zero sum game. If we gain, we have to
give up something. It is time to decide that there should be a more equitable dis-
tribution of wealth and then take measures to do something about it.

Question 7. Are we doing enough to help lesser developed countries exploit the
solar energy which is clearly abundant in those areas?

Answer. No. Clearly, we have done little in this area domestically. It would be
difficult to conceive of helping the LDC’s when our own efforts suffer from neglect.

Question 8. Please comment on S. 3424, the proposed Energy Conservation Act of
1976, which was recently introduced by Senator Kennedy.

Answer. We were very much in favor of the Energy Conservation Act of 1976
which was introduced by Senator Kennedy back in May and which has since
become law, With only 6 percent of the world’s population, the United States
consumes nearly 30 percent of its energy. Much of this energy use is wasteful and
can indeed be trimmed by the enforcement of positive measures to promote con-
servation. We applaud the Senator’s efforts in this crucial area and realize the
important role conservation must play in any comprehensive domestic energy
program.

Question 9. Unless this country is to become a socialist one, perhaps the most
effective way to encourage increased energy production is to create conditions
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which attract investment capital into energy. Do you agree with this statement?
Does it describe present U.S. energy policy? .

Answer. I agree to the extent that it is necessary to encourage increased pro-
duction but the conditions for such production do not need to be created. They are
already there. .

The Congress has embarked on a moderdte energy cost program in the U.8. It
allows the average price of oil produced in this country to rise modestly month by
month, yet keeps the weighted average cost far below the politically established
OPEO prices. This approach allows newly discovered U.S. crude oil to be priced at
a much higher level than old established production angd thereby creates sufficient
incentive for exploration and development of all but the most marginal geological
structures that promise to yield oil reserves.

Question 10. Why are we more dependent upon imported oil now than we
were at the time of the Arab boycott? What U.8. Government policies could
help reverse this trend? Do you agree with Sarah Jackson’s article in the
Columbia Journal of World Business (fall, 1974) that in order to attain energy
independence, “the United States should remove all stimuli to the development
of foreign oil sources that might compete with its domestic priorities?”’

Answer. Nearly three years have passed since the Arab Embargo changed the
course of international economic and political relations. The upheaval caused
by the events in 1973-74 brought immediate fears of oil shortages, of impending
and irreparable damage to the international financial community and of harmful
foreign policy repercussions,

The fears that oil shortages would persist and that the recessionary effects
of the dramatic price rise would plunge this country into a depression have dis-
appeared. The fear that petrodollars would flood world money markets and
unduly disrupt the system has been dispelled by experience. The OPEC nations
are buying and investing with such fervency that some are even suffering
payments difficulties. In the meantime, the United States keeps registering pay-
ments surpluses. The overall trade surplus in 1975 was the biggest ever recorded,
reaching $11 billion. i

What has actually happened is that the transfer of large new financial re-
sources from the industrialized countries to OPEC has created a growing oppor-
tunity for industrial countries to export goods and services to OPEC. Com-
panies here in the U.S. have certainly benefitted from OPEC’s new wealth. Our
own U.S, exports to OPEC have doubled between 1974 and 1975 and now stand
at something close to $13 billion annually.

Today, the embargo-induced panic has almost totally subsided. After a brief
interlude precipitated by the sudden surge in oil prices and the recession, U.S.
energy consumption is growing again and so is our dependence on imported oil.

As I pointed out in my testimony, our energy planning is plagued by the
myth that somehow or other our national security, our very survival as a modern
nation, requires us to be less dependent on imported oil. The thought that our
national security is directly linked to the number of barrels of oil we import a
day is to me such a narrow view as to be almost ridiculous. No matter what we
do, Europe and Japan cannot escape overwhelming dependence on OPEC oil to
fuel their economies. Their vulnerability is our vulnerability. We do not really
have the unilateral options we used to have in the energy arena.

If we are to become more and more dependent on oil imports—and, indeed,
there seems to be no alternative if we wish to have a prosperous economy for
the next several years—then the strategic storage program, which Congress
has already provided for, can be seen for what it is: an indispensable pre-
requisite to maintain our foreign policy options and protect our national security
against temporary disruptions of oil supplies at a relatively modest cost.

The point is that Congress and the Administration are moving forward on
a storage program that will protect our national security and give us time to
unsnarl any supply disruptions that may occur without exposing our economy
to massive damage. Yet, the rhetoric from the Federal Energy Administration
continues to stress declining dependence on imports over the next several years.
That is a myth. It is not going to happen. We are far more dependent on imported
0il now than we were prior to the embargo and we will be even more dependent
in 1980 than we are today, despite the arrival of North Slope-Alaskan oil some-
time next year or, depending on the delays that might occur in the pipeline
construction, early in 1978, That is a fact of life and we ought to face it
squarely.

Question 11, What percent of our crude oil supply is from foreign sources?

o
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Answer. One hundred percent of ECOL's crude oil supply is from foreign
sources. But I might point out that at the time ECOL’s testimony was presented
to the Joint Economic Committee in June 1976, the ECOL refinery was jointly
owned by Northeast Petroleum Industries, Inc. of Boston, Massachusetts and.the
Ingram Corporation of New Orleans, Louisiana. It has since been purchased by
the Marathon Oil Company of Findlay, Ohio.

Question 12. Has your company been buying more oil than you desire in order
to maintain good relations with producing countries for long-term oil supply?

Answer. No.

Question 13. Are you encouraged by the action or lack of action taken at the
recent OPEC meeting at Bali?

Answer. Yes, I was encouraged by the outcome of the OPEC meeting at Bali
in May 1976. Chances are, however, that another oil price increase will be forth-
coming in January 1977.

The oil exporting countries sought to exercise oil pricing moderation at Bali.
They were willing to resort to negotiation as opposed to confrontation. Their
action or lack of action demonstrates a desire to cooperate with the industrialized
nations in somehow bridging the economic gap which repeatedly frustrates de-
veloping country efforts to achieve a more equitable distribution of global wealth.
But, with the less than reassuring outcome this year of CIEC’s North-South
Dialogue—no substantive solutions have emerged—some increase in oil prices
may be decided upon by the OPEC Ministers at their conference in Qatar on
December 15, 1976. :

Chairman Kex~epy. The subcommittee stands in recess.
[Whereupon, at 1:25 p.m., the subcommittee recessed, to reconvene
at 10 a.m., Thursday, June 3,1976.] ) :
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Concress OF THE UNITED STATES,
SuBcoMmmITTEE 0N ENERGY
orF THE JoINT Ecovomic COMMITTEE,

L . .. Washington, D.C.
. The subcommittee met, pursuant to recess, at 10:10 a.m., in.room
1114, Dirksen Senate Office Building, Hon. Edward M. Kennedy

(chairman of the subcommittee) presiding. . :
Present : Senators Kennedy, Proxmire, Javits, and Taft.

Also present : John G. Stewart, subcommittee professional staff mem.
ber; William A. Cox and Sarah Jackson, professional staff members;
Michael J. Runde, administrative assistant; Charles H. Bradford,
senior minority economist; George D. Krumbhaar, Jr., minority coun-

sel; and M. Catherine Miller, minority economist.

"OPENING STATEMENT oF CHAIRMAN KENNEDY

Chairman Kex~epy. The subcommittee will come to order.

*This is the second of 3 days of hearings before the Subcommittee
on Energy of the Joint Economic Committee to exdmine the implica-
tions for U.S. energy policy of the evolving relationships between mul-

tinational oil companies and OPEC. - -

Yesterday we heard testimony of representatives of Mobil Oil Corp.,
Gulf Oil Corp.,-and Northeast Petroleum Industries. The subcommt-
tee gained some important insights into the dramatic changes that
have taken place’in the intérnational energy markét, and how the U.S.
oil companies r‘e[s]ponded to the changes. We also heard their reaction

to a variety-of
to protect our country’s interests more effectively. -

S. Government initiatives that have been proposed

Today we will hear from four experts who will discuss these same
problems and, hopefully, will shed additional light on P.S. policies

that should be pursued. :

Paul Frankel, who is chairman 6f Petroleum Economic¢s, Ltd., Lon-
don, is oné of the world’s recognized experts in the economics 6f in-
ternational oil and he traveled from London to participate in these

hearings.

Robert Krueger, an attorney from Los Arngéles, served as project
director of the FEA-sponsored study, “An Evaluation of the Options
-of the United States in International Petroleum Affairs,” and he is

very well informed about this complex subject:
(97)
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James Akins, now a consultant in Washington, is the former U.S.
Ambassador to Saudi Arabia and former head of the Office of Fuels
and Energy, U.S. Department of State.

William Lamont, an attorney from Washington, served three decades
in the Antitrust Division, Department of Justice, and he is a recog-
nized expert in competition—or lack thereof—in the oil industry.

T would like to have each of you make opening comments of about
15 minutes, and then go to the questions of the subcommittee, so that
we will have an opportunity for each to comment on the others’ state-
ments. From the point of view of the record we have to develop the
issues before us fully and in depth. .

So, we will start off with Mr. Frankel, please.

STATEMENT OF PAUL H. FRANKEL, CHAIRMAN OF THE BOARD,
PETROLEUM ECCNOMICS, LTD., LONDON, ENGLAND

Mr. Franker. Mr. Chairman, my name is Paul Frankel and I am
a British subject, an economist by profession, specializing in oil and
energy affairs.

T have written several books and a great number of papers on related
subjects. T have also taught oil economics in America and abroad.

More than 20 years ago I founded in London, a consulting firm,
Petroleum Economics, Litd., of which I am now the chairman of the
board; it caters principally for medium-sized energy companies, gov-
ernments, and international agencies. :

The future role of American oil companies worldwide and in rela-
tion to oil imports of the United States can best be understood by an
analysis of the historical and economic elements which have gone into
the existing setup. -

American oil companies entered foreign countries as suppliers of oil
produced in the United States, which until the period of World War I1
was a net oil exporter. The United States supplied, as one used to say,
“Qil for the Lamps of China.” In the process of consolidation their
sales agencies were eventually transformed into affiliate companies,
-m%stly wholly owned by the U.S. parent and selling products to the
end user.

Only when the United States’ productive potential ceased to be a
global relevance and when foreign sources—Venezuela, Middle East,
and Africa—became oil fountainheads, did American oil companies
shift some of their “upstream?” activities massively to these areas, out
of which the actual requirements of their foreign markets and part of
their U.S. requirements were met.

There were two reasons why—apart from the government-motivated
position-taking by the French—only a small number of American and
British companies came to blanket virtnally the concessions in the
“new” oil areas of the world: (1) The politico-economic predominance
of the United States and Britain at the time, and (2) the fact that
only large and consolidated enterprises with a considerable cash flow
and—significantly—with large and geographically diversified posi-
tions in transportation, refining, and marketing, could envisage taking
on tlhe doutsize financial, industrial, and managerial commitments
involved.




Out of all this developed over the decades a system in which-invest-
ment decisions in foreign “upstream” were determined—and were
justified—by the respective positions held semiglobally in the subse-
quent phases of the industry, right down to the sale to the consumer.

Concurrently, the unit of operation in the oil industry as a whole was
of a very high order because only a certain level of industrial concen-
tration made possible a degree of geographical diversification which
rendered a heavily investment-laden enterprise reasonably shockproof,
due to its ability fo average out a large number of individual profit and
loss items, the facility to do so provided an “insurance element” which
improved the chances of survival of the enterprise as compared with
their smaller and more narrow-gaged competitors which' inevitably
were somewhat accident prone. - o

Thus, the changes since the early 1970’ in the oil setup, for all
their far-reaching nature, have left certain structures in place which
unavoidably carry some considerable weight. In this respect the state
of affairs in the rest of the world outside of the Communist bloc hasto
be taken into account when one endeavors to outline the opportunities
and the limitations of U.S, policies in tespect of the style and niode
of its 0il imports. ‘ I C e

- Perhaps I could add here, remembering the famous words of Lenin,
that what matters in politics and industry was really the control of
the commariding heights, and if you control the commanding heights
you need not bother about the rest.In our case this has probably been
somewhat modified because although the oil companies have lost the
control of the commanding heights, they still control the traffic.in the
plain. o L o ‘ Coe

Tn virtually all OECD countries the main internationally operating
oil companies—the majority of which are American -owned-—cover
between 50 percent and about 80 percent of the “downstream” oil
activities and it is obvious that their methods of oil procurement are
highly relevant for the way the flow of oil from SPEC countries
is being organized. . o

The fact is that in none of the OECD countries—ost of them more
or less dependent on oil imports from'OPEC countries—has there so
far been a significant move toward regulations designed to determine
by governmental ordinance the methods applied by the “downstream”
operators in respect of their supply arrangements for OPEC-country
oil—the emergency sharing provisions under IEA, as far as they
would involve governmental action, excepted. ' R
_ Yet, since the previous state of affairs, in which the concession hold-
ing ¢ompanies did determine-——within a fairly wide range of alterna-
tives—the volume of oil supplies from each of the oil exporting:coun-
tries and the amount of investmént in most of them, has: ceased to ob-
tain, one is perfectly justified in asking oneself whether and to what
extent there is & need for a réthinking of the way in which oil; now
ownéd by governmental agencies of OPEC countries, is being acquiréd
and is’being brought to the importing country. ’ .

_Since most of the OPEC countries have rather large guantities of
oil to dispose of consistently, it is obvious that they would lock to off-
takers who can be expected to take these large quantities regularly and
pay from them promptly—small wonder that they tend to turn to the
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enterprises which are geared to this exercise, if only because they used
to take this oil when they happened to “own” it. This is the'more likely
since all the “free world” over refineries are held by the selfsame
companies. : : o

It is tempting to speculate to what extent the OPEC cartel and the
large oil companies are complementary and whether they in fact have
parallel or even identical interests. :

A few almost self-evident features of their new relationship can be
established.

First: The companies as buyers of oil are in the short run not di-
rectly interested in the absolute level of pricesbut mainly in their terms
of ‘acquisition being no worse than those of other companies of equal
stature and somewhat better than that applying to lesser operators. It
is even likely that they would not favor any sharp and general reduc-
tion of crude oil prices, since it would leave them high and dry with
costly inventories—the term “windfall losses” does not even exist.

I must add, we heard yesterday from Mr. Tavoulareas that he does
not share this point of view at all. If I understood him rightly, he
said that in the long run lower prices would mean demand for lower
working capital, and therefore it would be beneficial to the oil com-
panies involved. This may well be in the very long run, but I wonder
whether, in a world in which the oil companies have to account to the
financial community every 3 months, the immediate heavy loss, result-
ing from inventory depreciation, would be really very desirable for the
oil companies. ‘

Chairman Kex~Nepy. Would you say correspondingly that they
would be more interested in the price going up'?

Mr. FrankEeL. Not necessarily, Senator, I come to that in a moment,
when I outline what I really believe they are interested in.

Second: They are likely to look for reasonable stability—this is
really my answer to your query, sir—in respect of the price and supply
pattern because erratic or capricious manipulation o%) either must af-
fect long-term the status of o1l in the energy picture in which they are
primarily interested. Also they, like all large-scale and capital-inten-
sive enterprises, tend to look for continuity and for security of tenure,
and thus do not favor frequent and wide oscillations of terms and
prices. Only such continuity can successfully protect previous invest-
ment and encourage investment decisions for the future. It is in this
respect that there might be some identity of interest of established off-
takers with an OPEC cartel if the latter also focuses on long-term
aims, ~

However, the crucial question rémains: How far does this parallelity
of interest go and how relevantisit?

It has been said, for instance, by Mr. Anthony Sampson earlier this
year, that the oil companies “do the rationing for OPEC.” This sounds
plausible enough, but operationally it is hard to envisage. Obviously
all-the companies together cannot take more oil than they can sell, but
who could? If demand goes down operators reduce their offtake and
vice versa when demand goes up. In that sense OPEC countries and oil
companies cooperate—what else could they do? But that is not the
essential phase. What matters is whether some—or all—OPEC éoun-
tries want to increase their respective share of the market—or defen-
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sively insist on maintaining it in the face of aggressive methods of
others—and thus compete with each other. If and when this is the case
they will offer attractive prices and térms to the companies which in
turn, since they do compete with each other downstream, pass on at
least part of their increased margin to their customers. If, however,
none or only some OPEC countries are being expansive and if in the
latter case one or some were prepared to make room for the others by
moving over, supply could be adjusted to demand and in that case the
procedure of disposal would be of minor relevance. e

Mr. Chairman, I sat in the hearings yesterday, and I did hear both
spokesmen of the international companies point out that the only influ-
ence they can apply to the pricing system 1s to shop around to look for
the most convenient and economic crude oil they can find on the market.
Obviously with very large operations—the flexible, how shall I say—
the collapsible extension to the main program can cover only a com-
paratively small part of the oil OPEC has to dispose of, or the oil
which the offtakers have to take. : _

If I may say, Mr. Chairman, at this stage, all these ideas, including
those put forward by the companies and previously by some note
economists, suffer from the fact that the people, especially the econo-
mists, mistake the tail for the dog. That 1s to say, they look in a fas-
¢inated way at the movable fringe of the market, the spot sales, if you
like, and forget that in an energy industry the overwhelming part of
the operations must be planned and operationally executed over a long,
period, because it cannot be done on an ad hoc basis. o ‘

Now, undoubtedly the fringe operations are very important, but
they have to be seen in the right context. If I may still stick to my pic-
ture, you can imagine a dog without a tail, but it is very difficult to
imagine a tail without the dog. [Laughter.] . L

Going back to what I tried to describe before, that the real decision is
be}ilng made in respect to the competition of one OPEC country with the
other. ' . L . ' o

The Texas Railroad Commission could proudly state that it had
nothing to do with oil trade and the price of 0il, simply because it man-
aged to adjust the volume of supply at source by way of market de-
mand proration. . ‘ T o B

There remains the need to analyze whether alternative methods of
procurement would give substantially different and/or more desirable
results. Firstly we miust bear in mind that such alternative methods
would in the circumstances have to be governmentally induced and en-
forced, simply because there does not now exist a competitive'field
comprising a multitude of small--or medium-sized refiners and mar-
keters—I am talking about the international scene—to whom the
OPEC sales could be directed and for whose custom' the OPEC

~ ¥

countries would have to strive. . : K

- Conséquently, only an import system iri which governments or gov-
erment agencies would be interposed as import managers could funda-
mentally alter the operational pattern. A great deal has been said and
written about the technicalities of such a kind of import ‘monopoly—
auctions, sealed bids and all—but what really matters is in fact that
the Tesults of any such system—or of the absence of a system—depend
on the prevailing relation of supply and demand and. in ‘our ‘case -also
on the cohesion of OPEC.
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‘Under conditions of actual or contrived supply stringency—short
of major curtailments for the handling of which the emergency shar-
ing system of IEA has been designed—centralized buying 1s not likely.
to yield better results because in that case the buyer’s position becomes
weaker the greater is the volume of his requirements and the heavier
is the responsibility of procuring it. )

On the other hand, an effective control of individual import deci-
sions would be called for in such a contingency. Had it existed at the
end of 1973 the mad rush of some operators, bidding up prices for
marginal quantities, thus giving the appearance that oil could be
sold at any price, would have been nipped in the bud.

On the other hand, in the case of a state of tangible oversupply,
prices tend to soften at the edges and centralized buying is less likely
to identify and exploit such opportunities as they arise. If, however,
massive and sustained oversupply, arising at several points of supply,
or straight political pressures should after all wrench the OPEC
cartel apart, then it would not matter too much how the procurement
of oil was organized. , :

Mr. Chairman, I now turn to the subject, the role of national oil
companies in consumer countries, and here, as I assume, the reason
for my being called to testify today is that I have an overview of
non-U.S. situations. I would like to refer very briefly to the experi-
ence and motivation in other countries which have—as far as they
have—led to the constitution of national oil companies in oil-import-
ing countries. :

The question whether there is, in the present circumstances, a call
for the formation of a Federal oil company has been raised and
reference has been made to the degree to which experience gained in
other countries could be a pointer in the right direction.

Tt is a fact that national, that is to say either State-owned or Govern-
ment-backed, oil companies operate in a substantial number of coun-
tries and their formation did and does to my mind make perfect sense
in the context of their respective economic, political, and social
circumstances.

Generally speaking, such national oil companies were initiated and
sponsored by governments which wanted to remedy the fact that most
if not all of the oil business was covered by or on behalf of foreign
operators. The latters’ paramount position and ample resources in-
hibited the emergence of competitive private indigenous forces and
only another big entity, the national government or its offshoot, could
face the foreign corporations on something like an equal footing.

The existence of such national oil company (or companies) pro-
vides the respective government with firsthand information on, and
genuine insight into the intricacies of the industrial structure and of
operational methods which renders manageable the task of monitoring
developments effectively—one has talked of Benchmark Enterprises.

It has also been pointed out that these national enterprises are the
European equivalent of the regulatory agencies of the United States.
Tt was said that the U.S. legal setup—by way of the Department of
Justice and of the courts—provides the instruments for surveillance
of and for the promulgation of directives to private enterprise. The
constitutional base for such governmental policy formulation and
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enforcement lacking elsewhere, the method most likely to be adequate
was seen to be and still is direct Government-backed industrial activity.

Reverting to the U.S. scene, it would appear that neither of the
motivations which have led elsewhere to the establishment of national.
oil companies are applicable here. There is no problem of foreign pre-
dominance, nor is there a need to use other means to reach targets
which are within the province of, inter alia, regulatory agencies.

Al] this notwithstanding, it is reasonable to assume that in certain
circumstances, for instance, noncommercial acquisition of oil for stock-
piling purposes, special agencies might be used or created. It is also
possible that certain investments abroad, which are in the national
interest, but whose politically induced risks inhibit private enterprise
going ahead, might have to {)e organized in one way or the other by
governmentally orientated operators. There is, however, hardly a
prima facie case for stating that a fully fledged Federal oil company is
the only or even the most adequate vehicle to reach these specific
targets. -

Now, some final thoughts. .

One, the worldwide trade in oil being organized as it is, a radically
different approach in the United States would by itself hardly dis-
locate the OPEC cartel. U.S. imports were in 1975 15 percent of the
total exports of OPEC countries. If OPEC wanted to challenge a
U.S. import system not to its liking, it could -boycott it, sustaining in
the process less inconvenience than it would inflict on the, United
States; 63 percent of U.S. oil imports and 23 percent of U.S. oil
demand are met by OPEC countries,

The success prospects of a unified system of oil import manage-
ment of all OECD countries would be somewhat greater, but it is vir-
tually certain that such a system is politically unattainable. .

Two, only the internal cohesion or. the lack thereof will be the de-
cisive factor for OPEC, and this depends to a much greater extent on
intensely political and on fundamental economic problems than on any
gimmicks one could think up in the technique of procurement.

Three, finally, surveillance of oil companies in their domestic and
international dealings is more necessary than ever. A higher degree
of transparency is called for, without necessarily following the exam-
ple of the.child who, bent on finding out how the toy works, dismantles
it and in the process wrecks it altogether. _ .

Thank you, Mr. Chairman. .o .

Chairman Kennepy.. Thank you very much, Mr, Frankel.

‘We want to welcome Senator Taft, an enormously active member of
the subcommittee. Senator, we are hearing from each witness, and then
we will go on to the questions. .

Senator Tarr.. Great.

Chairman Kex~epYy. Mr. Krueger.

STATEMENT OF ROBERT B. KRUEGER, ATTORNEY, LAW FIRM OF
NOSSAMAN, WATERS, KRUEGER, MARSH. & RIORDAN, ILOS
ANGELES, CALIF. : . L

Mr. Kruresr. Gentlemen, T was the project director for a study that
my law firm, Nossaman, Waters, Krueger & Marsh, undertook in 1974
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for the Federal Energy Administration on the options of the U.S.
Gén{ernment in its relationship to U.S. firms in international petroleum
affairs.

Our report,* which was released in February of 1975, indicated that
there was a clear-cut need for a greater involvement, a greater pres-
ence, by the U.S. Government in the activities of U.S. firms in interna-
tional petroleum transactions. We found abundant evidence that the
major oil firms did not cause or conspire with OPEC or producer
countries in bringing about the energy crisis and the resulting higher
prices. On the other hand, it was also very clear that the oil companies
operating abroad, both the United States and foreign companies, and
both the independents and majors, had become virtually hostages of
the major producer nations and lacked the will and resources to resist
their demands for higher prices and greater “participation.” We con-
cluded that “the existing incentives for the companies do not assure
that their behavior will be consistent with the national interests of the
United States.”

We accordingly recommended that the U.S. Government should
“have access to relevant information regarding present and future
significant international petroleum arrangements.”

Chairman Kenvepy. Mr. Frankel, do you agree with that concept ?

Mr. FrankeL. It depends on the context in which it is seen; as such
we do.

- Chairman Kex~epy. We will come back to that. o

Mr. Krueaer. We proposed that the information be provided to
the Federal Government on a confidential basis, but before the fact.

We also predicated this proposal on there being established a suf-
ficiently responsible and a sufficiently independent agency to take
necessary action. We recommend that the Federal Government be
given “the power to review and approve such transactions where they
may affect significant aspects of the national interest.”

We understand that our report has been useful to your subcom-
mittee in its work in this area and the related study undertaken by
the General Accounting Office at your request. This is rewarding; I
hope that your efforts lead to intelligent action by the Federal
Government.

At the outset it should be emphasized that the United States and
the free world—I would say the world generally—have benefited enor-
mously from the technology, scientific expertise and managerial skills
of the U.S. petroleum companies, both the large, international com-
panies and the independents. With relatively little governmental sup-
port and at times possibly even a negative governmental presence, they
were the leaders in creating the present global supply system, a system
which historically has responded very effectively to the demands placed
upon it. In the process these companies became and remain an im-
portant component of the U.S. presence abroad.

- Even today, despite the continued threat of disruption and higher
prices, the petroleum industry serves the logistical demands of the
modern world well and—it is worth noting—did so during the energy
crisis, itself. This does not suggest that the international petroleum in-
dustry should not be regulated, but it does indicate that care should

1 See the summary of the report, p. 116.
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be taken that changes introduced into the systein do not materially
impair its efficiency. It should not be assumed that the firms—foreign
and domestic—which would surely desire to displace the U.S. majors
in foreign markets would .do so on better terms or would serve the
United g&tes or world markets as well. o S
The history of international petrolenm deinonstrates that a free
_market has probably never prevailed. On the other hand, regardless
of their historic cartels, there has been significant competition among
the. companies in international markets for at least the last 10 years.
For this reason I would . not fiavor a'system which ‘disabled-a U.S.
~company in one.class from competing against other U.S. companies
or foreign companies in international petroleum markets. e
Insofar as some of the issues raised by your subcommittee I have
these comments. = . _ ' T
As indicated earlier, there may be, indeed: probably are, divergen-
cries between the interests of the United Statesand foreign:companies
in negotiating long-term supply arrangements and ‘those of the U.S.
Government.%l?he companies on their parts are interested in preserv-
ing or obtaining preferred acces to foreign supply so that they can
service United States and foreign markets—serve their system. . '
To achieve this they are often willing to accépt térms which .estab-
lish precedent in the  world market that inevitably leads to” higher
prices. The arrangements negotiated by Gulf and British Petroleum
1n Kuwait in'1974 for “buy-back” crude was a good example of this.
The arrangéments recently negotiated by Aramco—and still being
‘negotiated, I am told, and of course Aramco is Exxon, Mobil, Socal
and Texaco—with Saudi Arabia could be 4 similar example. These
examples suggest, indeed, call' out for the U.S. Government to at
least obtain complete information regarding such transactions:before
‘they are concluded, so that a’decision can be made whether the U.S.
‘Government should do anything to ‘prevent or alter- precedent-
setting arrangements.’ It also indicates the desirability of having a
mechanisin to review and pass upon these transactions to assure that
they are consistent with acknowledged ‘policy objectives. ‘Among
those ate: . L S S
The establishment of an adequate and secure supply of petroleum;
The maintenance of a reasonable and predictable ‘price for our
consumers, and I' would say the consumers in other countries as.well;
The maintenance of national security—and the crisis did show that
this is an issue when there is a shortage, such as an embargo. = -

The maintenance of viable foreign relations; '
Efficiency of resource utilization here and abroad;and - " .
The encouragement of a free and effective competition. "« " <« =
The companies I just mentioned are majors, part of the “Seven
Sisters.” There is, however, no reason to conclude that the majors are
a special source of concern in this respect. The independents were the
first to “break the line” both in the Middle East and elsewhere and it
‘was essentially their competition which made possible ‘the “leap-
frogging” tactics of the Persian Gulf and North. African producers in
the price negotiations -of the early 1970s. They—the iridependents—
often had no other significant sources of foreign supply and ‘were,
- therefore, less concernéd about-precédental effects. History strongly
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indicates that where there is a real or potential cartel among producers,
competition among consumer-nation companies will not result in a
more stable supply or lower prices. If anything, the contrary is more
likely to be true.

When you are talking about competition and inspiring greater
competition in foreign margets, it must be kept in mind that the his-
tory of Middle Eastern oil shows that it was competition that inevit-
ably led to OPEC. and that higher competition on price did not bring
prices down but forced them up.

It has been suggested that contracts providing producer countries
with assured outlets for petroleum minimize the need to compete in
price and on the companies’ part the desire to develop U.S. energy
sources. While this might be the case in a free market, this suggestion
lacks validity in today’s market which is, of course, not free but a
market controlled by a sellers’ cartel. In this market, supply is or-
chestrated so as to maintain price and those who wish to have access
to the supply must pay the price.

The companies who historically have had preferred access to inter-
national supplies and who have developed the logistical structure to
distribute them are very vulnerable to the demands of producer na-
tions. It is for this reason that I believe their international supply
arrangements should be regulated. I see no reason to believe, however,
that if the U.S. companies—the majors, as has been discussed—were
prevented from competing for access in such markets, the producer
nations would for that reason begin to compete in price or impose less
demanding conditions on the foreign or other domestic firms that
would, inevitably, take their place.

Tn this respect, it should be noted that most of the foreign firms in
which consumer nations have an interest—CFP in France, for exam-
ple, and ENT in Italy, for example—have made deals which are less
favorable from the standpoint of price than those of the U.S. firms.
This is also true of deals made by consumer governments themselves.

In examining options in this area it is important to look carefully
at results which would probably occur. We can do many things to U.S.
firms: We can reconfigure them; we can control their prices; we can
disable them from effectively competing in international markets, both
in classes and activities; we can dismember them. None of these, how-
ever, would predictably result in any change in pricing in today’s
international markets. Those companies which took the place of our
companies would inherit their problems and would still need to use
their distribution system. We do not have another one.

The ability to compete in international markets may have diverted
some firms from developing domestic energy sources. The major eco-
nomic constraint in this area. however, has been the existence of
domestic price controls, particularly with respect to natural gas. En-
vironmental considerations and costs have also been major factors in
delaying the development of the Outer Continental Shelf, which ap-
pears to be the last area of potentially large primary reserves in most
of the United States.

I might note the development of these reserves, such as those in
Alaska. as well as the development of the North Sea, will be putting
a cost floor under the OPEC prices. We have now progressed to the
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point where we are talking about the cost, arriving in California, of
the North Slope oil being $7.50 to $10 a barrel. So, if we are going
to bring in our own oil at that price, there is very little reason to
we will be able to obtain it elsewhere at less. ) L

Chairman Kenneoy. That is not going to be the situation if they
bring the oil in the New England coast, or Massachusetts.

Mr. Krueger. Still, Senator, the entry cost in the area of Massachu-
setts is very high; offshore work is very expensive; those platforms are
very expensive; pipelines to bring it in are very expensive. I do not
have the figures, but I would be very surprised if you are talking about
bringing the oil into Massachusetts at much less cost than $7 a barrel.

If price controls were ameliorated or removed, perhaps with tax
“windfall” provisions and assistance to disadvantaged classes of users,
there would predictably be much greater development of domestic
sources. The higher prices there would also promote more conservation
which is being substantially ignored in the United States today. With
our greatly increased demand and our steadily decreasing domestic
supplies, we are in worse shape than we have ever been in terms of de-
pendency on foreign oil. From approximately 35 percent dependency
in 1973 we are edging up toward 50 percent; the latest figures are 42
or 43 percent. . S -

Chairman Kex~epy. You have an extensive statement, Mr. Krueger,
and we want to reserve some time toward the end for some interchange ;
do you think you could summarize it ¢ ' , ST

-Mr. Kiueeer. Yes; I intend to do that, that was only the opening
part that I was going to cover extensively. :

I would comment briefly on the concept of “downstream” investment
in the United States. There have been a number proposed, largely by
Iran wanting to take over 50 percent of Shell’s marketing operation in
the Northeastern United States in consideration for joint vénture on
refining in Iran. They also had discussions with Ashland. It is very
apparent that to give the producing nations downstream points of con-
trol, such as marketing, refining, tanking and pipelines, would render
us more vulnerable to political- pressures, and also interruptions of
various kinds. ‘ : '

It is for this reason, as well as strong sentiment by some Americans
against almost any form of Arab investment that there has been vir-
tually no major investment by the Middle Eastern countries which has
passed without question.

I might say, I quite frankly do not know of one significant down-
stream petroleum investment that has been consummated yet by one
of the Middle Eastern producers. T

In comparison, we have permitted British Petroleum to take a very
dominant position in both downstream by virtue of their Sohio ‘ac-
quisition, and upstream because of their north slope interests. Thishas
been done without any significant opposition. The Sohio exchange has
given BP, which is now 70 percent effectively -owned by the British
Government, the potential of majority-ownership in what will be-one
of the largest U.S. integrated companies. - o

I don’t think we should resist this type of investment. This country
has been developed with foreign capital, and it is a good way to re-
cycle petrodollars. I do believe that major arrangements of this kind,

.
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‘though, should ‘be subjéct-to disclosure, review and approval of.the
'same type I discussed for foreign supply arrangements. ~ °

..'I generally share Mr. Frankel’s views on the OPEC-major-oil com-
pany relationship insofar as distribution is. ¢oncerned.’ The OPEC
powers need our companies;and the conipanies need-OPEC. But.this is
not to say that somehow by putting aside the majors you could reduce
supply, or reduce price. There is no one to really take their place unless
we get into a program of creating a whole new system, They have the
global supply and distribution system—we need it.

There 1s always the question raised of whether we-should adopt a

policy of encouraging development of supply in non-OPEC countries,
so-called “safe countries.” Where are those safe countries? There is the
United Kingdom, which has talked about conserving its North Sea oil
for domestic uses, and it has taken a-very strong and very adverse
position with respect to United States company involvement by virtue
of acquiring participation in the North Sea. We have Norway, which
has said it 18 going to hold back its development to generate only such
revenues as it can absorb, Mexico, to the south, is saying that it is going
to -follow QOPEC pricing. Canada, to the north, which has “out-
ORECed” OPEC in terms of what they have done to our companies
and by way of export controls.
- Where 1s it safe? I can’t see where the People’s Republic of China
and Saudi Arabia arethat different. As'a.matter of fact, the People’s
Republic of China has higher prices, and as a matter of fact, if we
had export capacity, our companies would probably be selling at
OPEC price. , o E

In short, insofar as reliability is concerned, I don’t see much dif-
ference—if any—between - OPEC members and other producer coun-
tries except possibly with respect to the very important issue of using
o1] as a weapon in the Israeli-Arab conflict, and—of course—that is
very important to this whole issue. : o . R

Insofar 'as a_Federal Government petroleum corporation is con-
cerned, I share Mr. Frankel’s view that we do not need it in this coun-
try. It: would be largely an:act of redundancy for.us to form one be-
cause we have access to foreign petroleum information, and we have
access to foreign petroleum, if we.only reégulate the companies so as to
require disclosure, and to determine if their international transactions
are consistent with national policy objectives. CTe

I would like to comment that I do not feel that a vertical breakup
of the major companies, such as that proposed in' S. 2387, would have
any positive effect on pricing .and supply in intérnational markets.
Historically, there is no reason to believe that the independents or
smaller companies could exert any competitive influence on QPEC
would cause prices to back- down—the converse would be true.

In terms 0f the-other options which are available, I covered tliese in
my- paper. I quite agree with Mr. Frankel that the “gimmicks” of
establishing a national system to limit-imports of one Kind of another
are just that and will not work. I think there is a possibility of making
progress in terms of bilateral arrangements which' assist in the ciea-
tion_of mutual interests between companies, such as-thosé with Saudi
Arabia and Iran. . oo o
. The, friendship and good -offices between’ Saudi Arabia and the
United States, for example, may have had a very material effect on
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the Saudi determination not to permit another price rise in the recent
OPEC meeting. The Saudi importance in international oil and OPEC
cannot be overestimated. It can literally determine world prices.
There is a direct tie from that to the importance of the resolution of
the Arab-Israeli conflict to Saudi Arabia and other Middle Eastern
producers, which cannot be also overestimated. , . o

The ongoing Conference on International Economic Cooperation is
a very useful means for generally and on a very broad base, with a
GATT type of format, beginning to solve some of the differences be-
tween producer and consumer countries on oil and the interrelation-
ship of oil to goods, services, and other resources. , : .

I come back to a basic thesis: I believe it is essential for this country
to have access to-information regarding major international petroleum
arrangements. I would use a form of regulation; I would also permit
U.S. companies to cooperate in-foreign markets with appropriate
supervision by the United States anid appropriate exemptions given
from antitrust restraints. T would permit them to cooperate in order
to-attempt.to deal effectively with the cartel. . S
" Again, competition is perhaps a great.thing in our domestic scene,
but we have never had free competition in international oil, and I be-
lieve it, is at least a two-edged sword, one side of which is now wound-
ing the consumer. . o . o

I conclude by saying that the United States’ best interest is not
served in trying to break OPEC, nor in seeking complete energy inde-

endence, but in stabilizing supplies and prices to reasonable levels for

itself and other consumer nations, and in maintaining sufficient inter-
national and domestic controls to achieve that end.

Thank you, gentlemen. : :

Chairman Ken~epy. Thank you very much. Without objection Mr.
Krueger’s prépared .statement and the report referred to will be
printed in the hearing record. B L

[The prepared: statement of Mr. Krueger, along with the summary
of a report entitled “An Evaluation of the Options of the U.S. Gov-
ernment in Its Relationship to U.S. Firms in International Petroleum
Affairs” follow:] ' ’ '

PREPARED STATEﬁ;EﬁT OoF ROBERT B. KRUEGER

Gentlemen: I was the project director for a study that my law firm, Nossa-
man, Waters, Krueger & Marsh, undértook in 1974 for the Federal Energy
Administration on the options’ of the U.S. Government in’its relationship to
U.S. firms in international petroleum affairs. Our report, which was released
in February of 1975, indicated that thel‘e_ was a clear-cut need for greater
involvement by the United States Government in the activities of U.S. firms in
international petroleum trapsactions. We found abundant evidence that the
major oil firms did not cause or conspire with OPEC or producer nations in
bringing about the energy crisis and the resulting higher prices. On the other
hand, it was.also very clear that the oil companies operating abroad, both U.S.
and foreign and.majors as well as independents, had become virtual -hostages
‘of the major producer nations and lacked the will and resources to resist their
demands for higher prices and greater “participation”. We concluded that “the
existing incentives for the companies do not assure that their behavior will be
consistent with the national interests of the United Staes.”” We accordingly
recommended.that at a minimum the U.S. Government should “have access to
relevant information -regarding present and future significant international
petroleum arrangements” and that it also be given “the power to review and
approve such transaction where they may affect significant aspects of the na-
tional interest.” ' S oL T '
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We understand that our report has been useful to your subcommittee in its
work in this area and the related study undertaken by the General Account-
ing Office at your request. This is rewarding; I hope that your efforts lead to
intelligent action by the Federal Government.

At the outset it should be emphasized that the United States and the free
world have benefited enormously from the technology, scientific expertise and
managerial skills of the U.S. petroleum companies, both the large, international
companies and the independents. With relatively little governmental support
and at times possibly even a negative governmental presence, they were the
leaders in creating the present global supply system, a system which historically
has responded very effectively to the demands placed upon it. In the process
these companies became and remain an important component of the U.S.
presence abroad. Even today, despite the continued threat of disruption and
higher prices, the petroleum industry serves the logistical demands of the
modern world well and—it is worth noting—did so during the energy crisis, it-
self. This does not suggest that the international petroleum industry should not
be regulated, but it does indicate that care should be taken that changes intro-
duced into the system do not materially impair its efficiency. It should not be
assumed that the firms which would surely desire to displace the U.S. majors
in foreign markets would do so on better terms or would serve the U.S. or world
markets as well. N

The history of international petroleum demonstrates that a free market has
probably never prevailed. On the other hand, regardless of their historic cartels,
there has been significant competition among the companies in international
markets for at least the last ten years. For this reason I would not favor a
system which disabled a U.S. company in one class from competing against other
U.S. companies or foreign companies in international petroleum markets.

T have some comments regarding some of the issues which your subcommittee
has under study.

As indicated earlier, there may, indeed probably are, divergencies between
the interests of U.S. and foreign companies in negotiating long-term supply
arrangements-and those of the U.S. Government. The companies on their parts
are interested in preserving or obtaining portions of preferred access to foreign
supply so that they can service U.S. and foreign markets. To achieve this they
are often willing to accept terms which ‘establish precedent in the world market
that inevitably leads to higher prices. The arrangements negotiated by Gulf
and British Petroleum in Kuwait in 1974 for “buy-back™ crude was a good ex-
ample of this. The arrangements recently negotiated by Aramco (Exxon, Mobil,
Socal and Texaco) with Saudi Arabia, could be a similar example when the
terms are disclosed. These examples suggest the need for the U.S. Government
to at least obtain complete information regarding such transactions before they
are concluded so that a decision can be made whether the U.S. Government
should do anything to prevent precedent-setting arrangements. It also indicates
the desirability of having a mechanism to review and pass upon these transac-
tions to assure that they are comsistent with acknowledged policy objectives,
such as:

Establishment of an Adequate and Secure Supply of Petroleum ;

Maintenance of a Reasonable and Predictable Price for Petroleum;

Maintenance of National Security;

Maintenance of Viable Foreign Relations;

Efficiency of Resonrce Utilization ;

Protection of Environmental Quality ;

Encouragement of Free and Effective Competition ;

Encouragement of Private Participation in Resource Development; and

Maximization of Revenue to the Federal Government.

The companies just mentioned are majors, part of the “Seven Sisters”. There
is, however, no reason to conclude that the majors are a special source of con-
cern in this respect. The independents were the first to “break the line” both in
the Middle East and elsewhere and it was essentially their competition which
made possible the “leap frogging” tactics of the Persian Gulf and North Afri-
can producers in the price negotiations of the early 1970’s. They often had no
other significant sources of foreign supply and were, therefore, less concerned
about precedental effects. History strongly indicates that where there is a real
or potential cartel among producers competition among consumer-nation com-
panies will not result in a more stable supply or lower prices in international
petroleum markets. If anything the contrary is more likely to be true.
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: n suggested that contracts providing 'producer cougtries with as-
su{-etadhgflt})eetz for g[;getroleum minimize the need to compete in price .and on the
companies’ part the desire to develop_U.S. energy sources. Whll'e this _mlght'be
the case in a free market, this suggestion lacks validity m,today S marketz which
is, of course, not free but a market contro}led py a seller’s cartel. In this mar-
ket supply is orchestrated so as to maintain price anq those wl{o Wl'Sh to have
access to the supply must pay the price. The companies who historically have
had preferred access to international supplies and who have developed the
logistical structure to distribute them are very ‘vulneraple. to the .demands of
producer nations. It is for this reason that I believe their international suppl.y
arrangements should be regulated. 1 see no reason to believe, powever, that if
the U.S. companies were prevented from competing for access in s_uch mfarkets,
the producer nations would for that reason begin to compete in price or impose
less demanding conditions on the foreign or domestic firms that ‘would talge
their place. In this respect, it should be noted that most of the fore{gn firms in
which consumer governments have an interest have made deals whgch are less
favorable from the standpoint of price than those of the U.S. firms, This is also
true of deals made by consumer governments themselves.

In examining options in this area it is important to look carefully at results
+which would probably occur. We can do many things'to U.S. firms: we can recon-
figure them; we can control their prices; we can disable gh.e):.n from effectively
competing in international markets, both in classes and '?.qtlv1§1es. None Qf these,
however, would predictably result in any change in pricing in today’s interna-
tional markets. Those companies which took the place of our companies would
inherit their problems and would still need to use their distribution system. We
do not have another one. .

The ability to compete in international markets may have diverted some firms
from developing domestic energy sources. The major economic constraint in this
area, however, has been the existence of domestic price controls, particularly
with respect to natural gas. Environmental considerations and costs have also
been major factors in delaying the development of the outer continental shelf
which appears to be the last area of potentially large reserves in most of the
United States. If price controls were ameliorated or removed, perhaps with tax
“windfall” provisions and assistance to disadvantaged classes of users, there
would predictably be much greater development of domestic sources. The higher
prices there 'would also promote more conservation which is being substantially
ignored in the United States today. With our greatly increased demand and our
steadily decreasing domestic supplies, we are in worse shape than we have ever
been in terms of dependency on foreign oil. From approximately 35 percent
dependency in 1973 we are edging up toward 50 percent.

Turning to the use of the economic power of the producer nations, there have
been a number of investments proposed by such nations in the “downstream”
operations of U.8. firms. In 1974 Iran and Shell Oil Company (U.S.) announced
a proposal in which the National Iranian Oil Company would acquire a 50 percent
interest in a large number of Shell’s marketing operations in northeastern United
States in consideration for a long-term purchase arrangement for petroleum
products that would be refined in Iran under a joint venture. About the same
time Iran discussed with Ashland a proposal for the sale of a 50 percent interest
of Ashland’s refining and marketing operation in New York. It is apparent that
downstream points of control, such as marketing outlets, refineries, tankers and
pipelines, would render consumer countries more vulnerable to interruption and
to political pressures than the present system. It is perhaps for this reason as
well as the strong sentiment by some Americans against any form of Arab
investment here that virtually no major investment in the United States.by a
Middle Eastern exporting country has passed without question. ’

In comparison, British Petroleum Company (“BP”) which has traditionally
been dominated by the British Government (49 percent ownership—71.5 percent
since 1975) has been able to establish dominant points of control in both upstream
and downstream aspects of U.S. production, notably without criticism or oppo-
sition. BP in 1970 in effect relinquished a' very substantial number of both up-
stream and downstream interests in cohnection with a trade with the Standard
Oil Company. of Ohio (“Sohio”) which gave BP 25 percent of Sohio stock, a

" major midwestern marketer, with the prospect of 54 percent ownership depending
upon the rate of production from Alaskan leases. When the Trans-Alaskan Pipe-
line comes onstream Sohio will be the owner of approximately the 1.2-1.5 million
barrels of oil per day which will be arriving on the West Coast. The transaction,

o
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therefore, has given BP the potential of majority ownership in what will soon be
one of the largest U.S. integrated companies.

I do not believe that it is in the U.S. national interest to resist this type of
investment. A large part of the development of this country has occurred through
the use of foreign capital and certainly investments here are good method of
recycling the Middle Eastern “petrodollars.” I believe that it is in the national
interest, however, for the Federal Government to have the power to review and
approve or disapprove transactions of this kind in view of their importance to
the United States and other consuming countries.

The question has been raised as to whether it would be difficult for producer
countries or for OPEC as a whole to tailor production to market demand if they
were not able to rely on the multinational companies with their knowledge and
control of global markets. It would be very difficult, perhaps impossible. The
producer countries need the companies; the companies need the supplies of the
producer countries. This is not to suggest, however, that the consuming nations
of the world, which are in the vast majority, could significantly influence supply
or price by ¢‘putting aside” the majors. There is no one that could adequately take
their place, at home or abroad except possibly with massive subsidies.

Question has been raised as to the attitude of producer nations toward the
development of alternative or non-OPEC sources of energy. Most of the producer
countriés, notably Iran and Indonesia which have the greatest short-term reasons’
in so doing, have actively investigated their own alternate energy sources, such
as geothermal, coal and nuclear, with the obvious view of maintaining their
maximum export capabilities in petroleum. A number of the consumer-nation
companies have participated in these efforts to develop alternative energy
sources. I do not know of any threat to any company’s right of access because of
its interest in developing non-petroleum sources of supply.

The issue is always posed as to whether the United States should adopt a policy
of encouraging the development of supply in non-OPEC countries. It is question-
able, however, whether there are any fully reliable producer countries. The United
Kingdom with. which the United States has a mutually acknowledged “special
relationship” and whose petroleum company, BP, has very large interests in the
Alaskan North Slope and elsewhere in the United States, is actively considering
proposals: for North Sea participation and severe taxation that would seriously
affect U.S. companies. The U.K. is also talking of “conserving” its enormous North
Sea reserves by restricting development and has given indications of a possible
intention- of restricting future ‘production to British markets. Norway has an
announced policy of restricting its very large -anticipated North Sea production
S0 as to generate only such revenues as its economy will be able to efficiently
absorb and is also considering tax raises that would impact upon U.S. companies.
Canada, our neighbor and largest trading partner, has stated that it intends to
curtail all exports to the United States within the next few years. At the same
time, by a combination of federally imposed price controls, severely restrictive
federal -income tax provisions, and dramatieally increased royalty rates by the
provincial governments, Canada has abruptly reversed the economic incentives
for investment by U.S. companies and has made supply arrangements to the
United States more expensive and less secure. Mexico has indicated that when it
soon achieves export capacity from its new discoveries it will follow OPEC pric-
ing practices. Whether it is the Peoples Republic of China or the Kingdom of
Saudi Arabia, there appears to be a universal intention on the part of exporters
to maximize returns. Is there any reason to think that U.S. operators would sell
at less than OPEC prices, if we had exporting capacity? Insofar as reliability is
concerned there appears to be very little difference between OPEC members and
any other exporting countries, except possibly with respect to using oil as a polit-
ical weapon over Israeli-Arab issues.

Forcing of U.S. companies away from traditional supply sources in the interest
of security could simply render them uncompetitive in comparison with foreign
companies and could result in petroleum being directed elsewhere. Investments
(e.g., European refineries and marketing outlets) have been made by U.S. com-
panies predicated on particular foreign supply sources. To require these com-
panies, many of which serve largely foreign markets in any case, to seek other
sources could be very costly to them. )

It has been suggested that the Federal Government form a petroleum corpora-. -
tion to engage in exploration, development and purchasing abroad. At the outset
it should be noted that if a precept of a Federally owned international oil company
is that it is to serve as a “yardstick,” it can do so only if it is in all material
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respects similar to a private company : if-it has no special advantages and no
competitve handicaps vis-a-vis privately owned companies. It should also be noted
that if the Federally owned corporation is in fact comparable to a private com-
pany, it probably would be in no better position to perform the various petroleum
industry functions than the private companies are.

The establishment of a Federal oil corporation would be unhkely to have a
significant effect on OPEC pricing policies, and runs a substantial risk of pro-
voking further price rises. Creation of a U.S. Government international oil
company would inject one more o0il company into the business of exploring,
developing, and importing oil as well as possible downstream activities. There
are approximately one hundred such firms currently operating in the interna-
tional oil industry. The injection of a public corporation would bring about a
price reduction only if oil supply was increased as a result of this act.

If this option would not affect supply or demand and I do not believe that it
would, the question is posed as to whether there is reason to believe that oil
producing governments would sell to a U.S. corporation at a price lower than
that offered by alternative buyers. There is not; to the contrary, producer
governments have demonstrated their interest in obtaining the highest price
possible for their oil supplies. Government participation in BP, CFP, ENI and
others does not, appear to have yielded economic advantages.

There is a possibility that a U.S. Government corporation might increase the
supply of oil and thereby lower price if some o0il producing countries have a
strong preference for government-to-government arrangements. Supply would
be increased, however, only if this preference were so strong that in the absence
of a U.S. interest, such country would enter into no agreement at all. This condi-
tion seems highly unlikely. There are already in existence a number of foreign
government corporations that would present acceptable alternatives,

If there were reason to believe that a government corporation could more
efficiently search for, develop and import oil to the U.S. market than private
companies, there would be savings either to the taxpayer, or to the consumer
if such savings were passed on in the form of lower prices. There is, however,
no evidence indicating that government corporations are more efficient than
private corporations. The record of other U.S. Government enterprises, as well
as foreign partially and wholly-owned oil companies, leads to the opposite
conclusion. )

In order to create a petroleum corporation, whether privately or govern-
mentally owned, it is necéssary to assemble from the preexisting industry those
with technological and managerial skills sufficient to fulfill the assignment. If
this is done adequately, the personnel have simply been acquired from other
companies and what has in effect been ‘created is “just another oil company.”
This is perhaps justified when a consumer nation does not have an industry
capable of entry into international supply arrangements, but in the case of the
United States, private industry has historically maintained a very broad-based
access to foreign supplies. The creation of a governmentally owned company
would, therefore, seem to be in most respects an act of redundancy.

. For related reasons I do not feel that a vertical breakup of the major com-
panies, such as that proposed in S. 2387, would have any positive effect on sup- .
ply or pricing in international markets. There is no evidence that independents
have bargained more effectively than the majors in foreign markets. Historically
the converse has been true. Irrespective of the relative strengths of majors and
independents, however, there is little reason to think that either can force OPEC
to “back down” today when there is ever increasing dependence of the United
States on foreign oil. Last, it should be noted that most independent studies that
have been conducted on the subject, including our FEA work and a pl‘IOI‘ study
on the Outer Continental Shelf, have concluded that there presently is effective .
competition in the international petroleum industry. The higher operating costs
and the possible loss of the economies. of scale that would accompany vertical
divestiture would probably result in higher, rather than lower, costs to the
consumer.

Some of the other options available also have very little value in dealing with
international oil. For example, the concept of removing or modxfymg federally
created incentives for international petroleum production, such as the foreign tax
credit and the intangible drilling cost allowance would have comparatively little
effect on foreign markets but to-the extent that they might actually weaken the
ability of the U.S. companies in competing for foreign supplies. Producer coun-
tries have accelerated the trend toward nationalization and have, therefore, in-.



creasingly become sellers of oil at wholesale to the companies. When costs for
crude become business expense, other tax considerations cease being significant
incentives. If, however, the United States alone were to remove tax incentives,
then U.S. firms would tend to be disadvantaged vis-a-vis foreign competitors
which have tax incentives similar to or more substantial than the tax credit and
the intangible drilling allowance. )

Similarly the regulation of the U.S. oil companies as public utilities in inter-
national transactions would be of little or no value. The comprehensive cost of
service/rate-of-return type of regulation used for public utilities would entail
heavy costs and be a very dubious benefit to consumers if applied to the oil in-
dustry. The most important point regarding this option is, however, that it could
have no positive impact upon the stability or price of international petroleum
supplies. It could “control the companies” but it would be irrelevant to the

producer nations. .

The establishment of a national system to limit petroleum imports has also been
suggested as a means of reducing dependence. This “barrier” type of approach.
however, would work to restrict supply with incidental costs and prices would
rise to reflect the reduction in supply. We have seen this concept employed in
the recently eliminated import tariff imposed by the Ford Administration which
is probably the most efficient means of employing this concept. Unfortunately,
however, neither the use of a unit price ceiling or a tariff could impact upon
foreign supplies unless conducted in concert with all other consumer nations. The
history of the energy crisis shows vividly, however, that the concept of a “con-
sumer cartel” is not currently feasible.

It may be that an auction mechanism for importation rights to be sold by the
United States could exert some downward pressure on price in an isolated in-
stance. With due regard to the present posture of OPEC, which has heen
strengthened by the greater U.S. dependence on foreign oil, however, it is not
realistic to think of this deviece as significantly influencing price.

Other options have some value in dealing effectively with foreign supplies,
although all have their limitations. The concept of bilateral agreements on pe-
troleum between producer and consumer governments appears to be of ques-
tionable utility in terms of stabilizing supply or price. Typically they have re-
sulted in terms less advantageous than those customarily made by the companies.
Bilateral arrangements which establish “special relationships” and provide for
a mutual cooperation, such as those which the United States has with Iran and
Saudi Arabia, do not directly affect supply but are of very low cost and may be
very useful if they prove to assist in the creation of mutual interests between
the United States and the producer country. The friendship and good offices
which exist between the United States and Saudi Arabia, for example, may have
had a material effect in its determination do not permit.a price rise in the recent
OPEC meeting. The Saudi importance in international oil and OPEC ecannot he
overestimated. With due regard to its immense reserves and vast productive
capacity it literally determines world oil prices.

An option that has some positive potential is an organization of consumerna-
tion petroleum companies having substantial foreign supply arrangements along
the lines of the London Policy Group, used in the 1971 negotiations in increasing
the collective bargaining power of the companies vis-a-vis the producer countries.
A precept of the organization would be full prior disclosure to the association
of all proposed major supply arrangements, an understanding not to compete
with other companies for certain categories of supply arrangements and “safety
net” agreements to provide some measure of insurance for those companies
which might lose sources of supply as a result of complying with joint decisions.
For political appearance as well as ease of administration, the obligations of the
member companies would be on an informal basis, the good faith performance of
which would be left to the companies’ respective governments to enforce as they
saw fit. For companies with full or partial governmental ownership this wonld
pose few problems in light of the high degree of cooperation with government
which has historically been possible with such companies. Consumer govern-
ments would have low profile roles, consisting mainly of requiring that their
companies live up to the obligations implicit in association membership. The
concept of the review and approval of foreign supply arrangements mentioned
before would assist in this respect. In any event, a high degree of cooperation
among the major consuming nations would be necessary to maintain the effec-
tiveness of the association and it is unclear whether this degree of cooperation
has yet been achieved.
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The purpose of the association would be to enhance the companies’ bargaining
position by the exchange of information, the seduction of upstream competi-
tion and the formulation of affirmative strategies for maximizing down-
ward market pressure on prices by, for example, shifting purchasing pat-
terns among the companies to focus softness in world demand on selected pro-
ducer countries which are most in need of stable petroleum revenues. Such strate-
gies .would seek to maximize the temptation of producing governments to com-
pete without creating a situation in which a direct confrontation to OPEC can
be perceived. The association could also develop strategies for inducing producer
countries to increase the attractiveness of their erude by such non-price variables
as discounts for quality, rebates fo rservices rendered by the company, credit
terms, delayed payment of purchase price of purchase price or acceptance of soft
currency. By shifting the forum of consumer pressure for lower prices from a
basically political structure in which OPEC cannot back down to the individual
commercial transactions in which the producer may feel not only the need but
the ability to give hidden price concessions, a situation may be created in which
worldwide diminution of demand might be translated into a lower price.

The most substantial problem with this option would be the apparent incon-
sistency between government-endorsed industry-wide cooperation and the United
States’ traditional policy of encouraging competitiveness through the antitrust
laws. There can be little doubt that an association of companies combining for
the purpose of reducing competition among them in the acquisition of foreign pe-
troleum supplies would raise very serious problems under the Sherman Act and
that, absent an express exemption from the scope of the antitrust laws, company
participation would not be forthcoming. . '

Whether competition in the upstream acquisition of petroleum supplies is of
any value to the U.S. national interest is far from clear. Competition among the
companies in their dealings with producer governments has resulted primarily
in a lessening of their ability to deal with such governments which are a self-
acknowledged cartel. The entry of independent companies into the international
market in the 1950’s and 1960’s materially contributed to the strengthening of
the bargaining leverage of producing governments. Such compeétition has unde-
niably diminished the ability of the major petroleum companies to take oligo-
polistic profits, but it has unfortunately enhanced the ability of producer govern-
ments to do so. In neither event does the ultimate consumer get the advantage
of real competition. The companies, which have become price takers, simply pass
on to consumers the cartel prices demanded by producing governments. The com-
petition among the companies in their upstream activities has been one of thé
major forces leading to a cartel of producer governments, many times more
oligopolistic than the companies ever were and completely beyond the reach of
consumer-nation legal systems. Thus, the continued application of the antitrust
laws to the upstream activities of the companies would seein if anything counter-
productive to the national interest, at least in terims of the prices which Ameri-
can consumers will have to pay for petroleum. . '

.’{‘lge success of this option will require developing sufficierit monitoring capa-
bilities for the Government to know whether the association is being used to its
fullest benefit. The best entity to supervise the performance of the U.S. com-
panies would be an agency of the U.S. Government, acting alone or preferably
in, cooperation with- other consumer governments, and thoroughly acquainted
with the operations of the association. The assignment would logically fall to
the agency given regulatory responsibility for international supply arrangements.

. This option is not a‘ panacea for the problems of international petroleum
supply and price. It does, however, have the advantage of relative low cost and
basic compatability with gther options examined. If the U.S. companies cooperate,
it could maxiinize their bargaining leverage in negotiations with producer govern-
ments. Whether or not this option would, in fact, have any effect upon prices
is indeterminate. i ‘ "

The i'pternational organization of consumer countries that exists in the
Interpathlxal Energy Agency (“IEA”) created in 1974 also is a useful body for
coordinating policy and planning. Its emergency petroleum reserve and emer-
gency _sharing plans, which were implémented by the Energy Policy and Con-
servapon Act, provide an effective method for mitigating the effects of interrup-
tions’ in foreign supply. The IEA realistically, however, cannot directly exert any
impact on producer nations. As the erisis vividly showed the dependency of the
industrialized consumer nations on foreign supplies is so extensive that a
“consumer cartel” is not practicable.
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The international option that has the most value in my judgment is that of
establishing multi-lateral negotiations between producing and consuming coun-
tries—ga mini-conference of the type proposed by Sheik Yamani and French
President Giscard d’Estaing. In our FEA report we recommended a conference
of thig type with an organizational format along the lines of the General Agree-
nment on Trade and Tariffs (“GATT”) which has proven to have utility in the
negotiation of complex multi-lateral issues and has relatively low political costs.
A limited conference of this type is vastly superior to those sponsored by the
United Nations in dealing with this type of issue.

Such a conference, the Conference on International Economic Cooperation,
was undertaken in 1975 after extensive planning by the IEA. It is comprised of 19
petroleum exporting and other developing countries and 8 major industrial powers,
While none of the Conference’'s meetings to date have been particularly aus-
picious, it is now organized into four commissions dealing with petroleum and
other interrelated economic subjects. The format for a clumsy yet effective
GATT type of progress is thus in existence. The Conference will have to deal
with the complex issue of “indexation” as proposed by the Shah of Iran and
by Third World nations at the recent UNCTAD Conference at Nairobi, but it
could be the beginning of a process by which the ongoing confrontation between
the producer and consumer nations is ameliorated. As discussions progress a
wide range of interests and U.S. firms outside of the petroleum field will be
affected. Ultimately, this form of cooperation could result in an international
resources management plan, the elements of which could touch on many facets
of all nations. )

‘With respect to U.S. companies, at a minimum I would recommend regula-
tion to require disclosure regarding all major foreign supply arrangements. If an
appropriately independent administrative agency could be established, I would
also recommend that the regulation extend to review and approval or disap-
proval of proposed terms based upon acknowledged policy objectives.

The cost of such a system could be very substantial and if energy supply to the
United States or other consuming nations were materially impaired because of its
operation, the economic consequences would be severe. On the other hand, events
in global petroleum affairs have drastically changed the traditional system of
supply, demand and distribution and the oil companies today are relatively pow-
erless in dealing with producer countries. The basic question is whether the pres-
ence of the U.S. Government should be interjected, even if only indirectly, into
international petroleum arrangements affecting U.S. national interests. The ques-

- tion is a highly political one, particularly because under prevailing conditions the
implementation of this option would have little direct impact on world petroleum
prices, at least in the short term. It does, however, provide both a window and a
potential lever for the Federal Government in international petroleum affairs
which could prove to be of benefit. If consumer nation cooperation is increased, if
the world petroleum supply base is broadened, if consumer nations develop a
strong program of conservation and utilization of alternative energy supplies and
if safety net arrangements are established, regulation of this type by the U.S.
and other important consumer governments could provide an instrument through
which foreign supply arrangements are made more responsive to the national in-
terests of consumer countries. '

The oil industry strongly and with some reason opposes this ferm of regula-
tion in view of its potential for economic disruption. The day of laissez-faire ar-
rangements in international petroleum affairs, however, has clearly. passed and a
new role for the U.S. Government is indicated. Establishment of U.S. Government
control points in international petroleum transactions might restore public con-
fidence that such arrangements are consistent with national policy objectives.

Tt can readily be seen that the U.S. best interest is not served in attempting to
“break OPEC,” nor in seeking complete energy independence, but in stabilizing
supply and price at reasonable levels for itself and other consumer nations and in
maintaining sufficient international and domestic controls to achieve that end.

SUMMARY OF “AN EVALUATION OF THE OPTIONS OF THE U.S. GOVERNMENT IN ITS
RerATIOoNsHIP TO U.S. FIRMS IN INTERNATIONAL PETROLEUM AFFAIRS”

I. INTRODUCTION

The United States, and indeed the free world, have benefited enormously
from the technology, scientific expertise and managerial skills of the U.S.
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petroleumm companies, both the large, multinational cgmpanies and the inde-
pendents. With relatively little governmental i‘ntervgut{on, _they were -the lead-
ers in eréating the present global supply system Whl(;h until recently operated
in a highly efficient and adaptable manner and historically rgsponded _very'well
to the demands placed upon it. In the process these companies became and re-
main an important compenent of the U.S. presence abroad. - . .

Beginning in the late 1960’s and continuing at an accelerated_rate in this
decade, however, the bargaining position of the companies in dealing Wlth for-
eign governmelits eroded to the point where today they qr‘e vir_tl_mlly the hos-
tages of the producer’ countries who unilaterally determine price and s_p.pply
policies and whose demands the companiés ‘are powerless to resist. The issue,
therefore, is whether and how the presence of the United States Government
should be introduced into international ac¢tivities of the United. States petro-
leum companies in ordeir to ‘ensuré that the national interests.bf this country
are appropriately and adéquately protected. - - ’ : L

The options available are many and include forms of national regulation, in-
ternational arrangements, and combination of them. The issue is very difficult
because it is clear that implementation of a number of the options could sub-
stantially impinge uUpon the efficiency of the international logistical system
which industry has so creatively fashioned. At the same time, the importance
of ensurilig that freign Supply arrangements dé not conflict with identified na-
tional policy objectives cannot be minimized. ’ S o

This Study was commissioned by the ¥Federal * Energy Administration
(“FEA”) in order to provide information and analyses to assist the political
process in the evaluation of options. The Study attempts to identify the issues,
marshal relevant data which illuminate ‘them, and objectively explore the con-
sequences of the various options. The Study does 1ot endorse any option. Great
care has been taken to assure that all viewpoints were comprehensively aiid
fairly examined. d . : .

Several insights have emerged as this Study has progressed. First, the'inter-

national oil industry is enormously complex. It is a system that has served and
continues to serve the modern world well. Care must be taken to assure that
changes introduced into the system do not seriously impair its efficiency. On the
other hand, it seems clear that controls should be established in the system at
‘critical points so that at a minimum the United States Government has infor-
mational access and an ability to ‘assert its presence if it should be deemed to be
in the national interest. An apprépriate method of regulation of supply ar-
rangemeénts which would permit a Federal agency to review and approve or
disapprove those which could significantly impact upon the national interest
deserves careful study, as does an expanded ‘program of consumer country co-
operation and the - initiation of broad-based consumer-producer country
discussions. :
. Second, a confrontation exists between producer and consumer countries in
which.the companies serve not as a “political buffer” but merely as linkage. The
confrontation has resulted in massive trade imbalances and created a perilous
fiscal condition for many consumer countries, developed as well as developing.
The.recycling of petro-dollars by, means of virtually any form of loan among the
consumer countries is only a temporary device which to some extent ameliorates
an increasingly grevious situation. There. is, therefore, a clearcut need to elimi-
nate the confrontation.and this will require broadscale discussions between the
leading consumer and producer nations. Predictably the discussions.will involve
the relationships between petroleum, other resources, and goods and services.

World petroleum is politics and the discussions will be political and difficult,
but they must begin, begin soon and continue until a detente has been achieved
in the present confrontation and order restored to world trade. Hopefully from
them a set of norms can eventually be negotiated to guide producer-consumer
country relationships. For the present it is clear that virtually every mutually
acceptable change that is effected in.the existing relationship between producer
‘and consumer nations can only serve to improve it. Experience to date also
clearly suggests that the issue of price levels is best raised indirectly and after
progress has been made on other issues. It is also clear that a resolution to the
Arab-Israeli dispute will.be a prerequisite to successful. producer-consumer
discussions. . . ,

Third, there have.béen many misconceptions regarding ‘international petro-
leum supplies and the energy situation generally which have been counterpro-
ductive in the evaluation and framing of rational responses to deal with the
problem. The serious impact of our Middle Eastern foreign policies on the petro-
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leum supply issue iz often underestimated or misunderstood. The offshore, the
Outer Continental Shelf, sometimes has been made to appear to be simply a
target of convenience for the oil companies rather than an indispensable source
of primary energy. The massive impact that environmental and political re-
straints have had upon the development of energy sources, such as nuclear, has
not been appropriately understood. The United States imports over six million
barrels of oil per day. When the Trans-Alaska Pipeline comes onstream approxi-
mately 1.5 million barrels of new oil will be coming into the west coast. with
an additional .5 million estimated by 1980. If the Trans-Alaska Pipeline had been
onstream and if we had been assiduously developing available sources of energy
in this country in the early part of this decade. the positive aspects in producer
country negotiations hefore. during and following the energy crisis would have
heen inestimable. On the other hand. little attention has been paid to the posi-
tive aspects of the energy crisis in terms of social and political attitudes. It is
unlikely that the American people who increased their consumntion of petro-
leum and other nonrenewable resources over 509, from 1960 to 1970, while their
population was growing approximately 159, would have been willing to accept
the changes in life-style, consumption and controls that will be necessary to
bring about needed conservation had they not received the shack of the crisis and
the basie education in resource management which followed. These events brought
the reality of the finite limits of global resources into focus for many in the con-
suming nations of the world.

Too little illumination has heen shed on any of these matters by the govern-
ment or the media. It seems still to be the belief of many Americans that the
major oil companies either caused or in some way conspired in bringing about
the energy crisis and the attendant higher prices. It is clear bevond any doubt
that the commanies henefited from the higher prices that resulted from a very
unstable market condition. but it serves no purpose to perpetuate the myth that
they hrought it about. Thev did not and do not have the power to cause such
an event. The producer countries have that power and that fact forms a very basic .
element of the issue which confronts us. An informed public will make the
nolitieal task of selecting and implementing a particular option much easier.
The Federal Government hears a burden in this regard and hopefully this Study
will contribute to that end. .

This Study has been particularly challenging because it has explored options
in light of changing and anticipated world conditions. The precedental impact
that the current petroleum situation has had upon other resources and commodi-
ties is well known. There is a commonality of solutions as well -as problems to
many resource issues. In this respect the utility of this report may transcend its
relevance to international petroleum affairs.

II. STUDY CONCEPT

The Study was based upon an investigation of the historical, legal, political
and economic aspects of the existing international system of petroleum supply
and the probable effects of other options. :

Tn order to elicit candid views from knowledgeable nbservers both in the private
and public sectors the study contractor conducted a large number of interviews.
Robert B. Krueger, the Project Director and a partner in the Los Angeles law
firm of Nossaman, Waters, Krueger, Marsh & Riordan, and his assoclates con-
‘duected approximately 110 interviews with 217 people in the petroleum and publie
utility industries, governmental agencies in the United States and six foreign
countries, and public interest groups. In addition, extensive use was made of
questionnaires which were sent to foreign and domestic petroleum companies,
public utilities, public interest groups and governmental agencies. Forty-two re-
sponses were received from petroleum companies, including six foreign com-
panies, with an aggregate input of approximately 1100 pages. Nineteen of the 20
largest U.S. petroleiim companies responded. In addition, 20 responses were re-
ceived from U.S. public utility companies. All such information was collected and
analyzed on a confidential basis. Economic assistance in the analysis of this
material and other aspects of the Study was provided by Walter J. Mead, Pro-
fessor of Feonomics, University of California, Santa Barbara. The Nossaman
firm and Dr. Mead also conducted research into existing literature on related
aspects of the Study. Research assistance and advice were also generously pro-
vided by the staff of the Subcommittee on Multinational Corporations of the
Senate Committee on Foreign Relations. ‘ .
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III. A SHORT HISTORY OF THE SYSTEM

The hlstory of international. petroleum demonstrates that a free market has
probably never prevailed with respect to international petroleum supplies. To
the contrary, the large. international companies endeavored with diminishing
success to restrict- competltlon and access to supplies and to control production
so as to maintain prices largely for the same economic reasons that led to
prorationing in this country on grounds of conservation pursuant to the Inter-
state Oil Compact. This is not to suggest that the conservation which resulted
from higher prices was in any respect improper, but rather to peint out that it
was initiated by the companies to serve their:own economic purposes,. higher
proﬁts. Further it is clear that the United-States had little difficulty in support-
ing a basically non-competitive Jindustry abroad because it encouraged U.S, firms
to control substantial interests in foreign resources,

It was not until the entry of the independents mto international petroleum
that serious competition began to develop among the companies. It was this com-
petition and the surplus production that resulted from it during the 1950’s and
1960’s that made the implications of a free market clear to the producer coun-
tries:: supply surpluses caused by spirited. competition will lead to declmmg
prices and producer government revenues. At this point, seeing the potential in-
ability of the major oil companies to maintain prices, the economiec logic of the
Organization of Petroleum Exporting Countries (“OPEC”) bécame unassailable
to the producer countries. From that point on we -have moved inexorably to the
present situation in which the producer countries by political action protect and
maintain -the price of their most valuable depleting asset, petroleum.

In the early days of the petroleum industry, the Umted States was the domi-
nant producer and exporter. From 1859, the first year of commercial production,
through 1883 the United States accounted for over 80% of world production. In
fact, with the eXception of a féew years when Russian production was greater,
the Unit'ed States continued to be the-world’s largest petroleum producer through
the end of World War 1. By the end of the War, however, the great demands on
the country’s petroleum resources caused by the war effort and the advent of the
gasoline powered automobile created fears of an oil shortage in the United
States. In addition, British companies had so effectively tied up valuable conces-
%101’18 in Persia (Iran) and Mesopotamla (Iraq), that a London néwspaper

oasted :

“Britain will soon be able to do to America what Standard Oil once did to the
rest of the world—hold it up to ransom.”’

As a result, in the early 1920’s the U.S. Government urged ‘that American oil
companies go abroad and attempt to develop their own foreign resources. To
assist these companies, the United Stateés Government actively encouraged ad-
herence by all nations to the “Open-Door Policy”, a policy originally formulated
to secure privileges from 19th century China equal to those granted to European
concessionaires. - )

The first test of the application of the Open-Door Policy to foreign petroleum
concessions came in Iraq, when the Standard Oil Company of New Jersey
(“Exxon’) requested State Department assistance in purchasing a portion of the
Iraqi concession held by the Turkish Petroleum Company (later Iraq Petfroleum
Company—“IPC”) a company whose shareholders included Anglo-Persian Oil
Company (later British-Petroleum—“BP"”), Royal Dutch Shell (“Shell”), the
largest French oil company, Compagnie Francaise des Petroles (“CFP”, which
acquired as a result of World War I reparations the interest held by the Ger-
man Deutsche Bank), and an individual, C. S. Gulbenkian.

The United States took the posmon that any territory acquired under the Ver-
sailles Treaty should be held in such a way as to guarantee equal treatment “in
law and in fact to the commerce of all nations” and thiat U.S. companies were,
therefore, entitled to share in IPC. With the approval of the Department of
State, Exxon also began direct negotiations with the IPC to purchase a share
of the concession. The State Department indicated, however, that it would be
inappropriate for the U.S. Government to lobby on behalf of a single company,
and accordingly, a group of seven U.S. companies, including Gulf, Mobil, Texaco,
Sinclair, Standard of Indiana and Atlantic, was assembled, all of which were
represented by Exxzon in the IPC negotiations. In 1928, the IPC shareholders
finally acceded to a 23.759, American participation, but subject to very onerous
conditions. - The shareholders of the IPC had signed an agreement in 1914 stat-
ing that they would not compete against one another for future oil ¢oncessions
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within the area of the old Ottoman Empire. As a condition of entry into the IPC,
therefore, the participating American companies were required to become signa-
tories to a similar agreement, the 1928 Red Line Agreement. While inconsistent
with its Open Door Policy, the State Department consented to this arranggment.

The implications of the Agreement became clear immediately. Prior to signing
the Red Line Agreement, Gulf had acquired an option for a concession on the
island of Bahrain. Since Bahrain was within the domain of the old Ottoman Em-
pire, the Agreement required that Gulf offer the concession to the IPC. When the
British interests in the IPC, represented by BP and Shell (409 owned by British
investors), balked at such a purchase and refused to allow Gulf to hold the con-
cession alone, Gulf was left with no alternative but to sell the concession. Its
sale brought a newcomer to the Middle East—the Standard Oil Company of Cali-
fornia (“Socal”).

One of the major problems then confronting the major oil companies with world
markets (notably Exxon, BP and Shell) was how to maintain world petroleum
‘prices. To this end, the “As Is ‘Agreement of 1928 was negotiated pursuant to
which the companies pledged to avoid overproduction and ‘“‘destructive competi-
tion” in established markets. But with the discovery of the great East Texas field
in 1981 and increased production in Venezuela, Iran, Iraq and the Orient, great
surpluses developed which caused the price of petroleum to plummet from $1.80
per barrel in 1930 to $.24 per barrel in 1931. The situation was further exacerbated
when Socal struck oil in Bahrain in 1932.

Therefore, when Socal sought to expand its interests by obtaining a concession
in Saudi Arabia, FPC intervened to obtain the concession for itself and ‘“keep out
all competitors.” Because Socal was not a participant in the Red Line Agreement
or the “As Is Agreement” its potential access to cheap and abundant Middle East-
‘ern crude presented a danger to the established European and Far Eastern mar-
kets of Exxon, BP and Shell. Uncertain about the potential of the concession, how-
ever, IPC outbid by Socal, to which the concession was ultimately granted in
1933. The State Department remained in the background throughout these nego-
tiations. Later it was to claim that this non-intervention had actually benefited
CASOC,? as evidenced by the fact that in 1939, when extended concessions were
negotiated, CASOC received them even though they offered less than government-
controlled Japanese and German companies, ‘“whose diplomates at Jidda were ex-
tremely pressing with their offers.”

Another example of the U.S. Government’s invocation of the Open Door Pol-
icy occurred with respect to the acquisition of a one-half interest in the Kuwait
concession by Gulf in the early 1930’s. After Gulf had begun negotiations with
Kuwait, the British invoked a provision in a previous agreement with Kuwait
which stipulated that no oil concession would be awarded without British ap-
proval. The U.S. Government invoked the Open-Door Policy on behalf of
Gulf but was unsuccessful until Xuwait rejected the bid of both
BP and Gulf in the hope of creating bidding competition. BP and Gulf then com-
promised and split the concession between them. In the process BP assured itself
that Kuwait production would not be used-competitively against it in its exist-
ing markets by requiring Gulf to sign an agreement, similar to the “As Is Agree-
ment of 19287, which provided that Kuwait oil would. not be distributed so as to
injure the marketing position of either company and that, at its discretion, BP
could supply Gulf’s crude requirements from production in Iran or Iraq in lieu
of maintaining Kuwaiti production.

By 1934, therefore, most of the promising regions of the Middle East had been
carved up between predominantly British and American interests and a complex
web of interrelationships had been established. Concessions in Iran, Iraq and
Kuwait had all been divided to permit production decisions that would prevent
a glut of petroleum on the market and consequent lower prices and profits. The
potential nemesis remained in Saudi Arabia.

Unhampered by agreements to restrict supply, Socal possessed the potential
to upset the delicately balanced supply situation in the Middle Bast. Socal.
however, lacked the capital necessary to adequately develop its vast Saudi
Arabian concession and therefore needed a financial partner. BP and Exxon

1The California Arablan Standard O1! Company (“CASOC") was the subsidiar
which Socal originally assigned its Saudi Arabian concession.) In 1936?-thiss co?ngarfg
became jointly owned by ‘Socal and Texaco, In 1947, when a merger with Exxon and Mobil
was effected, a new corporation, the Arabian-American Oil Company (“Aramco’) was
created to operate the concession: oo .
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were interested, but the Red Line Agreement. came back to haunt them when
CFP, which owned 23.75 percent of IPC, and Gulbenkian, who owned 5. percent;
vetoed a scheme to amend the Agreement to exclude Bahrain and Saudi Arabia.
Disagreement among the IPC shareholders also prevented BP and Exxon from

negotiating with Socal to purchase its ant1c1pated production from Saudi Arabia.
Its discussions with IPC being unfruitful, in 1936 Socal sold a one-half interest in
its Saudi Arabian concession to Texaco (which had earlier dropped out-of the
IPC) in exchange for $3 million in cash and $18 million in deferred obligations
to be repaid out of sales of crude oil. Earlier in the year, Socal had acquired a
one-half interest in Texaco’s marketing facilitiés east of Suez in exchange for a
one-half interest in the Bahrain concession. Accordingly, Socal and Texaco were
well prepared to produce -and market the Saudl Arabian oil- wlnch they finally
struck in 1937.

When the Second World War blohe out however, Saudi Arablan -production
dwindled to the point where King Ibn Saud wag continually pressuring CASCO
to provide him with-additional revenues. By 1941 the company had advanced the
King approximately $6.8 million against future royaities. Asserting that it was
unable to make additional advances, the company then sought U.S. Government
aid for Saudi Arabia. When it was determmed ‘that such assistance could not be
made available under existing law, President Roosevelt suggested that the
British should advance to the Saudi-Arabian Governmént a portion of their $400
million Lend Lease Loan received from the United States. The British  Govern-
ment thereafter advanced over $30 million to Saudi Arabia from 1941 through
1943. Fearing that the apparent ‘largess of the British would -greatly expand
their influence in Saudi Arabia, CASCO' also advanced to the Saudis approxi-
mately $8 million from 1940 through 1943. CASCO also began an extensive
lobbying effort to obtain direct U.S. financial aid for Saudi Arabia. The company °
achieved success on February 18, 1943 'when the President declared the defense
of Saudi Arabia vital to that of the United States, and Saud1 Arabia’ theleby
became eligible to directly receive Lend Lease funds.

It was now becoming increasingly apparent that CASCO’s posxtlon in Saundi
Arabia was largely dependent upon the diplomatic and financial assistance of the
United’ States. This cornidition soon engendered in-some the belief that the US:
Govérnment should directly take control of the Saudi Arabian concession: Fore-
most among the proponents of such action ‘'was the Secretary of the Interior,
Harold Ickes. At ‘the same time, there was mounting concern among various
experts as well as military and political ‘leaders that the fuel requirements of
the War were causing our domestic reserves to fall to seriously low levels. In
June of 1943 Ickes wrote to President Roosevelt encouraging him. to organize a
“Petroleum .Reserves Corporation”and recommended that the “first order of
business of the Corporation should be the-acquisition of a participating and
managerial interest in-the crude oil concessions now held in Saudi Arabia.” The
State Department was opposed to this.proposal, believing it to be both unneces-
sary and unacceptable to King Ibn Saud.’After an extensive bureaucratic debate,
President Roosevelt concurred. with Ickes, stating that the 'acquisition of-the
Saudi concession was “the least ambiguous and most effective way to increase
the security of our future oil supply.” CASCO, however, unequivocally rejected
the proposal that the United States purchase the entire concession. Ultimately,
an agreement appeared to be reached for the purchase of a one-third interest;
but when Texaco increased its asking price, nevotlatlons broke down and were.
terminated. Secretary Ickes later remarked:

“They (Socal and Texaco) came.up here to the” H111 and ‘built;a, fire-under us

.on the theory that this was an attempt on.the part of the Government to take

over a private-business’ enterprise, which of course, was against the American
tradition, as they put it, and perhaps it was. But this was more than o business
enterprise, this mvolve(l the defcnse and safety of the country " [Emphasxs
added] -

- After failing to negotlate the purchase of the Saudl Arabian concessmn the

. Petroleum Reserves Corporation’ considered another project which envxsloned

U.S. construction of a pipeline from the Persian Gulf to the Hastern Medi-
terranean,. This proposal, -however,. encountered such bitter attacks from the

. industry and certain members of Congress that it was soon.scrapped. With this

second ‘failure, the Petroleum: Reserves Corporatlon faded into obscurlty and

Wl . . ‘L W
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Unable to directly interject itself into the Middle Eastern petroleum industry,
the U.S8. Government then turned to the concept of improving the access of
American companies to the petroleum resources of the Persian Gulf states.
British interests so thoroughly dominated the area that in 1943 they accounted
for 819, of Middle Eastern oil production compared to a mere 149, produced by
U.S. companies. The efforts of the U.S, Government culminated in the draft
Anglo-American Qil Agreement of 1944, The Agreement was largely a statement
of general principles but also provided for the creation of an International
Petroleum Commission to oversee international petroleum affairs and recommend
methods by which supply and demand could be correlated “so as to further the
efficient and orderly conduct of international petroleum trade.” Industry opposed
the Agreement and it subsequently was never ratified by the Senate.

The most significant consequence of this series of unsuccessful forays into
international petroleum affairs was that the U.S. Government thereafter im-
plicitly left the funection of control and supervision over the international
petroleum system to the multinational petroleum companies. Unlike the British,
with their interest in BP, and the French, with their interest in CFP, the U.S.
Government now, for the most part, divorced itseif from the international
petroleum industry. These events signified as well a virtual cessation of the
Government’s efforts to obtain an information base independent of the com-
panies, which might help it to formulate petroleum policy and take independent
action.

Previously frustrated by the Red Line Agreement, after the war Exxon, to-
gether with Mobil, renewed its efforts to purchase a portion of the Saudi Arabian
concession from CASOC. It was still necessary, however, to nullify the Red
Line Agreement. A legal technicality provided the answer when English counsel
opined that CFP and Gulbenkian had become ‘“enemies”, and therefore broken
the Agreement by vitrue of remaining in France during the German occupa-
tion. The British Government acceded to this approach when Exxon and Mobil
agreed to purchase large quantities of crude from BP’s production in Iran or
Kuwait over a twenty-year period. The French, represented by CFP, and Gul-
benkian were irate since the Red Line Agreement had worked to their benefit by
tying their fate to that of their more aggressive partners. Years of diplomatie
haggling followed, with the State Department supporting the position of the
U.S. companies. In 1947 Exxon and Mobil finally negotiated an agreement with
CASOC for a 309 and 109% interest, respectively, in the Saudi Arabian conces-
sion. In November of the following year all barriers to the merger of these
companies into a new company, Aramco, were removed when an accord was
reached ending the Red Line Agreement.

Shortly thereafter, Arameco’s position in Saundi Arabia was threatened by the
appearance of J. Paul Getty in the Middle East. For many years, Getty had
sought a concession in this area, and when in 1949 he saw an opportunity in
the Neutral Zone, jointly controlled by Kuwait and Saudi Arabia, he seized upon
it. His company negotiated a concession in which it agreed to pay a royalty
of $.55 per barrel, whereas Aramco was paying Saudia Arabia only $21 a
barrel. .

King Ibn Saud’s ministers immediately demanded more money from the
Arameco shareholders. Turning to the U.S. Government for assistance, Arameco
was advised that, as an alternative, it might relinquish the parts of its Con-
cession which it had not developed so that Saudi Arabia could then auction
them for additional revenues. There was yet another alternative, however, which
Aramco preferred. In 1943 Venezuela had enacted a 509% income tax on the
difference between the cost and selling price of Venezuelan crude, and this tax
had been declared creditable against the United States taxes which would be
imposed upon these same revenues, This ruling was in accordance with the
foreign tax credit provisions of the Internal Revenue Code which were enacted
to avoid double taxation. If Saudi Arabia were to enact an income tax, all or
a portion of the $43 million which Aramco paid to the United States in taxes
in 1948 might be diverted instead into the Saudi Arabian treasury. The Treasury
and the State Departments were not opposed to this device, and in fact, a
Treasury official advised the Saudis of the differing consequences between the
imposition of an income tax and an increase in the royalty rate. Accordingly,
in November of 1950, King Ibn Saud imposed a 209, income tax on Aramco,
which by the end of the year, with Aramco’s consent, was increased to 509 in
accordance with the Venzuelan precedent. As a result, Aramco’s payments to
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the Saudi Arabian Government increased from $56 million in 1950 to $110 mil-
lion in 1951, whereas in the same period tax payments to the United States
decreased from $50 million to $6 million. The precedent was thus set for company
acquiescence to the continuing demands for higher revenues by the producer
governments.

The 50-50 tax arrangement in Saudi Arabia was soon imitated by Iraq and
Kuwait. In Iran, however, trouble between BP and the Iranian Government
had been brewing for some time and the announcement of the §0-50 arrange-
ment in Saudi Arabia simply intensified the dispute. In 1947, the Iranian Parlia-
ment had enacted a law which required that the terms of its concession with BP
be renegotiated to provide the government with additional revenues. BP, with
the active support of the British Government, however, remained intransigent
to the Iranian demands, and sentiment for nationalization of BP began to build.
Hostilities grew so intense that in 1951 Premier Razmara was assassinated after
he informed the Iranian Parliament (“Majlis”) that his experts advised against
the nationalization of BP. The radical Dr. Mohammed Mossadegh, who had led
the opposition against BP in the Majlis, succeeded Razmara. A bill nationalizing
the assets of BP was immediately presented to the Majlis, passed unammously,
and signed by the Shah,

The British considered the actions of the Iranians to be a clear violation of
international law, and accordingly, put the world on notice that they would
take legal action against any company which purchased and tried to distribute
o0il produced from their former concession. While the.TU.S. Government was
opposed to the use of force, it did not oppose the British position and brought
“influence to bear in an effort to effect an early settlement of the oil controversy
between Iran and the United Kingdom, making clear both our recognition of.
the rights of sovereign states to control their natural resources and the import-
ance we attach to international contractual relationships.” (President Truman,
June 27, 1951.) ‘Virtually all international petroleum companies took BP’s warn-
ings seriously and declined to purchase Iranian oil. Iran was thus faced with
a virtual embargo on its production, the effects of which impacted upon its
economy to such a degree that by 1953 a $24 million loan from the United
States was required to purchase necessary food supplies.

Within the U.8. Government, concern was mounting that the state of affairs
in Iran would lead to increased Soviet influence and possibly Soviet domina-
tion. In 1952 the United States, therefore, devised a plan by which a consortium
of the major U.S. petroleum companies and BP would be used to get Iranian
production onstream once again. Exxon, Socal, Texaco, Mobil and Gulf were,
however, at the time under invesigation by a Grand Jury for possible criminal
violations of the antitrust laws arising out of their Middle Eastern operations.
The U.S. Government faced a dilemma—it would now be asking these companies
to engage in precisely the type of activity for which they were being investigated.
Accordingly, the Departments of State, Defense and Interior prepared a report
for the National Security Council which recommended that the criminal investi-
gation be terminated, since its continuation “could impair not only the imme-
diate position of the oil companies abroad, but also the broaded interest of the
United States as a whole.” On January 12, 1953, President Truman instructed
the Attorney General to discontinue the criminal investigation against the com-
panies and to substitute a civil suit. By this decision, the President acknowl-
edged that the presence of the major U.S. petroleum companies in the Middle
East was an important objective of American foreign policy and that national
security conerations should be paramount in evaluating their conduct.

By 1954 BP was reconciled to the concept of a consortium in which they
would have a 409, interest and receive compensation from their new partners
(which included the five U.S. majors, CFP and a small group of U.S. indepe-
pendents). Moreover, with the assistance of the U.S. Central Intelligence Agency,
the Shah had by this time deposed the radical Mossadegh. With the major
obstacles removed an August 1954 Agreement was consummated with the
Consortium.

The Agreement seemed universally attractive. With the Soviets excluded and
the access of U.S. independents to Iran’s production sharply limited, the major
petroleum companies were better able to prevent a competitive increase in the
supply of petroleum on the world market which would lower prices and profits.
The British gained re-entry into Iran and were compensated for the reduction
in their interest to 409,. The United States achieved a victory in the “Cold
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War.” The Iranians benefited from a restoration of all oil revenues while retain-
ing ownership over its own resources, Under the Consortium Agreement, the
production was now owned by the National Iranian Oil Company (“NIOC”)
which was to sell the oil to the various trading companies established by the
Consortium members. An important precedent had been established since the
Consortium received only the right to purchase the production at a discount
from market price without enjoying an equity interest. :

One of the only individuals unhappy with the Consortium arrangement was
Enrico Mattei, the head of Ente Nazionale Idrocarburi (“ENI”), the Italian
national oil company. During Mossadegh’s reign he had refused to deal in the
oil which Iran had “stolen” from BP and expected to be rewarded for his loy-
alty. He was not given a portion of the Consortium, and he retaliated. In 1957 he
negotiated a joint venture with the Egyptians and the Iranians, under which
the countries would share equally with the exploring company. Along with the
Consortium arrangement, Mattei’s joint venture further underminded the con-
cessionary system.

At the same time, independent petroleum companies were expanding their role
in the international petroleum system. When oil was discovered in Libya in the
1950’s instead of granting concessions to a restricted group of major companies,
as had been done in Saudi Arabia, Kuwait, Iran and Iraq, Libya favored the in-
dependents, awarding seventeen different companies a total of eighty-four cences-
sion areas. Libya hoped thereby to stimulate the rapid development of its petro-
leum resources. Nor was Libya the only country in which ‘“outsiders” were
obtaining concessions. In 1958 the Japanese Petroleum Trading Company suc-
cessfully negotiated an offshore concession in the Neutral Zone between Saudi
Arabia and Kuwait.

The intricate supply system of the international majors had begun to falter.
With Iranian production onstream again and Libyan preduction beginning to
make its impact on European markets, the majors found it increasingly difficult
to satisfy the incessant demands of the Shah and King Ibn Saud for increased
production levels, without at the same time flooding the market with excess
petroleum that would force prices down significantly.

In Iraq the partners in the IPC quote purposely and systematically curtailed
known development and slowed production as a consequence of pressures in
Iran and Saudi Arabia. But ultimately trouble developed for IPC. Angered by
the British and French attack on Egypt in 1956, the landing of the U.S. Marines
in Lebanon and long disturbed over the amount of revenues derived from IPC,
a new revolutionary regime in Iraq under General Kassem threatened to nation-
alize the IPC concession. In 1960, the Iraqi Government finally took over 99.5%
of the concession area, permitting IPC to retain only its producing wells.

Even with decreasing production in Iraq, the world petroleum surplus was
such that in 1959 Exxon felt compelled to lower the posted price for Saudi
Arabian light crude by 18¢ per barrel. An additional cut in the posted price
occurred in 1960. The posted price system had previously tended to insulate pro-
ducer government “take” from declines in market prices. These actions lowered
producer government revenues per barrel and soon prompted a response.

The Venezuelan Government feared that the 1959 posted price reduction would
give Middle Eastern crude an advantage in world markets, in addition to its
inherent competitive advantage of a much lower production cost. The Venezue-
lans, therefore, began to advocate unified producer government action to
counteract the power of the multinational oil corporations to determine prices,
output levels and thereby government revenues in producer countries. In 1960,
Venezuela’s initiative culminated in the creation of the Organization of Petro-
leum Exporting Countries (“OPEC”). Immediately, OPEC’s five original mem-
bers, Venezuela, Saudi Arabia, Kuwait, Iran and Iraq demanded that the petro-
leum companies operated in their countries restore former price levels and
agrec to consult with the organization before reducing prices again,

During the 1960’s OPEC membership expanded and the dependence of the
consuming countries on OPEC oil increased. The major petroleum companies con-
tinued their efforts to appease the various producer governments with accept-
able growth rates in their respective production levels while at the same time
maintaining current price levels. In addition, the Consortium and Aramco, in
particular, had to reconcile the conflicting needs of the individual parent com-
panies. Although the multinational petroleum companies were able to cope with
these problems, their control over production and pricing decisions was increas-
‘ngly jeopardized by the nationalistic aspirations of the producer governments.
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As these trends developed, the U.S, Government remained in the background, not
attempting. to influence or control the situation. In fact, the capacity of the U.S.

Government even to monitor, much less respond, to’ changes in-this important .

industry diminished significantly.

In 1969 Colonel Qaddafi overthrew Libya’s King Idris and immediately de-
manded substantial increases in the posted price. When negotiations began,
Qaddafi’s regime cleverly narrowed them to discussions with two companies,
Exxon and the Occidental Petroleum Company. Occidental, a small and rela-
tively unknown company, had surprised many of its competitors when in 1966 it
obtained some of the most promising concession areas put up for bid by Libya.
By 1970 Occidental had become a large company due primarily to its Libyan out-
put which accounted for practically all of its production outside the United States
and the major portion of its revenues. Perceiving Occidental’s vulnerability, the
Libyans broke off negotiations with Exxon to concentrate solely on Occidental. In
an effort to force the companies, and particularly Occidental, into acquiescence to
their demands, the Libyans began imposing production cutbacks. Occidental’s
production was cut from 800,000 to 425,000 barrels per day, while total Libyan
production cutbacks totalled approximately 800,000 barrels. Realizing that it
could not hold out very long against such tactics, Occidental sought Exxzon’s
assistance. Exxon refused, however, to provide Occidental with a “safety net”—
replacement oil in the event further cutbacks were imposed upon it. Seeing no
viable alternative, Occidental agreed to a 30¢ increase in the posted price, an
additional 2¢ each year over the next five years, and an increase in the income
tax rate from 50% to 58%. Most of the other independents in Libya now yielded
and signed agreements roughly similar to that negotiated with Qccidental, After
the U.S. Government advised the companies that it could be of minimal help to
them, the major companies operating in Libya agreed to similar increases in the

‘income tax rate and posted price. Libya’s success demonstrated to all producers

that they could impose unilateral changes upon the companies without being
challenged by consumer governments, particularly the United States.

Before the end of the year, most other producer governments had demanded
and obtained a 55% tax rate. “Leapfrogging” was now becoming an accepted
pattern. At the 1970 OPEC conference in Caracas, resolutions were adopted de-
manding a 55% tax rate for all member states and establishing a pricing com-
mittee of Persian Gulf countries (“Gulf Committee”). The Gulf Committee then
called for immediate negotiations with the petroleum companies in Teheran.

Fearing that Libya would attempt to better any terms negotiated with the
Gulf states alone, the industry believed it had no alternative other than to pre-
sent a united front against OPEC. Accordingly, a message was delivered to
OPEQ stating that the companies would negotiate only for an OPEC-wide settle-
ment. A “safety net” agreement was also reached among the various Libyan
producers which guaranteed alternative sources of crude to any company whose
production was cut by the Qaddafi regime. .

The companies appreciated that their plan to negotiate jointly with OPEC, as
well as the Libyan Producers Agreement, might pose serious problems under the

U.S. anti-trust laws. Accordingly, clearances were obtained from the Department .

of Justice in the form of Business Review Letters and the companies organized a
London Policy Group, the purpose of which was to develop and implement a con-
sistent strategy for the impending negotiations. This strategy was, however,
promptly upset by the Department of State in a clumsy and uninformed effort to
support it. . .

Upon contacting the Shah the Department “made it clear that the U.S. Govern-
ment was not in the oil business and did not intend to become involved in the
details of producing countries’ negotiations.” Having been warned by the Shah
that OPEC resented the condition of an OPEC-wide agreement, and assured

that Persian Gulf countries would adhere to an agreement negotiated with the -

companies regardless of any more favorable terms negotiated elsewhere, the
State Department advised the companies to carry on separate negotiations with
the Gulf Committee. : ’

The companies were dismayed that the United States had failed to appreciate
the importance of their fundamental negotiating strategy, and without U.S. Gov-
ernment support, they decided OPEC-wide discussions were no longer feasible
and thereafter commenced separate negotiations with the Gulf Committee. The
failure of U.S. policy at this critical juncture reflected the State Department’s
lack of a comprehensive and coordinated approach to international petroleum
issues. U.S. officials appear to have been preoccupied with more limited objectives,
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such as maintaining friendly ties with the Shah and assuring that both he and
the Saudis had sufficient revenues to allow them to play their roles in the Gulf.

The Gulf Committee negotiations culminated in the 1970 Teheran Agreement,
which gave the Gulf prducers, among other things, an immediate 30¢ per barrel
increase in “government take”. The following year an agreement was reached
in Tripoli increasing Libyan revenues by approximately 65¢ per ban:el.

The ink had barely dried on these documents when OPEC renewed its demaqu
upon the companies. This time, the producer governments sought su_btle price
increases through obtaining “effective participation” in the oil companies’ assets
and through adjustment of the currency exchange rates applicable to the pay-
ments made to producer governments. By 1972 an agreement had been reached
in principle between the companies and the Persian Gulf producers whereby. the
governments were given a 25% ownership in the production. As before, Libya
attempted to outdo the Persian Gulf states by demanding and eventually receiv-
ing a 519 “participation” from the companies operating within its borders.
Thereafter, the “leapfrogging’” continued with Saudi Arabia and Kuwait indi-
cating to the companies that the 519 participation obtained by Libya would not
be sufficient to satisfy them.

Before new terms could be negotiated, however, the 1973 Arab-Israeli War
erupted. After the United States announced that it would supply Israel -with
military armaments to replace its losses, the Arab petroleum producing coun-
tries announced that they would cut their crude production by 5% each month
and embargo all shipments to the United States and the Netherlands, until
Israel returned to its 1967 borders and the rights of the Palestinian people were
recognized. When Saudi Arabia announced an initial crude oil production cut-
back of 109, Aramco immediately cut its production by slightly more than the
required amount, a clear example of the dependence of the companies on their
host governments.

Although the Arab production cutbacks were eventually increased to 25%, the
impact of the embargo was blunted by increased production in non-Arab coun-
tries and by the skillful and evenly-balanced distribution of available supplies
by the major petroleum companies. Throughout the embargo, the U.S. Govern-
ment remained in the background, relying upon the companies to make an equita-
ble distribution of their supplies.

The outbreak of Middle East hostilities gave an added impetus to OPEC de-
mands for price increases. After negotiations between OPEC and the companies
reached an impasse in Vienna in early October, the Gulf Committee met in
Kuwait and imposed a unilateral posted price increase of 70%, raising the price
of Saudi Arabian light crude from $3.01 per barrel to $5.21 per barrel. All pre-
tense of negotiations was abandoned in December, 1973 when OPEC decreed an
additional 1309 hike in posted prices, raising the price of Saudi Arabian light
crude to $11.65 per barrel. Although there was no direct link between the Arab
oil embargo and the price increases, the shortages of oil resulting from the em-
bargo and production cutbacks had driven up spot market prices and encouraged
the price increases.

Throughout 1974, posted prices remained stable but OPEC progressively in-
creased produced government revenues by escalating demands for “participa-
tion” and by raising taxes and royalties on the diminishing share of “equity”
crude. In the first half of the year, the Arab Gulf states successfully negotiated
for a 609, interest in most oil companies. By December, 1974, agreements on
1009 “participation” appeared imminent. In addition, OPEC has moved closer
to a “unitary pricing structure,” thereby reducing the price advantage histori-
cally enjoyed by the concessionary companies. At the present time, the multina-
tional oil companies continue to perform their traditional role of developing
petroleum resources and bringing them to market; however, control over pro-
duction and pricing has been transferred almost entirely into the hands of the
OPEC countries.

Conclusions

In attempting to determine the role which the United States Government
should play in the international system of petroleum supply and pricing one
must be cautious in looking to history for the answer. In fact, the international
petroleum industry has been radically altered since the beginning of this decade
and traditional assumptions regarding the power of the multinational oil com-
panies lose their meaning when considered in the context of an effective cartel
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of petroleum exporting countries. For roughly four decades, with amazing dex-
terity, the major multinational oil corporations manipulated production in an
effort to sustain prices throughout a network of oil producing areas. These ef-
forts became progressively less effective as competition assérted itself. .

During this period the U.S. Government has seen fit to interject itself into the
international petroleum system in only a sporadic and sometimes inconsistent
manner, and always on an ad hoc basis. In fact, the »Govemment_has never chosen
to inform itself or develop its expertise to the point that it possessed the capa-
bility of responding to a situnation such as that which developed in Libya in the
-early part of this decade. The blame for this cannot be laid solely on the shoul-
ders of the Government; the companies have sought to perpetuate the independ-
ence and secrecy under which they have grown accustomed to performing their
essential tasks. It may be debatable whether the U.S. Government could have im-
proved the present petroleum situation had it kept more abreast of the changing
relationship between the industry and producer governments. At the same time,
it is difficult to imagine that had the Government done this, the situation would be
any worse than it is today. . :

At the very least the history of the last five years demonstrates that the Gov-
ernment must make every effort to fully inform itself and to develop the com-
Detence required to evaluate and cope with developments in international
petroleum affairs, since the companies standing alone no longer serve as
a viable instrument to effect national purposes. The Government cannot do this
through the intermittent and inconsistent involvement which it has had in the
past. A consistent and rational national energy policy can only be formulated if
there is a foundation of accurate information underlying it and if there are reli-
able methods to implement it nationally and internationally. : R

On the infrequent occasions when the U.S. Government has seriously involved
itself in international petroleum affairs, limited short-term objectives have.gen-
erally taken precedence over assessments of Amerieca’s longer range interests. In
Dbarticular, a lack of confidence in the Congressional foreign aid appropriations
Drocess has led policymakers to favor less conspicuous methods of extending
financial assistance to countries deemed important to our foreign policy objectives.
Increasing the payments of U.S, oil companies to producer governments through
vehicles such as the foreign tax credit has, therefore, appeared a seductive alter-
native to a more politically controversial direct foreign assistance program. In
1970, for example, Washington appears to have ignored the potential, long-term
costs of capitulating to Iranian demands for separate negotiations in a short-term
effort to avoid a disruption in supply and appease the Shah’s desire for increased
petroleum revenues. ' o T
" In retrospect, U.8. policy appears to have been short-sighted in dealing with
the problems of foreign petroleum supply and price. Nonetheless, it should - be
recalled that at the time these décisions were made, the price of domestic oil far
exceeded the cost of foreign production and any cost increases in foreign crude
were largely passed through to foreign markets ratber than U.S. consumers. Im-
port controls were déemed necessary to protect the domestic industry. Moreover,
in 1970 U.S. dependence on imported petroleum, restrained by quotis, stood -at
22%, a modest increase from 1960 when the United States imported 189 of its
petroleum requirements. Accordingly, the rapid acceleration in U.S. dependence
upon foreign oil which developed after 1970 (with the United States importing
85% of its petroleum needs by the end of 1973), while predictable, was largély
unanticipated by American policymakers. Viewed in this light, the limited
response of the U.S. government to international petroleum developments can be
more readily understood. . ) o

Another impression left by this history is that serious misconceptions abound
in our society regarding the power and attitude of the major multinational petro-
leum companies. In fact, these companies have not willingly created the present
situation but with no bargaining leverage left, they have largely acquiesced to it.
Accordingly, to attempt to rectify our present predicament by focusing solely on
the companies and by taking action which only affects them, is to deny existing
realities. While constructive legislation to assure that-the companies are respon-
sive to the public interest of the people of the United States is desirable, it must
be recognized that this alone will not solve the problems of the instability of our
foreign supply of crude oil or reverse the sudden and enormous increases in the
price of crude oil imposed by OPEC, .
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A further historical observation can be made regarding the effects of com-
petition in the international petroleum system. Omne of the fundamental as-
sumptions of the capitalistic system is that competiion will minimize costs
of production and maximize the welfare of society. Looking at the recent his-
tory of the international petroleum industry, one sees that competition in this
area has been at best a two-edged sword.

Critics of the industry argue that it has until recently been oligopolistic,
controlled markets and rigged prices in international petroleum. In support
they cite the Red Line and “As Is” Agreements and the Cartel case. The in-
dustry claims it has been competitive, citing the entry of Socal into the Persian
Gulf and later the entry of the independents on a global scale with the resultant
downward pressure on price that ultimately resulted in the formation of OPEC
to control price.

Both are true to an extent. The American companies did not form an oligopoly.
They came into one and thereafter were always maneuvering with one another
for advantage in a not uncompetitive way. On the other hand, the companies
were able to contain supply expansion sufficiently to keep price substantially
above cost of production which is where competition would have placed it. The
spread between cost of production and the downstream sales price of the majors
was sufficient to allow the independents to pay substantially more for oil to the
producer upstream, cut prices to the consumer downstream and still make a
profit. It must be observed that the pricing practices of the U.S. majors in in-
ternational petroleum affairs had the positive aspect of being high enough
to cause some conservation of a vital depleting resource and the generation
of sufficient capital to develop necessary foreign infrastructure, but low enough
to permit the rapid development of industrial economies. In retrospect it is
difficult to assess what pricing structure might have obtained in the absence
of control by the majors during the formative years of Middle Eastern devel-
opment. It is clear, however, that their practices brought stabiltiy to a then
very erratic market, both domestically and abroad, and that the American
consumer was provided with petroleum products at a relatively modest cost.
In any event, regardless of past practices, it is also clear that for more than
a decade there has been effective competition among the companies.

The competitive forces which brought a company like Occidental into Libya,
however, undercut the ability of the established major petroleum companies
to influence world petroleum supplies and prices. Because they forebode fur-
ther cuts in price, it encouraged producer governments to act in unison to pro-
tect their common interests. The entry of the independents also showed the
various producer .governments that others besides the major multinational
companies have the ability and skills to produce and distribute their petroleum
resources and are willing to pay a much greater price for the opportunity of
.doing 80.

With the dramatic price increases imposed by OPEC in the past eighteen
months, it has become painfully clear to all petroleum importing countries that
any oligopolist’s profits generated by tbe major petroleum companies in the
past are miniscule compared to the enormous revenues now being generated
by an effective cartel of producing countries. Accordingly, consumer nations
must now seriously consider whether competition among their companies for
access to crude serves a useful purpose if the predominant product of such
competition is to increase the bargaining leverage and ability of OPEC to im-
pose unilateral price increases.

This is not to say that competition among the petroleum companies of the
various consuming nations is the sole, or even the major, reason why OPEC has
been able unilaterally to increase petroleum prices four-fold. To be sure, the
ever-growing dependence of consumer nations upon OPEC petroleum is a major
cause of our difficulties today. Nevertheless, if competition for access to pro-
duction in OPEC countries is counterproductive from the viewpoint of the ulti-
mate consumer, serious consideration must be given to whether such com-
petition should be permitted, much less encouraged, by consumer governments.
Coordination and cooperation among consumer governments and the many pe-
troleum companies operating internationally may be difficult, but recent history
seems to indicate that it is desirable.

Moreover, the emerging trend in OPEC toward a single price structure, 1009,
government participation and transparency in transactions could put the oil
companies essentially in the position of purchasers of crude, in which case they
would be both limited in terms of upstream profits and lose the tax advantages
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that they have enjoyed in the concession form of arrangement. By the same"
token the producer countries would clearly identify the huge amount of profit

which they are receiving in international petroleum transactions, With due re-

gard to the past ambiguities of international petroleum transactions, it has been

difficult to determine in many cases exactly what profits the countries and com--
pames have respectively made, giving rise to the common charge that the com-

panies and the producer countries conspired to raise prices. Once these figures

become transparent the oil companies will no longer be able to be portrayed as

the only villians and world opinion may shift in its assessment of OPEC.

The power of the major producer countries to date has been enhanced by the
hostage character of the companies and proposals have been made in the United
States that our companies should be prohibited from having preferred access
to oil in these countries because it perpetuates that fact. The present trend
would indicate that producer countries in order to effect their goals such as com-
plete nationalization and an arm’s length character to all sales transactions, may
be paying very high economic costs. If the trend continues, the producers may
accomplish that which the United States individually cannot: the elimination-
of the hostage position of the oil companies. The ensuing. competition for crude
oil contracts could, in the long run, introduce a great deal of stress upon the car-
tel’s price structure and cause it to break. In addition, transparency in inter-
national petroleum transactions from both producer (OPEC) and consumer
(IEA) nations’ standpoints will give viability to the needed deliberation be--
tween the two groups. Such transparency will also tend to result in a degree of
self-reﬂulatxon within the petroleum industry. ’

IV. POLICY OBJECTIVES OF THE FEDERAL GOVERNMENT

While the U.8. Government has from time to time in the past been concerned
about particular issues relating to petroleum and other energy sources, until
the early 1970's there was no consciousness of a need to develop a consistent and
comprehensive national policy regarding energy. Not surprisingly, energy policy
was the child of. the “energy crisis.” One can speak of national energy policy
before that time only in a de facto sense, as the sum total of the laws, regula-
tions, ad hoc actions and deliberate inactions of the government which affected
the flow of energy in our society and economy.

Today, national energy policy can be described as a set of governmental actions
designed to be consistent and comprehensive in dealing with difficult energy-
related issues that will permanently be with us. Yet the word “policy” is a meta-
phor for a reality whose true nature is most elusive. Although the word denotes
a settled, definite course of action, in fact policy only needs to be formulated
where problems and alternatives are so complex that a single definite course of
action is insufficient.

“Energy policy” derives from a variety of objectives or values. However, the
most basic objectives or values are also the broadest and most abstract (eg,
“national security” and “the maintenance of viable foreign relations”) and it is
often difficult to relate these most basic objectives to more limited, specific, and
frequently short-term objectives, (e.g., adequacy of supply of naval bunkers dur-
ing ‘;n) embargo as distinguished from the long-term concem over stability of
supply

Development of a national energy policy

- An important element of national energy policy is the very commitment to
developing it. This commitment was reflected in President Nixon’s Message on
Energy of June 4, 1971. It proposed a number of steps to increase the supply
of clean energy in America, such as stepped-up research and development, in-
creasing energy supplies from Federal lands and a new Federal organization to
plan and manage energy programs.

The Executive Order establishing the Federal Energy Office (“FEO”) on
December 4, 1973, declared that the Administrator of the FEO “shall advise the
President with respect to the establishment and integration of domestic and
foreign policies relating to the production, conservation, use, control, distribu-
tion, and allocation of energy and with respect to all other energy matters.” On
May 7, 1974, the President signed P.L. 93-275, the Federal Energy Administra-
tion Act of 1974, which created the Federal Energy Administration (“FEA”),

_successor to the FEO.

Both the Presidential and Congresswnal commitment to the development of a
coordinated energy policy were again demonstrated in October, 1974, when Presi-
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dent Ford declared his intention to create a new National Energy Board charged
with developing a “single national energy policy and program.” Shortly there-
:after, President Ford signed into law the Energy Reorganization Act of 1974
(P.L. 93-438, October 11, 1974), which created an Energy Resources Council
«(“BRC”) charged with functions which, according to President Ford, “are essen-
‘tially the same as those I had intended to assign to the National Energy Board.”
"The Council, headed by Secretary of the Interior, Rogers Morton, includes the
Secretaries of State, Defense, Treasury, Commerce, Transportation, the Attorney
General, the heads of various other Federal agencies and other Presidential desig-
nees. The FEA Administrator serves as the Executive Secretary to the BRC. The
same Act established the Energy Research and Development Administration
(“ERDA") to centralize and expand Federal research and development efforts, as
well as the Nuclear Regulatory Commission.

Establishment of an adequate and secure supply of petroleum

Probably the most pervasive element of national energy policy during the past
50 years has been the concern for assuring the United States an adequate and
secure supply of petroleum. U.8. Government policy-makers have always given
this element of energy policy the highest priority, and continue to do so today.
Since World War I, the military and economic importance of petroleum has been
such that the Federal Government has always been concerned with acquiring
and maintaining access to substantial oil reserves. Immediately after World
Wwar I and again during World War II fears that the United States was running
out of oil impelled Washington to encourage participation by American oil com-
panies in the international competition for control of major sources of petroleum
outside of North America (See historical section). American participation in
Indonesian exploration after World War I, in Saudi Arabia and Kuwait in the
1930’s and 1940’s, and in Iran during the 1950’s was assisted by the U.S. Govern-
ment, out of concern for future oil supplies and the desire to prevent this pro-
duction from being controlled by Britain, France or the Soviet Union. .

More recently, Federal policy-makers have repeatedly asserted that: assu}'mg
adequate supply is the central goal of U.S. energy policy. President Nixon, in a
message to Congress on March 9, 1974 declared: “We must, above all else, act
to increase our supplies of energy.”

Maintenance of an adequate and secure energy supply is the cornerstone of
“Project Independence.” In the pursuit of such supply security, however, the
Project Independence Report observes that the United States need not neces-
sarily seek total self-sufficiency. A significant reduction of imports could pro-
vide a sufficient degree of energy independence, particularly if the sources of
those imports were unlikely to be interrupted for political reasons.

In an address to the World Energy Conference in Detroit on September 23,
1974 President Ford elaborated on the concept of Project Independence speaking
of the “challenge of formulating Project Interdependence,” which Ford described
as “a comprehensive energy program for the world, to develop our resources not
just for the benefit of a few, but of all mankind.” The shift in emphasis under
the Ford Administration indicated not a retreat from the primary policy objective
of assuring an adequate and secure supply of energy, but a deepened appreciation
of the fact that it cannot be pursued to the exclusion of all other considerations.
This attitude is reflected by active U.S. participation in the International Energy
Agency (“IEA”).

Even if achieved, U.S. energy self-sufficiency would not solve all of the nation’s
energy-related problems as long as high oil prices threaten the stability of the
world economy. Moreover, this policy embodied the recognition that energy self-
sufficiency may not be desirable if it inhibits the flow of international commerce,
or raises the price of energy in the U.S. substantially above that in the rest of
the world, thereby rendering many U.8. exports less competitive.

Maintenance of national security

National security has long been fundamental to U.S. petroleum policy. Al-
though it is one of those basie, abstract goals which energy policy is designed to
serve, national security, when reduced to specifics. has in the past translated into
maintaining adequate and secure energy supplies for potential military needs.
Thi 8 was the rationale for establishing Naval Petroleum Reserves in Alaska and
California as long ago as 1912, and was one of the grounds for the Mandatory Oil
I_mport Program which existed from 1959 to 1973. National secnrity eonsidera-
tions were also important in the genesis of Project Independence. Historically
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then, as an energy policy objective national security has been inseparable from
the objective of assuring adequate and secure supplies.

Recently, bowever, the awareness has grown that national security is a far
more complex and abstract objective, which in large part consists of securing the
economic well-being of society. As one Federal official has remarked, “Security
and economic policy are, of course, the parents of energy policy.”

This broader view of the relationship between national security and petroleum
policy was evident in hearings concerning strategic petroleum reserves held in
mid-1973 before the Senate Committee on Interior and Insular Affairs. The Com-
mittee chairman, Senator Henry Jackson, observed that whereas strategic petro-
leum reserves were formerly of interest only to “a handful of economists, profes-
sors and military specialists,” they have now become a matter of vital concern
to the entire nation. Civilian as well as military requirements for petroleum are
currently considered essential to our national security. Accordingly, Senator
Jackson proposed a bill to create a petroleum reserve equal to a 90-day supply of
imports to meet civilian as well as military needs. Presidential energy messages
in 1973 and 1974 reveal a similarly broad view of national security requirements.
For instance, on January 23, 1974 the President called on Congress to authorize
production from the Elk Hills Naval Petroleum Reserve in order. to help achieve
energy self-sufficiency. ) . .

Maintenance of viable foreign relations

Foreign policy considerationg of a political rather than strictly military nature
have often affected U.S. petroleum policies. In the early 195(’s the U.S. Govern-
ment was seriously concerned that Soviet influence might become dominant in
Iran due to its faltering economy. Attempts to encourage the development of a
strong, friendly government in Iran took the form of encouraging American oil
companies to participate with British Petroleum in an international consortium
to exploit and market Iranian oil reserves in a manner that would provide sub-
stantial revenues for the Shahs’ government without creating an international oil
glut that would disrupt world markets and hurt other producer governments.
Since World War II, the maintenance of anti-Communist regimes in the Middle
East has been a continuing goal of U.S. foreign policy, and has frequently taken
precedence over economic considerations. In fact, aside from the Iranian Consor-
tium, there were elements of this policy objective in the 1950 foreign tax credit
decision, and the 1971 Teheran and Tripoli price negotiations. _

Today there is a new emphasis on the foreign relations aspect of energy policy.
It now includes as an objective the creation or maintenance of international orga-
nizations or structures, such as the International Energy Agency, within which
the United States and other consuming nations can coordinate their policies
regarding temporary and long-term plans for dealing with problems of supply and
price of energy. Such a framework will hopefully, from the viewpoint of U.S.
policy, allow consuming nations to develop a united front in the face of the
demands of producing nations and help create a situation where producing and
consuming countries can bargain with each other to mutual advantage.

Eficiency of resource utilization

Efficient resource utilizaton has taken on a new dimension in U.S. energy
policy. Only with the onset of actual energy shortages (as distinguished from
possible future shortages) was there any significant incentive to adopt a na-
tional policy designed in some measure to curb energy consumption or to seek an
allocation of the nation’s energy .supplies consistent with the new price structure
of energy. Concern in the past had been largely confined to avoiding waste in
oil and gas production by means of state-level prorationing. Even that concern
was very limited and soon became more of an instrument for supporting price
than for conservation. Prorationing received Federal support in the form of the
Colgnolly Hot Oil Act of 1935, but it was never adopted as a consistent national
policy.

Congress declared in the Federal Energy Administration Aect of 1974 that
the general welfare and common defense now require, among other things, “posi-
tive and effective action to conserve scarce energy supplies” and “to insure fair
and éfficient distribution” of such supplies. The beginnings of a system of end
use controls for petroleum and gas products emerged from the allocation author-
ity given to the President under the Emergency Petroleum Allocation Act of
1973. This act authorized and directed the President to deal with the shortages
of oil products so as to minimize the “adverse impacts of such shortages or dis-
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locations on the American people and the domestic economy.” This authority,
subsequently delegated to the FEA, was used to impose production quotas for
various products on refiners, to order sales to various priority customers, and
to specify prices for such products.

TFinally, the Project Independence Report envisioned a mandatory energy
conservation program which would require new cars to get 20 miles per gallon
of gasoline, provide tax credits for improved insulation of new construction,
create national lighting and thermal standards, and require all new construc-
tion to be heated and cooled by electricity in order to promote the substitution
of coal for oil and gas by utilities and large industrial users. It should be noted
that the Ford Foundation Energy Policy Project emphasized demand growth
restraints in its policy recommendations.

Protection of environmental quality

The protection of environmental quality became a matter of national concern
shortly before the “energy crisis,” and in fact has inhibited the development of
domestic sources of petroleum. Perhaps the most complete general statement of
this policy goal is contained in the National Environmental Policy Act of 1969
(“NEPA”). At the heart of this policy as advanced by NEPA was the require-
ment that an environmental impact statement be a part of “every recommenda-
tion or report on proposals for legislation and other major Federal actions sig-
nificantly affecting the quality of the human environment.” The Act further
required the President to transmit to the Congress an annual “Environmental
Quality Report.”

In 1970, Congress extensively amended the Clean Air Act in order “to speed
up, expand, and intensify the war against air polltuion in the United States with
a view to assuring that the air we breathe throughout the Nation is wholesome
once again.”

The policy reflected in these statutes and orders directly affected petroleum
usage, accelerating the conversion of utilities and other satisfactory sources from
coal to oil and gas, and increasing gasoline consumption by motor vehicles. More
importantly, as a result of litigation, NEPA delayed U.S. offshore drilling and
the construction of the Trans-Alaska Pipeline, thus magnifying our dependence
on foreign imports. Some adjustments between environmental goals and the basic
energy goals must be made if an efficient exploitation of domestic energy re-
sources is to occur. The failure to reduce the uncertainty resulting from an un-
predictable environmental policy has materially hampered the development of
energy resources, has materially increased—because of uncertainty alone—the
cost of energy, and will continue to do so until that policy is stabilized. Clearly
a mechanism needs to be established within the Federal Government to resolve
conflicts arising from environmental issues. The present system is inadequate.

Encouragement of free and effective competition

Encouragement of competition in industry has been a goal of the U.S. Govern-
ment, although in international petroleum affairs it has been subordinated at
times to other mational policy objectives. Antitrust activities of the Federal
Government since early in the century have manifested a continuing concern
with actnal or potential anti-competitive structures or practices within the in-
dustry. In fact, antitrust concerns are a major obstacle to constructive consulta-
tion among companies, as in the development of the International Energy
Program.

In 1973, this policy objective was manifested in Congressional concern over
the fate of U.S. independent marketers of petroleum products in a time of scar-
city. The major integrated oil companies, it was feared, would soon eliminate or
absorb all the independent marketing companies, since the latter did not have
access to their own supplies of crude oil.

The FTC in July, 1973, completed a staff report on competition in the industry
which concluded that anti-competitive actions of the integrated firms had re-
sulted in a “threat to the continued viability of the independent sector” in the
refining and marketing of petroleum in large parts of the country. Within the
month, the FTC had issued a complaint against the major integrated firms charg-
ing them with a variety of anti-competitive practices. The Senate Committee on
Interior and Insular Affairs in late 1973 also held extensive hearings on the state
of competition in the petroleum industry.

The Emergency Petroleum Allocation Act of 1973 also demonstrated concern
with encouraging and maintaining competition in the petroleum industry in stat-
ing as one of its statutory purposes the:




133

“preservation of an economically sound and competitive petrole_um industry ; in-
cluding the priority needs to restore and foster competition in the pyoducmg
refining, distribution, marketing, and petrochemical sectors of such industry,
and to preserve the competitive viability of independent refiners, small refiners,
nonbranded independent marketers, and branded independent marketers.”

Encouraging private participation in rcsource development

Development of petroleum resources on public lands, onshore and oifshore,
has been entirely by private enterprise under leases from the Federal G_ove{'n-
ment. Such leases are sold by the Department of the Interior under the authority
provided by the Mineral Leasing Act of 1920 for onshore areas and by the Outer
Continental Shelf Lands Act of 1953 for offshore areas. .

" In 1973 and 1974, the Nixon and Ford Administrations put heavy emphasis on
the need to accelerate the offshore leasing program. Encouraging private par-
ticipation in resource development thus remains a high priority objective of U.S.
energy policy.

Maximization of revenue to the Federal Government

Revenue considerations have been important in the operation of the Outer Con-
tinental Shelf Lands Act leasing system, and have affected the size and timing
of lease sales. The rationale for competitive bidding on lease sales is to endeavor
to obtain the fair market value for leases, and in fact the revenues received by
the Federal Government have been very large. If plans to sell far more outer
continental shelf leases than in the past are pursued vigorously, and if oil prices
remain at 1974 levels or higher, maximizing the potential revenue to the Fed-
eral Government could become a more important policy goal.

The onshore leasing system, with non-competitive allocation, minimal rentals
and a maximum royalty of 1214 percent appears to yield to the Federal Govern-
ment less than the fair market value of those leases. President Nixon, in an en-
ergy address on January 23, 1974, called the Mineral Leasing Act of 1920 “ob-
solete” and urged Congress to pass a bill creating a single Federal leasing system
for all Federal lands. He did not, however, allude specifically to the objective
of increasing Federal revenues derived from such leases. Instead, he stressed
that the Federal leasing system should ‘“assure that the persons who obtain the
leases are those who have an interest in early exploration for oil, gas, and other
minerals,” a goal obvicusly consistent with Project Independence.

Conflicts among policy objectives

Any policy objective, if pursued single-mindedly, will conflict with others.
Moreover, changing circumstances bring changes in the means appropriate for
achieving basic policy objectives. Circumstances relevant to energy policy were
changing rapidly in the early 1970's. As a result, conflicts among certain of the
above objectives became particularly acute and difficult to resolve within the
framework of an overall national energy policy. Two such conflicts stand out:
first, that between the goals of adequate and secure supply on the one hand and
a reasonable and predictable price on the other; second, that between the objec-
tive of an adequate, secure supply at a reasonable price, and the maintenance or
improvement of environmental quality. ’

Supply versus price

As available resources are depleted, the incremental costs of obtaining addi-
tional resources will inevitably rise. Moreover, the costs associated with increas-
ing the security of resources must also be computed—either as the cost of an
interruption or as the cost of insurance against interruption (stockpiling or the
development of domestic sources). In any event, there is_an inherent conflict
between the desire for a lower price and the need for secure and adequate
supplies. . . ) '

The intense concern over the security of petroleum imports abated someswhat
when the 1973-74 Arab oil embargo ended and U.S. policy then centered on cost
rather than supply, reflecting fears that high oil prices might damage both the
U.S. and world economy. The Ford Adminisiration urged voluntary conservation
as a counterweight to high oil prices and in late 1974, there were suggestions
-that the White House was considering a restoration of some form of import
controls, either by volume or total dollar value, in order to limit American
payment outflows to oil-producing nations. This would require a reduced supply,
and possibly rationing, in order to reduce aggregate national costs for foreign
oil. (France in 1974 set such a dollar limit on the total value of oil imports.)
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The balance of payments benefits of reductions in consumption must, however,
be weighed against the increased unemployment and losses in gross national
product which increase dramatically with successive cuts.

Thus, despite the Administration’s opposition to rationing and a gasoline tax,
it accepted the fact that very large international payments for oil, even for
adequate and secure supplies, must be traded-off against other costs. It there-
fore, has logically placed increasing emphasis on the importance of reducing
aggregate demand.

The price controls on crude oil and petroleum products administered by the
FEA under the Emergency Petroleum Allocation Act illustrate the same conflict
between price and supply. In order to avoid depressing output the price control
structure repeatedly has had to be adjusted upward for a variety of products
and producers and new administrative measures devised to deal with the now
more complex regulatory system. Even with these attempts, in almost all in-
stances price controls both reduce supply somewhat and encourage wasteful
consumption.

Supply and price versus the environment

This conflict reflects the fact that protecting or improving the environment
generally increases the cost of producing energy and may even increase the
demand for it. A national policy commitment to environmental protection devel-
oped impetus only shortly before the impacts of the energy shortage began to be
felt throughout the economy. By 1973 the requirements for reduction of motor
vehicle exhaust emissions, for instance, had increased gasoline consumption by
at least an estimated 300,000 barrels per day. President Nixon's message to
Congress, January 23, 1974, called for amendments to the Clean Air Act to extend
the deadlines for improved emission controls in order to “permit auto manufac-
turers to concentrate greater attention on improving fuel economy while retain-
ing a fixed target for lower emissions.” -

The Energy Supply and Environmental Coordination Act of 1974 addresses
itself to this conflict. The Act was intended to promote the use of coal as a
substitute for oil and natural gas. Section 2 of the Act requires the Federal
Energy Administrator to prohibit any powerplant, and allows him to prohibit
other major fuel-burning installations, from burning natural gas or petroleum
products as its primary energy source. The Administrator is given authority to
suspend temporarily fuel or emission limitations on stationary sources, if fuel
shortages make it impossible to comply with them or if the Administrator has
ordered the source to convert to coal. The Act also delays for two years the
motor vehicle exhaust emission standards. Thus, the ‘“‘coordination” provided
for in the Act constitutes a modification of the environmental priority.

The question of tapping shale oil deposits on a major scale also sharply
accentuates the conflict of supply and price with the maintenance of enrivon-
mental quality. The development of shale oil and strip mining coal areas of the
‘West causes serious environmental problems, including water availability, sali-
nity, disposal, dangers to vegetation and wildlife, and air pollution. At the same
time they constitute massive secondary energy sources that if developed, even
in part, could have a beneficial limiting effect upon the price of domestic and
foreign oil.

These and other conflicts sometimes appear to defy resolution through the
usual political processes of bargaining and compromise to achieve consensus.
Even though many Americans probably would agree as to the elements that
constitute the nation’s long-term well-being, it is exceedingly difficclt to find
a “constituency” for any energy policy aimed at promoting this objective. The
enormous task of creating and implementing such policy can only be accom-
plished through extraordinary leadership and political judgment on the part
of Congress and the President.

In the analysis which follows, the maintenance of an adequate supply of
petroleum at a reasonable price is the primary objective against which each
policy option is analyzed. Some consideration is also given to the impact of these
options on many of the other aforementioned objectives.

Advantages and disadvantages of options

The recent history of international petroleum clearly illustrates the need for
the U.S. Government to formulate new policies to cope with changed realities.
Those new policies must reflect both the new emphasis in our national energy
policy and priorities as well as the fundamental changes which have occurred
in the international industry and the producing countries.
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Cooperation among consuming nations has already resulted in the establish-
ment of the International Energy Agency (“IEA”) in Paris. At present, inten-
sive consultations within IEA are registering daily progress in expanding the
awareness of the participating governments. Tentative steps towards IEA-
industry consultations have already been initiated. Less specific, but potentially
even more important, the United States has tentatively agreed to the French
proposal for a joint producer-consumer conference during 1975. Future policies
selected by the U.S. government will inevitably take account of these important
new relationships.

Whatever policy options are selected, there are also certain realities about
the international petroleum system which must be reflected in our policies.
Until recently the international petroleum market was characterized by a group
of loosely coordinated firms facing competitive producer governments, There is "
considerable evidence that with the exception of Iraq, those governments prob-
ably fared better than they would have under free market conditions. Yet com-
pared to other forms of energy international oil was cheap, even with the price
supporting practices of the major oil companies.

The establishment of the preeminence of OPEC as a determiner of price in the
international petroleum market has radically altered the decision-making cri-
teria for setting price. The highly diffuse and sophisticated incentive structure
of the major companies has given them a vested interest in global economic
growth and stability as well as the retention of a system which most countries
find acceptable. This incentive structure has now been supplanted by the far
more narrowly based national interest incentives of the producer countries.

The companies which were once oligopolistic sellers of petroleum and pe-
troleum products are now in the position of competing buyers confronting a
cartel. Competition among the compames tends to reinforce the upward tendency
in price, particularly so long as OPEC is prepared to continue the curtallment
of productlon

It is very doubtful that there can be any mgniﬁcant downward market pressure
exerted on price by consumer countries at least in the short to medium term (up
to several years). The spread between the cost of production, the price floor (per-
haps $2 per barrel) toward which competition among producer countries would
tend, and current prices ($11 per barrel) is so great that cooperation among the
producers is -clearly in the interest of all petroleum exporting countries, Produc-
ing countries could increase their aggregate revenue somewhat by cutting prices
slightly and selling relatively much larger quantities: If many producers did this,
however, price would then fall much further. Therefore as long as each producer
can be relatively certain that no or very few members of the cartel are ‘“cheating”
by shaving the price, each is strongly motlvated to follow the rules and be satis-
fied with a stable share of the market.

‘When that assurance is lacking, or if significant new production remains out-
side the cartel, the motivation is just the opposite: then each producer would
have to compete in order to preserve its market share. Consumers would, however,
in the forseeable future find it far too costly in terms of lost employment and
GNP to reduce demand sufficiently to break OPEC unity. Thus, assuming that the
cartel remains stable, there would be downward pressure on price only if it ap-
pears that a reduction in that price would elicit a more than. proportional in-
crease in demand, so that a price reduction would increase aggregate revenues for
those producers who could sufficiently expand production. We have not yet reached
that point.

For the forseeable future, long-term considerations have little chance of influ-
encing OPEC price decisions. Almost all relevant consideration which would go
into a long-term calculation—the rate of successful exploration,-the export pol-
icies of new. producers, the rate of development of alternative sources of energy,
the impact of conservation in consumer countries—are speculative, It is, therefore,
extremely unlikely that producers would lower prices on the basis of sueh a cal-
culation when revenues at current levels, assuming they can be invested, are so
great as to swamp any long-term anticipations.

Clearly, the current status is such that the companies in the international petro-
leum industry are price takers so long as they continue to compete with one
another for the product of a cartel—OPEC. There is no cause for optimism that
OPEC will break up. The fact that producer governments have become sellers of
oil strongly suggests that governments of crude purchasers must influence the
transaction to protect the interests of the consumer. At the same time the com-
panies fill vital roles which government is unequipped to supplant.
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U.S. policy, in addition to meeting national objectives and accommeodating new
international realities, must also concern itself with preserving or salvaging the
strengths of the existing structure. At a minimum, the unique integrated logis-
tical, technological and managerial system of the U.S. oil companies constitute an
important national asset. Because it is a functioning system, it must be ap-
proached as such, and not altered piecemeal. Moreover, recent events clearly
indicate that we can no longer assume that, come what may, the companies can
take care of themselves.

In the context of these observations, it is possible to evaluate the range of
options available to the U.S. Government in its relationship with the industry
as it pursues certain national objectives.

The options selected for analysis are:

A. National options

1. Removal or modification of Federally created incentives and disincentives to
international petroleum production;

2. Regulation of oil companies as public utilities;

3. Establishment of a national system to limit petroleum imports;

4. Regulation of all significant international supply arrangements;

5. Creation of a petroleum corporation, fully or partially owned by the Federal
Government, to engage in international activities;

B. Bilateral/multilateral oplions

6. Coordination of international supply arrangements through an industry-wide
association of consumer country companies ;

7. Bilateral arrangements between the United States and producer governments ;

8. Establishment of an international organization to coordinate national petro-
leum policy with other importing countries ; and

9. Establishment of multilateral negotiations between producing and consum-
ing countries. :

V. POLICY OPTIONS
A. National options
1. Removal or modification of federally created incentives and disincen-
tives to international petroleum production.

Although the U.S. Government is not directly engaged in the production, refin-
ing and marketing of petroleum, Federally created incentives and disincentives
have historically played an important role in the development of the American oil
industry. The first option analyzed by this Study is the modification of the existing
system by removing or altering those incentives and disincentives.

Incentives.——The foreign taw credit provisions of the Internal Revenue Code
allow a taxpayer to elect to credit income taxes paid to foreign governments by
U.S. corporations against U.S. income tax liabilities on foreign income. Such cred-
its are limited to the amount of tax that would be payable if the foreign country
taxed at U.S. rates. The taxpayer may elect to compute that limit either on a
country by country basis or by aggregating all of his foreign income and foreign
income taxes paid. The important policy issue is not the principle of the foreign
tax credit, which is generally accepted in international taxation, but the defini-
tion of an income tax as distinguished from royalty payments, excise taxes and
costs of purchased oil. The latter would normally be treated as deductible business
expenses.

The foreign tax credit has, in general, resulted in sufficient credits for U.S.
oil companies that they have not paid any taxes on profits from foreign oil pro-
duction. Part of these credits have sometimes also been used to eliminate U.S.
tax liabilities of the companies on non-oil producing foreign operations, such as
shipping, located in countries having income tax rates lower than U.S. rates. Such
opportunities were reduced by the Tax Reform Act of 1969, which included a
provision to the effect that foreign tax credits attributable to the amount of the
percentage depletion allowance on mineral income from a foreign country cannot
reduce the U.S. tax payable on other foreign income.

Repeal of the foreign tax credit would subject U.S. corporations to double tax-
ation on foreign income and place them at a great disadvantage relative to foreign
competitors. In addition, for companies using the overall limitation, an elimina-
tion of the foreign tax credit could severely affect the profitability of any ship-
ping operations, since excess foreign tax credits are now used to ‘“shelter” the
income derived from these operations. If, however, the tax credit were restricted
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to payments that are in substance income taxes and not royalties or a cost of
purchasing oil, it would conform to its intended function of preventing dopb]e
taxation. Taxes would be due to the U.S. Government from profitable operations
wherever the effective income tax rates were lower than the U.S. rates, either on .
a per country or overall basis. Where the rates are the same or higher than in
the U.S., there would be no U.8. income tax liability. The present system’s broad ,
interpretation of “income taxes” is a factor which has encouraged producer coun-
tries with the active support of the U.S. companies, and indeed the U.8. Govern-
ment, to impose higher taxes in lieu of higher royalties, which otherwise would
merely be deductible business expenses.

If the Congress takes no action, the issue may become moot in many cases
because oil producing companies owned by U.S. firms abroad are subject to in-
creasing nationalization. U.S. companies are rapidly becoming mere service
companies and purchasers of products from producer governments. It is thus
becoming more apparent that the price paid for such oil is a deductible purchase
cost and not a creditable income tax. On the other hand, very difficult tax issues -
may arise for the companies and for the U.S. Government if producer countries
reduce the companies essentially to suppliers of services and then both pay and .
tax such service income on a per barrel basis. Evaluating the extent to which
such taxes would constitute income taxes would probably require the IR.S. .
in effect to decide what is a ‘“‘reasonable” per barrel margin for the services ren-
dered. There is, therefore, an economic incentive for producer countries to retain
a semblance of the concession system because of the obvious advantage that the
ambiguity between the purchase price and tax has given to both the countries
and the companies.

The percentage depletion allowance allows 229, of the gross-well-head value
of oil and gas production from a producing property, whether domestic or foreign,
to be exempt from federal income tax, up to a limit of 509 of the net income from
that property. The depletion rates applicable to other energy minerals, excepting
uranium, are lower, thus favoring petroleum investment relative to other energy
sources and non-energy investments.

Domestically, the percentage depletion allowance has increased the after-tax
profitability of oil production and thereby the output of U.S. companies. By caus-
ing output to be higher than otherwise and more importantly by being an in-
direct subsidy to the producer and necessarily, the consumer, the depletion
allowance has at times resulted in lower oil prices. Thus, this tax incentive has
encouraged the consumption of petroleum relative to other energy sources and
non-energy consumer items. Estimates indicate that the price reduction due to
the depletion allowance at 229 has equalled about 99 of the wellhead value
of oil. : :

Historically this and other express tax incentives created overcapacity in pro--
duction which in turn created the need to support prices by prorationing. After
the U.S. became a net importer that productive capacity was beneficial, in that
dependence on imports would have grown more rapidly in the absence of spare
capacity. ’

The percentage depletion allowance has had relatively limited impact on for-
eign exploration and development, however, because the size of the foreign tax
credit has rendered ‘the depletion allowance superfluous in many cases. It seems
likely in any case that the depletion allowance for foreign investments has been
reduced to relative insignificance as an incentive by the recent four-fold increase
in world oil prices. Under current price and cost conditions both foreign and
domestic oil exploration and new production are very attractive and would prob-
ably continue to be so regardless of the depletion allowance.

Recent changes in oil price, cost conditions, royalty terms, taxation, and na-
tionalization have already caused a return to the U.S. of 0il company exploration
activity. Surveys done in connection with the Study show a clear shift.in ex-
ploration emphasis to the U.S. from all other areas of the world, except the Far
East which is still a small part of the total. Abolishing the foreign percentage
depletion allowance would probably not significantly affect expected profitability
or accellerate this trend between domestic and foreign exploration. In fact, abol-
ishing foreign percentage depletion could even improve a company’s tax position
in some circumstances, if it meant that the allowable foreign tax credit were
no longer reduced by the amount attributable to foreign percentage depletion.
Domestically, percentage depletion has in the past encouraged more independents
to be in the oil business and has caused the drilling of some. wells that would
not otherwise be drilled, some marginal and some not. The domestic implications
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of the percentage depletion allowance, however, and not within the seope of this
study.

The expense of intangible drilling and development costs (“IDC”) provision
provides for an election of immediate income tax deductibility of intamgible
«costs, creating what, with percentage depletion, is arguably a potential double
deduction for productive wells.

The controversial issue of IDC relates to productive, not dry, wells. There is
general agreement that dry holes should be expensed. If capitalization and de-
preciation are required for productive wells, very likely the result in most cases
will be that the companies will be taxed on the full amount of such costs, since
under existing law a taxpayer may not simultaneously take advantage of the
percentage depletion allowance and also depreciate as capital investment his
amortized leasehold and intangible drilling costs in the same property. High
tax bracket investors, a significant but not essential source of drilling funds,
would be less attracted to such investments, but the loss of the IDC tax benefit
in ‘this regard would again be less important than the recent oil price hikes
which have increased profit expectations. A study in 1973 using 1971 industry
data estimated that abolition of this tax advantage would have reduced domes-
tic oil production by more than six percent if prices rose to reflect the increased
after-tax cost of drilling, or by more than 16 percent if prices were kept constant.

Foreign drilling investments receive IDC benefits. In a number of cases, large
foreign tax credits have rendered the IDC inoperative for foreign exploration.
Because of high foreign tax rates, removal of IDC treatment for productive
foreign wells would have negligible effects under present conditions for com-
panies using the overall limitation. For companies using the per country limita-
tion, however, the expensing of foreign IDC often will bhave the effect of re-
ducing U.S. source taxable income by that amount. In such situations, the
provision is a significant tax incentive to foreign as well as domestic explora-
tion and drilling.

In recent years, about 909, of the foreign production of American oil com-
panies has been sold in foreign markets. To the extent that American tax bene-
fits have lowered the price of oil delivered to foreign countries, the argument
can be made that the U.S. taxpayer has been subsidizing foreign consumption
or foreign tax collections. On the other hand, the absence of such benefits might
have made U.S. companies less competitive abroad and would have to some
extent discouraged foreign investments.

The extent to which companies operating abroad have tax advantages which
they would not have if they were conducting the same operations in the United
States is a matter of considerable controversy. There is first of all the issue,
very important in foreign oil operations, of the distinction between an income
tax and a royalty payment. A royalty payment to a U.S. landowner is a de-
ductible expense, whereas a substantially equivalent payment to a foreign gov-
enment can be characterized as an income tax and becomes a credit. The
Treasury Department in 1974 proposed a partial reduction of the foreign tax
credit allowable for petroleum income, with the amount of the reduction being
treated as a deductible expense.

- Even where a true foreign income tax is levied, however, it appears anomalous
that it is a credit but U.S. state and local income taxes are not. Even more
striking, if an income tax were levied on a U.S. company by, for example, the
Canadian Province of Alberta it would be a credit against U.S. taxes, but the
same tax if levied by the State of Texas would be only a deductible expense.
This distinction can, of course, be defended by pointing out that allowing U.S.
state and local income taxes as a credit would give too great an incentive to
states and cities to increase their taxes at Federal expense. Nevertheless, tax
neutrality as between foreign and domestic investment is sacrificed in this
respect. .

Finally, there is the issue of deferral. Earnings of foreign subsidiaries of U.S.
companies operating in the country of their incorporation are not attributed to
the U.S. parent unless and until such earnings are distributed. In practice, this
means that if such earnings are reinvested in the country of their origin,
whether in the same enterprise, another subsidiary of the parent, or an unrelated
business, U.S. taxes on such earnings are deferred indefinitely. Thus, if tax rates
in the foreign country are lower than U.S. rates, there is an incentive for U.S.
companies to invest abroad through foreign subsidiaries rather than in the U.8.
For instance, a U.S. company might form a foreign subsidiary to do refining or
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to perform exploratory and drilling services in a low-tax country. By investing
the earnings of the subsidiary in the country of its incorporation, the parent may
continue to increase its subsidiary’s earning power with money that would other-
wise have been taxed by the U.S. Government if the same operations had been
conducted in the United States. Defenders of deferral correctly point out that
it is consistent with the principle of not taxing shareholders on undistributed
corporate earnings. On the other hand, U.S. tax law departs from the principle
to impute a “constructive dividend” in various circumstances where undis-
tributed earnings are accumulated by a corporation to avoid taxes on controlling
shareholders.

The net effect of the foreign tax credit, percentage depletion, the IDC allow-
ance and other lesser U.S. tax incentives in international petroleum affairs
clearly has been to encourage U.S. companies to develop foreign supply and
marketing arrangements. The United States Government has probably lost some
tax revenues thereby, but has benefited to the extent that foreign reserves have
been discovered and developed, supplying U.S. needs as well as those of the free
world generally. .

In assessing any of these incentives a basic isspe is whether the global supply
“web” established by U.S. companies is worth maintaining and, if so, whether
the removal or modification of any particular incentive would have a substantial
impact upon the system. .

Judged in this light it would appear that the large comanies would have a
substantial interest in developing foreign supplies with or without the IDC
allowance for productive wells, based upon the assumptions that today’s higher
prices or something relatively close to them will continue, and that the margins
of the companies will not be squeezed too drastically by the host countries. On
the other hand, it is clear that hundreds of billions of dollars will be needed
for exploration and development within the very near future if we-are to
supply the energy needs of the 1980’s and in some cases the elimination of the
IDC allowance for foreign productive wells could have a negative impact, partic-
ularly if the application of the foreign tax credit to oil income is restricted along
the lines of the 1974 Treasury proposal. A number of countries, including the
United Kingdom and the Netherlands, permit companies to expense drilling costs
on essentially the same basis as the U.S. now does. If the allowance were re-
moved for foreign 'operations of U.S. companies they could be at a competitive
disadvantage with the companies of other countries.

There is evidence that parent countries of non-U.S. firms structured the taxa-
tion of those firms to match the tax advantages of the U.S. firms. It is possible
that if these U.S. tax advantages were removed, the parent countries of non-U.S.
firms would follow suit; it is also possible that they would not in order to assist
their companies. . .

There have been suggestions in Congress that tax provisions applicable to com-
panies undertaking foreign oil operations might be altered or manipulated in
order to discourage foreign operations altogether or to redirect them to relatively
reliable countries. For instance, use of the foreign tax credit might be denied
to operations in countries which have imposed an embargo on the United States.
Or, Congress might give the President or his delegate the authority to suspend
the application of certain international tax provisions either selectively or across
the board, in light of his perception of the national interest. Such measures
would have grave shortcomings, however. First, the only such tax benefit impor-
tant enough to make any likely substantial difference in the flow of U.S. inter-
national investment is the foreign tax credit. Second, if such a change is appli-
cable to existing investments as well ag new investments, it would subject affected
overseas operations to drastically increased taxes where disinvestment may be
impracticable or may take a long period of time. If, -however, distinctions are
made between new and old investment, they will be very hard to defend as
equitable. Third, to the extent that such changes inject an element of uncertainty .
in the tax treatment of foreign investments, they will make tax planning far
more difficult and may thereby discourage investment that should be encouraged.
Finally, while the disadvantages to existing taxpayers would be immediate and
often severe, the benefits from such -measures would be very long-range and
uncertain. | . S

In sum, the income tax law-is a-poor instrument for achieving such policy-
objéctives. There are far more direct and effective means available. These include
the President’s existing authority under Federal banking laws to impose foreign
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direct investment controls, an outright legislative ban on investments in certain
countries, or direct subsidies to foreign or domestic investments deemed in the
national interest.

Disincentives—Price controls were introduced on August 1, 1971 and have been
retained on both crude oil and products. The firms in the industry, both integrated
and independent, have almost universally opposed these controls. Both supply
and demand are affected. The Federal Government has clearly recognized that if
controlled prices are too low, the incentive to explore for oil is reduced. Accord-
ingly, regulations have been developed which permit the marketing of new oil
and certain exempt sources at market prices.

To the extent that price controls, allocations and entitlements limit domestic
production, they result in greater balance of payments expenditures and con-
tribute to the sustaining of international demand and the price levels associated
with it. )

There are a number of indications that an uncontrolled price would better
serve the public interest. Since the embargo, Germany, the only country in Europe
which does not control the price of petroleum, has- benefited from the lowest
prices. The informal disclosure procedures employed by the Germans may well
have provided a greater deterrent to the importation of higher cost oil than the
more comprehensive regulatory procedures in other European countries, which
may have inadvertently provided the mechanism for justifying higher prices.

Within the United States, approximately 639 of domestic production is con-
trolled as “old oil” at a price of $5.25 per barrel. Industry respondents claim that
secondary and tertiary recovery operations are discouraged by these controls,
despite the fact that increased production from old wells is not subject to con-
trols. Industry respondents further argue that the accrual of funds for explora-
tion, development and research is constrained by such controls. To the extent that
domestic oil production is constrained in this manner, imports are increased and
contribute thereby to the balance of payments problem. Of perhaps the greatest
relevance is the fact that controlled price require the development of additional
allocation controls and procedures. To the extent that they are effective, they
introduce certain inefficiencies and dislocations into the total system of supply
and raise costs to the consumer. Thus, to justify such a system of controls, the
other objectives achieved must outweigh these costs. Controls also have a nega-
tive impact upon future investments. The uncertainty introduced into business
capital budgeting leads to delays in investments and additional costs which must
be assigned to those investments once made. This is particularly true in the case
of such facilities as refineries.

An elimination of the “old” and “new” oil distinctions would result in higher
prices (4-6¢ per gallon for gasoline) and some resultant conservation. It would
probably intensify the massive move to greater U.S. exploration that is being
made by the larger U.S. companies.

The regulation of natural gas by the Federal Power Commission (“FPC”) also
presents problems. Because of the very large differential between regulated
interstate and unregulated intrastate sales of natural gas, companies are not
encouraged to explore for gas that will go into interstate sales and this in turn
has led them to seek foreign sources for liquified natural gas (“LNG”) in places
such as Indonesia and Algeria and at prices that are effectively much in excess
of either regulated or unregulated U.S. gas. :

Over the short term the United States may be able to obtain as much drilling
for natural gas, even that which would go into interstate sales, as it could
through deregulation because of the hope or expectation that natural gas will
eventually be deregulated. For the medium or long-term picture, however, it
seems clear that deregulation of natural gas, at least “new’” natural gas, will be
necessary if domestic opportunities in this area are to be maximized. Deregu-
lation of natural gas will immediately cause the cost of deregnlated supplies to
rise to that in the market for unregulated, and such costs will be passed along
tc the consumer in terms of higher prices. This would be particularly the case
if all natural gas were to be deregulated, which suggests that the concept of
deregulating “new” gas and phasing ‘““0ld” natural gas into deregulation over
a period of time has considerable merit.

The FPC also has an impact upon foreign imports due to its authority over
?_aci!mes constructed in connection with LNG projects. The concept of regulat-
ing imports is appropriate and will be examined in detail for a number of ktvpes
of arrangements later in the Summary. It is quite questionable, however, whether
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the FPC as presently constituted is the agency which should be concerned with
energy imports and whether the procedures followed in the LNG cases are
those which should be applicable. The record to date seems clear that regulation
of LNG imports by the FPC has been counterproductive, reducing supplies and
increasing costs.

Net effects of incentives-and disincentives.—Only the principal incentives and
disincentives have been discussed. Any appraisal of their net effect is, of course,
highly subjective in view of their complexity and the many economic and politi-
cal judgments involved.

The high current price of “new” oil is the dominant element changing the re-
cent sum of incentives in favor of additional investment in U.S. oil production.
It is driven in large part by the artificial manipulation of the international oil

-market by OPEC but even without OPEC market forces would also he at work
which would sustain a substantial increase over “traditional” prices. In this
respect petroleum is little different from other non-renewable resources.

Foreign o0il production is subject to new and extremely high degrees of risk and
uncertainty. Accordingly oil investments by U.S. and other companies have
been shifting back to the United States.

The system of price, allocation and entitlement controls has affected the allo-
cation of resources in the oil industry just as have the various tax benefits and
price support schemes. The benefits of controls are primarily in the area of
income distribution. Whether they are worth the cost is a decision to be made
in the political process.

The more important issue, one beyond the scope of this inquiry, is that of the
longer term price level or standards which should be established for petroleum.
Resolution of this issue would have a far more stabilizing effect on industry in-
vestment decisions than the decisions on incentive and controls.

The tax incentives in foreign operations have declined in importance, however,
because of recent international developments. The producer government trend
towa.rd 1009 participation in the petroleum company -subsidiaries operating
within their borders has eroded the traditional concessionary pattern. If OPEC
members eventually set a single price for oil and denominate it exclusivély as a
price (rather than as royalty and income tax), then the.companies will have no
choice but to treat the costs of crude as business expenses. In that event, tax
considerations will cease being a significant incentive to foreign oil operations.
The producer governments may, however, plan their new price and tax structures
to take maximum possible advantage of U.S. tax laws and interpretations there-
of. Under such circumstances, elimination of tax advantages to U.S. firms might
simply give a competitive advantage to foreign oil companies. Thus, U.S. tax
incentives and disincentives are certain to remain an important subject, as they
have been in the past.

2. Regulation of 0il companies as pudblic utilities

If it were decided to regulate.the prices of crude and products within the
United States on the basis of an allowable rate base and rate of return thereon,
it is very possible, perhaps even likely, that supplies of petroleum products would
be disrupted, and in the aggregate reduced, because the prices so fixed would be
essentially arbitrary. Attempts to value a “rate base,” fix an “appropriate’” rate
of return thereon and measure the ‘“‘cost of service” for the industry raise hoth
theoretical and practical difficulties that would be resolved only by political
decisions. Thus, such efforts would tend to increase U.S. reliance upon foreign
sources of petroleum. ' .

Regulating import prices.—It can be argued that even if the domestic oil indus-
try is competitive, the U.S. Government ought still to regulate the price and
supply of oil products to compensate for the impact of the essentially
noncompetitive international oil market on our domestic market. It is
generally agreed that, whatever the degree of competition within the domestic
petroleum market, the international market is dominated by the OPEC cartel
which has caused foreign crude prices- to be substantially higher than prices
which would have resulted from free market conditions. These world prices have
driven up the market price of domestically produced unregulated crude hecause
that market price tends to rise to the level of the administered price of foreign
crude. If we do.not influence that price, or otherwise adjust domestic prices, the
OPEC governments -will dictate the price of crude oil produced in the United
States, and thereby the amount of economic rent paid to domestic oil producers.

80-939—77——10




142

Regulators might deal with this problem in two ways. First, the price of do-
mestic crude can be controlled, the foreign crude left uncontrolled, and the sup-
ply of low-priced domestic and high-priced foreign crude “equitably” rationed
among the consuming public, so that ideally the consumer pays a price reflecting
a “mix” of the two price levels. For this system to function, companies which
have discovered and developed lower cost domestic crude oil to meet their
refining needs, would be forced to relinquish a portion of this low-cost crude to
their less fortunate competitors in order to achieve a “mix” having the desired
average price. The FEA system of crude oil “entitlements” is designed to do
this. A system that penalizes firms that in the past have invested in exploration,
and rewards those who have not, however, will not lead to stable economic
growth within the industry.

Second, imported as well as domestic crude can be subject to price ceilings and -

supply requirements. If a price ceiling is set below prevailing world prices, the
outcome is indeterminate. Producers might refuse to sell to the companies sup-
plying the United States at a price below the ceiling, Then, if producers main-
tained a unified position, the United States would, in effect, be imposing an em-
bargo on itself. If producer unity failed, then at least some oil would be deliv-
ered to the United States. In either event, particularly in the first, the demand for
domestic crude would be very strong and great difficulty would be experienced in
maintaining price ceilings on crude. Government allocation of crude among buy-
ers would be a necessity. Further, downstream price control and rationing would
also be necessary, involving heavy administrative and enforcement costs.

The problem of diversion.—Any price control system which attempts to main-
tain a domestic price level below the world price of crude oil is immediately con-
fronted with the diversion problem. Foreign oil would be diverted to more profit-
able markets, and some U.S. production would be exported if the delivered price
to foreign markets were significantly higher than the domestic price. It is, of
course, far easier for regulatory authorities to ban exports of American-source
crude oil products than it is to prevent U.S. oil companies from marketing for-
eign source crude and refined products in foreign countries where potential prof-
its may be greater than in the United States.

To assure that there are no diversions, each company might be required to de-
liver a certain percentage of its output of various products to certain desig-
nated customers. Failure to meet contract supply requirements could subject a
company to civil liability, fines, or in the extreme case loss of the right to do
interstate business in one or more lines of commerce within the United States. In
the alternative the Federal Government could simply impose mandatory import
quotas on each company by reference to some base period. From the companies’
point of view, such a system would be somewhat more palatable if the prospective
profits to be gained from some segments of the U.S. market for oil products
would at least partially offset the opportunity costs of marketing certain prod-
ucts in this country rather than abroad. However, a large quantity of oil in in-
ternational markets is handled by traders who have neither foreign nor domestic
assets of significance. The Federal authorities would, therefore, have difficulty in
compelling such traders to comply with mandatory import quotas.

Several difficulties would arise under such a system. In the first place, supply
requirements would, as a practical matter, have to be revised in the event of a
world shortage of petroleum. It would make no sense to attempt to compel the
companies to make deliveries when it is impossible for them to do so. But this
implies that the regulatory authority would have to maintain substantial na-
tional and international monitoring capability in order to evaluate company
claims that conditions beyond their control prevented them from fulfilling their
supply obligations. If such capability does not exist—and the experience of the
shortages of 1973-74 indicated that it did not exist at that time—it would have
to be created. Second, this procedure would not necessarily force companies to
enter into contracts with new producers, or renew contracts to replace those
which expire.

Third, oil companies without substantial domestie production could be forced
into a loss position if they were required to pay the world price for oil, plus
shi&ping charges to the U.S. markets, and then sell in U.S. markets below these
costs.

Fourth, while price can be controlled, private irms cannot be forced to make
new investments in an industry that is made unprofitable by government con-
trols. This creates long-run supply problems.
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Fifth, there may be adverse reactions from governments .of other importing-
countries to any requirement by U.S. regulatory authorities that U.S. companies
give the United .States market first priority on their. available crude or other
products. Moreover, in the case of a substantial temporary shortage, such regu-
lations would have to be suspended in light of the oil-sharing obligations on the
U.S. under the international Energy Agreement. Such regulations run a sub-
stantial risk of encouraging similar “go-it-alone” measures by other importing
countries and would undoubtedly have an adverse impact upon the foreign
markets of U.S. companies. Such regulations, moreover, would constitute a sub-
stantial reversal of U.S. foreign economic and energy policy.

Market role of the U.8. companies.—Where the high prices of imported crude
are due primarily to the actions of the producer country governments, regulat-
ing the price of imported crude is far less likely to have the desired effect than
where such prices are due primarily to the actions of the oil companies, If the
price ceilings in this country do not equal or exceed the prices paid by the com-
panies to producer governments plus other costs, the companies will eventually
stop importing crude.

Few would disagree that whatever the market power of the international
companies in the past, it has been and continues to be eroded by the aggressive
posture of the producer governments. Those governments individually or through
OPEC are eliminating equity oil interests, creating larger buy-back and auction
markets for governmentally owned crude, restricting output to maintain buy-
back and auction prices, raising producer country taxes and working toward a
single price for crude that will isolate and limit the companies’ margin of
profit. In the aggregate such policies are reducing the international companies
to the status of suppliers of technology and managerial skills within the
producing countries, and forcing them to compete more intensely with inde-
pendents and governmentally owned companies in international wholesaling,
refining and marketing operations. Thus it is now easier than before for regula-
tion to create a situation in which it is no longer profitable for the companies
to do business on the terms set by the regulatory authority.

The experience in France illustrates the problems of maintaining a price
ceiling for imported oil produects in the face of high prices fixed by the producing
countries. In early 1974, France’s CFP estimated that the average cost of
Persian Guif crude to the companies was 85 percent of posted price. But the
sales of this erude in France brought only an average of 7075 percent of posted
price. Thus, in effect the importing companies were required to subsidize con-
sumption. In the summer of 1974 the companies were losing 70-80 francs per
ton of refined oil. Consequently, the companies warned they would. soon cease
importing crude into France. The French Government countered with promises
of future retroactive price increases which would allow the companies to recoup

. at least part of their losses. Similarly, in 1974 when ceiling prices in Belgium
for petroleum products failed to rise enough to meet the increased costs ‘of
crude, companies ceased imports into that country. : '

If the United States attempts to impose a .price ceiling with mandatory
delivery quotas under circumstances where the producer countries are keep-
ing crude prices near that ceiling, the delivery quotas will predictably become
unenforceable, except by very drastic means, and the ultimate effect will ‘be a
boycott of foreign erude unintentionally enforced by the U.S. Government.’

3. Establishment of a national system to limit petroleum imports

In addition.to the concept of regulating import prices, a direct way of attacking
the problem of large aggregate payments for foreign oil is to impose an absolute
limit on imports of crude and/or refined products. Such a limitation may take
the form of a ceiling on the quantity of imports or the aggregate payments for
imports. ’

Neither ceiling will directly prevent oil exporters from raising the unit price
and further reducing production to take the slack out of the market. If unit
prices rise, an importing country with a quantity ceiling will spend- more
for imported oil than .had been planned, whereas an importing country with
an aggregate payments ceiling will ‘obtain less.imports than had been planned.
The choice between the. two depends upon which is judged to be more detri-.
mental: the impact on balance of payments of a higher oil bill or the impact on
the economy of a larger quantitative shortfall.. In either case, the importing
country’s immediate objective is to: force a limitation or reduction in its foreign

) e s
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bayments at current price levels, and its longer term objective is to exert
downward pressure on price by a limitation or reduction in aggregate demand.
The price and quantity limitations can, of course, be combined by denominating
a range of acceptable unit values or simply by the use of domestic price controls.

Allocation—In any event, import limitation systems first raise the problem
of allocation of limited import opportunities among importers of foreign petro-
leum. There are two basic approaches to such allocations :

1. Allocation solely by reference to present market shares. This would es-
sentially preserve the present proportionate market shares of oil producers by
allowing them to import quantities or values proportional to what they imported
during some selected base period. :

2. Alloecation solely by auction, that is, by selling the right to import given
quantities or values of oil.

Allocation according to present market shares would probably evoke the least
opposition from the oil industry, since its impact on any given company is
known in advance for any given import ceiling and since present importers may
be expected to be more concerned about their present market shares than pro-
spective importers about their potential ones. Moreover, the market shares of
present small importers would be protected. Also, it is arguable that the risk of
disruption to normal channels of supply and the consequent aggravation of the
effects of a shortage would be minimized if proportionate existing import market
shares were preserved. Federal Energy Administration allocations have gen-
erally followed the concept of proportionate historical market shares which is
probably the least controversial of those which could be devised. The system,
however, presents potential newcomers to the market with a serious handicap.

The advantages of an auction method are quite different. First, it would allow
the market to decide which import terms are the most economical,

Second, the auction method offers the possibility of weakening to some extent
the connection between certain oil exporting nations and their present share of
the U.S. market. No producing country would be guaranteed a secure share of the
American market through the integrated structure of the company buying its
crude at the wellhead, since that share could be bid away by other would-be
importers. This would enhance whatever tendency there may be toward price
competition among producer countries. At the same time, companies might well
feel less secure with this system, fearing both the loss of rights to import and
possible retaliatory moves by exporting countries.

A variety of auction plans can be designed, but a system of secret, sealed
bidding would probably be most likely to induce producing governments to
eventually compete for larger shares of the U.S. market. The U.S. Government
could offer import tickets to the bidder who offered the most oil for a fixed dolar
amount or who offered to pay the highest fee for the right to import a fixed
quantity of oil.

Initially, the bidders would likely be the private oil companies, but eventually
producer governments or their oil companies, attempting to market oil in the
United States directly, might bid to avoid being forced either to buy import
tickets from other holders or lose their access to the U.S. market. Proponents of
the auction scheme believe that competition among the producer governments
might eventually lower world prices. In the short-term, however, it is probabie
that those governments would either boycott the auction or would advance
identical bids.

Once the quantities of petroleum to be imported had been determined, the
U.S. Government would have to decide on the proper method of distributing these
supplies among potential domestic customers. This could be done either by in-
creasing the price paid by the consumer (but not allowing the increase to accrue
to the foreign oil producer) or by the imposition of rationing at some point in the
distribution chain.

Tariff.-——A system of import limitations could be effectively used by the U.S.
Government not only to increase the potential for competition among oil produc-
ing nations, but also to provide so-called “downside risk” guarantees to encour-
age long-term domestic energy investments. Under such a program, Federal
authorities would guarantee a domestic price floor for the next 10-20 years,
pledging use of tariffs or quota controls to protect U.S. energy prices if world
prices fall. Oil companies would probably feel most secure with a tariff designed
specifically to maintain a given price floor for all imported oii. .

The existing tariff (import fee) is a minor incentive to domestic product}on
of crude oil and refining. A tariff causes domestic prices to be higher than foreign
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prices by the amount of the tariff whenever imports are necessary to meet part
of domestic demand, assuming that there is no interference in the market
mechanism. At the present time there is an interference in the market by gov-
ernmental regulations administered by FEA. Where foreign prices are lower
than domestic, the tariff' can simply.close the gap. Where the two prices are
initially equal, the tariff will cause domestic prices to rise. :

One possible means of lowering U.S. oil consumption and dependence would
be to impose a substantial tariff on crude and products. Under 1974 conditions
the effects would include a substantial stimulation of domestic exploration and
production. On the other hand, profits are presently high and exploration is typi-
cally constrained by equipment shortages, not lack of incentive.

Another effect of a tariff would be that product prices would be.increased,
leading to the lower consumption of petroleum. This has favorable balance of
payments effects and environmental benefits, similar in most respects to a tax on
gasoline or crude. To fully evaluate their impact, these benefits must however
be weighed against the losses in GNP and employment. Such costs rise very
rapidly and could swamp the anticipated benefits of two vigorous a conservation
effort.

The costs of imports do not include the cost to the nation as a whole of de-
pendency on foreign sources because oil from secure sources brings no market
premium. By levying a tariff equal to the cost of an oil reserve storage system, im-
ports can be used to pay the cost of the storage system. This is only one of sev-
eral means by which security stocks could be financed.

Thus, import tariffs could reduce demand for imports, increase domestic
production, and finance a reserve storage system. Care must be taken to account
for their GNP and employment costs, however.

4. Regulation of all significant foreign supply arrangements

The option of increasing U.S. Government regulation of foreign supply ar-
rangements stems from a recognition that the U.S. Government has exercised
virtually no control, except for the former import quota system, over the purchase
of foreign petroleum by U.S. companies, even though that commodity is America’s’
largest and most essential import and the economic consequences of its price are
of vital concern to the national economy. Basically two types of regulation have
been suggested : R )

1. The review of foreign supply arrangements through greater disclosure; and

2. The control of foreign supply arrangenients through a power to review and
approve contracts or negotiating terms. .

At the outset the question arises as to the scope of “foreign supply arrange-
ments.” It seems clear that at the very least major producer country supply or
“upstream” arrangements would be included in light of their direct impact upon a
number of national policy objectives. A case can also be made that domestic
investments by foreign governments or corporations owned by them in U.S.
_marketing or other “downstream” operations should also be included. An example
of how this form of arrangement could impact upon domestic supply and establish
a pattern for other arrangements is the recently announced proposal that the
National Iranian Oil Company acquire a fifty percent interest in a large number
of the Shell Oil Company’s marketing outlets in the Northeastern United States
in consideration for a long-term purchase arrangement for petroleum products
that would be refined in Iran under a joint venture. Review might also be ex-
tended to oil companies that are partially owned by governments, such as
British Petroleum (formerly 499% and now 70.5% British Government owned
since the takeover of Burmah Oil Co.) and CFP (359 French Government-
owned), particularly where as with CFP their operations are conducted with
the express intent of effectuating governmental petroleum policy. The key
issue here may be whether such companies are subject to influence by the govern-
ments by which they are partially owned in a manner that could be inconsistent
with U.S. public interests. At a minimum, the same questions must be asked
about foreign government interests in commercial ventures as are asked about
U.S. Government participation. The standards applied to the two should be
consistent. . .

National security and foreign policy objectives might make it appropriate to
extend the scope of regulation. to, significant foreign “downstream” investments
by U.S. companies in producer countries. Investments such as refineries. or tank-
ers could form a strategic link in the logistical supply web and render consumer
countries more vulnerahle to interruption than the existing system.
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In any case administrative considerations dictate that regulation should be
limited to “major” transactions, appropriately defined, or investments of suffi-
cient magnitude by foreign governments.

Disclosure.—The requirement of complete disclosure of foreign supply arrange-
ments is consistent with the recent trend in consuming nations to develop ‘“greater
transparency” in the petroleum industry. This has resulted in broad disclosure
requirements in the Federal Energy Administration Act and the transparency
provisions of the recently created International Energy Program (“IEP”). The
European Economic Community (“EEC”) has shown an interest in a similar
system. Under the IEP Agreement the participating governments in effect agree
to require the disclosure of the terms of arrangements for “access to major
sources of crude oil.” In fact, two industry committees, headed by BP and Exxon,
are currently working with the IEA to develop a broader data base not only to
facilitate emergency sharing arrangements, but also to serve as a reference
for broader policy issues. None of these developments, however, has yet pro-
vided 'a system to establish the broad informational base that will be required
for the Federal Government to comprehensively assess the impact of a particular
supply arrangement upon U.S. interests.

To implement such a system of disclosure, whether or not in conjunction with
a power of review and approval, petroleum companies operating within the
jurisdiction of the United States could be required to file an abstract for all
appropriate arrangements setting forth essential data such as the parties, term,
price, volume and conditions for interruption. The reviewing agency could have
the authority to request further information or documentation required to assess
the impact upon identified policy objectives. '

It might also be desirable, particularly if there were no power of review and
approval, to require that the abstract be filed not less than a stated, but rela-
tively short, period of time before the effective date of the proposed transaction.
The reviewing agency and other relevant agencies of the United States Govern-
ment would then have an opportunity to “jawbone” with the company if an
adverse effect were anticipated. Fears that such a requirement would retard
negotiations with producers could be ameliorated by a summary type of proce-
dure under which required disclosures regarding the scope of proposed negoti-
ations could be filed before negotiations were seriously undertaken. This could
constitute little more than a “flight plan” filing and should not prove to be a
major disruption. :

Further transparency would result from requiring complete disclosure of all
documents relating to the negotiations. This could not only include the contracts
themselves but also all prior drafts, memoranda and other related documents.
This requirement would be founded on the belief that the government cannot
determine whether the national interest is being protected unless it is fully
acquainted with all the details of the negotiation. A disclosure requirement of
this type would essentially be a “fishing expedition” to determine what factors,
apart from the level of price, are of concern to petroleum companies in their
negotiations with producer governments and to what extent these factors are
inconsistent with U.S. national policy. While indiseriminate use of this require-
ment could be burdensome to the industry, if used with discretion it might pro-
vide valuable insight into foreign supply arrangements and establish a very use-
ful informational base.

Although disclosure requirements might uncover valuable data, they raise
problems. First, the quantity of documents disclosed could be very large, depend-
ing on the scope of disclosure required. Production of all of these documents
would not only constitute a burden to the companies but would require substan-
tial administrative machinery in the government to process and analyze them.

Second, even the disclosure mechanism could bring about a regulatory delay
through expanded bureaucratic activity and review as happened in the case of
the Securities Act of 1933. The “full disclosure” requirements of that Act have
through the years grown cumulatively into a very pervasive form of regulation
with considerable delays. To a large extent this has been true also of the re-
porting requirements of the National Environmental Policy Act of 1969
(“NEPA”). Any legislation requiring disclosure should be tightly drawn to
minimize this problem.

Third, safeguards would have to be established to maintain the confidentiality
of this information. Its release could be a deterrent to producer governments
desiring to secretly undercut OPEC price levels. On the other hand, much of the
information required would be common knowledge to the international oil com-
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panies and producer governments; a great deal of inside “intelligence” becomes
industry knowledge through publications such as Petroleum, Intelligence Weekly,
Platt’s News Service, the Middle East Economic Survey and other sources. Ex-
cept in the case of incomplete transactions, unintended disclosures would prob-
ably have relatively little impact. In any event, the confidentiality problems of a
U.S. agency should be minor in comparison to those of the IEA and the EEC.

Although greater Federal Government involvement in the negotiation of for-
eign supply contracts may be beneficial, disclosure alone could be a useful half-
way step. It does not involve the political costs of a more intensive regulatory
approach to the problem, while providing public assurance that a vital industry
is being scrutinized. Disclosure of preexisting and proposed international supply
arrangements would, however, be an effective component of a review and ap-
proval type of process. In this respect, however, it should be noted that analysis
of the data presented will require a more thorough understanding of the work-
ings of the international petroleum industry than U.S. Government agencies -
have traditionally demonstrated. .

Review and approvel.—The power of an agency of the U.S. Government to
review and approve or disapprove international supply arrangements would be
a more active form of regulation. The purpose would be to safeguard the national
interest by preventing supply arrangements from being made that were deter-
mined to conflict with national objectives.

Tt would be of vital concern that such governmental review not unreasonably
impede commercial activity. Petroleum is too vital an industry to the world
economy to impair its efficiency by the imposition of a cumbersome bureaucratic
process. Protracted administrative procedures, such as those of the. Federal
Power Commission in its review of foreign LNG contracts, could have disastrous
consequences in the fast-moving world of international ‘petroleum. Time is
critical and valuable opportunities could be lost while the wheels of bureaucratic
review were turning. Moreover, the timing problem could be aggravated by
political controversy and the resulting reluctance of the reviewing agency to
make a decision.,.

Unless there were a clear statutory exemption, NEPA would probably be
applicable and the reviewing authority would be required to prepare an environ-
mental impact statement or assessment regarding all arrangements proposed
to be approved that would have a significant impact on the environment ; this
could extend to the environment of the producer country involved. The massive
delays that NEPA-related administrative and judicial proceedings have caused
in energy projects are well-known. The possibility of a judicial review of the
agency decision on the ground that the agency exceeded its authority or other
grounds is yet another potential dampener of commercial activity. The practical
effect of any such delays could be to render U.S. companies substantially less
competitive in the world market. It would appear entirely appropriate, therefore,
to shelter the decision-making process from independent intervention to the
maximum extent practicable on the obvious grounds of national security.

Another problem associated with government review is that, unlike most other
consuming nations, the U.S. Government has made relatively little use of in-
dustry personnel in its decision-making, largely because of widespread public
distrust of such individuals in government. The result may or may not have been
to produce greater “objectivity” in establishing policy, but it has also caused a
fragmentary and incomplete understanding of how the international industry
and market work. The capacity for damage by misguided governmental regula-
tion to the intricate web which channels the flow of investment capital and petro-
leum resources is enormous, and there appears to be an unfortunate under-
estimation of' the need for experience and understanding on the part of the gov-
ernment officials to be involved in any new regulatory scheme for international
petroleum affairs. .

Even assuming sufficient competence, there remains a problem inherent in
decision-making by any agency which is ultimately responsive to the ebb and
flow of political pressure. There are few decisions which involve greater politi-
cal risk than one which affects the price which consumers pay for gasoline or
heating fuel. The generally mistrustful attitude of the public toward the oil
industry is another important political element to be reckoned with, as is the
immense power of the large petroleum companies and their thousands of share-
holders. If government review of foreign supply contracts is to work effectively,
the agency involved must be able to act relatively independently of political
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pressure which may trade short-term political gain for long-term effective re-
source management,

Some of the risks of undue political pressure or favoritism may be eliminated
by the promulgation of “objective standards” in the form of regulations. On the
other hand, the complexity of the industry is such as to defy an easy or precise
definition of what is beneficial or not to the national interest. Often an otherwise
acceptable foreign supply arrangement may not be in the national interest simply
because of its timing or precedental impact, the nature of the parties involved,
the general circumstances in the international market beyond the control of the
parties or less directly affected aspects of foreign or domestic policy. In review-
ing such arrangements, it is inevitable that a great amount of discretion will
have to be given to the agency involved. In view of the crippling effect which
the disapproval of a major supply arrangement may have on a petroleum com-
pany, the width of discretion allowed the administrator in whose hands the
decision is placed may even raise questions of constitutional due process and
the possibility of time-consuming judicial review. The question may be raised,
in fact, as to whether some form of compensation might not be appropriate in
the case of a company whose ability to continue carrying on the petroleum busi-
ness is impaired or destroyed by the Government’s disapproval of a major sup-
ply arrangement, particularly a preexisting one being renegotiated at the in-
sistence of a producer government.

The foregoing problems are not necessarily insurmountable, although they do
indicate the costs which this option would necessarily involve. An agency with the
independence of, for example, the Federal Reserve Board, which would be able
to make discreet use of retired industry personnel might be able to muster the
requisite independence and expertise. The timing question could perhaps be re-
solved by imposing a relatively short and mandatory time limit for the agency
to act if it is to disapprove a contract. This type of deadline, together with suffi-
cient disclosure requirements on the companies and an adequate agency staff,
could make speedy decisions possible. It would also seem desirable to provide for
an automatic approval of a proposed arrangement at the expiration of the speci-
fied time period, unless it was disapproved by the agency within that period.

As noted above, the scope of the government review could be quite broad or
include only foreign supply contracts involving imports into the U.S. market.

Judgmental factors—The costs of government review and approval must be
weighed against the benefits which might be achieved in the implementation of
national objectives. It does not appear that greater U.S. Government involvement
in foreign supply arrangements would give them any greater degree of security
or assure increased crude oil supplies. A case can be made that it raises the
political risk to a producing government considering the breach of a supply con-
tract. but it can also be argued that the indirect presence of the U.S. Government
would make the arrangement more vulnerable to political attack by the producer
countries. The producer governments have shown no high regard for consumer
government interests in supply arrangements as demonstrated by the nationaliza-
tion of British Petroleum in Libya in purported retaliation for Middle Eastern
policies of the British Government and the treatment of CFP and ELF-ERAP in
Algeria. The U.S. interest in arrangements being negotiated could prove, how-
ever, to have a positive influence in that the negotiating company would no longer
be an independent hostage of the producer country. The approval powers of the
U.S. Government could give the company a “fall-back” negotiating position which
the producer country would know the company could not unilaterally change.

'The right to disapprove contracts could possibly promote greater security of
supply if used to direct purchases of foreign imports toward more ‘reliable”
sources and away from producers who are likely to embargo the U.S. for political
reasons or enrtail production. It is questionable whether this usage would improve
the system, however, because the petroleum companies also stand to suffer from
a sudden embargo or production cut, and their decisions on where to invest and
from whom to purchase reflect their on-the-spot assessment of the relative sta-
bility of the sources involved.

It should also be noted that there are very few, if any, fully reliable producer
countries. The United Kingdom with which the United States has a mutually
acknowledged “special relationship” and whose petroleum company, British Pe-
troleum, has very large interests in the Alaskan North Slope and elsewhere in
the United States, is actively considering proposals for North Sea participation
and severe taxation that would seriously affect companies operating in the North




149

Sea. The U.K. is also talking of “conserving” its enormous North Sea reserves by
restricting development and has given indications of a possible intention of re-
stricting production to British markets. Norway has an announced policy of
restricting its very large anticipated North Sea production so as to generate only
such revenues as its economy will be able to efficiently absorb. Canada, our
neighbor and largest trading partner, has stated that it intends to curtail all
exports-to the United States within the next few years. At the same time, by a
combination of federally imposed price controls, severely restrictve federal income
tax provisions, and dramatically increased royalty rates by the provincial govern-
ments, Canada has abruptly reversed the economic incentives for investment by
U.S. companies and has made supply arrangements to the United States more
expensive and less secure. Mexico has indicated that when it soon achieves export
capacity from its new discoveries it will follow OPEC pricing practices. Whether
it is the Peopies Republic of China or the Kingdom of Saudi Arabia, there is a
universal intention on the part of exporters today to maximize returns. Insofar
as reliability is concerned there appears to be very little difference between OPEC
members and any other exporting countries.

Moreover, as mentioned earlier, the forcing of U.S. companies away from tra-
ditional supply sources in the interest of security may simply render them un-
competitive in comparison with foreign companies and could result in petroleum
being directed elsevwhere. Investments (e.g., European refineries and marketing
outlets) have been made by U.S. companies predicated on particular foreign
supply sources. To require these companies, many of which serve largely foreign
markets in any case, to seek other sources could be very costly to them.

It must be constantly remembered in considering this option that the review
and approval powers of the Federal Government could be very easily used in a
way that would be punitively damaging to the U.S. companies without in any
way improving the stability or cost of international sources of supply, On the
other hand, it is clear also that it would effect a very basic political benefit: that
of establishing the confidence in the public that international supply arrange-
ments by U.S. companies are being mnade in a way that will not conflict with
U.S. national interests. With due regard to the very political nature of interna-
tional supply arrangements, this consideration alone could outweigh the very
substantial economic costs involved.

Some see governmental review of foreign supply arrangements positively
affecting prices for foreign crude. In analyzing this concept two basic types of
price problems should be distinguished, The first is the transaction in which a
buyer or off-taker agrees to a price which, although it may be favorable to him
results in a higher level of world prices, or otherwise has a strong adverse prece-
dental impact on world pricing. The second problem is the current level of
world petroleum prices itself, which is widely believed in the consuming world to
be too high.

Control of precedental transactions.—There are in turn two examples of pre-
cedental individual transactions. First, a company may be willing to pay a higher
price on one purchase of petroleum in order to protect a preferential position
on supply or price. An interesting agreement to look at is the Kuwait/Gulf-BP
contract of 1974. Under its terms, Gulf and BP agreed to increase the price paid
for buy-back oil from 939, to 94.85% of posted price, Because of the “most
favored nation” provision of Persian Gulf contracts, all other producers in the
Gulf could now charge 94.85% of posted price on buy-back oil. Accordingly, the
cost of a composite barrel of oil to other offtakers was now higher, and there-
fore, assuming this increase was passed through, consumers paid more as well.

In fact, however, Kuwait gave a premium to Gulf and BP because they were
not required to buy all of the more expensive buy-back oil. Thus while Aramco
offtakers’ had 609 of the more expensive buy-back oil in its composite barrel of
oil, the share for Gulf and BP was only 40%. For Gulf and BP, this was very
good, but for the others it created a precedent which raised the cost of oil. Abu
Dhabi later gave a similar concession to its offtakers whereby a composite bar-
rel of oil had 50% buy-back oil, but the downward portion of the price precedent
did not hold. The increase to 94.859 of posted price held.

Gulf and BP made a good deal for their stockholders. 'To have refused the
Kuwaiti terms would have jeopardized their preferred access. The example illus-
trates how the companies under current OPEC dominated markets are whip-
sawed. Because the price of oil has become a political matter no company can
hope to address it alone, nor can an individual company be expected to penalize
its stockholders in pursuit of still inchoate policy goals of the U.S. Government,
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The second situation occurs in times of short supply when small purchasers,
often utilities and other consumers, find their previous sources of supply inse-
cure and are forced out on the world market seeking supplies at any price. The
“pidding up” of prices on spot cargoes and small direct purchases as a result of
the desperation produced by short supply was a common phenomenon during the
recent oil crisis. Both of these situations may be equally detrimental to the ulti-
mate consumer.

Producing nations have a generalized concept of the “fair value” of their petro-
leum. This notion affects what they consider their minimum acceptable price level.
When companies, protecting a preferential position or attempting to secure some
source of supply, are willing to pay substantially more than other purchasers, pro-
ducing governments often interpret this as an indication that the current price is
too low. In addition, as was learned in the negotiations of 1970-71 and subse-
quently, if one producer government decides to raise its prices, the others may be
expected to follow suit. Under the “most favored nations clause” found in Persian
Gulf supply contracts, for example, a higher price paid by a company to one pro-
ducer government to maintain a company’s access to cheaper equity crude will
give the other producer governments the right to the same price from purchasers
of its crude. Thus the precedental significance of individual supply arrangements
is very important. Every major supply contract has some effect upon subsequent
contracts both in that country and elsewhere.

A government right of review would be unlikely to have substantial effect
upon the bidding up of prices during an embargo or other short-term supply in-
terruption. The quantities involved in most of these purchases are generally small
and, although the producing governments will often attach considerable impor-
tance to them, the benefit derived from regulating them would not justify the
enormous cost. An alternative form of regulation would be an across the board
price ceiling on imports, as discussed in an earlier section of this Study. Neither a
power of disapproval nor a price ceiling, however, will fully solve the price prob-
lem. If the interruption of supply is sufficient to drive small ‘U.S. purchasers onto
the world market, it will have a similar effect upon purchasers in other consuming
nations. This was the case during the recent embargo. If not restrained by their
respective governments, these purchasers will be queuing up to take the place of
any U.S. purchaser whose contract has been disapproved by the U.8. Government.
The result would be a self-inflicted compounding of the shortage in the U.8., with
the huge costs attendant to losses in employment and GNP, while non-U.S. pur-
chasers continue to exert the same escalating effect upon world prices.

‘A better way to deal with the bidding up of spot prices during an interruption
of supply would be a price ceiling imposed in conjunction with other consuming
nations, such as through the IEA. By such cooperative efforts, the incentives for
purchasers to bid up prices would be greatly reduced. The major problem, of
course, would be that if supply is sufficiently short, the countries participating
might have to endure substantial shortfalls in their supply and the resulting eco-
nomic impact. This would severely strain what would essentially be a consumer
cartel. Under existing conditions it seems unlikely that it could survive.

The supply contracts in which a higher price is paid to maintain a preferred
position are more susceptible to control under a scheme of government review and
approval. These arrangements are, as a rule, much larger and their precedental
impact is accordingly greater. For example, negotiations between any of the
major multinational companies and their Persian Gulf host governments will be
watched with keen interest by the entire petroleum world.

A preferential price or access is something to which both the company and the
producer governments attach value. Accordingly, if U.S. Government disapproval
were to cause a company to lose its position, that could result in economic condi-
tions contrary to the national interest. If no other companies were willing or able
to take its place, the prodncer would have to sell at a single price to all purchasers
which, according to some, would make it harder for OPEC nations to maintain
their cartel-like unity because of covert and indirect price cuts.

If the U.8. Government structured its review so as to apply only to crude
destined for the U.S. market, the companies, valuing their preferred position
and seeking to be able to maintain it, would adjust their distribution network as
to avoid bringing themselves within the web of U.S. regulation. They would,
accordingly, seek to sell petroleum purchased under such agreements to non-
U.S. markets, but the precedental impact of such agreements would remain and
would have the same escalating effect on the price of other crude, some of which
would be destined for the U.S. market.
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Should a company be unable to sell its crude elsewhere and be forced to give

up its preferential position, it is likely that companies from other consuming,

nations would be willing to take its place. Thus, there would be a transfer of
preferential positions from U.S. to non-U.S. companies with no effect upon
world price levels. The U.S. Government, then, has limited ability to unilaterally
prevent the adverse precedental effécts paid for preference of access; it can only
affect which companies are paying. .

If, however, consumer nation cooperation were sufficiently advanced so that
other consuming governments could and would prevent their companies from
seeking the preferential positions abandoned by U.S. companies, and vice versa,
the action of the U.S. Government would be much more effective in controlling
the price problems attributable to payments for preferential positions. ‘Without
such cooperation, the U.S. Government is engaged in a questionable activity if
it is depriving U.S. firms of their advantages only to have foreign firms assume
them. The essential element, however, is the requisite degree of consumer nation
cooperation and not the unilateral action of the U.S. Government. Moreover,
such cooperation under the IEP or otherwise does not appear to have developed
to the necessary extent and the refusal of any major consuming nation to co-
operate would be fatal to the implementation of this concept.

If the U.S. Government chose to impose this regulatory scheme on all pur-
chases by U.S. companies abroad, the result would be similar. A large portion of
Western Europe’s petroleum and three-quarters of Japan's are provided by the
international supply web of the U.S, companies. To our allies in Western Europe
and Japan, the smooth functioning of this network is of critical importance.
If the U.S. Government were to attempt to regulate the purchase of Middle
Fastern and North African petroleum for consumption outside the United States,
by seizing upon the ‘citizenship” of the intermediary companies, it could

seriously prejudice the ability of those companies to perform their function as.

an international conduit of energy and have an adverse impact on U.S. foreign
relations.

Although five of the seven majors which deliver most of the petroleum supply
to Japan and Europe are incorporated in the United States, they are multina-
tional corporations in the broadest sense of the word. Their “citizenship” is
American, but the muitinational corporations are invélved in a number of dif-
ferent countries and owe legitimate obligations to each of them. Their recogni-
tion of these obligations was revealed by their conduct during the recent em-
bargo in which they rerouted shipments so as to spread the burden of the short-
age rather evenly among their many multinational customers.

These companies operate uinder an international patchwork made up of the
regulations of each country with which they are connected. This presents no
problem as long as one nation does not seek to regulate the company in a man-
ner inconsistent with regulation by the others. When, however, a single nation
attachs decisive significance to the particular connection between it and a com-
pany, to the exclusion of other involved nations, in order to justify a system of
regulation which reaches beyond its territorial boundaries, the viability of the
whole concept of a multinatiinal corporation is in danger. Such companies may
be expected to seek to evade that country’s jurisdiction by the use if foreign
subsidiaries.

While some of the recent criticism of multinational corporations within the
United Nations and elsewhere may have merit, any substantial abridgment of
their logistical and managerial functions in international petroleum could have
a crippling effect upon the world economy. In addition, it is an error to assume
that these companies can be easily replaced.

Unless done in close coordination with other consumers the attempt by the
U.8. Government to review its companies’ foreign purchases arrangements, in-
cluding supplies destined for other-markets, would evoke grave concern on the
part of other consuming nations. While basically in accord with the United
States on broad matters of energy policy, most other consuming nations are very
aware of their greater vulnerability to-the economic weapons of oil producers
and are sometimes concerned by the approach to these nations taken by the
United States. Accordingly, they may be apprehensive of any action which would
link their supply of energy to the political decisions of the U.S. Govern-
ment, and these nations would quickly begin seeking their own sources of sup-
ply, free of possible U.S. Government interference. These efforts might, in turn,

have an escalating effect upon prices. At a minimum, they would enforce the

tendency to replace the present companies with national companies.
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On the other hand, if there is logic in the regulatory concept, it should ex-
tend to the maximum number of relevant supply arrangements made by U.S.
companies, including those made to supply foreign markets. This would maxi-
mize the control and presence ¢f the U.S. Government, develop an informational
base regarding the relationships between U.S. and foreign markets, and limit
avoidance of the regulatory scheme by the use of the foreign market loophole.
Similarly, it would seem logical to exert the maximum amount of pressure to
discourage arrangements being made by foreign companies because of any com-
petitive advantage over the U.S. companies created by the new system. There are
abundant ties which the companies of certain of the consumer countries have
with the United States which would serve as an appropriate nexus for regula-
tion also. This approach would inevitably lead to a much greater U.S. Govern-
ment involvement in the negotiation of international supply arrangements. _

Regulation to affect world price levels.—The second possible use of review
and approval would be as a device to achieve lower prices. In this case, supply
arrangements would be disapproved, not because the price was out of line with
current levels, but as part of a strategy for lowering these levels. Its success
would depend on how badly the producing country needed the U.S. market of
purchases by U.S. companies. Under existing market conditions, it is doubtful
that much could be accomplished. Even with current worldwide softness of
demand, if other consumers were not forthcoming to purchase the supply re-
fused by U.S. companies, the existing level of prices could probably be main-
tained by appropriate production cuts on the part of the producing government.

If the U.S. Government's disapproval of contracts at existing price levels
were invoked in conjunction with a coordinated policy of consumer cooperation,
the chances of producing an impact on price would be greater. The strategy
most calculated to have an effect would be the disapproval of contracts from
one or two selected producers whose national requirements make a reasonably
steady flow of revenue a matter of great importance. If the U.S. Government
disallowed further purchases of this country’s crude (and other consumers either
did likewise or declined to fill the void), the resulting necessity of shutting in
produection could become very costly to that country. It should be noted, however,
that the most vulnerable producer countries (such as Indonesia and Nigeria)
are nations which we would not wish to isolate. This format of consumer nation
cooperation would be materially assisted by a “safety net” form of cooperation
among the companies which would assure those affected by such regulation of
other sources of supply.

Whether, however, the U.8. would endure a self-imposed embargo of any size
is doubtful, considering the political impact of the resulting decline in economic
activity and high unemployment. This cost could be avoided if the U.S. were
able to cover the shortfall with purchases from other producing countries.
OPEC would, however, undoubtedly immediately recognize that the strategy
constitutes an attempt to “pick off” its most vulnerable producers, Like the com-
panies, the producers may have learned from the Libyan negotiations that the
strength of the group can only be maintained by protecting the weakest of the
members. The obivous OPEC response would be fore the residual producers to
make cuts in their production equal to the shortfall caused by U.8. refusal to
purchase from the producers it seeks to isolate. It might be able to ease the
situation by spreading the shortfall among other consuming nations, but this
could be countered by further production cuts. Thus, if the residual suppliers
were willing to play their part, they could check any such consumer strategy

‘under current market conditions by converting it into a standoff situation in

which consumers, who are more vulnerable, would probably lose.

The success of any strategy to reduce world price by disapproving selected
contracts—whether by the U.S. Government unilaterally or by consuming nations
collectively—depends upon the ability of OPEC to recognize the challenge and
the willingness of the residual producers to shoulder their burden in order to
maintain OPEC unity. Since producing nations owe much of their recent eco-
nomic and political strength to the unity of OPEC, it would be very unlikely that
they would fail to respond to such a clear political confrontation by consuming
nations, The willingness of OPEC producers to unilaterally cut production in
order to maintain OPEC unity has already been amply demonstrated by the
actions of a number of OPEC members. In fact, the political climate, both do-
mestically and internationally, would make it virtually impossible for any OPEC
member not to vigorously respond to this threat.
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Conclusions.—At a minimum it appears necessary for the U.S. Government
to obtain information regarding international supply arrangements:directly
affecting U.S. supply from éompaniés operating in the United States, which would
include both U.S. and foreign companies, In addition, it may also be desirable
to obtain such information regarding petroleum-related investments in the United
States by foreign governments and -corporations, wholly or partially govern-
mentally owned, which materially affect U.8. supplies, or other considerations of
national interest, including national security and foreign relations. It may also
be desirable to have information regarding certain forms of foreign downstream
investments which could impaect upon U.S. supply. .

There will be a clear need to narrow the quantity of information required to
that which is the most relevant and material. There can be little question, how-
ever, that this informational base is necessary and desirable in the important
area of evaluating United States policy and formulating governmental policy
and action in international petroleum affairs. :

The disclosure requirements could serve as a springboard for broadly based
administrative action by the agency involved which could effectively convert the
process to a more onerous and time consuming form of regulation as was done
in the case of the disclosure requirements of the Securities Act of 1933, and in &
sense also in the reporting requirements of NEPA. The potential regulatory
character of a disclosure statute poses both the issue of how ithe legislation au-
thorizing it can be limited to the disclosure function and whether practically it
should be. If the present situation is one that realistically requires the involve-
ment of the Federal Government the question goes logically to the best form of
that involvement. It serves little to.either the Administration or the Congress to
permit a system to grow by accretion through ad hoc administrative actions.

A much more serious question is presented by the review and approval method
of regulation. The rules regarding disclosure could develop into a more broadly
Lased regulatory format, but it would probably take a substantial period of time.
The review and approval concept, however, could cause severe and immediate
disallocations within the international supply system unless used with great care
and sensitivity by the responsible agency. The direct cost of creating an appro-
priate Executive Branch monitoring capability could be quite significant because
~of the sophistication that would be required in its personnel and the extent to
which its regulatory functions would carry. The indirect costs of the system could
be much greater and potentially could be very disruptive of the national and
international economy. If the energy supply to the United States and/or the
rest of the world that is served by the regulated companies were materially im-
paired because of the unwise operation of the system, the economic consequences
could be large.

On the other hand, it is very true that events in global petroleum affairs have
drastically changed the traditional system of supply, demand and distribution
and that the oil companies today are relatively powerless in dealing with pro-
ducer countries. The basic question then is whether the United States presence
should be, even if only indirectly, interjected into international petroleum ar-
rangements affecting U.S. supply and other identified national interests. The
question is a highly political one and this consideration is emphasized by the
fact that predictably under prevailing conditions, the selection of this option
would have little direct impact on,domestic petroleum prices, at least in the
short term. On the other hand, it does provide both a window and a potential
lever of the Federal Government in international petroleum affairs which could
prove to be of great benefit. If consumer nation cooperation is increased, if
the world petroleum supply base is broadened, if consumer nations develop
a strong program of conservation and utilization of alternate energy supplies,
if safety net arrangements could be established for important strategic areas,
then this regulatory format in the U.S. and other important consuming countries
could have a strong impact on world pricing and the OPEC cartel.

The oil industry generally and quite strongly opposes this form of regula-
tion, and with good reason in view of its potential for economic disruption.
The day of laissez faire arrangements in international petroleum affairs has,
however, clearly passed. A new role of the U.S. Government in international
petroleum affairs is necessary. This option, particularly in conjunction with
selected other options might establish U.S. Government control points in inter-
national petroleum transactions and restore public confidence that such arrange-
ments are consistent with national policy objectives.
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5. Oreation of & petroleum corporation, fully or partially owned by the
Federal Government, to engage in international activities

There have been recent proposals to create a Federally owned oil and gas
corporation to explore for and develop domestic petroleum resources, particularly
those owned by the Federal Government. The rationale given for this concept
is that such a corporation could serve as a “yardstick” by which to measure
the performance of U.S. private corporations and also to facilitate the develop-
ment of higher risk areas such as the Outer Continental Shelf. These are, how-
ever, essentially domestic concerns and beyond the scope of this Study.

In the context of international petroleum arrangements the concept of an oil
company wholly or partially owned by the Federal Government has viability
largely as a means through which the Federal Government could assert its
presence in such arrangements. This option has been given impetus by the
increasing presence in international petroleum affairs today of both producer
and consumer government-owned companies.

At the outset it should be emphasized that if a precept of a Federally owned
international oil company is that it is to serve as a ‘“yardstick,” it can do so
only if it is in all material respects similar to a private company: if it has no
special advantages and no competitive handicaps vis-a-vis privately owned
companies, If the Federally owned corporation. is in fact comparable to the
private company, it may well be in no better position to perform the various
petroleum industry functions than the private companies are. :

A number of significant fully or partially government-owned corporations have
been created by consumer governments for such special purposes, largely to
give them secured access to foreign petroleum reserves independent of the U.S.
companies. When the French Government acquired 35% interest in CFP, now the
world’s eighth largest oil corporation, it did so “to create a vehicle for realizing
a national oil policy.” Notwithstanding this significant governmental infiuence
(the Secretary of the board of directors is a designate from the Foreign Ministry),
CFP began to conduct its affairs in the same manner as privately owned com-
panies. Because of this it avoided the exploration and development of a number
of areas, including the French-held Sahara Desert and France itself, because
of the magnitude of its proven Middle Eastern reserves. President DeGaulle in
1966, therefore, created ELF-ERAP, a wholly owned government corporation,
to develop these areas. In time even ELF-ERAP, together with its 51% owned
subsidiary Aquitaine, began to drift from its original mission and today it op-
erates very much in the manner of a private company and is engaged in explora-
tion and development in areas of the world, such as Canada, the United States
and Asia and services markets completely unrelated to those of France.

ENI, wholly owned by the Italian Government, also fits this pattern. While
formed for essentially political purposes, it operates in most respects as does
a private company. The interest of the British Government in British Petroleum,
now 70.5% (since its very recent acquisition of the 21.5% interest of Burmah
0il Co.) was originally acquired shortly before World War I in order to provide
the British with secure accesss to Middle Eastern petroleum supplies with the
then paramount thought of servicing the Royal Navy which was just converting
to oil burning engines. While the British Government has two representatives
on the board of directors, it is established governmental policy not to intervene
in the operations of the company except in the case of national emergency and
the company performs virtually in the same manner as do the other “Seven
Sisters.” BP has worldwide supply and marketing arrangements, including
very substantial ones in the United States.

These illustrations point up one basic factor. In order to create a petroleum
corporation, whether privately or governmentally owned, it is necessary to assem-
ble from the pre-existing industry those with technological and managerial skillls
sufficient to fulfill the assignment. If this is done adequately, the personnel have
simply been acquired from other companies and what has in effect been created
is “just another oil company.” This is perhaps justified when a consumer nation
does not have an industry capable of entry into international supply arrange-
ments, but in the case of the United States, private industry has historically
maintained a very broad-based access to foreign supplies. The creation of a gov-
ernmentally owned company would, therefore, seem to be in most respects an
act of redundancy.

In addition, it should be noted that there is in many European countries a
tradition of government-owned enterprises established to acecomplish policy ob-




jectives which in the United States have historically been pursqefl by the regula-
tion of private industry, such as antitrust laws. While the British Government
acquired British Petroleum in large part because Winston Churchill, then the
First Lord of the Admiralty, feared the monopolistic power of the Standard
Oil Trust, the U.S. Government broke it pursuant to our antitrust laws. Thus,
although logically one might propose that the U.S. create a governmentally
owned corporation to cope with problems in the oil industry, such logic would
probably apply with equal force to various other industries (such as automobiles,
steel, and airlines) in which the governmentally owned company approach has
been rejected, if ever seriously considered.

The governmentally owned oil cororations of producer countries, such as
Petromin (Saudi Arabia), National Iranian Oil Company, Pertamina (Indo-
nesia), and CVP (Venezuela), do not serve as useful precedent in evaluating
this option. They are in large part simply an extension of the government and
with very few exceptions lack the expertise, technological skills and managerial
competence that is necessary in order to perform the obligations required in
international petroleum arrangements. With few exceptions also this type of
corporation has been found to be grossly inefficient when gauged by the stand-
ards of private petroleum companies. o

The record of inefficiency is not confined to companies of producer countries.
This has been the pattern elsewhere (most of the government corporations of
consumer countries examined have been heavily subsidized) and it is likely in
the case of the United States, perhaps even more so with due regard to our
relative lack of familiarity with this type of system. Government corporations
are responsive to political pressures that are wholly unrelated to economic
aspects of their mission, and this breeds inefficiency.

The research performed in connection with the Study yielded no evidence that
any existing governmental corporation is more efficient than private enterprise,
although there were suggestions that the Tennessee Valley Authority (“TVA")
may be no less efficient, despite its clear record of subsidization. There was a
uniform record of opposition to this concept by the industry and certain of the
public interest groups surveyed. The latter expressed the view that govern-
mental corporations are less accountable to the public than private ones, citing
the TVA posture on environmentétl‘matters. There is a danger that any such
inefficiency could result in upward pressure on market prices if the government
corporation was big enough to have a significant share of the oil market, unless
the inefficiencies were subsidized by unrelated Federal revenues.

. The Un.ite_d States could, of course, acquire a substantial or controlling interest

.in an existing company in much the same way that-the British and French
Governments did with respect to British .Petroleum and CFP. As has been seen,
however, these companies have functioned basically as have other private com-
panies, and it is very questionable whether any public purpose would be served
thereby with the possible exception of having greater transparency to the gov-
ernment of the operation of the industry through representation on the com-
pany’s board of directors. The ambiguity inherent in this type of business organi-
zation with its potential conflicts between private and public interests, however,
make this proposal a particularly novel one for the United States. Typically, in
this country the distinctions between business and government have been much
more clearcut and formalized than this type of arrangement would permit.
Moreover, a very basic question-is presented: if this type of arrangement is
appropriate for the petroleum industry, why is it not appropriate for other
industries having strategic value to the United States? Thoughtful industry
regulation, rather than acquisition, seems much more in keeping with the Ameri-
can system. . -t . :

Other possible disadvantages of a governmental oil corporation include the
possibility of a government-to-government confrontation growing out of the
corporation’s activities. While it is clear that these international companies do
not act as the “poltical buffer” that perhaps they once did, they nevertheless do
not present the type of consumer government presence in producer countries
.that a governmentally owned corporation would. As noted earlier, such countries
have not hesitated to use even partial governmental ownership as a basis for
-attacking the company to protest the policies of its government.

Baoploration and production from, foreign reserves.—Internationally, a govern-
mentally: owned corporation might explore in areas abroad where because of
risk or cost private companies have been unwilling or unable to go, but where
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for reasons of security of supply the nation as a whole would benefit from possi-
ble discoveries, presumably in relatively “reliable” areas. As noted earlier, how-
fvé:r, there are very few areas of the world that can be considered ‘“reliable”
oday.

Further, it is doubtful that production agreements between host governments
and companies owned by consumer nation governments are any more secure.
Such agreements have been unilaterally altered or abrogated by producing coun-
tries in the same manner as agreements with privately owned companies.

Importing.—A governmentally owned corporation might be given either exclu-
sive or nonexclusive rights to import oil for U.S. markets. Making the govern-
ment corporation the exclusive importer of oil would be one means of imple-
menting a policy of total government authority over imports, as discussed in the
limitation of imports section. Such a corporation might be used as an instrument
to enforce national import policies, includng favorng certain sources of supply
over others, Imiting the aggregate amount of oil imported or the price paid per
unit, or generally reducing upstream competition among buyers of producer
country oil. None of such possible policies, however, would appear to require the
creation of a governmentally owned corporation to participate actively in indus-
try functions. All could be achieved by a variety of more conventional means.
such as regulation, taxation, and subsidization of existing privately owned
companies.

If such a corporation were formed, the government-imported oil, could be
disposed of by sales on the open market to refiners and wholesalers, by alloca-
tion to specific refiners, wholesalers or users, or by any combination of sale and
allocation. In any case, the government corporation would be under severe pres-
sure to use a form of marketing that would assure continuity of supplies and
price at least roughly comparable to that provided by ordinary commercial trans-
actions. This constraint would limit the freedom of the government company to
deal with producing country governments in ways that depart significantly from
ordinary commercial practices. Either the government company will behave
essentially like a private company or increased costs and disrupted or reduced
supplies will be likely, at least in the short-to-medium term,

As with a governmentally owned exploration and production company, an
exclusive governmentally owned importer might make a deliberate attempt to
shift import sources to relatively “reliable” producer countries, despite some
commercial disadvantages thereby incurred, with the hope of reducing dependence
on less reliable countries, On the other hand, a transaction of this type could
simply reflect the desire of the U.S. Government to augment the income of a
particular power by indirect means, perhaps so as to avoid the need to seek
and defend foreign assistance funds from the Congress. This was the case with
the foreign tax credit and Saudi Arabia in the 1950’s. It is not the only example.

Another possible government import policy which transcends immediate com-
mercial rationality would be to diversify import sources among as many oil-
producing countries as possible, on the theory that thig will increase the potential
for competition among would-be suppliers to the U.S. market and make all such
suppliers relatively insecure in their U.S. market shares. The Federal corporation
might attempt to work out long-term import deals with newly emerging oil export-
ing countries such as Mexico, China, Southeast Asian countries, and even the
U.S.S.R., under circumstances where private companies have little or no incen-
tive to do so. The oil so imported could be sold in U.S. markets and would tend
to hold down imports from other sources, including the present leading suppliers
of the United States. Some oil exporting countries may bave a strong preference
for dealing on a government-to-government basis through a government-owned
importer. If this preference were so strong that the exporter would refuse to deal
with a private oil company, or would do so only under less favorable terms, then
a government corporation may be justified.

These possible policies, or others that might be devised for a governmentally
owned importing company, may require as long as several years before they bear
substantial fruit. By then. however, the state of the oil mariet could have changed
drastically, rendering such policies superfluous or even counterproductive.

A governmental corporation with non-exclusive rights to import would face op»
tions and problems similar in most respects to those of a governmentally owned
exclusive importer, except that it would impinge less radically on the commercial
interest of existing companies. A non-exclusive importing corporation would also
tend to increase competition for supply arrangements. Such increased competi-
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tion is adverse to U.S. national interests to the extent that it helps to strengthen.
the market position of oil exporters. As in the case of the exclusive governmental
company, this company would probably contribute to higher prices. Unless it were
regularly subsidized, a price floor would be set by this company above the level
which competition between commercial companies would determine. .

In light of the above factors, creation of a governmentally owned importing
company must be regarded as an option with a rather high initial cost and lm-
ited promise of significant long-run benefits.

Petroleum storage.—Storing a strategie reserve of crude is a possible function
for a governmentally owned corporation. The security value to the nation of hav-
ing a relatively large stored reserve of crude is not adequately reflected in the
ordinary oil market within a time span short enough to be of interest to a private
company. There is thus inadequate incentive for private companies to store as
much as would likely be optimal for the welfare of the nation or for consumer
nations generally, as evidenced by the storage requirements of the IEP. For in-
stance, if an embargo could be expected only every 12 years, private companies
would probably not be interested in building up supplies in anticipation thereof,
even if such supplies could be sold at a substantial profit, free from price controls,
when the embargo came.

There are, however, various ways, including tax incertives, to provide private
companiés with the motivation to create storage that would be more consistent
with the other aspects of the U.S. system. Thus, it is doubtful that the storage ra-
tionale alone would justify the creation of such a company.

Research.—Government participation in energy research, including pilot proj-
ects in secondary fuel sources is relatively easy to justify. This is the concept
underlying the newly created Energy Research and Development Administration
(“ERDA”). The benefits of scientific and technical progress cannot be entirely
captured by the entity making them but quickly become diffused to the entire in-
dustry and the entire society. There are, however, many ways ini which the Fed:
eral Government can and does promote research and development besides through
a governmentally owned entity, and the creation of ERDA would seem to render
the question moot. ' ’

Finally, creation of a new Federal corporation to do any or all of the above on a
large scale would involve a substantial fiscal outlay. If, for instance, a corpora-
tion were created of a magnitude comparable to a private firm that supplies 3-4
percent of the U.S. petroleum market, it would probably require a net investment
of at least $2 billion. :

Conclusion.—Whether viewed economically, functionally or from the stand-
point of the overall public interest, there appears to be no convincing basis under
today’s conditions upon" which to recommend the creation or acquisition of a
company of which the U.S. Government would be the whole or partial owner to
participate in international petroleum transactions. Undeniably the U.S. Gov-
ernment must have a greater role in international petroleum affairs than it has
had in the past, but this option clearly appears to present an inefficient, and
potentially counter-productive method of asserting the U.S. presence.

B. Bilateral/multilateral options

o 6. Coordination of international supply arrangements through an industry
wide association of consumer couniry companies

The creation of an international association of petroleum companies, in which
all consumer nation petroleum companies which play a substantial role in the
international petroleum industry would be represented, would be directed to the
objective of maximizing the bargaining leverage of companies in their dealings-
with producer governments and expanding the understanding of consumer gov-
ernments of the limits of the companies bargaining position. Although it is widely
understood that the companies are no longer able to effectively bargain with
producer governments on price, full consideration has not been given to the
potential bargaining position of the companies if enhanced by government en-
couraged and coordinated planning and strategy. :

" With their control over the transport and downstream marketing of better
than 809% of OPEC's production the companies still have some residue of the
market power which for a half century allowed them to exercise extensive con-
trol over all aspects of the industry, including pricing. Although much of this
power has been eroded by the increased strength of producer governments, some
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of the conditions which contributed to the rapid deterioration of the companies’
bargaining position during the last four years might be countered or emeliorated
in future negotiations. One of these factors was the extreme vulnerability of
certain companies to threats of production cuts or nationalization which thereby
reduced the ability of the companies to maintain a united front. A second im-
portant factor was the shortsighted policies of the United States and other
consuming governments which not only impeded the ability of the companies to
coordinate their 1970-1971 negotiations in Teheran and Tripoli, but actually
undermined their position by making concessions to producer governments at
the diplomatic level.

These two factors combined to render the companies incapable of bargaining
individually and left their attempt at shoring up their position through the
London Policy Group (“LPG”) fragmented and ineffectual. (See historical
section.) Although these conditions forever ended the era in which the companies
could dictate price levels to producer governments, they have not completely
nullified the ability of the companies to negotiate price in times of excess world
capacity, provided that consumer governments pursue policies which are suppor-
tive of that end. :

To accomplish its objective of improving company bargaining strength, the
association would have to include all consumer nation companies with sizeable
producer country supply arrangements. A precept of the organization would be
full prior disclosure of all proposed supply arrangements, an understanding not
to compete with other companies for certain categories of supply arrangements
and “safety net” agreements to provide some measure of insurance for those
companies which might-lose sources of supply as a result of complying with joint
decisions. In most important respects and functions, it would be a recreated and
probably more broadly based LPG. For political appearance as well as ease of
administration, the obligations of the member companies would be on an in-
formal basis, the good faith performance of which would be left to the companies’
respective governments to enforce as they saw fit. For companies with full or
partial governmental ownership this would pose few problems in light of the
high degree of cooperation with government which typifies them. Ways in which
the cooperation of U.S. companies could be secured are discussed below.

The purpose of the association would be to enhance the companies’ bargaining
position by the exchange of information, the reduction of upstream competition
and the formulation of afirmative strategies for maximizing downward market
pressure on prices by, for example, shifting purchasing patterns among the com-
panies to focus softness in world demand on selected producer countries. The
association could also develop strategies for inducing producer countries to in-
crease the attractiveness of their crude by such non-price variables as discounts
for quality, transportation or other services rendered by the company, credit
terms, delayed payment of purchase price or acceptance of soft currency.

One advantage of the association would be that it could serve as a device to
channel and direct market forces and consumer leverage in times of long supply
through the relatively low profile and apolitical environment of a large number
of individual commercial transactions. Since much of the beneficial impact of
focusing softness of demand on the most vulnerable producers could be offset

by the cooperation of the large residual producers in setting up a financial.

“safety net” for OPEC, it is important that any strategy be integrated into the
complex web of commercial activities. The risk cannot, of course, be eliminated,
but it would appear to be much lower than if this strategy were pursued directly
by consumer governments. The dangers inherent in diplomatic confrontation
over price levels may be replaced by the subtler effects of indirect coordination of
supply arrangements so as to maximize the incentive and opportunity of producer
governments to compete. ’ : '

The U.S. antitrust laws pose a major problem for industry cooperation of
this type. While the vigilant enforcement of these laws in the U.S. market imple-
ments an important national objective, the U.S. Government’s concern for
maintaining competition among its companies in the acquisition of foreign
suppl?es has not only been unappreciated by other consuming nations but has
coptnbuted materially to the inability of these companies to negotiate lower
prices from OPEC governments, a self-acknowledged cartel. The purpose of these
laws is to eliminate the power to take monopolistic or oligopolistic profits but
they have no effect upon the producer cartel faced with competing buyers. Be-
cause the companies are largely only price takers and are generally able to pass
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higher prices on to the consumer, the application of the antitrugt laws to their
negotiations with producers has ultimately resulted in higher prices. . L

If the industry association is to act effectively, there must be an exemption
from the antitrust laws for coordination of company upstream activities while
at the same time maintaining enforcement of competition downstream. This
division of industry activity for purposes of the antitrust laws is admittedly not
easy, either in theory or in practice. It is, however, essential if companies are
to aect in greater concert. The problem could probably be best dealt with by
giving an exemption for association activities subject to continuous review: by
a competent and knowledgeable U.S. Government representative who would be
present at 'all meetings and privy to all communications.

A major problem with this proposal is insuring that once the association is
set up, the companies will use it in the public interest. There is the suspicion
among some observers that the companies are not interested in returning prices
to lower levels. The impact of higher prices has largely been passed on very
profitably to consumers, and as holders of large high-cost inventories, the com-
panies might face very substantial inventory losses if prices fell. While the issue
is unclear, any proposed plan for industry coordination will have to deal with
the possibility that, for whatever reason, the companies may not wish to
cooperate.

Some companies might be reluctant to join in the association for other reasons.
Companies with good relationships with their producing governments, for ex-
ample, might feel that participation would have an unsettling impact., Smaller
independents, who are seeking to increase their share.of the international market,
might regard the non-competitive aspects of the association as merely an en-
trenchment of the status quo. To the many companies who have expressed a
belief that prices can only be settled at the diplomatic level, the association may
offer them nothing more for their efforts than an increased risk of antitrust
prosecution.

Requesting the companies to join such an association and to discuss their
foreign supply arrangements or proposed negotiations would probably not pre-
sent a major problem; a substantial number of the companies indicated they,
would favor this option. Requiring the companies’ participation in the Associa-
tion would probably not be feasible in view of its strategic and planning functions.

Only one who had aétually been involved in such an association’s meetings and
planning could judge whether all opportunities had been vigorously pursued and
whether the companies had acted in good faith. The best entity to supervise the
performance of the U.S. companies would be an ageney of the U.S. Government,
acting alone or preferably in cooperation with other consumer governments and
intimately acquainted with the operations of the association. The assignment
would logically- fall to the agency given the responsibility. for regulating inter-
national supply arrangements (Option No. 4 discussed above), -The agency
would have to be fully acquainted with the workings of the international petro-
leum industry, be independent of political as well as industry pressure and be
capable of making decisions on very short notice,

.Probably the most credible incentive for cooperation would be to mandate
the designated Federal agency to evaluate the ability and willingness of the com-
panies to use their best efforts to promote lower levels of prices and, after an
initial period of two or three years, to report its findings to Congress and the
nation. If it found that the companies were unable or unwilling to act in further-
ance.of the national interest, the .agency could further be required to propose
legislation to correct the situation. If, on the other hand, the agency found.that
the companies were in fact dedicated to working for objectives consistent with
the national interest, the need for greater governmental intervention and regula-
tion might not be present. o

In addition to providing an.incentive to active company cooperation, the
designated Federal agency could also provide a leadership role. The association
would probably include many companies of differing sizes, types- of ownership
and nationality. Their success in achieving substantial breakthroughs on price
would be dependent upon their ability to work and plan in a coordinated fashion.
The agency could provide a central source of guidance and direction, even if
working behind the scenes through a caucus.of U.S. companies. The effective-
ness of such indirect leadership would depend upon the ability of the U.S.
Government to secure the cooperation of other consuming nation governments so
necessary to maintain the cohesiveness of the association.
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The success of the association, then, would depend in large part upon the
work of the Federal agency which, by way of summary, might have the following
responsibilities :

(1) To evaluate the ability and willingness of the U.S. companies to negotiate
lower levels of petroleum prices;

(2) To provide positive guidance to the U.S. companies in planning the strategy
of the association;

(3) To coordinate these efforts with relevant agencies of the U.S. Government;

(4) To review and approve or disapprove foreign supply arrangements, assums-
ing such a power is created ; and

(5) To report to the President and the Congress after an ipitial term of two
or three years on its findings with respect to mandate (1) above and, if neces-
sary, to propose legislation which will make companies operating in the United
States more responsive to U.S. national interests.

A risk which should he weighed in the evaluation of this option is that pro-
ducer nations will regard it as an attempt to create a consumer cartel. This risk
is increased by the role which the Federal agency would play in connection with
the association. It should, however, be possible for the agency to act in a suffi-
ciently discreet manner to reduce the risk of a political confrontation by empha-
sizing the fact-finding nature of its mission: an active and participating form of
transparency. Producer countries cannot legitimately object to the desire of
consuming governments to investigate and report on the activities and interests
of their own peroleum companies. Any attempt to enhance consumer leverage
has an inherent risk of confrontation, but this option entails less of a risk because
the actual strategy of the association would be obscured in the context of the
multitude of commercial- transactions which constitute the world petroleum
market.

This option is not a panacea for the problems of international petroleum supply
and price. It does, however, have the advantage of relative low cost and a basic
compatibility with other options examined. If the U.S. companies cooperate, this
option could maximize their bargaining leverage in negotiations with producer
governments, Whether or not this option would, in fact, have any effect upon
prices is problematical.

In addition to whatever effect the association might have, the role of the desig-
nated Federal agency would give the U.S. Government a better understanding
of the role of the companies in international petroleum affairs and of their
ability and willingness to negotiate terms consistent with the national interest.
Such knowledge would, if profitably used by the Congress and the Executive,
provide a basis for future action to eliminate such inconsistencies as may exist
between the interests of the companies and of the United States.

7. Bilateral arrangements between the United States and producer gov-
ernments -

One of the results of the 1973-74 embargo was an increased interest on the
part of consuming nations in negotiating bilateral agreements with producer
governments. Such arrangements were not unusual prior to the embargo, but
the current world situation of uncertain supply and high prices has caused these
arrangements to seem even more attractive. There are three primary objectives
which consuming nations have sought to accomplish by the use of bilateral
agreements :

(1) Obtaining greater security of supply ;

(2) Cultivating “special relationships” with particular producer nations; and

(3) Improving the consuming nation’s balance of payments position.

To evaluate the effectiveness of bilateral agreements they must be analyzed to
.determine the extent to which they are successful in accomplishing one or more
-of these identified objectives.

Insofar as this option pertains to supply, it overlaps to a great extent with
Option No. 5, that of creating a Federal oil and gas corporation to engage in
4nternational petroleum arrangements. As a matter of practical administration,
:a econsuming government might seek to negotiate and perform bilateral arrange-
ments through a governmentally owned oil corporation, much for the same reason
that some producer governments choose to deal with foreign purchasers through
@ national petroleum company. In terms of analysis, the fact that a government
chooses to act through a governmentally owned company rather than directly
would not appear to materially alter either the benefits or problems which are
jdentified in this section as associated with governmental negotiations.
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The first ob’j’ective often sought through a bilateral agreement with a_producer
government is the securing of particular sources of petroleum supplies. Such:

agreements have been an appealing option to consumer nations worried about

possible shortfalls, particularly those highly dependent upon foreign imports.
One of the major bilateral agreements to be negotiated to accomplish security of
supply was the French agreement with Iraq under which CFP was permitted
to retain for ten years its 28.759 share of the former production of IPC, whick
Iraq had nationalized in 1972. In addition to guaranteeing a substantial quan-
tity of Iragi crude for the French market, the agreement also provided for a
reasonably favorable price. The Iraqi Government has, however, recently indi-
cated that the price is to be readjusted to a level generally comparable to the
high prices of “buy-back” crude in the Persian Gulf. More recently, CFP has
begun to renegotiate a June, 1971 supply contract with Algeria. It is estimated
that the renewal of this agreement, together with another negotiated by Elf-
ERAP, will bring approximately 13 million tons of Algerian crude to France in
1975. Although the exact price which the French firms are paying is unknown,
it is generally speculated that the price is somewhat less than the $12.50 per
barrel which third parties are now paying for Algerian crude.

ENI, the Italian national oil company has also been seeking long-term supply
contracts from a number of Middle Eastern countries, including Iran, Saudi
Arabia and Abu Dhabi. Similarly, during the embargo, the United Kingdom
entered into short-term contracts with producer governments to directly pur-
chase petrolenm supplies. In such instances, the consuming nation government
has typieally paid a premium for the greater security of a direct purchase in the
form of either a higher price for the petroleum or by making payment in scarce
goods. .In terms of price, therefore, such bilateral arrangements have not been
attractive. Moreover, even if the market goes up and the price becomes a good one,
there is no certainty that the producer government will permit them to enjoy
the benefit of their bargain. :

In terms of reliability, it is also questionable whether such arrangements are
more secure. The nationalization of BP’s concession in Libya and of EIf-ERAPS
concession in Algeria certainly indicates that at least some producing nations are
not overly impressed by the presence of consumer nation governments. The se-
curity of a government-to-government agreement depends fundamentally upon
the continued friendly relations between the countries involved. When such rela-
tions are poor, the presence of the consumer government will tend, if anything, to
reduce security by inviting the producer government to register its disapproval
of the consumer government’s policies by dishonoring. agreements with it. This is
a factor which should be thoroughly considered before a consuming nation with
as high a political profile as the United States enters into bilateral arrangements
in the interest of greater security. . - . [N

On the other hand, while government-to-government transactions probably have
limited utility in dealing with.the normal sources of supply, the ability of a gov-
ernment to deal directly in petroleum could .be advantageous, particularly if se-
lectively used in a tactical sense to counter certain company or producer country
policies. Serious consideration should be given to granting the Federal agency
that would have regulatory responsibilities under Option No. 5 the power to enter
into short or long-term supply contracts where appropriate and consistent with
identified policy objectives. It could be that the mere existence of this power
would have both a beneficial impact upon the posture of the companies and the
producer governments in making international supply arrangements. For instance,
on -a specific basis, this power night be used to negotiate on behalf of U.S. com-
panies where they are unfairly disadvantaged. Alternatively, this power could be
used to test whether or not company negotiations are in fact being conducted in a
fashion consistent with U.S. interests. Finally, it would allow the U.S. Govern-
ment -tq avail itself of negotiating targets of opportunity not available to private
companies. .

A second objective which is often pursued by means of bilateral arrangements
is the cultivation of “special relationships” with producers. A good example of
this type of agreement is the Joint Statement on Cooperation recently announced
by ithe United States and Saudi Arabia. The Statement provides that among
other things, the United States will assist Saudi Arabia in its economic develop-
ment programs by joining in the establishing of a Joint Commission-.on Economic.
Cooperation and will survey and make recommendations on the modernization of
the Saudi Arabian armed forces: Similar arrangements have been made between
Iran and Germany for a joint development commission. '
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This type of arrangement is not in reality an agreement but simply a means
of establishing or maintaining relations between producer and consumer countries
that will present economic benefits to both. To the consumer country it affords
an opportunity to support production and supply practices of the producer coun-
try which it deems beneficial and also to redress balance of paymen.ts_ problems
through the sale of goods and services to the producer country. In addition, to the
extent that these elements create stability in the area involved and bring about a
more thorough understanding of common issues and problems, such factors also
contribute to the national security of the United States. R

Such arrangements provide to the producer country, equally, an opportunity to
maintain contacts with important consumer governments and acquire goods apd
services, particularly military eguipment, on advantageous terms. Thus, while
this type of arrangement typically does not deal directly with petroleum supply,
it nevertheless may have a very positive impact upon a number of issueg relevant
to producer-consumer country relations, including petroleum _supply. Such ar-
rangements could not be expected, however, to have any beneficial effect upon the
Middle East political situation.

A similar philosophy seems to lie behind the recent U.S.-U.S.8.R. Agreement
on Cooperation in the Field of Energy. This agreement, signed on June 28, 1974,
establishes a formal “umbrella” under which the two countries can conduct and
expand their scientific and technical cooperation on energy matters. This arrange-
ment, while termed an “agreement,” is again purely voluntary, here to establish
the future basis for purely cooperative action. Again, however, it could serve to
have a positive overall impact on basic energy matters. A number of the .U.S.
companies have shown interest in Soviet oil and gas projects and have met Wlﬂ:lAa
favorable response by Soviet officials. In constituting part of the detente in which
the United States and the Soviet Union are engaged, the agreement, of course,
implements the T.S. policy objective of national security.

The “special relationship” type of arrangement appears to be more a part of
the process of maintaining viable relations between producer and consumer coun-
tries. While it does have the result of emphasizing the goods and services of the
consumer country in the context of the producer country’s purchasing ability,
such arrangements do not appear to encourage unhealthy competition among con-
sumer nations. They are quite low cost and can result in considerable benefits
to both producer and consumer nations. It is quite likely that this type of arrange-
ment will be intricately involved in the more broadly based consumer-producer
negotiations discussed as Option No. 9.

A third objective which may be accomplished through bilateral arrangements
with producers is some relief from the severe impact which current petroleum
prices have had on many consuming nations’ balance of payments. Recent price
increases have quadrupled what consumers must now pay for imported petroleum,
and for many of them with a high dependence upon imported energy, the effect
has been a flow of billions of dollars into the treasuries of producer countries.
With their foreign exchange assets badly depleted, many consuming countries
have turned to bilateral agreements as a way of stimulating the purchase of their
goods by producers and thus retrieving petrodollars which will be needed to pay
future oil bills.

The recent French agreement with Iran is a good example of this type of
bilateral agreement. In June of 1974, the two countries signed a $4 billion develop-
ment agreement pursuant to which the Iranians will purchase from France an
assortment of technological goods and services, including five nuclear reactors.
In partial payment of the purchase price, Iran has agreed to make an advance
deposit of $1 billion into the Bank of France. This arrangement will provide badly
needed bard currency for France’s acute balance of payments situation. The
agreement does not guarantee France any specific supply of crude, but it does
state that France will be given “consideration” if additional crude supplies be-
come available to the Iranian Government. In this respect, the agreement reflects
yhe reality that, in today’s situation of excess capacity, the problem is not secur-
ing supplies but getting the hard currency to pay for them.

In another bilateral agreement, France has recently contracted with Saudi
Arabia to sell $800 million worth of military equipment. It may also be antiei-
pated that substantial purchases by the Saudis of U.S. arms and other goods and
services will come out of the U.S. “special relationship.”

While these agreements respond to the desire of consuming nations to sell their
goods and obtain hard currency needed to pay oil bills, there is a danger that as
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the impact of high prices on these nations intensifies, there will' be inéreasing
competition among them to sell their goods and services. In this respect they are
quite different from the “special relationship” type of arrangement discussed
above. Bilateral arrangements aimed at rectifying balance of payments problems
have a devisive potential for encouraging the sort of “begger they neighbor”
policies among consumers which could prove to be costly .to all. Nevertheless,
bilateral agreements are not to be presumptively disfavored. Some have provided
remedy for temporary balance of payments problems. In the long term, however,
another solution must be found—either in lower prices or through a mechanism
for recycling—or the pressure toward an unacceptable kind of competition among
consumers will mount. * = ° ' : e

A fourth and as yet theoretical reason for entering into bilateral agreemeénts
would be a situation in which one or more producing governments indicated a
strong preference for dealing directly with consumer governments rather than
with private companies. Such a preference might arise from ‘an ideological dis-
taste of private enterprise or, more likely, a desire to deal with purchasers who
can pay for petroleum in arms or other goods and services which cannot readily
be provided by petroleum companies. Some countries, such as Iraq and Venezuela,
have indicated such a preference for direct deals, but in no case has the prefer-
ence become so strong as to approach a blanket refusal to deal with companies.
This being so, there is no reason for consuming nations to pursue such arrange-
ments in the absence of other advantages. : N S

There are, then, three basic objectives which may be sought by use of bi-
lateral arrangements with producer countries: (1) greater security of supply,
(2) development of “special relationships,” and (3) improvement of the consum-
ing nations’ balance of payments. ] ’

A review of past and current bilateral agreements indicates that they may not
be any more secure than agreements entered into by private companies, While
consumer governments may have a degree of economic and political leverage
not possessed by the companies, recent history seems to demonstrate that pro-
ducer governments have few qualms about unilaterally altering the terms of
their agreements with them. Further, the terms of the arrangements made by
consumer governments appear to have been less advantageous than those cus-
tomarily made by the companies.

Bilateral arrangements which establish “special relationships” between pro-
ducer and consumer countries and which do not contain substantive provisions
regarding supply, price or specified monetary considerations appear to achieve
worthwhile purposes and should probably be encouraged. The working relation-
ships which are sometimes created in this type of arrangement could be. very
useful in assisting in the elimination of the confrontation which today exists
between producers and consumers. . ' :

.8. Establishment of an international organization to coordinate national
petroleum policy with other importing countries .

Probably the most important international forum in which the United States
has in the past attempted to deal with international issues relating to petroleum
is the Organization for Economic Cooperation and Development (“OECD”),
headquartered in Paris. Its membership consists of the developed nations of
Western Europe, North America, Japan and Australia. .

The OECD has long been active in the study and multilateral consideration of
energy problems. This work has been done primarily through various energy-
related committees within OECD; the Oil Committee, the Energy Committee,
the Environment Committee, the Committee for Scientific and Technological
Policy and the Nuclear Energy Agency. The Oil Committee regularly keeps the
oil policies of member countries under review and studies supply and demand
prospects for the OECD areas. It is also responsible for the regular monitoring of
the OECD stockpiling program, originally set up as a consequence of the 1956
Suez Crisis. ]

Because of major disagreements among leading members, however, and the
unanimity rule of the Council, the OECD did not adopt internationally coordi-
nated oil policies in response to the 1973-74 oil embargo. The U.S., therefore,
promoted negotiations among a smaller group (the Energy Coordinating Group,
“BCG"”) beginning in February, 1974, looking toward the establishment of a
permanent or ad hoc organization to coordinate the national petroleum policies
of as many important petrolenm importing countries as possible. Ultimately,
plans for a new organization, the International Energy Agency (“IEA”) were
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adopted in Brussels on September 21, 1974, by representatives of twelve nations

which consume approximately 80 percent of the world’s petrolenm supply : the

United States, Japan, Canada, the United Kingdom, the Federal Republic of

germany, Belgium, the Netherlands, Luxembourg, Italy, Ireland, Denmark, and
orway.

The Brussels plan, entitled “Agreement on an International Energy Program,”
applied provisionally to all signatories as of November 18, 1974, and is slated to
come into final force upon acceptance, on or before May 1, 1975, by six nations.
accounting for at least 609, of the weighted votes, By November 18, it appeared
that of the twelve original members of the ECQH, only Norway would not sign
the Agreement. Presently, sixteen nations have hecome provisional members : all
of the other ECG nations, together with Spain, Sweden, Switzerland, Turkey and
Austria.

'The Agreement provides a mechanism by which the participating countries
can spread among themselves the burden of a shortfall in supplies affecting an
individual nation which is selectively embargoed or subjected to any temporary
supply interruption. The plan provides that whenever any signatory country
has its base period total petroleum and product supplies reduced by more than
seven percent. oil sharing measures will automatically come into operation. The
affected country would receive an allocation right equal to the reduction of
total energy consumption in excess of seven percent, and the deficiency would
be made up by other countries proportionate to their respective consumption
levels. Each nation is required to maintain a 60-day (to be increased to 90 day)
supply of petroleum reserves and to have a plan for reducing its oil consumption
in the event of a supply emergency. Each participating country is further re-
quired to prepare and have ready ‘“at all times” a program of “contingent oil
demand restraining measures” enabling it to reduce consumption by an amount
equal to seven percent of its consumption over the latest reported four quarters.

The IEA is to be run by a Governing Board of ministerial-level representa-
tives from each participating country. Decisions are made by vote of members

‘according to a weighted voting scheme under which each country receives three

“‘general votes” plus a share of 100 “o0il votes” weighted according to the coun-
try’s oil consumption. The United States, under this system has about one-third
of the total votes, assuming mewnbership of only the sixteen present provisional
members.

The plan is designed to promote quick decisions by the members in questions
arising in an oil emergency. Once a participating country’s supplies have fallen
-more than seven percent below its average daily rate of consumption, the auto-
matic oil-sharing provisions can be stopped only by a vote of ten countries. If the
Secretariat of the IEA makes a finding that an oil emergency has occurred or
is about to occur, the Management Committee and Governing Board are re-
quired to meet promptly to devise means of dealing with it. Various provisions
of the Agreement specify actions that must be taken by these bodies within 48
or 72 hours. ’

Besides the oil emergency provisions of the Agreement, there are others de-
signed to promote the international coordination of long-term energy policies to
reduce dependence on imported oil. A Standing Group on Long Term Coopera-
tion; one of four such standing groups, has been created and is required to re-
port to the Management Committee on possible cooperative actions in four major
areas: conservation of energy; development of alternative sources of energy:
energy research and development; and uranium enrichment. The Management
Committee, in turn, will review these reports and recommend proposals to the
Governing Board, which must decide on these proposals by July 1, 1975. The
Agreement is for a term of ten years and thereafter until a majority of the IKA
Governing Board agrees on its termination. Any country may terminate its
participation upon one year’s notice. A

U.S. policy within the IEA has both a short-term and long-term dimension':
the short-term emergency oil sharing plan and the promotion of long-term in-
ternational cooperation. The long-term policy would involve international co-
ordination to limit aggregate consumption and perhaps even the coordination
of members’ negotiations with OPEC.

One of the problems to emerge in the course of negotiations for the oil sharing
plan was that in order for the participating countries to be able to rely on the
plan and for it to be credible to producers, the operation of the oil-sharing meas-
ures must be essentially automatic. This means that the ability to respond
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flexibly to particular supply interruptions mus‘t pe sgicriﬁced. Iﬁ a suddex} supply
interruption is merely the signal for the partlelpagmg countries to begin nego-
tiations on appropriate countermeasures, the plan itself has little or no.s_xgmﬁ-
cance either to consumers or exporters. On the other hand, as some critics of
the plan have pointed out, the automatic feature of the plan cogld have tt.xe
effect of forcing the parties to the Agreement to support one of their .number in
a confrontation with producing countries over an issue of little or no 1g1portagce
to the rest. The principal concern of these critics is American foreign pOl.lC'y
in the Middle East. While other members may have no stake in such US policy,
they at least may derive some security from the oil-sharing plan. Austria, Sweden
and Switzerland have indicated, however, that they would withdraw or suspend
their participation if IEA actions should conflict with their “neutrality.” The
very existence of the plan, it can be argued, may well serve the interests of all
IEA members by making the results of an embargo more difficult to predict, and
possibly more costly to some or all of the countries participating in the embargo.

For the companies, the activation of the oil-sharing plan could create severe
problems. Producer countries could order them not to distribute their oil ac-
cording to IEA directives, demanding, for instance, a certificate of final destina-
tion for all oil shipments from their ports. There is also the possibility of a
conflict between the directives of IEA members and those of non-member im-’
porting countries. In such a situation, the companies could face loss of produc-
tion, loss of markets or nationalization of their assets in either producing or
consuming nations. Accordingly, oil company questionnaire respondents expressed
mixed opinions as to the desirability of such an oil-sharing plan. The larger,
multinational firms, however, generally endorsed an internationally sanctioned
emergency sharing plan, as long as they would not be saddled with paying the
extraordinary costs which its implementation might entail. . o

The most important nonparticipant in the Agreement is France. France may
feel reasonably confident, in light of past experience, that it will not be the
direct target of another selective embargo occasioned by a Middle Eastern
crisis. France has also shown an ability to obtain supply commitments through
bilateral deals with producing countries. .

France is more oil import dependent than either West Germany or Britain and
is very vulnerable to the impact of high prices. High prices caused the French to
reduce drastically the volume of crude oil purchases it bhad hoped to make from
the U.8.8.R. in 1974. France suffered a record trade deficit of more than 3
billion francs (U.S. $670 million) in July, 1974, and in September imposed a
ceiling on the aggregate payments for imported oil which will be allowable in
1975. Consequently, France has a strong interest in promoting any collective
consumer action that might reduce oil prices or slow their increase, and its re-
fusal to join the IEA may only reflect the present Administration’s reluctance
to divert from the policy of a previous Administration.

The emergency oil-sharing plan, besides functioning to assure.equal distribu-
tion of any shortfall, is also intended to dampen price increases when a shortage
exists or is threatened. The plan eliminates the need and the incentive for coun-
tries to board and bid supplies away from one another, which behavior in the
shortages of 1973-74 aggravated the upward pressure on prices. Because the
plan can thus mitigate the short run impact of supply interruptions on the inter-
national financial system as well as on the balance of payments of individual
countries, all members (and non-members as well) benefit from coordinated al-
locations. The effect of the plan in time of shortage is very similar to that of a
buyers’ cartel for most of the world oil market. |

For both the IEA members and the French, then, there is an important link
between the oil-sharing plan and long-term coordinated demand limitation or
reduction. The crucial question raised by the creation of the JEA, or any similar
organization, therefore, is whether and under what conditions such inter-
nationally coordinated policies can achieve their ultimate objective—to limit
the impact of an interruption of supply on the international system of trade
and finance.

A successful long-term plan for international limitation of aggregate oil con-
sumption would tend to limit payments to OPEC nations in two ways: first, a
reduction in the quantities of oil consumed would reduce the aggregate amount
paid for oil; second, it could eventually put downward pressure on the price,
hopefully leading both to lower unit prices as well as fewer units consumed. For
reasons which have been discusied earlier, it is very unlikely that a coordinated
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demand reduction policy will create significant downward pressure on world oil
prices in the short term. Whether producing countries take a short-run or long-
run view of the oil markets, there is little evidence to suggest that they will
gignificantly reduce prices unless much greater oil surpluses develop than can
currently be anticipated. Such surpluses would have to be of a far greater mag-
nitude than demand reduction policies of consuming nations could presently be
expected to create.

As a price reducing strategy, then, internationally coordinated reductions in
aggregate demmand must take second place in importance to the development of
reasonably priced substitute energy sources. Internationally coordinated demand
reduction is important chiefly as a means of reducing balance of payments defi-
cits before they accumulate to the point of a dramatic international credit crisis.
Substantial reductions in demand for OPEC oil, however, sufficient to create
significant downward pressure on the price of that oil, are likely only where
reasonably priced substitute energy sources are available. Producing countries
understand this well.

Support for the IEA and the Agreement which created it is an important ele-
ment of our national energy policy. Given the IEA, it may be anticipated that
any broader group or organization, would concern itself primarily with the
problems of the less developed countries, and whatever policies were formed or
implemented would have relatively little impact either on the world oil market
or the international economy of the industrialized nations.

The information gathering functions of the IBA or any similar international
organization could create problems in the handling of sensitive proprietary in-
formation. For example, the companies indicate that data on new exploration
and reserves, if made public, could harm them competitively but appear less con-
cerned about data on long-established reserves and downstream operations.
Article 338 of the Agreement calls for members to make available to the organiza-
tion information regarding:

(a) consumption and supply;

(b) demand restraint measures ;

(c) levels of emergency supplies;

(d) availability and utilization of transportation facilities;

(e) current and projected levels of international supply and demand; and

(f) other subjects as decided by the Governing Board, acting by unanimity.

Information would be gathered through the national authority of the respec-
tive members. In theory, no serious problem need exist with these categories of
information. In practice, it may be doubted whether the U.S. Government now has
the capacity to evaluate and monitor the completeness and accuracy of the in-
formation provided by the companies in these areas. Such capacity did not exist
during the 1973-74 embargo.

There may be some danger that information of this type would be made
available to competitor companies. On the other hand, possibly more sensitive
data on exploration and new reserves appear outside the scope of these categories,
and the unanimity rule under (f) above would give the U.S. veto power over any
possible information “fishing expedition” aimed at U.S. companies. It must be
acknowledged, however, that any data so exchanged could not be expected to
remain unavailable to foreign competitor companies and might also be used by
foreign consumer countries to regulate the companies’ operations there.

The IEA has made it clear that there will be extensive and continuing con-
sultation and cooperation with the oil companies. Thus, industry working groups
have recently met in both London (under BP) and New York (under Exxon)
to make recommendations on data collection requirements. The emergency shar-
ing plan equally envisages a close working relationship between IEA and the oil
companies. In addition, Article 37 of the Agreement requires that the IEA Stand-
ing Group on the Qil Market establish ‘‘a permanent framework for consultation”
with the industry.

9. Establishment of multilateral negotiations between producing and con-
suming countries

As noted at the outset, an ongoing state of confrontation between producer
and consumer nations exist. The companies do not act as a political buffer in the
confrontation; they merely serve as linkage, The situation is difficult. Modern
trade and the fiscal system have begun to suffer seriously because of the strains
and imbalances placed upon them. In an effort to recycle petrodollars and to
offset balance of trade deficits many consumer countries which are not an attrac-
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tive opportunity for foreign investment have been forced into massive borrow-
ing, reborrowing and an export race . which do little more than keep them just
ahead of the juggernaut. The more affluent of the consumer countries are attrac-
tive: sounrces of investment for petrodollars and.do not have severe balance of
payment problems. Their resources, too, are being taxed, however, because of
their efforts to assist the weaker of the consumer nations in providing sufficient
resources for them to purchase adequate petroleum supplies. They are thus con-
fronted with the dilemma of being asked to loan increasingly greater funds to
countries which are increasingly less able to repay them. o

The current status.—In almost all consuming nations, effect of this financial
flow has been to seriously slow economic activity, exhaust foreign exchange
resources and increase government borrowing. If future oil bills are to be paid,
substantial additional loans will have to be made to many nations or a funda--
mental economic realignment in the world must occur. The foreign exchange
to make such loans is available in the massive surplus petrodollars flowing back
into. consuming nations. Unfortunately, the investment dollars flow to consuming
nations according to their attractiveness as sellers of manufactured goods and
investments. Thus the United States will receive a much greater percentage of
the the petrodollars than nations, such as Italy, which are not as attractive for
investments and which cannot compete in sales. The problem, then, is to re-
cycle the money flowing to the United States and other investment centers back
to the needy consuming countries. More important yet, these petrodollars must
eventually be channeled to longer term and more stable investments. .

The International Monetary Fund (“IMF”) and some of the more affluent
consuming nations have already taken steps to channel currency into the more
hard-hit consuming nations. The amounts which will have to be paid over the
next five years are astronomical, however, and there is a growing awareness
that the nations to whom these loans will be made available are unlikely ever
to repay them. '

A growing number of observers are coming to the belief that consumer nations
will not have the resources available to solve these problems without the coopera-
tion of the key producer nations, particuarly Saudi Arabia, in either lowering
prices or making other financial arrangenmients. There is a real danger of a fi-
nancial breakdown on an international scale. The U.S. has to date been unable
to deal effectively with this situation. The assertions by high ranking U.S. offi-
cials that prices will fall has.only succeeded in lulling many consumers into
believing that the problem will disappear or be minimized in due course, A
year of intensive interaction and repeated visits by cabinet-level American offi-
cials to Saudi Arabia, in the attermapt to use that country to influence OPEC
pricing, has yet to bear fruit. Various plans, -sponsored by -the United States
and other consuming nations, to ease the fiscal impact of high prices upon the
less affluent consuming nations having all been attempts to live with the prob-
lem rather than solve it. The solution requires the cooperation of producing
nations, yet these nations have. not only shown little interest in assisting but
have actually continued to aggravate the situation by further increases in
price. . ' : - i

. It cannot be known at present to what extent producing nations will be willing
to accommodate consumers, but it is clear that they probably will not render as-
sistance or agree to significant compromise in the current situation. A multi-
lateral dialogue, if properly structured, may provide a vehicle through which
visibility could be lowered and producer country cooperation secured. It is quite
clear that the successful resolution of the Israeli-Arab dispute will be a pre-
requisite to the success of any such discussions. This element must be considered
in the evaluation of any producer-consumer country discussions, particularly
with respect to the key Arab states and now also with respect to Iran which
recently announced its intention to support the Arab position in any future
conflict with Israel. Resolution of this difficult issue would, however, not guaran-
tee the success of producer-consumer discussions. .

The major risk for consumers of entering into negotiations with producers is
that they will be able to capitalize on consumer disunity to obtain the support of
weaker consumers for measures which may be unacceptably costly to more afluent
consumers, such as the U.S. This lack of solidarity among consumers has been'a
major concern for the United States since the recent embargo. In an effort to
correct it, the U.S. made a concerted effort to bring consumers together, beginning
at the Washington Energy Conference and culminating a half a year later in
Brussels with the International Energy Program (“IEP”). Although.the IEP
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allocation of supply provisions are an important safeguard for the western econ-
‘omy, they still fall short of a comprehensive agreement among consumers on 2
“number of issue. Although there are many strategies which consumers could pur-
*gue, none of them promises any immediate relief from the power which producers
presently have as a result of their control over much of the world’s energy. Con-
‘sumers may pursue vigorous policies of conservation which may partially miti-
_gate the balance of payments effects of current levels of price. Such programs,
Thowever, are limited by their substantial cost in terms of employment and gross
‘national product associated with reduced energy consumption, More importantly
however, as a source of bargaining leverage in negotiations with producers, con-
servation has very little short-term utility since most producing countries can
cut back on production and suffer less economic impact due to the loss of revenues
than consuming nations will feel due to the loss of the petroleum. They may in
fact lose no revenues if they increase price, as many have done during the past
year.

Nor do consumer nations derive any real leverage from their status as the pre-
dominant source of food, manufactured goods, arms or technological and man-
agerial services. Most of the major oil exporters do not import large quantities of
food and a cartel for manufactured goods is not practicable. Even if it were, pro-
ducers could last much longer without imports of manufactured goods than con-
sumers could without petroleum.

Another possible bargaining tool for consumers is their control over most of
the investment opportunities which producers will increasingly need for revenues
received in excess of their eurrent absorptive eapacity. Surplus revenues will con-
tinue to pile up in Arab producing countries for the foreseeable future. Even the
countries with high absorptive capacity for internal development, such as Iran
and Venezuela, will experience short-term surpluses. If investment opportunities
are not made available to such producers, they will reduce production. Petroleum
in the ground is an available alternative for producers, but its effects upon con-
suming nations, who would have to endure the shortfall in supply, would be
severe,

The prospect of massive investment in the U.S. and other consuming economies
by foreign governments and companies controlled thereby is a foreboding one for
some. The economic power created by such investment will not necessarily be exer-
cised solely in accordance with commercial considerations. Nevertheless, realistic
governmental regulation should be able to provide transparency and put appro-
priate limitations upon the use of this economic power. Some even argue that as
producers become increasingly involved in the well-being of the western economies,
the risk of embargoes and massive price increases will decline. This point remains
to be established. :

Producers are concerned that their oil revenues will be eaten up by worldwide
inflation, and it could be that agreement to the indexing of petroleum prices with
other resources, goods and services would be a concession for which producers
might be willing to make a price adjustment. Consumers, however, are properly
apprehensive about indexation of petroleum prices at any, and especially at cur-
rent, levels. The price is already excessive and to tie it to the price of other
commodities and finished goods, many of which require significant usage of energy
in processing or manufacturing, would exaggerate the spiral of present world
inflation. On the other hand, if indexation is viewed as a vehicle for a process of
necotiation, rather than a rigid maintenance of price regardless of other con-
siderations, consumers may be willing to give it more careful consideration.

In the last analysis, it is clear that consuming nations are not in a strong
position vis-a-vis producers whether or not they are involved in broad-based
discussions with them. Everything which producing nations want or need,
they seem able to take unilaterally or coerce from consumers by the use of
their ultimate weapon. cutting back exports.

With consumer naticn conservation and development of alternative sources,
this one-sided situation may be expected to right itself in five or ten years,
but in the short term, consumer nations will have difficulty in securing sub-
stantial concessions.

The spectre of world depression and its resulting political consequences possi-
ply inhibit the exercise of power by OPEC. The more unstable of the major
consuming nations cannot fail without the great likelihood of touching off
a progression which could damage even the strongest. With the antlcipation
of $100 billion or more invested in the assets, securities and currency of these
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cotihtries, producers must expect that.thesinjufy visited upon these economies
will inevitably return to them. The political consequences .of economic  dis-
integration should also be of deep concern to producers. The collapse of NATO or
the rise of extreme governments in Europe would inevitably affect the stability
of the Méditerranean and the Persian Gulf. The possibility of military con-
frontation increases with the progressive deterioration of developed consumer
nation economies. : :

Organizational format.—Notwithstanding the risks associated with inadequate
consumer unity and relative weakness of bargaining position, a multilateral
dialogue with producers is still a promising approach to the current political
and economic problems facing consuming nations. Perhaps the most desirable
forum is an institutionalized one that may continue the dialogue for many
years. It would be multifaceted and capable of accommodating a complex system
of subgroups, working committees and bilateral negotiations as well as pro-
viding a forum for the multidate of issues which inevitably will -arise. It is
clear that while - OPEC memberg prize their-solidarity highly on petroleum
matters, ‘they consider their national -interests foremost in trade and develop-
ment issues. Thus, predictably the discussions will need to take place on bilateral,
regional and subregional bases depending upon the interests of states involved.
The concurrent megotiation of all of these issues will also create a lower visi-
bility and hopefully diminish the-confrontation betieen producers and consumers.

Such a diffase process is essential if .the plethora of interests among and
between producers, companies and consumers are all to be adequately addressed.
Wh';it'is needed, then, is not so much a *“solution” but a “process” in which the
terms of reference are sufficiently numerous and encompassing ‘as to accommo-
date the various interests involved. .

In determining the type of format which will best suit siich a process, the
General Agreement on Trade and Tariffs (“GATT”) presents perhaps a very
useful precedent. The GATT is an agreement among 83 countries, conceived in
a series of international -conferences held between 1946. and 1948. These con-
ferences intended to create a permanent body known as the International
Trade Organization (“ITO”) which would have worked to bromote international
economic cooperation and free trade. The draft of the ITO Charter was com-
pleted in August of 1947 and the GATT itself in October of the same year. Dis-
agreement, however, persisted for two years thereafter over the text of the ITO
Charter and in December of 1950, the U.S. Government sealed its-fate by an-
nouncing that it would not submit the ITO Charter to Congress for approval.

The drafters of the ITO Charter faced many complex problems, but one central
conflict stands out—that between free trade and quantitative restrictions on
imports to achieve full employment within a single country. The system of rules
within the draft Charter failed to reconcile that conflict, but made the partisans
of each side unwilling to be bound by those rules for fear of losing more than
they would gain. Thus, ITO was alike unacceptable to American partisans of
free trade and to British partisans of Imperial preference.- GATT, which was
conceived as purely a provisional arrangement, on the other hand, was less
comprehensive. In essence, it incorporated the ITO chapter on “Commercial
Policy,” but omitted those on “Employment and Economic Activity,” ‘Restric-
tive Business Practices,” and Intergovernmental Commodity Agreements.” While
the GATT text proclaims the central value of free trade, no member is bound
to reduce any tariffs, nor to refrain from raising any tariffs, unless and-until
it binds itself to do so. Finally, non-tariff barriers to trade have remained essen-
tially ‘outside the scope of GATT. This experience points up an important aspect
of international organizations: very high political costs are often paid for agree-
ment, even highly qualified agreement, on controversial issues and for an
adv.anced degree of organizational structure, whose costs predictably will present
major problems in terms of acceptability. Another ongoing example exists in the
U.N. Conference on the Law-of the Sea. By the same token the GATT experience
points. up the low cost and political acceptability of institutlons which require
es-sent.,lally no re}ix.xqui_sh{nent of sovereignty or even ratification. Such an in-
stitution by de_ﬁmtlon is imperfect-and subject to unilateral interpretation. It is
this very quality of imperfection and ambiguity, however, that suggests this as
workable precedent in dealing with the many and fragmented issues which would
be presented during producer-consumer discussions. ’

Although the ITO never materialized, the GATT has been fairly effective
as a vehicle for the complex negotiation of multilateral tariff reductions. These
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negotiations have occurred in the six “rounds,” the most recent of which was
the Kennedy Round during 1964-67. The rounds provide a continual process:for
readjustment and renegotiation of existing trade barriers by the members of
the GATT. In addition to this continual process of negotiation, the GATT
includes other .functions such as the settlement of individual disputes and
grievances. In a more general sense, it provides an ongoing dialogue in which
the changing relationships among the different categories of trading nations can
be continually reviewed. : ) S B

- Another advantage of a format like the GATT is that, within the context of a
multilateral discussion, negotiations and grievances which are essentially of a
bilateral nature can be dealt with. Any long-range instrument for the resolution
of petroleum problems will also have to be able to accommodate the continuation
of bilateral and regional negotiations reflecting other links among nations than
simply the commonality of being petroleum producers or consumers., Such tradi-
tional relationships as those between the U.S. and Saudi Arabia, France and
Algeria, as well as regional forums such as the Euro-Arab dialogue, will con-
tinue to play an important role and should properly be integrated into any viable
multilateral negotiations. .

Price is a very important issue to consumer nations but it cannot be made the

focal point of producer-consumer discussions, There are numerous issues includ-
ing, among others, access to supply, indexation, recycling of petrodollars, sanc-
tity of contract and security of supply. There are also issues which, while not
involving petroleum directly, are of concern to producer nations. These issues
involve, among others, the availability and prices of manufactured goods and
food. The total mass of this web of interrelated issues is so enormous as to defy
any single manageable resolution. The only approach which can expect to handle
problems of this magnitude and complexity is a system which can accommodate
the entirety of the issues but “chip off” pieces and find solutions to these in
smaller manageable packages. In accomplishing this, the producer-consumer
dialogue can reasonably be expected to continue for a number of “rounds,” span-
ning many years. )
. A final advantage of this type of format is that the confusion resulting from
a large number of nations being brought together to discuss an equally large
number of issues has a fortunate side effect in the degree of low political visi-
bility which will be provided for the participants. In the obscure and complex
trading off of interests which will generally progress as a joint cooperative effort
to achieve common solutions, the identification of conflicts and, accordingly, great
concessions or advances will be virtually impossible. With international petro-
leum as politicized as it is, no concessions will be forthcoming from producing
nations unless they can be shown to be part of a more generalized understanding
with the industrialized powers. .

The resolution of the differences between producers and consumers will prob-
ably never be fully accomplished. A changing world will continually create new
problems and issues, particularly -as we move toward the interrelationships be-
tween the various resources of the producer and consumer nations. For this
reason the search for a continuing “process,” rather than a “solution,” offers far
greater prospects for stable relationships. A mini-conference, such as that cur-
rently proposed by Sheikh Yamani and French President Giscard ID’Estaing,
may serve the important function of beginning the dialogue. The GATT-type
procedural mechanism could follow and move on to the important second step
of adjusting and resolving specific engoing issues.

The United Nations through the Economic and Social Council, its Committee
on Natural Resources, its Committee on Trade and Development or another
associated group might wish to take a broad-based interest in international petro-
leum supplies. It is also conceivable that a specialized committee or conference
on world energy might be organized. It is likely, however, that this type of orga-
nization would be lurgely useful as a forum for this expression of views, particu-
larly by the developing countries. Recent experiences in the United. Nations,
particularly with respect to the Conference on the Law of the Sea, point up the
very severe limitations which it has in decision-making, particularly when affect-
ing the economic status of developed countries. L

The critical problem which exists today, then, is the highbly visible and sensi-
tive state of confrontation between producing and consuming nations. This
atmosphere has resulted in the adoption of simplistic positions and impeded, the
achievement of any real progress toward accommodation of the varying inter-
ésts. It has also precluded effective progress towards the resolution of the eco-
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nomic- problems created by current, high prices which threaten even the inore
afluent of consuming nations. In their efforts to técyele petfodollars and thereby
assist the more hard-pressed of their number, consuniers are oily buying time,
. Achieving a solution is very difficult in light of the disunity among consumers,
and their relative lack of bargaining leverage, even if fully united. Nevertheless,
it will be difficult to find a solution without the participation of producers, and
a multilateral dialogue should commence. Since the major purpose of the con-
ference would be to institutionalize a producer-consumer dialogue and to reduce
visibility through piecemeal consideration of various interrelated Issues, the
GATT type format appears to be a promising vehicle. . :
VI. :POLICY IMPLICATIONS '

Developments of the past four years have radically transformed the interna-
tional petroleum system. In the pdst, our domestic petroleum market remained
relatively insulated from international pressures ; since 1970 foreign developments
have come to dominate and profoundly affect the price and security of supplies of
energy to the United States. U.S. dependence on imports has risen sharply, while
the security and cost of those imports have increasingly been subjected to uni-
lateral manipulation by foreign producer governments. The integration of the
United States into the international energy market makes it essential that it
develop for the first time a coherent and consistent international energy policy.
That in turn cannot be divorced from the need for a comprehensive domestic
energy policy which encompasses the need for conservation and accelerated de-
velopment of alternate energy. sources. : )

Traditionally, the U.S. Government, with a number of rather isolated and ad
hoc exceptions, has relied upon U.S. oil companies to independently establish
the terms of international supply arrangements. Until recently, this policy worked
quite well. It encouraged these companies to acquire resources throughout the
world and obtain preeminence in international petroleum affairs. Because of this
policy, however, the U.S8. Government-developed little informition or competence
to monitor international petroleum transactions. Thus, when the Arab oil .em-
bargo struck in 1973, there was no Government agency capable of taking-inde-
pendent action to protect the national interest of the United States with respect
to foreign. supplies. The performance of the large U.S. multinational:firms dur-
ing the embargo, moreover, emphasized that the United States cannot. rely upon
those companies to favor its interests to the detriment of other major consum-
ing nations. In large part, those companies are held hostage by the producer
governments, ) : '

The issue thus is whether the U.S. Government should have a greater role in
international petroleum affairs and, if so, what type of role. It is difficult. to
examine the issue without concluding that the existing incentives for the com-
panies do not assure that their behavior.will be consistent with the national
interests of the United States. Accordingly, there appears to be a need for
monitoring and for the establishment of a.sufficient number of control points
within the system to insure that the national interests are independently pro-
tected by the U.S. Government.

Any new role for the U.8. Government will probably draw on a variety of the
options discussed in this Study. No single option could solve all of the interna-
tional petroleum problems the nation faces today. Nor does any combination of
these options offer a predictable solution. While this Study endorses. no. option,
at the very least it would seem appropriate that the U.S. Government have access
to relevant information regarding present and future significant international
petroleum arrangements. It would also seem appropriate for the Federal Gov-
ernment to have the power to review and approve such transactions where they
may affect significant aspects of the national interest. ) L

Such massive power could admittedly be used in a fashion that would he
detrimental to both the economic well-being of the U.S. companies and the
country. This factor makes it important that any act creating the authority be
drawn so as to minimize the possibility of abuse and to carefully define the stand-
ards for administrative action. It is readily apparent that under the.circum-
stances an entity with the stature and independence of the Federal Reserve
Board, for example, would be necessary. . . O : -

The establishment of such a scheme of regulation would; of course, be largely
domestic in its operation, but its petential benefit could be substantially enhanced:
by a number of initiatives that are international in thrust. Key among these is
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the continuation and broadening of consumer country cooperation under the In-
ternational Energy Program and the undertaking of broadly based consumer-
producer nation discussions. Both of these concepts appear to be established
T.S. policy and the analysis made in this Study has focused largely on the ways
in which these approaches might be effective. The concept of bilateral supply
arrangements is less promising, although it appears that agreements of this type
have developed “special relationships” which may have utility.

. Careful consideration should also be given to the possible benefits of estab-
lishing the authority within the Federal Government to enter into bilateral
petrolenm arrangements. Although it is questionable whether such authority
should be employed on a routine basis, it may be advantageous to the national
interest for it to exist. Finally, the concept of establishing an industry-wide
association of companies from consumer countries to coordinate international
supply arrangements deserves serious consideration. The consumer countries and
their companies are required to deal with OPEC, a self-acknowledged cartel, and
in the international area it would seem to serve no purpose for the U.S. to
require the same competitive performance of the companies that is expected
domestically as long as the interests of the American consumer are not prejudiced.

The potential utility of any or all of these initiatives is, however, subject to
a major qualification. It is.very unlikely that any effective progress can be made
in dealing with the major producer countries until the ongoing Arab-Israeli
dispute has been settled. That dispute continues to color petroleum policy in
the Middle East and, therefore, the remainder of the world.

The Study has also examined a number of other concepts such as the removal
of Federal incentives and disincentives, the regulation of the companies as public
utilities, the establishment of a national system to limit imports and the creation
of a petroleum corporation fully or partially owned by the Federal Government.
In each case, the Study focused on the impact of these systems upon interna-
tional petroleum affairs. It is questionable whether any of these options alone
could have a positive effect upon the level of world prices under existing condi-
tions. The public utility option would appear to risk a negative impact upon
supply while the creation of a Federal oil corporation presents few attractive
features.

The Study has examined the changing realities of international petroleum.
This is a period of stress for both the consumer nations and their companies.
Hopefully, the United States will provide the leadership to create conditions
under which U.S. companies can effectively carry out their essential mission as
world suppliers of petroleum. Hopefully, too, in the process a pattern of coopera-
tion rather than confrontation can be created between the producer and con-

gumer nations of the world.

Chairman Kex~epy. Mr. Akins, please.

STATEMENT OF JAMES E. AKINS, CONSULTANT, WASHINGTON, D. C.,
AND FORMER U.S. AMBASSADOR TO SAUDI ARABIA

Mr. Axins. I don’t have very many points of difference with the
previous speakers, I suppose some will come out in the question period.
From the middle of the last century until well after the middle of
this one, the United States was subjected to predictions of imminent
shortages of hydrocarbons; predictions which always dissolved in the
gluts of petroleum which regularly followed. The predictions which
were made in the late 1960’s were dismissed by the public with the
(slame anti-Malthusian insouciance it showed to other prophets of
oom. :

There was less excuse for the academicians who preached that there
was a quasi-infinity of oil in the world and we need have no worries;
there was even less excuse for those in Government who had access to
the facts. The facts were scarcely secret; petroleum consumption of
the world was growing rapidly; we had used more oil in the 1960’s
than in the previous 100 years, including two World Wars and the
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XKorean war; United States production was peaking out; the rate:of
oil discovery was disappointing in most of the world and the world’s
reserves and consequently the world’s dependence was focusing on
one small area, the Persian Gulf, and notably the Arab States of the
Arabian Peninsula for much of its needs. These were countries which
did-not need much income; our politics had not always met with their
favor.” . .

We were -assured by our resident soothsayers that this was unim-
portant. These views may have been based on sound theoretical eco-

_nomics but their proponents understood nothing of international

- politics, and their view of the Arabs was racist: A'rabs are only sub-

human: they cannot think; these cannot cooperate; therefore a boy-

cott is impossible. Again, the prophets can perhaps be excused their
ionorance. Again it is difficult to excuse those in government who

knew better, and yet listened to them. .

Peter Flanigan, as you may know, asked me to come over to the
‘White House after the election in 1972 and work on President Nixon’s
energy message. We drafted a tough one, at least we thought it was.
In any case, the message ended in the hands of John Ehrlichman who
thought that all energy problems could be solved by the marketplace,
by giving economic incentives to increase domestic energy production.
The section in our draft on conservation was removed entirely—“con-
servation was not part of the Republican ethic.” The section on cooper-
- ation with the consumers in the OECD and with the OPEC pro-
ducers was reduced to a single line, and only the section on increasing
domestic production remained intact.

T have been accused of trying to take credit for the final report, but
T call this a slander; it is the sole work of Ehrlichman and his merry
men, and they deserve any credit thatisto be given. -

.Some of us in the United States and the Secretariat of the EEC had
talked for years about the necessity of forming a union of major oil
consumers to work jointly on new energy research; to share energy in
time of shortage, and to avoid a ruinous competition for oil in such
times. Dupre Muir of the legal division of the State Department.
worked up a draft treaty which was circulated in the USG and.dis-
cussed with several Europeans. The staff of the EEC, particularly
Mr. Fernand Spaak; the British and to a lesser extent the Germans
favored the idea in principle; and there was considerable support in
the USQG, but it was clearly an idea whose time had not yet come. The
need .for cooperative action was not yet perceived.

‘When Saudi Minister of Oil Yamani said in March, 1978 that if
there were no change in the U.S.-Middle East policy, if there were
no move toward peace, the Arabs might not be able to increase oil
production to the point needed by the West, he was not believed.

King Faisal made a stronger statement in July and a senior official
of the State Department dismissed this airily by noting that a boycott
was scarcely feasible; but even if there were one, we could not be
hurt he said, as we imported only 2 percent of our needs from the
émbfl and we could make this up by turning valves in Venezuela and

anada. :

_As so frequently happens, it is not particularly important to be
right, it 1s much more important to be comfortable; to tell your listen-
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ers what they want to hear. This has been characteristic of our energy
policy—such as it is—for a decade. It has also played an important
role in the conduct of our foreign policy—but that is another broader
subject. S .

When the Middle East war came in October 1973, we responded with

massive military and economic aid to Israel. This was perfectly pre-
dictable. It was also perfectly predictable that the Arabs would con-
sider this a hostile act and would themselves respond with an oil em-
bargo on the United States. But we seemed surprised ; largely because
we had listened and believed a series of tame economists and court
jesters. .
! There was then a mad scramble for available oil and prices went
from less than $3 to $24 a barrel in a few cases. We in the United States
panicked ; and that was also to be expected. We announced a hastily
drawn plan for energy independence; no imports by 1983. We could,
of course, if we wished, be independent tomorrow simply by banning
imports; but our economy would collapse. Presumably that is not what
we want, nor what we meant by energy independence.

“Independence” has been constantly redefined since. First it was 3
million barrels a day imports by 1983 ; then the same amount by 1985;
then 5 million in 1985 ; and now it is 6 million in 1985. One Presidential
candidate has said his goal would be to keep oil imports at the present
levels, that is, 40 percent of consumption. This is admirable; it is even
unique for its honesty and its practicality, but it is scarcely indepen-
dence. To his credit, he did not hold it out to be such.

The economic and strategic problems of overdependence on imports
is now rather widely recognized. How.did we get where we are now?
The search for villains began some time ago. The obvious ones are those
who tempted us into the easy position of doing nothing; but that would
bevery difficult for we would then have to admit that we ourselves were
fools for listening to them. No; we have to have other culprits. Fortu-
nately there is one at hand : The oil industry. c

Since the days of John D. Rockefeller, the industry has been con-
sidered a monster. To do this we, of course, will have to forget the se-
ries of warnings from the industry that shortages were coming; that
we would soon have supply problems. We explain these statements
away by saying that the oil companies merely wanted higher profits.
But we have to go beyond that. We also have to forget that the industry
supplied the world, and particularly the United States, with adequate
supplies of oil through 1973 and at constantly declining prices. v

This is not the time to examine the oil company profits, but they
really have to be looked at in terms of total investment before obscene-
oil company profits enters our vocabulary permanently as a single
word. :

I do not mean to imply that the companies were always good, sound
citizens of the countries where they worked, many in Europe and in
OPEC would surely dispute that. But generally they have done a
credible job, particularly for us in the United States. »

Even during the 1978 Arab oil boycott, they frustrated its goals to
a large extent. They have been criticized here for supinely agreeing to
the decrees of the Arab countries not to ship oil to the United States.
The only alternative would have been nationalization and we would
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have had much less oil than we got. What the companies did do was to’
shift to the United States oil which would normally have gone from
non-Arab producers to Europe and Japan. The burden was therefore
shared more evenly in the world. That was not an action that was con-
%id(ged ‘%articularly admirable by Europe, by Japan, and particularly

“In its dealings with OQPEC the companies have been given the
strong support of the United States Government almost always. They
were permitted; even encouraged, to-form a bloc in 1970-71 for deal-
ing with the Libyan government, which was trying to pick them off
one by one. That the so-called “safety net” was too weak ias solely
the fault of the companies; the U.S. Government was not consulted
about its details. Undersecretary of State Irwin went to the Middle
East in 1971 at the urging of the companies to put pressure on a few
OPEC leaders to stop the escalation of prices. He was not able to do
much more than to imply the displeasure of the United States, but
that itself was an unusual step for the times. We were not prepared for
any stronger pressure on the OPEC countries, and we still are not.

The only thing that I know we as a government were prepared to do
récently to influence oil prices was to instruct meto try to persuade
the Saudis that high oil prices caused great difficulties for the non-
Communist world. Many countries were hurt by these high prices;
only -the radicals in the world were helped; and ‘it was the Saudi’s
God-given responsibility to keep prices from rising further, or even,
if they could, to bring about a decline of prices in constant terms.
Now, the Saudis were pretty good about this; and they have been
consistantly, since December of 1973. I don’t know if other ambassa-
dors were given such instructions, but I do know that' only Saudi
Arabia was responsive to our approaches: ‘

The oil company role in supply and keeping prices low should have
been, but apparently was not, appreciated in the consuming nations.
It was well understood in the producing nations. OPEC was formed
and greatly strengthened in order to eliminate the companies’ role in
both fields. The companies in the future will not play a significant role
in setting-oil prices—at least I don’t think they will in  the next few
decades. And if there is any shifting of supplies in times of short-
ages—as there was in 1973 and 1974—it will be the International
Energy Agency and not the companies which will do it.

. I don’t ‘want to imply by any of this that the role of the oil com-
pany is finished—far from it; it will play a vital role in the discovery
of oil, production, refining, and distribution of oil for a long time to
comie. The national oil companies in OPEC and in Furope, perhaps’
even in America may some day replace them—but I don’t expect to.see:
this happen. before the end of the century. Accordingly, there will be:
continuing' talks between the companies and the producing govern-
ments. The British, the Dutch, the French, through their national oil
companies, or companies in ‘which they have strong national inter-
ests, have access to information—total information. OPEC; of course,
assumes that the United ‘States has the same—but it doesn’t. I think
that we generally have gotten most of -the pertinent information after
the fact; we have gotten some of the information at the time it’s hap-
pened; but very rarely have.we received advance information of com--
pany planning. And we can never be sure how much we got. Others in
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this country are quite convinced that we have gotten insufficient in-
formation, and I am not prepared to figcht with them.

I would, therefore, propose that the problem could be handled by
placing a U.S. Government member on the board of directors of every
o0il company operating abroad. This group of Government directors
could then form a bo?iy in itself, it could serve to give direction to
U.S. oil policy abroad. The U.S. directors in the company need not
participate in negotiations with OPEC nations, but would at least be
kept fully informed of everything that went on. If U.S. Government
infervention were then desirable, at least we would have all the facts
at hand. I have hesitated in making this suggestion because I fear it
might lead to nationalization, a move I would consider disastrous
from the point of view of our energy supply.

The only way I think that we can possibly increase our bargaining

position vis-a-vis OPEC is to reduce our dependence on imported oil.
This can be done in two ways, by increasing domestic production of
hydrocarbons and energy from nonconventional sources, and by re-
ducing consumption. We should not talk in terms of “confrontation”
with OPEC—that is not the problem. The world is going to run out
of conventional hydrocarbons some time soon, almost certainly before
the