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THE ECONOMIC IMPACT OF THE OIL PRICE
COLLAPSE

WEDNESDAY, MARCH 12, 1986

CONGRESS OF THE UNITED STATES,
SUBCOMMITTEE ON TRADE, PRODUCTIVITY,

AND ECONOMIC GROWTH
OF THE JOINT ECONOMIC COMMITTEE,

Washington, DC.
The subcommittee met, pursuant to notice, at 10:05 a.m., in room

2359, Rayburn House Office Building, Hon. Daniel E. Lungren (vice
chairman of the subcommittee) presiding.

Present: Representatives Lungren and Scheuer.
Also present: Chris Frenze, professional staff member.

OPENING STATEMENT OF REPRESENTATIVE LUNGREN, VICE
CHAIRMAN

Representative LUNGREN. Welcome to this hearing today before
the Subcommittee on Trade, Productivity, and Economic Growth of
the Joint Economic Committee.

I am sorry I was a couple minutes late. We had a matter before
the Judiciary Committee that I had to take care of before I came
over here.

It gives me great pleasure to welcome the distinguished wit-
nesses before us today.

The recent oil price collapse may prove to be one of the most sig-
nificant economic events of the 1980's. Over the last 3'/2 months
the spot price of oil has dropped over 50 percent. It is currently
selling for somewhat over one-third of its price of a year ago. The
drop in oil prices could be a tremendous boon to the economy as
well as to the individual consumer.

The unraveling of OPEC obviously means that a larger quantity
of oil is now available at any price. This permits a higher level of
total output as oil displaces less efficient forms of energy " in use,
freeing them for use elsewhere. The greater quantity of energy
available at a given price may be compared to an increase in the
resource endowment of our society. We simply have more to work
with at the present time, under present conditions.

This may tend to boost economic growth, productivity, and Amer-
ican living standards. At the same time, inflationary pressures
would be restrained. Furthermore, budget deficits could possibly be
lower than they would otherwise be. So long as hard times in pro-
ducing areas are not permitted to lead to serious financial prob-
lems, the economic impact of the oil price collapse would seem to

(1)
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be very, very positive. I know that is hard for certain people in
Texas and California and some of the other oil-producing States to
believe right now, but I hope that we will get some comments from
our panel on that.

However, some in Congress are now advocating measures that
would seem to rob the economy and consumers of gains from lower
oil prices. I would hope that before Congress moves to enact any
such potentially counterproductive measures it would carefully
consider all the facts.

The purpose of the hearing this morning is to establish what is
happening in the oil markets and why, and perhaps how long these
things will be happening in the oil market. Only after Congress is
fully informed should it consider what policy response, if any, is ap-
propriate.

I might just mention that we have a distinguished panel today,
made up of Mr. Philip Verleger of Charles River Associates; Mr.
Joseph Kalt, the Department of Economics of Harvard University;
Mr. Edward Friedman of Shearson Lehman Bros.; and Mr. Joel
Prakken of Laurence Meyer & Associates.

Gentlemen, before you begin, I would just ask my colleague, Con-
gressman Scheuer, if he has any statement to make.

OPENING STATEMENT OF REPRESENTATIVE SCHEUER
Representative SCHEUER. I think we all came to hear the wit-

nesses. We have seen an event of monumental proportions take
place that will have ripple effects throughout the global economy
as well as throughout our own. We have seen in the last 12 or 13
years a transfer of resources from the non-oil-producing States to
the oil-producing States in the trillions of dollars, the largest trans-
fer of resources in the history of human civilization. Apparently
that is going to come to a grinding halt, or at least be vastly re-
duced in its dimensions. This has to have a tremendous stimulative
effect on our economy, on our employment, and on our ability to
compete in global trade.

I think we have to give special consideration to some of the poor
Third World oil-producing economies that promise to be shattered
by this trend, if it continues. By and large, although my heart goes
out to our colleagues from Oklahoma, Texas, and California, our
country is by far the better off and the global economy is by far the
better off. We ought to be opening a bottle of champagne iere this
morning before the hearing.

We are both looking forward to the testimony of the four wit-
nesses, and I thank my colleague, the vice chairman.

Representative LUNGREN. Thank you very much.
I would ask that we have all the statements made by the four

panelists and then we will open up to questions and answers, and,
hopefully, if we direct a question at one of you and any of the
others would like to respond, you might do that as well.

We have your prepared statements and they will be made a part
of the record, without objection. Therefore, if you wish to read from
them or summarize them or discuss them in any manner, it would
be appropriate.

I
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We would ask that you limit your opening remarks to 10 minutes
apiece so that then we could get into questions and answers.

I will just go from my left to right. First of all, Mr. Philip Ver-
leger of Verleger Associates of Washington, DC, and a consultant
to the Charles River Associates.

STATEMENT OF PHILIP K. VERLEGER, JR., VERLEGER
ASSOCIATES, CONSULTANT TO CHARLES RIVER ASSOCIATES
Mr. VERLEGER. I am pleased to be here today. Let me note that I

share your belief that the news on oil prices is the best news for
consumers in the free world for the past 15 years. Saudi Arabia
and the oil producers have given the consumers of the world a tax
cut amounting to about $400 billion.

The question I believe that Congress should address is why this
is happening, especially before Congress makes any attempt to
decide whether or not action on an oil import fee is required or if
some other form of action is requiired.

What I would like to focus on today is really why prices have de-
clined and what the implications are, particularly for Mexico. I be-
lieve it is an action by Saudi Arabia that. is motivated by econom-
ics. I think that the Saudi Arabians had three reasons for their ac-
tions in bringing down the prices of the world oil market.

First, Saudi Arabia needed to act to maintain a meaningful
share of the world oil market both in the short term and the long
term.

Second, Saudi Arabia's income from the sale of oil had declined
to a precariously low level and had begun to be impinged upon by
the rapid decline of the dollar after March 1985. It had gotten to a
point where Saudi Arabia really had nothing to lose.

The primary cause of their action was undoubtedly the desire to
recapture a significant share of the world oil market. In 6 years
they, had seen their share of free world production decline from 19
percent to 6 percent. Further, they had observed several troubling
trends:

The decline in the role of the swing producer.
The encroachment of a number of small producers who contin-

ually nipped at their heels like small dogs.
The failure of oil consumption to keep pace with economic

growth.
I think their troubles began as they observed that the role for

the swing producer had declined substantially. You may recall that
in 1982, again in 1983, and then in 1984 Saudi Arabia prevailed
upon the members of OPEC to reduce production, to reduce the
quota, and agreed to serve as the swing producer.

They had seen their quota cut from 7 million barrels a day to 4.3
million barrels a day. It was a quota which they accepted on aver-
age over a whole year, or until the next quota was set, where they
would cut production when demand declined and they would in-
crease production during cold winter months.

What they discovered as time passed was that the swing in pro-
duction was gradually shrinking. As I laid out on table 1 of my pre-
pared statement, it had declined from 6 million barrels a day in 1979
to only 1.8 million barrels a day by 1985.
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The decline was particularly troubling since all the other mem-
bers of OPEC essentially increased production a little every time
winter came along. This last September the Saudi Arabians intro-
duced net-back pricing in an attempt to preempt, just as one pre-
empts in bridge, the seasonal swing in demand. Prices would not
have gone down if the rest of the members of OPEC had allowed
them to preempt it. But they didn't.

The third troubling factor facing Saudi Arabia was the increase
in supplies from other producers. We have seen the increase from
Mexico; we have seen the increase from Norway; but what the
public has not noted is that the world has effectively created four
other Norways and is in the process of creating a fifth.

These are countries that consume most of the oil they produce.
They are India, Brazil, Malaysia, and Egypt. Together those four
countries account for a substantial portion of the increase in the"other" category that the petroleum economists follow.

The production increases in these countries has been truly phe-
nomenal, ranging from 217 percent between 1979 and 1985 in
Brazil and only a modest 148 percent in India. Production in Egypt
and Malaysia had each increased by substantial amounts and in
Malaysia the increase could have been larger had that nation not
elected to hold production down.

The other troubling fact is that Colombia was sitting on the hori-
zon probably going to export 50,000 barrels a day this year and pro-
spectively increase exports to as much as 200,000 barrels a day by
1990.

Another troubling factor facing the Saudi Arabians was that con-
sumption had not been increasing. As I show on figures 1 and 2 of
my prepared statement, the consumption throughout the world of
light products-gasoline, distillate fuel oil, and other products-had
remained remarkably steady between 1974 and 1985.

The big encroachment had come in the heavy fuel oil category,
which I show at the top of figure 1, where consumption had de-
clined, I believe, from about 14 million barrels a day to 8 million
barrels a day, with most of the decline occurring in the OECD
countries.

As a matter of fact, if one examines figure 2, one sees that in the
rest of the non-Communist world residual fuel oil consumption had
increased between 1974 and 1985.

This last summer I believe that the Saudi Arabians were ex-
tremely troubled because they noted that there had been little in-
crease in consumption in 1984-85 and less was projected in 1986 de-
spite strong economic growth. Growth in the OECD had been as
much as 4.8 percent in 1984, 3 percent in 1985, and was projected
to be 2.5 percent in 1986. They could see encroaching supply, de-
clining consumption, and they effectively decided that something
needed to be doi e.

Why did they wait and act last summer? I think because they
had been cushioned from the decline in lower oil revenues by the
strength of the dollar. Nominal revenues of Saudi Arabia had de-
clined from approximately $100 billion in 1981 to $30 billion in
1985. That is a large swing even by the scale of the U.S. budget. On
a real basis, if adjusted for the trade-weighted value of the dollar,
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the decrease had been from something like $90 billion to $40 bil-
lion.

All that changed last March. Between March 1985 and 1986 we
have seen something like a 30-percent decline in the trade-weight-
ed value of the dollar, and they decided action was required. The
action was a brilliant ploy, the net-back sale, which effectively pre-
empted sales by Mexico, preempted sales by North Sea producers,
and has created a situation where they have taken a $10 reduction
in price while the North Sea producers and the Mexicans have
taken more like a $18 reduction in price.

In terms of the new environment, the principal losers will prob-
ably be Mexico, Nigeria, Indonesia, Malaysia, and maybe even Ven-
ezuela. The Mexicans are losing because of the substantial decline
in price and also because of a reduction in volume.

I believe Mexico will have trouble selling 1.5 million barrels a
day in 1986, their target for exports. I think they will be closer to 1
million barrels a day and that their revenues will not be the $15
billion that are projected by many of the economists, including
those at the Institute for International Economics, but more like $8
billion, which means that Mexico will not need $6 billion, as has
been projected recently, but more like $12 to $14 billion. This sug-
gests that the problem is not Nicaragua for the U.S. Congress, but
Mexico.

The key problem is, as I said, that the Mexicans have not figured
out how to sell oil. They have been put in a very difficult situation
by Saudi Arabia, and the Saudi Arabians do not seem to want to
let them up.

Let) me summarize by giving you my forecast of the ;rice of oil.
I believe that the Saudi Arabians have pushed the price down in

order to push out some other countries' exports and also to push
down high-cost production from the United States. The question
really is, will non-OPEC producers agree to cooperate at the
coming meeting in Geneva? My expectation is that they will not.
They will not come to their senses quickly enough and the result
will be low and volatile oil prices, possibly single-digit prices over
the next 12 and maybe even as long as 36 months.

I have two reasons for expecting low prices to persist for some
time.

First, it is clear that the reestablishment of a benchmark price in
the high teens or low twenties will not stop oil proliferation; it will
not stop the Malaysias and the other countries from increasing
supply, and it will not stimulate demand. Instead, it just postpones
and prolongs the problem to another day.

My impression is that the leaders in Saudi Arabia recognize that
a compromise today is probably not in the interest of either the
kingdom or other oil exporting countries. I expect that they will
demand a very high price to stabilize the market this weekend, a
price which other countries will find politically unacceptable.

Second, it is also clear that most of the producers do not under-
stand the problem yet. This failure to recognize the situation is
best illustrated by a statement from Business Week of a Mexican
official, who said, "Any cut in production has to come from OPEC
countries and it has to be big."
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Saudi Arabia's competitors-other oil-producing countries, inde-
pendent producers, major oil companies, and natural gas compa-
nies-are all in a situation similar to that of the alcoholic for
whom no cure is possible unless they recognize that their illness is
their own problem.

Thank you very much for inviting me to appear.
Representative LUNGREN. Thank you very much for your testi-

mony. Let me congratulate you on doing so well under the time
limit.

LThe prepared statement of Mr. Verleger follows:]
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PREPARED STATEMENT OF PHILIP K. VERLEGER, JR.

Mr. Chairman, Members of the Committee, I am pleased to

appear here today to discuss the changing conditions in the world

oil market. In my testimony I will try to describe to you the

reasons I see for the decline in prices which has occurred over

the last six months. I will also contrast the impacts the

decline in prices will have on some producing nations. Finally I

will offer some thoughts on the movement in oil prices.

Let me begin by noting that it is my belief that the decline

in oil prices is probably the best news for the free world

economy in the last fifteen to twenty years. The world oil

producers, and especially Saudi Arabia, are offering consumers in

developed and underdeveloped countries the equivalent of a tax

cut worth $ 400 to $ 500 billion per year. Fallout from this tax

cut measured in terms of increased rates of economic growth,

lower inflation, and higher employment could be truly extra-

ordinary.
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The question I believe this cormittee ought to address is,

why should the price cut come at this time and not earlier as had

been predicted by many economists including myself. Further, the

committee needs to address the question as to the permanence of

the price cut.

It is my belief that the decline of prices has been brought

about by Saudi Arabia's decision that action was needed to regain

a meaningful share of the market. Further, leaders of Saudi

Arabia concluded a meaningful market share could only be recap-

tured if the price of oil were allowed to decline to the point

where consumption was stimulated and where production of high

cost alternatives and high cost oil became uneconomic. This type

of transformation will require some time to take full effect.

Thus the implication of my analysis is that Saudi Arabia and

possibly a few other members of OPEC have decided to bring

down the price of oil to a level below $20 a barrel and perhaps

below $10 a barrel and to hold it at that level for at least two

to three years barring a very major change on the part of other

producing countries and major oil companies. This policy will

obviously have serious implications for poor oil producing

countries such as Mexico, Nigeria and Venezuela. These countries

may suffer particularly adverse consequences if they continue to

maintain their historical practices of marketing oil through

"special" arrangements rather than by trying to market oil as a

commodity. It is my expectation that the developed oil exporting

countries, Norway and the United Kingdom, will probably be able
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to weather this storm with little or no difficulty.

Three reasons can be offered to explain Saudi Arabia's

recent actions on the world oil market. First, Saudi Arabia

needed to act to maintain a meaningful share of the world oil

market both in the short term and the long term. Second, the

Saudi's income from the sale of oil had declined to a precari-

ously low level and began to be impinged upon by the rapid

decline of the dollar after March 1985. Finally, Saudi Arabia

had nothing to lose even if an oil price war led to a financial

collapse. In short, Saudi Arabia had allowed itself to be

painted into a corner from which there was no escape save by

creating a price war. Further, it appears that Saudi Arabia

would be better off even if the price war led to a financial

collapse and a serious recession.

Pursuit of a Meaningful Market Share

The primary cause of Saudi Arabia's action was undoubtedly a

desire to recapture a meaningful share of the world oil market.

In six years the Saudis had seen their share of free world

production decline from 19% to 6%. Further they had observed

several troubling trends. These were

o The decline in the role of a swing producer,

o The encroachment of a number of small producers,

o The failure of oil consumption to keep pace with

economic growth.
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The diminished role of the swing producers represents a

major explanation for Saudi actions. It may be recalled that

Saudi Arabia first accepted the mantle of the swing producer

after the March 1982 OPEC meetings. This role was reaffirmed at

the March 1983 and October 1984 meetings. Through this period

Saudi Arabia agreed to accept an average quota which ranged from

7 million barrels a day in 1982 to 4.3 million barrels a day in

1984. Saudi Arabia also agreed to lower production during

periods of slack demand while increasing production during winter

months when demand peaked.

Unfortunately the winter wing in demand was shrinking at

the same time. The change in patterns of oil use may be observed

from Table 1 where levels of consumption in IEA countries during

the quarters of low demand (second and third quarters) are

compared to levels of demand during periods of peak consumption.

According to the data shown in Table I the seasonal swing is a

decline from approximately 6 million barrels a day in 1979 to

less than 2 million barrels a day in 1985. The diminished role

fur the swing producer must eventually have caused the Saudis to

wonder about the advisability of their strategy.

The steady increase in supply from other smaller producers

also created an obvious problem for Saudi Arabia. Between 1979

and 1985 free world consumption declined by 7 million barrels a

day while OPEC production declined by 14 millions barrels a day.

During the same period, OPEC production net of Saudi Arabia had

declined by 8 million barrels a day while Saudi Arabia's produc-
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tion had declined by 6 million barrels a day.

TABLE 1

Free World Seasonal Oil Consumption

(million barrels per day)

Average of Second Average of Fourth
And Third Quarters And First Quarters

1974 31.0 33.9
1975 30.2 33.6
1976 31.2 33.5
1977 31.8 36.4
1978 32.2 36.7
1979 32.1 38.4
1980 30.2 36.2
1981 29.6 33.4
1982 28.9 31.7
1983 29.1 30.2
1984 29.8 31.6
1985 29.6 31.4*

*Fourth quarter only
source: IEA, Oil Market Report

Difference
2.9

3.4
2.3
4.7
4.5
6.3
5.9
3.8
2.8
1.0
1.7
1.8

The drop in OPEC production had been offset by increases in

output from Mexico, the North Sea, and other areas. For example,

Mexican production averaged only 1.4 million barrels a day in

1979, while through the first eleven months of 1985 it averaged 3

million barrels i day. During the same period the North Sec and

U.S. production increased by 1.6 and 0.4 million barrels a day

respectively. A further increase in production came from the

countries commonly lumped in the "other" category. Output in

these countries increased from 5.4 million barrels a day to 7

million barrels a day. Approximately three quarters of the

increased production from other countries came from Brazil,

Egypt, India and Malaysia, countries not ordinarily considered
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major oil producers. Production in Brazil increased by 217% from

170 mbd to 540 mbd. Production in India increased by a startling

148% from 250 mbd to 620 mbd. Production in Egypt and Malaysia

"only" increased by 69% and 50% from 520 mbd to 880 mbd in the

case of Egypt and from 260 mbd to 400 mbd in the case of Ma-

laysia. Further production increases could be expected from each

of these countries since each operated outside the OPEC club

and each had very obvious needs for income from the exportation

of oil or to reduce the cost of oil imports. In addition, new ,

entrance to the non-OPEC club could be anticipated in 1986 and

1987. For example, Columbia had announced plans to begin

exporting approximately 50,000 barrels a day in early 1986.

The trend in production by the non Arab members of OPEC was

also troubling. None of these countries had been willing to take

permanent cuts in production since 1981 and political turmoil had

become so great in one, Nigeria, that further adherence to any

quota level was in doubt. Economic austerity programs in

Nigeria, Indonesia, and Venezuela probably signaled the need to

increase output in those countries.

Finally, the stamina of the Arab block of producers was

beginning to flag. In the summer of 1985 Iraq indicated it

would need an increase in its production quota and Iran had not

disguised its efforts to increase sales. Thus, the trends

suggested that Saudi Arabia faced a very real (and preposterous)

threat of being squeezed out of the world oil market. Indeed,

the trends of production in other OPEC countries and in non OPEC
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countries appear to indicate that by 1987 the swing producer

would have to import oil, an obviously absurd proposition.

By engineering a substantial reduction in the price of oil

Saudi Arabia obviously intended to slow or arrest this encroach-

ment by many smaller or high cost producers. Developments in

high cost areas such as Columbia and the United States must be

funded from private capital. Suppliers of that capital, major

and independent oil companies, should be expected to reduce their

expenditures if expectations for long run prices of oil were

changed. Thus, the Saudis probably intended to bring prices

down for a long enough period of time to slow or stop this

proliferation of oil supply.

Saudi Arabia probably also intends to increase oil sales

over the next five years by stimulating increased consumption.

This increase would come from two sources: economic growth and

substitution. It is unlikely that a reduction in the

conservation "ethic" was anticipated.

The first source of increased use would come from

displacement of coal and natural ;as from boilers through out the

world. The trends in consumption over the last eleven years,

depicted in Figure 1, indicate that consumption of light products

(gasoline, heating oil and jet fuel) had remained relatively

steady while consumption of heavy fuel oil (residual fuel oil)

had declined by 33 percent. The sharp drop after 1979 was

particularly noticable. Planners in many oil exporting countries

recognized that most of the drop in the use of heavy fuel oil
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could be traced to substitution efforts in the United States,

Japan and Western Europe. In the United States coal and natural

gas had captured large portions of the petroleum market while in

Japan and Europe new nuclear power plants started after 1979 were

beginning to permanently displace oil. Lower oil prices were

required to stop or reverse this substitution.

Figure 1
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Lower oil prices would also stimulate the use of heavy fuel

oil in developing countries. The use of heavy fuel oil in

developing countries had increased at modest rates since 1974

despite relatively slow rates of economic growth. (See Figure 2.)

One aim of the price cut was to stimulate use in developing

countries.

Figure 2
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The decision to engineer lower oil prices also probably

resulted from a desire to stimulate faster worldwide economic

growth. While the elasticity of consumption with respect to GDP

growth has declined since 1979, it is still approximately 0.5.

Thus oil exporters could expect to benefit from greater sales

resulting from the more rapid economic growth caused by lower oil

prices. The decline in prices could add as much as two

percentage points to worldwide growth rates and add perhaps a

million barrels a day to demand by 1987.

However, the primary macro economic explanation for the

price cut may have been defensive, not offensive. Diminishing

prospects for worldwide economic growth must have troubled Saudi

Arabia. The U.S. recovery from the 1981/82 recession was in its

third year in 1985 and was beginning to peter out. At the same

time it became clear that the high rates of growth recorded in

the ,Pacific rim had become history. Growth in the OECD was

projected to decline in 1986 to 2.7 percent, down from the 4.9

percent rate recorded in 1984 and 3.2 percent rate recorded in

1985. Oil consumption would have continued to decline in 1986

and 1987 in the absence of some type of economic stimulus.

In summary, the prospects of lower consumption, increased

supplies from smaller nations and the diminished role of the

swing producer created a situation which forced a change of

policy on oil exporting countries. Saudi Arabia took unilateral

action because it was not able to make other producers understand

the dimensions of the problem.
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Declines in Oil Export Revenues

The timing of the collapse in oil prices is probably

related to the decline in the value of the dollar. Until 1985,

oil exporting countries were cushioned from the impacts of

declining export revenues by the increase in the value of the

dollar. For example, between 1981 and 1985 the nominal value of

Saudi revenues had declined by 76 percent. However, the loss in

income was cut by a third due to the increased value of the

dollar. This benefit came to a sudden end in March 1985. Since

March the value of the dollar has declined by more than 20

percent, causing the sharpest drop in real export earnings of oil

producing countries since 1973. It should not seem surprising

that Saudi Arabia changed its strategy when its real income

began to drop precipitously.

It should also be noted that Saudi Arabia does not appear to

have anything to lose from the decline in oil prices. A

continuation of the trends in the market established between 1981

and 1985 would have eventually pushed the Saudis out of the

market. By last summer the price environment, allocation of

production among OPEC countries, and levels of cheating had all

reached a point at which Saudi Arabia's income from the sale of

oil for the next few years was probably at a minimum level.

Thus, the kingdom had nothing to lose from a price war even if

the war led to a world wide depression. Volumes of sales and

revenues would be greater even in the case of a financial

4
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collapse than they would be if no change in policy had been made.

The losers from the New Environent

The principal losers from lower oil prices will be Mexico,

Nigeria, other populated exporting countries such as Indonesia

and Malaysia, independent oilmen and suppliers. In the United

States the casualties are already beginning to mount. Smith

International, a company which reported net income of $133

million in 1981, entered chapter 11. Unemployment in Texas

increased by 130,000 in February. Many oil companies are

announcing sharp reductions in capital expenditures and reduc-

tions in employment.

Among exporting nations both Nigeria and Mexico face great

difficulties. Nigeria has announced that it will be unable to

service its modest foreign debt and has asked its bankers to

reschedule payments. Mexico has indicated that it will require

at least $ 6 billion in new loans in 1986. Unfortunately, this

estimate is probably off by a factor of two. Mexico may need as

much as 12 billion dollars in 1986.

Mexico is suffering in three ways from the decline in oil

prices. First, the decline in prices is obviously cutting export

revenues. Second, Mexico is being forced to accept a much larger

cut in prices than other countries, such as Saudi Arabia.

Finally, buyers are turning away from Mexico's oil because

Mexico will not price it competitively.
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The problem faced by Mexico is caused by Saudi Arabia's use

of netback contracts. Twelve months ago Mexican crude sold at

perhaps a $ 2.00 per barrel premium to Saudi crude after adjust-

ment for quality differences. This premium could be traced to

the differences in shipping distances for Saudi and Mexican

crudes. Nervous buyers, concerned about the prospects for a

decline in prices turned to "close haul" crudes from Mexico, the

North Sea and Venezuela. Long haul crudes had to be sold at a

discount to remain competitive. Saudi Arabia was a major loser

in this situation.

Saudi Arabia remedied this problem by introducing netback

contracts. These contracts establish the price of crude oil from

the prices of products at the time the oil is received or even

after the oil is received effectively making the Saudi crude the

closest of close haul crudes. Saudi Arabia's adoption of netback

contracts instantly eliminated the premium enjoyed by Mexico's

oil. However, the situation has been made worse by the fact that

Mexico has refused to adopt netback contracts. Until the end of

January PEMEX insisted on selling oil following established

practices where prices were set at the end of the month, after

crude cargoes were lifted. The effect of this practice wan to

make Mexican crude the long haul crude. Mexican crude oil must

sell at a discount of $ 2.00 to $ 4.00 to Saudi oil if it can be

sold at all. Over the last few weeks it has become increasingly

apparent that the oil cannot be sold at all. Mexican exports
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have declined by as much as one third, and could fall further.

The economic, social and political consequences of Mexico's

inability to sell oil could be extremely troubling for both

Mexico and the United States.

Conclusion: Whither the Price of Oil?

I have tried to describe the reasons for the sharp drop in

the price of oil. As I noted above, the basic explanation may

be found in the fact that Saudi Arabia was being squeezed from

the market. This was not a situation which could last because

Saudi Arabia was the world's largest potential producer of oil

and was also clearly the world's lowest cost producer. Its

response has created serious troubles for many oil exporting

countries as well as U.S. producers of oil and other fuels. The

question is, will those other producers most affected by Saudi

Arabia's actions respond by cooperating to cut production and

stabilize prices in the high teens or low twenties or will they

continue to compete with Saudi Arabia in a fruitless, useless

battle to maintain market share?

My expectation is that other exporting countries will not

come to their senses, will not ctit production and will try to

fight it out with Saudi Arabia. The result will be low but

volatile oil prices. Single digit prices are a clear possibility

for the next twelve to thirty-six months.

I have two reasons for expecting low prices to persist for

some time. First, it is clear that the reestablishment of a

benchmark price in the high teens or low twenties will not stop
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oil proliferation and will not stimulate demand. Instead, it

just prolongs and postpones the problem to another day. My

impression is that the leaders in Saudi Arabia recognize that

compromise today is probably not in the interest of either

the Kingdom or other oil exporting countries. I expect that

Saudi Arabia will demand a very high price to stabilize the

market, a price which other countries will find to be politically

unacceptable.

Second, it is also very clear that most of the producers do

not understand the problem. This failure to recognize the

situation is best illustrated by the following statement by a

Mexican official published in Business Week, "Any cut in pro-

duction has to come from OPEC countries and it has to be big."

Saudi Arabia's competitors - other oil producing countries,

independent producers, major oil companies, natural gas pro-

ducers, coal companies, and drilling contractors - are all in a

situation similar to the alcoholic for whom no cure is possible

until he recognizes that his illness is his problem and that he

must cooperate to cure it.
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Representative LUNGREN. Next is Joseph Kalt, associate profes-
sor of economics at Harvard University.

Welcome. You may proceed.

STATEMENT OF JOSEPH P. KALT, ASSOCIATE PROFESSOR OF
ECONOMICS, HARVARD UNIVERSITY

Mr. KALT. I appreciate the opportunity to contribute to this hear-
ing. I would like to make any remarks primarily directed at the
question of domestic economic impacts of the recent decline in
world oil prices.

We are all aware that oil prices in the international marketplace
have fallen by more than $10 per barrel over the last 2 months.
What seems to be less well understood is the depth of the decline
in oil prices since their peak in 1980 and the relationship between
today's prices and the preembargo days of the early 1970's.

In figure 1 of my prepared statement you will find a description
of the path of real, that is, inflation-adjusted oil prices, over 1972
through today. This adjustment for inflation is necessary if we are
to be able to compare the true cost, that is, the real purchasing
power, that buyers have been paying for oil over the years.

Real crude costs for the Nation peaked in 1980. Since then peak
prices have been on a sharp and consistent decline. Indeed, the
recent drop in oil prices represents an acceleration of a trend
toward lower real oil costs rather than a reversal of a trend toward
higher prices.

Significantly, after adjusting for inflation, crude oil prices in the
world marketplace now stand close to the prices that prevailed in
1972 and 1973. Before the OPEC embargo of October 1973 a barrel
of crude oil cost the Nation approximately $3.50. In 1972 dollars
the present price of $14 per barrel translates into roughly $5 per
barrel. In fact, with a decline in current prices of just a few more
dollars, such as Phil Verleger just suggested might occur, we will
have come full circle on the energy crisis.

Oil price changes of the magnitude we are going through have
profound effects on oil producers and oil consumers. Moreover, be-
cause other forms of energy, such as natural gas and coal, compete
at the margin with petroleum products, the prices of these other
fuels are ultimately driven by the world price of oil. As a result,
producers and consumers throughout the general energy market-
place have significant stakes in the path taken by oil prices.

The natural question to ask, of course, is whether the recent de-
cline in oil prices is an unambiguous net benefit for the Nation, or
whether there are current or future pitfalls against which we
should be protecting ourselves?

In the face of falling prices, domestic energy producers, for exam-
ple, argue that operations will have to be curtailed and the Nation
will shrink its energy production capacity. Energy consumers, on
the other hand, are presented with strong incentives to increase
their use of energy after years of attempting to conserve.

Where does the net economic interest of the United States lie?
The United States is a net importer of energy; we are a net con-

sumer of the rest of the world's energy resources. Consequently,
the aggregate interests of the Nation lie in lower rather than
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higher world oil prices. Other things equal, a fall in international
oil prices raises the national wealth. This improvement, however, is
accomplished at the expense of oil and other energy producers.

Falling oil prices benefit oil users by making current levels of oil
use less expensive and by making it possible to apply oil and other
fuels to new uses that were uneconomical when oil prices were
high but which yield value in excess of cost now that they are low.
These new uses include new factories that otherwise would have
been unprofitable, expanded output from the agricultural sector,
which is notably energy intensive, expanded markets for firms and
services that were previously limited by transportation costs, and
so on throughout the energy using sectors of the economy.

The energy producing sector of the economy, on the other hand,
is demonstrably harmed by falling oil prices. That sector can now
be expected to cut back significantly its levels of operation.

Discussions of the impact of falling oil prices on the oil industry
are often flawed by a view of the industry as monolithic, that is,
the view of the industry as if it is uniformly harmed by falling oil
prices. This characterization overlooks the crucial distinction be-
tween oil companies that are primarily crude oil producers and
those oil companies that are primarily crude oil users. Crude oil
users include refiners, petrochemical manufacturers and petroleum
product retailers and wholesalers. These users of crude oil stand to
benefit dramatically from lower oil prices.

The benefits of falling oil prices are then felt downstream by
those who use the output-the gasoline, fuel oil, and so forth-of
crude oil users. Expanded output by refiners, petrochemical compa-
nies and oil product distributors necessarily forces prices down rel-
ative to what businesses and final consumers of oil products would
otherwise have faced.

This last conclusion may appear somewhat controversial in light
of the current concerns over whether the recent price declines in
world crude oil markets will show up at the pump. These concerns
illustrate a misconception that costs determine prices. In a relative-
ly short timeframe when demand for oil products is stable prices

pend on supply, not on costs. Expand crude oil output, espe-
cially the recent output from Saudi Arabia, requires time to be
transported and transformed into additional petroleum products.
Only when this additional product supply hits the market will con-
sumer prices fall. Recent pressure is gathering force, and consumer
prices have recently been falling quite rapidly.

In my prepared statement I have calculated the impacts of de-
clining oil prices on crude producers and crude oil users. The latter
category, crude oil users, includes everyone from oil refiners to gas-
oline consumers. Contained in the group denoted crude oil produc-
ers are producing company stock holders as well as royalty.recipi-
ents, various State governments and others who receive income
from crude oil production.

Relative to a world of $26 oil, domestic crude oil producers stand
to lose net income at a rate of roughly $30 billion per year if crude
oil prices stay in the neighborhood of $14 to $15 delivered. At the
same time, the users of crude oil as a group in the Nation are real-
izing net gains at a rate of approximately $100 billion per year.
The sharp difference between the gains of crude oil users and the
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losses of crude oil producers illustrates the net interest the Nation
has in lower rather than higher oil prices.

The indicated losses of the domestic crude oil production indus-
try are associated with depressed incentives for finding, developing
and producing crude oil. My estimates indicate that if the world oil
prices persist at current levels reserve additions by the domestic in-
dustry will be approximately 30 percent per year lower than they
otherwise would have been. That is, lower that they would have
been at $26 per barrel oil. Meanwhile, of course , crude oil using
sectors of the economy will be expanding and domestic oil reserves
not depleted today will be saved for future development.

Two of the clearest consequences of declining world oil prices are
reduced investment in supply by the domestic energy producing
sector and reduced incentives for energy conservation by the users
of energy products. These responses raise a number of issues for
energy policy.

First, does the Nation bear increased risks of international
supply disruptions by failing to develop its domestic energy re-
sources above the level that is dictated by market price incentives?

Second, is the Nation facing the possibility that consumers will
myopically believe that energy prices will never again rise and that
energy conservation is a thing of the past? In other words, could
reduced energy efficiency set the stage for another energy crisis?

At first glance, the obvious solution to these problems might
appear to be the imposition of an oil import tariff, were these prob-
lems real. A tariff would prop up both producer and consumer
prices in the domestic economy and thereby spur both development
of domestic energy resources and consumer energy conservation.

Of course, the fact that an oil import tariff would benefit oil and
other domestic energy production and would deter energy con-
sumption are not in themselves justification for a tariff. The com-
monly heard argument for a tariff, that is, that lower oil prices will
now cause underinvestment in domestic energy production and
wasteful overconsumption of energy products, are notably weak.

First, on the producer side it is not clear that tariff protection
provides a defense for the Nation against oil supply disruptions or
that a tariff provides more effective protection than the Strategic
Petroleum Reserve or the agreements of the International Energy
Agency. The 1973 oil supply shock occurred following almost 15
years of import protection for the domestic producers.

Moreover, evidence indicates that drilling activity in the domes-
tic industry responds quite quickly to a given price change, with
the vast majority of the response coming within 6 months. The ra-
pidity of this response argues against maintaining a stockpile of
protected domestic producers.

Finally, oil developed and produced today is not available tomor-
row. We may want to save our oil for tomorrow.

On the demand side, it must be stressed that we would not want
consumers to be excessively energy efficient. It is appropriate that
consumers respond to lower energy prices by consuming more and
reducing their efforts to conserve.

Energy conservation is not free. It results in the use of capital,
labor, materials, engineers and scientists that might be allocated to
other sectors of the economy. If energy in fact becomes less scarce
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and expensive, it is appropriate for the Nation to devote less of its
resources to conservation in order to improve its output from other
sectors of the economy.

The relevant question, of course, is whether the current decline
in energy prices is likely to be perceived as more permanent than
it really turns out to be? While it is possible that energy users will
have expectations biased in this direction, that is, toward expecting
low prices to persist indefinitely, the specter of myopic consumers
foolishly returning to pre-1970's consumption patterns is not credi-
ble. Not only are the memories of 1973 and 1979 still fresh, but
there is no obvious reason why consumers' expectations would be
biased in the direction of low rather than high prices.

The Nation's energy using capital stock-machinery, buildings,
automobiles, and so forth-is turned over relatively slowly in re-
sponse to changes in energy prices. The improvements in energy ef-
ficiency put in place since 1973 will not quickly be abandoned in
response to a fall in oil prices during the first 3 months of 1986.

Let me briefly say something about the sources of the decline in
oil prices. It seems to me that if we are to understand where oil
prices might go it is useful to look at the reasons why we are
where we are today. I think there are four reasons we have seen
the decline in real oil prices.

First, the sharp oil price increases in the 1970's brought forth ex-
tensive efforts to find additional energy supply both of oil and
nonoil energy resources.

A second factor contributing to declining real oil prices in the
1980's has been the conservation efforts induced by the rising
prices of the 1970's. Oil and other fuel demand is now substantially
lower than it otherwise would have been. As I have said, the move-
ment toward energy conservation is not likely to be quickly wiped
out by lower prices.

A third factor contributing to the decline in oil prices was the
elimination of U.S. price ceilings on oil and the continuing gradual
decontrol of natural gas. In the case of oil, decontrol appears to
have raised output by as much as 15 percent over what it other-
wise would have been. Oil and gas price decontrol also increased
the responsiveness of domestic energy supplies to world market
conditions.

The preceding factors have contributed to the downward trend in
oil prices that has operated since 1980. They do not, however, pro-
vide a full explanation for the very sharp drop in oil prices over
the last 2 months. The key to this event, as Phil Verleger has de-
scribed, appears to have been Saudi Arabia. By late 1985 Saudi
Arabia found its revenue needs exceeding its revenue collection.
Rather than borrow to finance its deficits, Saudi Arabia has appar-
ently decided to raise revenues by selling more oil. The resulting
impact on oil prices is why we are here today.

I will leave the future of oil prices to Mr. Verleger. Clearly, the
keys in the short run lie with Saudi Arabia. Thank you.

Representative LUNGREN. Thank you very much.
[The prepared statement of Mr. Kalt follows:]
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PREPARED STATEMENT OF JOSEPH P. KALT

The Economic Impact of Lower Oil Prices

My name is Joseph P. Kalt. I am an Associate Professor of Economics

at Harvard University and Assistant Director for Natural Resources of the

Energy and Environmental Policy Center at Harvard's Kennedy School of

Government. I appreciate the opportunity to contribute to these hearings.

The recent precipitous drop in worldwide energy prices has once again

surprised those of us who occasionally attempt to forecast oil prices. The

drop in prices that we have experienced has been much larger and more rapid

than anyone could credibly have predicted. While this experience

presumably adds just one more nail in the coffin that holds the reputation

of economists as forecasters, we may still be able to describe the economic

implications of lower oil prices now that they are with us.

I. THE IMPORTANCE AND MAGNITUDE OF THE DECLINE IN WORLD PRICES

We are all aware that oil prices on the international marketplace have

fallen by roughly ten dollars per barrel over the last two months. What

seems to be less well understood is the depth of the decline in oil prices

since their peak in 1980, and the relationship between today's prices and

the pre-embargo days of the early 1970s.
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Figure I shows the path of "real" -- inflation-adjusted to 1972

dollars -- oil prices over 1972 through 1986. This adjustment for

inflation is necessary if we are to be able to compare the true cost, i.e.,

the real purchasing power, that buyers have been paying for oil over the

years. The rapid inflation from the early 1970s through the early 1980s

ate away at the value of each of the dollars given up to get a barrel of

oil, and this has acted to restrain the cost of oil despite a general rise

in the number of dollars charged per barrel.

Real crude oil costs for the nation peaked in 1980 (Figure 1). Since

this peak, prices have been on a sharp and consistent decline. Indeed, the

recent drop in oil prices represents the acceleration of a trend toward

lower real oil costs, rather than a reversal of a trend toward higher

prices.

Significantly, after adjusting for inflation, crude oil prices in the

world marketplace now stand close to the prices that prevailed in 1972-73.

Before the OPEC embargo of October 1973, a barrel of crude oil cost the

United States approximately $3.50. In 1972 dollars, the present price of

$14-$15 per barrel translates into $5.30-$5.70 per barrel. These figures

are, perhaps, how we should talk about oil prices since they allow us to

compare today to years past. In fact, with a decline in current prices of

just a few more dollars, we will have come full circle on the "Energy

Crisis."

Oil price changes of the magnitude we are going through have profound

effects on oil producers and oil consumers* Moreover, because other forms

of energy, such as natural gas and coal, compete at the margin with

petroleum products, the prices of these other fnels are ultimately driven

by the world price of oil. As a result, producers and consumers throughout

the general energy marketplace have significant stakes in the path taken by
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oil prices. In fact, because energy is such an important input to so many

sectors of the economy, the sharp decline of oil prices is of significant

consequence to the health of the overall national economy.

The natural question to ask, of course, is whether the recent decline

in oil prices is an unambiguous benefit for the nation, or are there

current or future pitfalls against which we should protect ourselves? In

the face of falling prices, domestic energy producers, for example, argue

that operations will have to be curtailed and the nation will shrink its

energy production capacity. Energy consumers, on the other hand, are

presented with strong incentives to increase their use of energy -- after

years of attempting to conserve. The implications of these producer and

consumer responses warrant consideration.

II. THE ECONOMIC IMPACT OF FALLING OIL PRICES

The United States is a net importer of energy: we are a net consumer

of the rest of the world's energy resources. Consequently, the aggregate

interests of the nation lie with lower, rather than higher, world oil

prices. Other things equal, a fall in international oil prices raises the

national wealth. This improvement is accomplished to the benefit of oil

(and other fuel) users and at the expense of oil (and other fuel)

producers.

Falling oil prices benefit oil users by making current levels of oil

use less expensive, and by making it possible to apply oil (and other

fuels) to new uses that were uneconomical when oil prices were high, but

which yield value in excess of cost when prices are low. These new uses

include new factories that otherwise would have been unprofitable, expanded

output from the agricultural sector (which is notably energy-intensive),

62-445 0 - 86 - 2
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expanded markets for firms and services that were previously limited by

transportation costs, and so on throughout the energy-using sectors of the

economy*

The energy-producing sector of the economy, on the other hand, is

demonstrably harmed by falling oil prices. That sector can now be expected

to cut back significantly its levels of operation, as profits are squeezed

out of high-cost exploration sad development and the volumes that continue

to be produced and sold generate less revenue.

Discussions of the impact of falling oil prices on the oil industry

are frequently flawed by a view of the industry as monolithic, i.e., as if

the industry is uniformly harmed by falling oil prices. This

characterization overlooks the crucial distinction between those oil

companies that are primarily crude oil Droducers and those oil companies

that are primarily crude oil users. The latter include refiners,

petrochemical manufacturers, and petroleum product wholesalers and

retailers. The3e users of crude oil stand to benefit from lower oil

prices. Lower oil prices make expanded operations more attractive, put

excess capacity back to work, and create the returns upon which new capital

investment can be undertaken.

These same influences of falling oil prices are felt downstream by

those who use the output -- gasoline, fuel oil, petrochemicals, etc. --

of crude oil users. Expanded output by refiners, petrochemical companies,

and product distributors necessarily forces prices down relative to what

intermediate (i.e., business) and final consumers of oil products would

have otherwise faced.

This last conclusion may appear somewhat controversial in light of

current concerns over when the recent price declines in world crude oil

markets will "show up at the pump." These concerns illustrate the
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misconception chat costs determine prices. In a relatively short time

frame when demand for oil products at any given price is relatively stable,

prices depend not on costs, but on supply. Expanded crude oil output

(especially from Saudi Arabia) in the last two months requires time to be

transported and transformed into additional petroleum products. Only when

this occurs should we expect final consumer prices to fall. Indeed, when

expanded petroleum product output does hit the market, prices can not help

but fall relative to what they otherwise would have been. Even if

petroleum product markets were not competitive, this would be true: it is

in the interests of a monopoly to increase sales when costs fall, and

increased sales can only be realized by cutting prices relative to what

they otherwise would have been.

Apart from "firms" with market power (fortunately not always

exercised) in the world crude oil industry -- Saudi Arabia, the Soviet

Union, Mexico, Norway, Great Britain -- oil markets appear to be

characterized by a great deal of competition. This reflects: 1) the

relatively free international flow of oil trade, 2) firms that are large in

absolute size but small relative to the world marketplace, and 3) the ease

with which entry into and exit from the marketplace occur. In this

setting, the bulk of recent changes in crude oil costs can be expected to

show up eventually in consumer prices. If not reversed, recent oil price

declines are large enough to affect the level of capacity in the world's

refiniog and petrochemical industry; putting additional capacity to

work will expand output and restrain consumer prices. Of course, resulting

declines in consumer prices may continue to be obscured by various taxes on

petroleum products and moderate pressure from general inflation. At

present, the downward pressure on petroleum product prices is clearly
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gathering force. Consumer prices have begun to fall rapidly over the last

several weeks.

Table I reports calculations of the impacts of declining oil prices on

crude oil producers and crude oil users, where the latter category includes

everyone from oil refiners to gasoline consumers. Implicitly contained in

the group denoted "crude oil producers" are producing company stock

holders, as well as royalty recipients, various state governments, and

others who receive income from crude oil production. The Table shows the

aggregate income gains and losses of users and producers that are

associated with price declines of varying sizes from an initial base of $26

per barrel. The losses of domestic crude oil producers are based on a

statistical analysis of the responsiveness of supply efforts to prices, and

the gains of users similarly depend upon the responsiveness of crude oil

demand to prices. By knowing the supply responsiveness of producers, it is

possible to calculate both the output level that will be attained at

successively lower prices (and the associated loss in income on that

output) and the output that will be suppressed by lower market prices.

Mirror image calculations allow assessment of the impacts of lower prices

on crude oil consumers.

Table I indicates that, relative to a world of $26 oil (as in 1985),

domestic crude oil suppliers stand to lose net income at a rate of roughly

$30 billion per year if crude oil prices stay in the neighborhood of $14-

$15 per barrel for a full year (as current futures markets are betting will

be the case). At the same time, the users of crude oil as a group are

realizing net gains at a rate of approximately $100 billion per year,

relative to a market of $26 crude oil. The sharp difference between the

gains of crude oil users and crude oil producers illustrates the net

interest the nation has in lower, rather than higher oil prices.
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Tab le 1

THE IMPACT OF DECLINING WORLD OIL PRICES
ON U.S. CRUDE OIL PRODUCERS AND CRUDE OIL BUYERS

(Billions of Dollars Annually)

LOSS OF
CRUDE OIL
PRODUCERS

0
-3
-6
-9

-12
-15
-18
-21
-23
-26
-28
-31
-33
-35
-37
-39
-41

GAIN OF
CRUDE OIL

BUYERS

0
9

17
26
34
43
52
60
69
78
86
95

104
112
121
130
139

WORLD
OIL

PRICE

$26.00
$25.00
$24.00
$23.00
$22.00
$21 .00
$20.00
$19.00
$18.00
$17.00
$16.00
$15.00
$14.00
$13.00
$12.00
$11 .00
$10.00

NET
IMPACT

0
6

II

17
22
28
34
39
46
52
58
64
71
77
84
91
98
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The indicated losses of the domestic crude oil production industry are

associated with depressed incentives for finding, developing and producing

crude oil. My estimates indicate that if world oil prices persist at

current levels, reserve additions by the doTaestic industry will be

approximately 30% per year lower than they otherwise would have been (i.e.,

had oil prices stayed at approximately $26). This, of course, implies

lower levels of drilling rig operation and continued hardship for the crude

oil producing industry. Meanwhile, of course, crude oil using sectors of

the economy will be expanding and domestic oil reserves not depleted today

will be saved for future development.

The net national gains from lower world oil prices (Table 1) tell only

a partial story. Declining oil prices inevitably depress the prices of

other energy sources, such as coal and natural gas. The nation can now

expect to reduce its efforts to expand the supply of these energy sources --

to the detriment of producers. In the coal sector, which has a small level

of net exports, the losses of producers from lower prices are likely to

somewhat outweigh the gains of coal consumers.

As noted, the economy as a whole is a net energy (all types combined)

importer, so that the gains of energy consumers as group from lower prices

outweigh the losses of the energy producing sector. In fact, the decline

in energy prices is tantamount to expanding the aggregate supply

capabilities of the domestic economy. For any given monetary policy, this

is likely to result in a dampening of any inflationary pressures as an

expansion of the output of goods from the economy gets "chased" by a given

amount of money. This effect, however, has the attributes of a one-shot

episode: the economy's general price level will adjust to the new level of

aggregate supply, but once the adjustment takes place, further deflationary
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pressure would have to come from still further declines in oil prices.

III. POLICY DIMENSIONS OF THE DECLINE IN WORLD OIL PRICES

Two of the clearest consequences of declining world oil prices are:

1) reduced investment in supply by the domestic energy producing sector,

and 2) reduced incentives for energy conservation by the users of energy

products. These responses, in turn, raise a number of issues for energy

policy. First, does the nation bear increased risks of international

supply disruptions by failing to develop its domestic energy resources

above the level that is dictated by marketplace price incentives? Clearly,

current world oil prices will completely eliminate any incentives for the

development of exotic alternatives to traditional oil, gas, coal, hydro,

and nuclear energy supplies. But current prices also depress development

efforts in the traditional sectors. Second, is the nation facing the

possibility that consumers will myopically believe that energy prices will

never rise again and that energy conservation is a thing of the past?

Could reduced energy efficiency set the stage for another Energy Crisis?

At first glance, the "obvious" solution to these problems might appear

to be the imposition of an oil (crude and products) import tariff -- were

these problems real. A tariff would prop up both producer and consume;

prices in the domestic economy and, thereby, spur both domestic resource

development and energy conservation. A $5 per barrel import tariff on top

of a $14 per barrel world oil price, for example, would increase oil

drilling activity (total feet) by O%-15%; and such a tariff could cut oil

consumption by 11%-14%. A tariff of this size would generate net gains for

the oil producing industry at the rate of approximately $20 billion per

year, but would cost oil users roughly $40 billion per year (not counting

any receipt of tariff revenues).
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Of course, the facts that an oil import tariff would benefit oil and

other domestic energy production and would deter energy consumption are

not, in themselves, justification for a tariff. The commonly heard

arguments for a tariff noted above -- that lower prices will now cause

underinvestment in domestic energy production and wasteful overconsumption

of energy products -- are notably weak. First, on the producer side, it is

not clear that tariff protection provides a defense against oil supply

disruptions or that a tariff provides more effective protection than the

Strategic Petroleum Reserve and/or the agreements of the International

Energy Agency. The 1973 oil supply shock occurred following almost 15 years

of import protection for domestic producers (under the Mandatory Oil Import

Program), during which time producers were given incentives to develop

domestic supply sources. Moreover, available evidence indicates that

drilling activity responds quite quickly to a given price change (such as

would accompany an international supply disruption), with the vast majority

of the response coming within six months. The rapidity of this response

argues against maintaining a "stockpile" of protected producers. Finally,

oil developed and produced today is not available tomorrow. Saving domestic

supply today may be preferable to current development if -imported energy is

likely to become more expensive and/or less secure in the future.

On the demand side, it must be stressed that we would not want

consumers to be excessively energy efficient. It is appropriate that

consumers respond to lower energy prices by consuming more and-reducing

their efforts to conserve. Energy conservation is not free. It results in

the use of capital, labor, materials, engineers and scientists that might

be allocated to other sectors of the economy -- from health care to

agriculture. lf energy, in fact, becosPs less scarce and expensive, it is
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appropriate for the nation to devote less of its resources to conservation

in order to improve its output from other sectors of the economy.

The relevant question is, of course, whether the current decline in

energy prices is likely to be perceived as more permanent than it really

turns out to be. While it is possible that energy users will have

expectations biased in this direction, the specter of myopic consumers

foolishly returning to pre-1970's consumption patterns is not credible.

Not only are the memories of the 1973 and 1979 episodes still present, but

there is no obvious reason why consumers' expectations would be likely to

be biased in the direction of low prices rather than high prices. In

addition, available evidence indicates that significant adjustments to both

price increases and price decreases take place only over many years, rather

than within days, weeks or months. The nation's energy-using capital stock

-- machinery, buildings, automobiles, etc. -- is turned over relatively

slowly in response to changes in energy prices. The improvements in energy

efficiency put in place since 1973 will not be quickly abandoned in

respons, to a fall in oil prices during the first three months of 1986.

In short, the decline in oil prices is not, itself, the source of

arguments for an oil import tariff. Such arguments, to the extent they are

defensible on economic grounds, are largely independent of the level of oil

prices. In general, defensible arguments arise most credibly from: 1) the

ability of the U.S. as a whole (but no individual buyer alone) to lower the

cost it bears for importing oil when it restrains the levels ot its overall

imports, or 2) national security risks associated with any level of

dependence on imported oil (i.e., risks associated with, for example, being

held "hostage" by a hostile oil exporter).' In either of these situations,

the full cost the nation bears for imported energy exceeds the price paid

by any individual importer -- either because each individual buyer does not
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individual buyers do not bear all of the national security costs and risks

of their private import purchases.

IV. THE OUTLOOK

Assessing the likely duration of recent oil price declines is probably

as important as measuring their current economic impact on oil producers

and consumers. An appropriate place to start in this regard is with an

examination of the factors that have put us where we are today.

At least four significant factors have contributed to the decline in

real oil prices shown in Figure 1:

1. First, the sharp oil price increases in the 1970s brought forth

extensive efforts to find additional energy supply. While we are all aware

of the significant petroleum supplies that come from Alaska, Mexico and the

North Sea, the output of non-oil energy sources has also been pushed far

above what it would have been had world oil prices remained at pre-embargo

levels. The coal deposits, natural gas reserves and international nuclear

power plants that have now been explored and/or developed will continue to

overhang the oil market and restrain prices.

2. A second factor contributing to declining real oil prices in the 1980s

has been the conservation efforts induced by the rising prices of the

1970s. The U.S. and most other nations adjusted gradually, but steadily,

to higher oil prices from 1973 onward by raising the efficiency of energy

consumption (e.g., as measured by btus per dollar of output). The result

is now oil (and other fuel) demand that is substantially lower at any given

price than it otherwise would have been. As noted, the movement toward

energy conservation is not likely to be quickly wiped out by lower prices.
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3. A third factor contributing to the decline in oil prices has been the

elimination of U.S. price ceilings on oil and natural gas. The elimination

of price controls on oil and (partially) on natural gas increased domestic

supplies of these resources relative to what they would have otherwise

been. In the case of oil, decontrol appears to have raised output by as

much as 15% over what it otherwise would have been. Oil and gas price

decontrol also increased the responsiveness of domestic energy supplies to

world market conditions. The ability to respond to higher world prices by

increasing domestic output acts to constrain the actions of any oil

exporting country contemplating an exercise of market power.

4. The preceding factors have contributed to the downward trend in oil

prices that has operated since 1980. They do not, however, provide a full

explanation for the very sharp drop in oil prices over the last two months.

The key to this event appears to have been Saudi Arabia. Since the Iranian

revolution in 1979, Saudi Arabia has been the dominant player in the world

oil market and has been primarily responsible for controlling the level of

world oil prices by consciously limiting its output of crude oil. By late

1985, however, Saudi Arabia found its revenue needs exceeding its revenue

collections -- it was running a deficit. Rather than borrow to finance its

spending, Saudi Arabia has apparently decided to raise revenue by selling

more oil. The resulting impact on oil prices is why we are here today.

In light of the factors that have led to the current state of world

oil markets, what is the outlook for oil prices now? Over the short terms I

hesitate to guess where prices will settle. Nevertheless, the keys appear

to be the supply behavior of Saudi Arabia and its competitors in the world

energy markets. As long as Saudi Arabia does not continue to raise its

output, the disincentives to supply embodied in current prices should, on
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net, discourage production of coal, natural gas and non-Saudi oil

(particularly production by private sector firms not facing mandated revenue

targets). This will cause prices to firm. Over the longer term, the

predictable components of oil supply and demand point to prices that rise at

moderate rates of, say, 3% per year (in constant dollars).

The longer term outlook for energy prices is predicated on several

factors. First, rising prices are likely to be needed to continue to call

forth new oil and non-oil supply sources. Second, relatively low energy

prices in the near term will tend to slow or reverse consumers'

conservation efforts. Gradually, this process will lead to higher demands

than would otherwise arise. These hig&r demands will put upward pressure

on oil prices. Third, this pressure will be complemented by general y

positive world economic growth. The demand for petroleum products is quite

sensitive to aggregate economic growth, and the outlook for oil prices is

linked to GNP growth around the world.

Needless to say, there are major uncertainties that are hard to factor

into forecasts of oil prices. One of these uncertainties is clearly Saudi

Arabia. The Saudis have (and recognize that they have) the ability to

directly affect world oil prices by varying their production levels.

Indeed, too much appears to be made regarding the disarray and demise of

OPEC. While Saudi Arabia would undoubtedly welcome the cooperation of

other OPEC and non-OPEC oil suppliers, the Saudis do not require such

cooperation to exercise market power over price. Should the Saudis'

current revenue needs recede, or should they be willing to finance their

expenditure goals through borrowing or sales of non-oil assets, the Saudis

could be expected to significantly cut their crude oil output. World oil

prices could then be expected to rise as fast as they have recently fallen.

On the other hand, price could easily be driven below current levels by
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further increases in Saudi output -- perhaps motivated by still unfilled

revenue targets.

The influence of unanticipated changes in Saudi Arabian production

behavior on world oil prices could be either upward or downward. Clearly

pushing prices in an upward direction, however, would be a disruption in

Middle Eastern oil supplies. Such a disruption might emanate from

political or military turmoil and seems unlikely to be eliminated as a
a

possibility over the foreseeable future. Over the longer term, in fact,

the Middle East is likely to play an increasingly important role in the

world oil market. While the expansion of oil and non-oil energy supply

sources outside of OPEC has been a recent source of softer world oil

prices, the Middle East continues t, be the site of a very large share of

the world's liquid energy. Over time, it is likely to be the case that oil

production will become more, rather than less, concentrated in the Middle -

East. This will facilitate control over prices by Saudi Arabia, a

rejuvenated OPEC, or a hostile interdictor.

On the side of lower prices, one hard-to-predict possibility is an end

to the Iran-Iraq war. Each of these countries is producing far below the

levels they would be likely to select if they were at peace (given time to

repair existing production facilities and invest in new facilities).
1

Several million barrels of additional crude oil output from Iran and Iraq

would significantly reduce world prices and stem their rise.

Obviously, the course of oil prices will depend on factors that are

inherently hard to predict. The course of the Iran-Iraq war or the finance

decisions of Saudi Arabia are fundamentally beyond the scope of economists.

Unfortunately, this observation does not make the job of this committee any

easier.

0
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Representative LUNGREN. Now we will hear from Mr. Edward
Friedman from Shearson Lehman Bros.

STATEMENT OF EDWARD FRIEDMAN, SHEARSON LEHMAN BROS.
Mr. FRiEDMAN. I came with a long prepared statement that goes

into the record, apparently, and I have a summary statement.
I think we are all in agreement that the large decline in spot oil

prices is unmistakably a big event. In sheer size it corresponds to
the quadrupling of oil prices in 1973-74, but in reverse. Happily,
whereas these increases were damaging to the U.S. economy, the
recent decline will likely turn out to be beneficial.

I think we are in agreement that the decline is not random and
it is not likely to be reversed soon. It is the result of a conscious
policy on the part of Saudi Arabia to boost production in order to
regain market share.

The net effects on the U.S. economy and those of other industri-
alized nations are mostly positive. Energy costs represent about 12
percent of the total market basket in the CPI and therefore as they
fall, they will contribute directly to lower overall consumer price
inflation.

Indirectly, though, there will be further benefits on the inflation
front. Petroleum byproducts include plastics and organic chemicals.
They are used to manufacture everything from clothes to cars.
Lower input costs into production of everything from clothes to
cars helps to contain price increases at the retail level.

The consumer sector will be helped out in that smaller outlays
by consumers for gasoline and heating oil will free up funds for dis-
cretionary spending on other goods and services.

The international trade balance stands to benefit as well. If we
import 4 million barrels a day of oil, which is a low figure, an $8
decline in spot crude prices quickly translates into an $11 billion
improvement in the current account deficit.

The impact on interest rates is to push them downward, especial-
ly in the long end of the yield curve insofar as it is the expecta-
tions of lower inflation which contribute to the lower interest rates.
Thirty-year Treasuries, for example, have declined 200 basis points
over the last 3 months, to the low 8 percent range. Most of that is
not attributed to oil so much as it is attributed to other factors:
Gramm-Rudman deficit reduction measures, and so forth. But the
lower oil prices also contribute.

The combination of lower home heating costs and interest costs
should prove particularly favorable for the housing market.

Interestingly, lower oil prices will even help to lower the Federal
deficit in three ways.

First, stronger overall growth in the economy translates into
higher personal income and corporate profits, which means higher
tax revenues.

Second, lower inflation in the costs of goods and services pro-
cured by the Federal Government helps agencies stay within their
budgets and reduces the growth of COLA's and entitlements.

Third, lower interest rates can reduce the cost of servicing the
national debt. A 1 percentage point reduction in the interest rate
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on Treasury securities lowers the annual interest paid on $1.5 tril-
lion in national debt by $15 billion.

The negative side of lower oil prices is narrowly focused. High
cost oil exporters such as Mexico, Nigeria, Venezuela, Great Brit-
ain, and Norway face declines in export revenues. Similarly, high
cost U.S. producers. Consequently, incomes of States such as Texas
and Oklahoma will be adversely affected. Therefore, so will the tax
revenues of those States. Banks with heavy exposure to those com-
panies, nations, and/or regions may suffer.

Shearson Lehman Bros. has an econometric model of the U.S.
economy which we have run the lower oil prices through. Over the
next 3 years, inflation is likely to average 1 to 1.5 percentage
points lower per year than it otherwise would have been, with the
biggest improvement this year. Real GNP growth is likely to be
about 0.5 percent, upward to 1 percentage point faster each year,
with the biggest extra kick next year.

The average annual improvement in the Federal deficit is esti-
mated to be about $24 billion, with the biggest improvement
coming in 1988. That improvement, in other words, gradually
grows from this year through 1987 to the $30 billion range in 1988.

The unemployment rate should average about one-half of 1 per-
cent per year lower, and that again should be especially seen in
1987 and 1988.

When all the competing forces have left their mark on interest
rates, long-term bond rates should stand about 50 basis points
lower than they otherwise would have been if oil prices had not
dropped.

Thank you very much.
Representative LUNGREN. Thank you very much.
[The prepared statement of Mr. Friedman follows:]
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PREPARED STATEMENT OF EDWARD FRIEDMAN

Oil and the Economy: A Big Event*
by Allen Sinai and Edward Friedman

Oil and energy prices, when they change sharply, constitute a
big event. Twice since 1970, between October 1973 and
February 1974 and from March 1979 to March 1980, there were
large inflationary oil price shocks that had far-reaching
effects--a quadrupling, then a doubling of oil prices. In
more recent years, oil prices have headed downward.
falling $5.18 between January 1981 and January 1983, and
another $5.40 between January 1983 and December 1985 (Chart 1
and Table 1).
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Table 1
Largest Monthly Movements in Oil Prices

Refiners' Change from Previous
Acquisition Cost Month

(S/Barrel) (S/Barrel)

January 1986* 22.00 - 4.00
March 1983 28.43 - 2.33
January 1983 31.40 - 1.45
April 1982 32.82 - 1.25
March 1982 34.07 - 1.41
January 1981 36.58 + 3.22
March 1980 33.42 + 1.02
February 1980 32.40 + 1.65
January 1980 20.75 + 1.84
December 1979 28.91 + 1.89
November 1979 27.02 + 1.97
September 1979 25.06 + 1.08
August 1979 23.98 + 0.89
July 1979 23.09 + 2.06
June 1979 21.03 + 2.03
May 1979 19.00 + 1.42
April 1979 17.58 + 1.17
February 1974 12.45 + 2.86
November 1973 9.59 + 6.36

*Estimated

Most recently, crude oil prices have collapsed in the
aftermath of a new pricing strategy by OPEC--especially Saudi
Arabia-- increasing production to gain market share. The
latest moves in oil prices have been huge, some $3 to $12 of
reductions lin crude oil spot prices and an estimated $7 drop
in refiners' acquisition cost. The latest change is the
third largest since 1970 and thus, by any definition, is a
big event.

The first oil price shock in 1973-74 and a second in 1979-80
were major factors in the double-digit inflation rates of the
late 1970s and early 1980s, soaring interest rates, and the
weakness of the dollar. The oil and energy price shocks were
also of prime importance in the 1970s' stagflation--sluggish
growth, frequent economic downturns, high unemployment, and
high inflation.

Now the oil cartel that created these conditions has broken
apart, and the results of cartel-breakdown theory are
appearing. Various crude oil prices are down $10 to $15 a
barrel since mid-December 1985, and trading in some oil
markets has ground to a halt (Tables 2 and 3). The declines
are beginning to show in lower gasoline prices at the pump
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and in reductions of heating costs. The Producers' Price
Index (PPI) for January has already showed a large 0.7%
decline, to a great extent the result of these price
declines. Other price indexes will soon start to show the
flow-through effects of falling energy prices, producing
surprisingly low inflation rates.

What are the economic effects of lower oil prices, both
qualitative and quantitative, for the U.S. and the
rest-of-the-world economies? This analysis answers these
questions, with the aid of the Shearson Lehman econometric
model of the U.S. economy--a 300-equation macroeconometric
model that contains considerable detail on inflation in the
contemporary economy. It should be noted that the results
are suggestive, rather than definitive, given the nature and
shortcomings of econometric-based analyses. Also, the
behavior of oil prices, a key exogenous input to the system,
Is very volatile and subject to the vagaries of Mideast oil
politics, injecting considerable uncertainty into the
results.

Oil Prices & the Economy--Qualitative Effects

Lower oil prices, if they persist, are classified as a
disinflationary shock. Inflation is directly lowered, real
economic growth is raised, and the lower oil prices are a
force for lower interest rates. Policynakers have more room
to maneuver as a result of the lower inflation, particularly
for monetary policies to be more accommodative. Lower oil
and energy prices reduce business costs and help raise
corporate profits. The lower inflation reduces federal
budget deficits' by lowering government outlays and raising
tax receipts.1  But, the lower oil prices also can bring a
host of negative effects for certain countries, regions, and
financial institutions whxse businesses are tied to oil
production and revenues a d oil-related economic activities.
These effects are true generally for the U.S. as well as the
rest of the world.

Oil Prices & The Econony--The Process

Firat, reductions in crude oil prices in the spot and futures
markets directly reduce inflation, although initially with
lags of one to three months. Impacts occur on oil and energy
costs, the prices of derivative products such as plastics and
chemicals, and eventually even the prices on items like
airline fares and automobiles. The deflationary effects show
up first in the Producers' Price Index, then in the Consumer
Price Index, and last in the implicit GNP price deflator.
Inflation is affected more in the PPI, which reflects
commodities prices, and less in the GNP price deflator, which
is heavily services oriented. The bulk of the
disinflationary effects appear tvo to six months after the
initial crude oil price declines, and taper off after that.
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Table 2
Recent Performance of Key Spo Oil Prices

(Monthly Averagm, Unlim Specified)
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Second, the lower inflation raises consumer purchasing power
by increasing real disposable income and the funds available
for discretionary spending. The lower inflation also reduces
interest rates, inducing the refinancing of old debt to cut
servicing costs. This is true for households, businesses,
and even government entities. Business costs are also lower,
raising profits and cash flow. The end result is an increase
in real economic growth as various sectors spend more out of
the higher cash flows.

Third. if the decline in oil prices is expected to be
permanent, the expected rate of inflation will come down.
This helps to lower long-term interest rates. Less demand
for borrowed funds results from actual lower inflation and
tends to reduce short- term Interest rates. In addition, the
central bank has more leeway to stimulate growth without
worrying about excessive monetary growth and inflation, and
can be another source of lower interest rates.

All of these factors are the way lower oil prices can
translate to lower interest rates.

Fourth, federal budget deficits should decline as a
consequence of lower oil prices. More economic growth means
additional tax revenues from individuals and businesses, more
than offsetting any decline in windfall-oil tax receipts or
taxes from oil- related businesses. Less inflation also
means lower government outlays, especially in COLAs and
entitlements. And, the lower interest rates that stem from
lower inflation reduce the debt service costs to the federal
government--now, the third largest government expenditure
category. State and local government tax receipts should be
higher as well, and operating costs lower.

Fifth, the so-called "Phillips Curve"--the relation between
inflation and unemployment--should shift lower from a lower
oil price shock. This means that both inflation and
unemployment can be reduced simultaneously for a given growth
path of real GNP, productivity, and other factors that affect
inflation such as the dollar. The fall In oil prices
directly reduces inflation and the increase in real economic
growth reduces unemployment. Deflationary oil price shocks,
for the time being, vitiate the trade-off between inflation
and unemployment. Slack in the economy need not be created
to reduce inflation--higher inflation need not result as a
consequence of a lower rate of unemployment.

All these positive results are generally true for the rest of
the world as well as for the United States--even for those
oil-exporting countries that are directly hurt by lower oil
prices. Lower inflation; increased economic growth, income
and profits; lower interest rates; improved budget positions
for governments; more leeway for stimulative monetary
policies, if necessary; and lower unemployment can be
expected.
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The negative fallout from oil lower prices is more narrowly
focused. Oil exporters like Mexico, Nigeria, Venezuela,
Ecuador, Great Britain, Norway, and most OPEC countries (an
exception is Saudi Arabia) face steep declines In export
revenues. Only those countries with low marginal costs of
oil production, considerable capacity to expand, and modest
domestic expenditures can benefit from a situation of falling
oil prices in the short and intermediate term. Oil-producing
regions In this country like Texas, Oklahoma, and Louisiana
will also be hard hit, as revenues to state and local
governments drop. Oil companies, especially those
concentrated in oil production as opposed to distribution,
will be hurt. And, those banks located in regions where oil
makes up a major economic activity, with large energy loans
in portfolios, significant LDC debts, or that have not
reserved enough against loan losses will suffer.

Oil & The Economy--The Quantitative Impacts

Shearson Lehman Economics has examined the macroeconomic
consequences of lower oil prices using a large-scale
macroeconometric model of the U.S. economy--the
Shearson-Lehman 300-equation model. In the computer
simulations, a $10 per barrel drop in refiners' acquisition
cost of crude oll is assumed. This decline is a little more
than has actually occurred so far (Table 3). The drop in the
refiners' acquisition cost of oil is estimated to be about $7
up to the end of February. The results shown in Table 4
below are a useful indication of the incremental effects of
an oil price drop relative to a situation without the $10 a
barrel decline.

The $10 per barrel reduction in refiners' acquisition cost,
if sustained, reduces Inflation by 1.5 to 2.8 percentage
points In the first year, depending on the particular price
index involved, and 1.3 to 2.4 percentage points below what
otherwise might have occurred in the second year. This
result takes into account all other feedback effects from the
lower oil prices, including the impacts on economic growth,
interest rates, the exchange rate, and wages. The monetary
authority Is assumed to maintain the same path for
nonborrowed reserves before and after the oil price shock.

Real GNP growth rises 0.8 percentage point in year 1,
according to the computer simulation. In the second year
after the drop in oil prices, real growth is 1.4 percentage
points higher. There are time lags before the increased
purchasing power of households and business translates into
additional expenditures that raise real GNP.
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Table 4

Economic and Financial Impacts of Lower Oil Prices*
(Incremental Changes Relative to No Oil Price Decline)

1986 1987 1988

Inflation
(Percent Change)
CPI-U -2.4 -1.6 -0.6
Implicit GNP Deflator -1.5 -1.3 -0.8
Producers' Price Index -2.8 -2.4 -0.2

Real GNP Growth
(Percent Change) 0.8 1.4 0.7

Unemployment Rate
(Percent) -0.2 -0.6 -0.6

90-Day Treasury Bill Rate
(Basis Points) -34 -37 -46

30-Year Treasury Bond Rate
(Basis Points) -35 -50 -67

Budget Deficit - NIPA**
(Bile. of Dollars) 12.3 24.9 38.5

Trade-Weighted Exchange Rate
(Percent Change) 4.4 -2.8 -1.4

Ml Growth
(Percent Change) 0.1 -0.2 0.1

M2 Growth
(Percent Change) 0.7 0.5 -0.1

Corporate Profits, After-tax
(Percent Change) 2.4 0.8 0.2

C omputer simulation with the Shearson Lehman Model of the
U.S. Economy. The results of computer simulations with
econometric models should be regarded as approximate,
reflecting one of a large distribution of outcomes of the
simulated changes. The more ahistorical the simulated
change, the more uncertain the results.

*4 Includes reductions in windfall profits taxes.
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The unemployment rate is 0.2 percentage point lower in 1986
and 0.6 percentage point below the no-oil price decline
situation in later years. The increased final d(:mands
resulting from the lower Inflation raise employment in the
economy, producing a lower rate of unemployment despite the
drop in inflation. This result reflects the downward shift
in the Phillips Curve from the lower oil price shock.

Short- and long-term Interest rates drop by 35 to 67 basis
points. The lower inflation causes a reduction in the
expected rate of inflation which, in turn, reduces the
inflation premiums in the 30-year Treasury bond rate.
Short-term interest rates are down from a reduction in the
current-dollar demand for funds by households and business.

After-tax corporate profits grow faster, some 2.4 percentage
points higher than otherwise would be the case in the first
year of the lower oil price shock, and 0.8 percentage point
in the second year. Lower costs and increased sales bring
about the improvement.

Surprisingly, perhaps, the federal budget deficit improves by
$15.3 billion in calendar 1986, $27.9 billion in 1987, and
$41.5 billion in 1988. The 0.8 and 1.4 percentage point
increases in real economic growth bring more tax revenues to
the federal government. The sharp declines in Inflation save
the federal government in reduced current-dollar outlays.
The reductions of interest rates also help to reduce the
federal budget deficit by limiting the interest payments on
outstanding federal government debt. Thus, the lower oil
prices make the task of deficit reduction in Washington
easier.

Summary

In the broad sweep of history, what we see in the latest oil
event is the price mechanism at work. The shock of higher
oil prices In the 1970s was a major source of slow growth,
high inflation, and high unemployment around the world. But
that shock also set up longer-run shifts in energy supplies
and demands that have helped bring a collapse in the OPEC
cartel and of oil prices. Higher oil prices induced major
shifts In production technology and consumer habits that
reduced energy usage and demand, although with long lags. At
the same time, the price increases stimulated new sources of
oil and energy production around the world. These changes
ultimately reversed the demand and supply imbalances that
permitted oil prices to rise in the first place. Mideast oil
politics have dictated the rest. Saudi Arabia has increased
supply in order to increase oil revenues. That in turn
forced down prices which is causing some marginal production
to be shut down and in the long run will cause demand to
rise.
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The U.S. and world economies are now In the middle of the
momentum from the latest oil event. History teaches that,
once started, such an event will continue to run. The
processes of the latest declines in oil prices and oil
politics need to play out over a year or so before any
reversal might begin. The elasticities of response to lower
oil prices in demands and supplies are significant in the
long run, but slow in unfolding and perhaps asymmetrical
compared with the effects from higher oil prices.

Only if politics intervene--a rapprochement between the
Saudis, other OPEC members or non-OPEC oil-producers, or a
conflict in the Middle East or other oil-producing
regions--might the current trends be reversed. Even then,
the fundamental demand and supply conditions that favor lower
oil prices probably would remain, preventing any return of
oil prices back to the mid $20s or above prior to 1989 or
1990.

This "big event" is a lucky break for most economies. Lower
oil prices mean lots of good news for the economy and
financial markets; a boost in the real aftertax returns on
financial assets in most countries; a positive step towards
prosperity, lower unemployment, and lower interest rates; and
a growing perception of less inflation in future years. All
this will be a big plus for bonds and stocks, though most
likely better for the equity than the bond markets, but the
latter will benefit greatly as well. The lower oil price
event sets a resilient backdrop for the financial markets,
permitting improvement even if other news Is negative.

Footnotes

*Based on a speech presented by Allen Sinai entitled "Oil and

the Macroeconomic Impacts," at the New York Mercantile

Exchange Symposium, Options, Implications and Outlook for

Today's Oil Markets, Wednesday, February 12, 1986.

lAn exception in the U.S. is the windfall profits tax,

which, in the case of the lower oil prices so far, would

decline by approximately $3 billion.
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Representative LUNGREN. Now we will hear from Mr. Joel Prak-
ken of Laurence Meyer & Associates.

STATEMENT OF JOEL L. PRAKKEN, LAURENCE MEYER &
ASSOCIATES

Mr. PRAKKEN. Thank you, Congressman Lungren. It is a pleasure
to have this opportunity to share with the subcommittee my views
on the ramification for the national economy of declines in petrole-
um prices.

I will limit my comments to the overall economic effects of the
oil prices and where I think it is important to try to draw some
distinctions between the conclusions that we have reached and
some that I have heard expressed by my other colleagues on the
panel.

While falling oil prices do provide a welcome contrast to our ex-
perience of the 1970's, a decade in which we witnessed a nearly
tenfold increase in the price of petroleum relative to the overall
price level, I think it is important that we not forget that recent
reductions in oil prices reflect a decline in the relative price of
energy associated with the changing structure in the worldwide
market for petroleum.

We are all taught in introductory economics that the principal
factor in determining inflation in the long run is the rate of growth
in the Nation's money stock. Hence, I think it is safe to say that if
the economy is operating near potential and for a given path in the
Nation's money supply there may be little lasting advantageous
effect upon either the overall price of domestically produced output
or the real value of domestically produced output.

Nonetheless, during and for some time following a drop in the
price of oil we should enjoy a temporary reduction in domestic
prices below levels associated with higher energy costs accompa-
nied by a temporary rise in domestic output as the effects of lower
real energy prices permeate our economic structure.

Estimates prepared by my colleagues at Laurence Meyer & Asso-
ciates reveal that while 7 years later the level of real GNP is prac-
tically unaltered following a one-time $5 reduction in the price of
oil, in the interim there is a cumulative increase in the value of
domestic production of about $155 billion, which comes to some-
thing just over 4 percent of 1985's GNP.

Some handy rules of thumb here. Our estimates suggest that for
every one-tim#.drop in the price of oil of $5 that growth in real
GNP is raised initially in the first year by about half a percentage
point and maybe by half that amount in the second year, and that
the inflation rate, measured by growth in the consumer price
index, is lower by sixth-tenths of a point in the first year and only
a few tenths after that. Private nonfarm employment could be up
as much as 700,000 after 2 years.

Furthermore, since the decline in the relative price of oil reflects
improved terms of trade faced by American consumers vis-a-vis oil
exporting nations, our ability to consume is enhanced even for an
unchanged level of domestic production, and this clearly has been a
development that is in favor of our consumers. We estimate that
for a one-time $5 decline in the price of imported petroleum that
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real wages in the private nonfarm sector will rise by about three-
tenths of 1 percent in the first year, and this differential persists
and, indeed, grows over the 7-year horizon that we examined.

Nonetheless, over periods longer than 2 or 3 years, many of the
transitory beneficial effects of the decline in the relative price of
oil begin to reverse themselves: stronger near-term growth in GNP
starts to absorb the economy's unutilized resources; the employ-
ment rate starts falling; we start taking up slack in our output
markets, putting upward pressure on wages and prices. For a given
path in the nominal money stock the rate of growth in the real
money supply declines and higher interest rates start to squeeze
out the extra economic growth that you initially had.

There are, however, net advantages to lower oil prices. I think
we would all agree with that.

First of all, as I mentioned earlier, for an unchanged level of do-
mestically generated income and production but improved terms of
trade vis-a-vis oil exporting nations, American consumers will be
able to purchase more goods and services than if the price of oil
had not fallen. Typically we measure our standard of living by our
ability to consume, and here is a case where we would be able to
consume more now without having to give up more later. That is,
the real wage measured in terms of consumer prices rises and the
increase will persist.

Second, as I have already mentioned, over the period during
which GNP remains above the path associated with the higher
price of oil there is a cumulative gain in the value of domestic pro-
duction that is not inconsequential and need not be reversed.

Finally, an argument can be made that in the long run lower
energy prices will raise the level of potential output. That is, the
value of domestic production at full employment, if you will, by re-
ducing the cost of a factor of production complementary to labor.
In this case the recent decline in the price of oil could lead to a
one-time rise in domestic production but certainly not a lasting in-
crease in the rate of growth of real GNP. In order for a situation
like that to persist you have to have continuing declines in real
energy prices in order to have continuing increases in GNP above a
level associated with higher energy prices.

I also think that there are some important caveats that we ought
to make clear when we are looking at this situation.

The first is the results that I have discussed-and I would
assume there are other macroeconomic results presented-have to
make some kind of assumption about the Federal Reserve's re-.
sponse to lower oil prices.

In my particular rules of thumb that I have given you, I have
assumed that the Fed does nothing, simply keeps the money supply
growing at about the same rate that it would have at higher prices.
I conclude here that the results assume that the Fed maintains an
unchanged rate of growth in the money supply in the face of de-
clining oil prices.

Indeed, the entire calculus of the benefits of lower oil prices de-
pends crucially on the response of monetary authorities. If the Fed,
pursuing further reductions in underlying inflation, uses the oppor-
tunity provided by falling energy prices to reduce monetary growth
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while avoiding a deceleration in output, the beneficial aspects of
OPEC's demise would be largely offset.

Nor should it be forgotten that while our overall economy bene-
fits from lower energy prices, there are obviously domestic winners
and losers. As a general proposition consumers gain because the
terms of trade they face vis-a-vis oil exporting nations has im-
proved. Producers in the petroleum and closely related industries
are clearly going to lose. The distribution of gains and losses are
not distributed evenly over geographic areas either, oil producing
regions bearing disproportionately large losses and enjoying dispro-
portionately small gains.

Finally, a precipitous drop in oil prices places increased financial
pressure on oil producing nations encountering difficulties meeting
interest obligations to Western banks. This could adversely affect
U.S. exports, undermining some of the potential gains from cheap-
er energy. Furthermore, defaults by such countries on bank loans
could threaten the stability of our financial system with deleterious
implications for the real economy as well.

While this potential threat vi appropriately viewed, in my judg-
ment, as a problem encountered temporarily in the economic tran-
sition to lower oil prices, it is going to greatly complicate the tasks
facing the monetary authorities here over the next couple of years.

In sum, I think there can be no doubt that unless the Fed moves
to counter the beneficial effects of lower oil prices in the near
term, we will all enjoy it. At least American consumers will cer-
tainly be better off in the face of lower oil prices.

I think the longrun beneficial aspects of this have been largely
oversold. The only two clear longrun benefits that I can see from
this are an increased ability of our consumers to purchase more
goods and services because of a shift in the terms of trade against
ofl exporting nations. This will persist, assuming that real oil
prices will not start rising again, and then lower oil prices will
slightly increase the rate of growth and potential output that the
economy can achieve over long periods of time.

I think it is a fair statement that most economists would argue
that the principal reason that potential output increases is because
the labor force is growing and because the capital stock is growing
and that energy would play probably a tertiary role in that par-
ticular set of calculations.

I guess my concluding comments here are that it is good news in
the short run, but maybe I am going to temper the comments of
my other colleagues with a little bit of longrun caution.

Representative LUNGREN. Thank you very much.
[The prepared statement of Mr. Prakken follows:]
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PREPARED STATEMENT OF JOEL L. PRAKKEN

Oil Prices and Macroeconomic Performance

Opening Remarks

Mr. Chairman, it is a pleasure to have this opportunity to share with the
Committee my views on the ramifications for the national economy of declines in
the worldwide price of petroleum.

While falling oil prices provide a welcome contmst to our experience of the 1970s,
a decade which witnessed a nearly ten fold increase in the price of petroleum
relative to the overall price level, we should not forget that recent reductions in oil
prices reflect a decline in the relative price of energy associated with a changing
structure in worldwide market for petroleum. Hence, if the economy is operating
near potential, and for a given path of the nation's money supply, there may be
little lasting advantageous effect upon either the overall price of domestically
produced output (i.e., the implicit deflator for Gross National Product) or the real
value of domestically produced output (i.e., the real Gross National Product).

Nonetheless, during and for some time following a drop in the price of oil, we
should enjoy a temporary reduction in domestic prices (below levels associated with
higher energy costs) accompanied by a temporary rise in domestic output as the
effects of lower real energy prices permeate our economic structure. Estimates
prepared by Laurence H. Meyer and Associates (LHM&A) reveal that while , seven
years later, the level of real GNP is practically unaltered by a one-time SS decline
in the price of oil, the cumulative interim increase in the value of domestic
production is $S$ billion, or 4.3% of real GNP in 1985.

Furthermore, since the decline in the relative price of oil reflects improved terms
of trade faced by American consumers vis-a-vis oil exporting nations, our ability to
consume is enhanced even for an unchanged level of domestically generated
output. LHM&A estimates that, for a one-time SS decline in the price of imported
petroleum, real hourly compensation in the 'rivate nonfarm sector rises by 0.31%
in the first year, a differential that rises to 1% persists seven years later.
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Channels of Impact: The Near Term Gains

The decline in the price of oil, attributable largely to the inability of the

Organization of Petroleum Exporting Countries (OPEC) to resist the competitive

forces steadily undermining their once near monopoly, affects the American
economy through a variety of channels all of which. for a period of several years,
prove advantageous:

(1) As the price of OPEC oil declines, the price of petroleum-based products
imported by the United States falls, reducing directly both the Consumer Price
Index (CPI) and the Producer Price Index (PPI), measures which cover imports.
The GNP deflator, which measures the price of domestically produced output and
hence does not cover imports, is not so affected.

(2) However, the declining price of imported petroleum influences domestic
producers of energy who, facing worldwide competitive pressures, reduce prices as
well. Hence the demise of OPEC affects the GNP deflator, albeit indirectly and
somewhat more slowly than either the CPI or the PPI.

(3) Prices in other oil importing countries are similarly reduced, tending to lower
prices of nonpetroleum products purchased by Americans from abroad.

(4) In the United States, falling oil prices lower the price of consumer goods, but
initially leave unchanged both the level of nominal income earned by households in
the domestic production of goods and services and the nominal value of household
net worth. The effect is to raise real personal disposable income and real
household net worth, thereby encouraging an expansion in personal consumption
expenditures.

Sl

(5) Because the demand for energy-related products is relatively price-inelastic, the
decline in the relative price of oil results in a decline in consumer expenditures on
oil and a corresponding increase in the real income available for expenditures on
other consumer items.

(6) The decline in oil prices lowers production costs directly. In addition, the
associated decline in consumer prices help mitigate wage demands, working to
lower unit labor costs. Lower costs of production transmit the effect of lower oil
prices to the price of domestically produced goods and services.

(7) As prices decelerate for an unchanged path of the nominal money stock, the
real supply of money increases and interest rates decline. In turn, the decline in
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interest rates stimulates business fixed investment, residential construction,
expenditure on consumer durables, and inventory investment.

(8) Falling interest rates also lead to an upward revaluation of equities, raising
household net worth and thereby encouraging additional consumer expenditures.

(9) In other oil importing nations, the decline in real petroleum prices reduces
overall prices, which further benefits American consumers of foreign products.

(10) The decline in oil prices helps raise real incomes worldwide, stimulating
demand for U.S. exports.

Channels of Impact: Long-Term Offsets

Over periods longer than two to three years, many of the transitory macroeconomic
advantages of a decline in the relative price of oil begin to reverse themselves.
Stronger near-term growth in real GNP absorbs the economy's unutilized resources,
putting upward pressure on wages and prices. For a given path in the nominal
money stock, the rate of growth in the real supply of money declines, interest rates
rise, and real GNP decelerates. Some additional "cycling of inflation, interest
rates, and output can be expected before the influence of the decline in oil prices
fully dissipates, leaving aggregate domestic prices and output on much the same
paths they would have followed absent any reduction in the relative price of
energy.

Net Advantages

Although there may be little long-term effect upon either domestically produced
real output or the aggregate domestic price level, this is not to say that collectively
we are tot 'better off* following the decline in the relative price of imported
energy.

For an unchanged level of domestically generated income and production, but
improved terms of trade vis-a-vis oil exporting nations, American consumers will
be able to purchase more goods and services than if the price of oil had not fallen.
That is, the real wage, measured in terms of consumers' prices, rises and the
increase persists.
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In addition, over the period during which real GNP remains above the path
associated with a higher price of oil, there is a cumulative gain in the value of
domestic production that is not inconsequential.

Finally, an argument can be made that, in the long run, lower energy prices raise
the level of potential output - that is, the value of domestic production at "full
employment' - by reducing the cost of a factor of production complimentary to
labor. In this case, the recent decline in the price of oil could lead to a one-time
rise in domestic production, but not a lasting increase in the rate of growth of real
GNP.

The Basel[@e Simulatlon: $26/Barrel of Imported Oil

To gauge the empirical magaitudes of these effects, Laurence H. Meyer and
Associates, using the Washington University Macroeconomic Model of the United
States Economy, have prepared some representative simulations of the impact of a
decline in oil prices on the domestic economy.

The benchmark against which the effects of lower oil prices are measured is a
'baseline* simulation in which, from the beginning of 1986 through the end of
1992, the price of imported oil is held at $20 per barrel, real GNP grows at about a
3.2% annual rate, the inflation rate, measured as the rate of change in the All
Urban CPL averages 3.4% per year, and both nominal interest rates and the
civilian unemployment rate gradually decline. The baseline simulation,
summarized in Table I, does not represent a forecast of future economic activity.
Rather, it should be interpreted as a defensible point of reference that is
conditional upon the underlying assumptions about monetary and fiscal policy, as
well as growth in population and the rate of technological advance. In the baseline
simulation, the domestic economy is operating near potential (or *full employment')
by the end of the decade.

Altermatiye 01: SIS/Barrel

The first alternative was prepared under the assumption that, in the beginning of
1986, the price of imported oil declines by 55 per barrel down to 515 and remains
and that new lower level thereafter. The monetary authorities are assumed to
maintain an unchanged path in the nominal money stock (MI). The results of
alternative *1 are presented in detail in Table 2.
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The results suggest that. over the first full year following the $5 decline in oil
prices, the rate of growth in real GNP is raised by half a percentage point, and by
three tenths of a point in the second year. The inflation rate, measured as the
growth in the CPI, is lowered by six tenths of a percentage point in the first year,
and by two tenths of a point in the second year; as suggested by the discutsion
above, the impact on the rate of change in the GNP deflator is smaller. Private
nonfarm employment is up 700,000 after two years, while the civilian
unemployment rate is down seven tenths of a percentage poinL Interest rates do
fall initially, but only marginally so. The reason is that while the decline in
inflation by itself tends to lower interest rates, the accompanying spurt in real
growth tends to offset the decline by placing upward pressure on yields.

As the unemployment rate falls, pressure for increases in wages and prices builds.
By 1989, both hourly compensation in the private nonfarm sector and aggregate
prices are rising more rapidly than in the baseline, and interest rates are higher as
well. The effect is, by the fourth year. to reduce the rate of growth in real GNP
below that in the baseline. By 1992. the ierei of GNP is practically identical to the
level of the baseline and the unemployment rate, movements in which trail
movements in GNP, is rising towards the level projected in the baseline simulation.

However, real private nonfarm hourly compensation, measured in terms of
consumers' prices, is everywhere higher than in the baseline. The differential
stands at 1% percent in 1992, representing a sustained increase in the standard of
living over the period. This is reflected in an S25 billion increase in the level of
personal consumption expenditures by 1992, most of which was purchased from
abroad.

In addition, while the level of real GNP is little changed by 1992, the cumulative
gain in domestic output over the period comes to $155 billion, roughly 4% of the
real value of domestic production in 1985- There are other less tangible but
nonetheless important benefits associated with this cumulative gain in output,
perhaps the most important of which is the on-the-job experience gained by worker
who otherwise would have gone unemployed.

Alternative 02: $10/Barrel

As a second alternative, the price of oil was dropped to $10 per barrel at the start
of 1986 and held there thereafter. Results of this simulation are presented in
detail in Table 3. The findings are similar in spirit to the case of s 5 decline in
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oil prices, though the near-term impacts on inflation and growth in real GNP are
proportionately larger.

Rules of Thumb and Concluding Caveats

A handy rule of thumb evident in these results is that, for every $5 decline in the
price of oil, growth in real GNP rises 0.5 percentage points over the following
year, and by half again as much over the second year; inflation, measured as the
rate of growth in consumer prices, falls 0.6 percentage points over the first year,
but only 0.2 points in the second.

Finally, the optimistic conclusions presented herein need be tempered by a few
words of caution. In the first instance, the results assume that the Federal Reserve
maintains an unchanged rate of growth in the money supply in the face of
declining oil prices. Indeed, the entire calculus of the benefits of lower oil prices
depends crucially on the response of the monetary authorities. If the Fed,
pursuing further reductions in underlying inflation, uses the opportunity provided
by falling energy prices to reduce monetary growth while avoiding a deceleration
of output, the beneficial aspects of OPEC's demise would be largely offset.

Not should it be forgotten that while our overall economy benefits from lower
energy prices, there are domestic winners and losers. As a general proposition,
consumers gain and producers in the petroleum and closely related industries lose.
The distribution of gains and losses are not distributed evenly over geographic
areas either, oil-producing regions bearing disproportionately large losses and
enjoying disproportionately small gains.

Finally, a precipitous drop in oil prices pla;es increased financial pressure on oil
producing nations encountering difficulties meeting interest obligations to Western
banks. This could adversely affect US. exports, undermining some of the potential
gains from cheaper energy. Furthermore, defaults by such countries on bank loans
could threaten the stability of our financial system, with deleterious implications
for the real economy as well. While this potential threat is appropriately viewed as
a problem encountered temporarily in the economic transition to lower oil prices, it
would greatly complicate the task facing monetary authorities both in the United
States and abroad.

62-445 0 - 86 - 3
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Representative LUNGREN. I understand that Congressman
Scheuer has another meeting to go to, so I will call on him to ask
any questions he would like to ask.

Representative SCHEUER. Thank you, Mr. Chairman.
I have truly enjoyed this hearing as I have enjoyed few before,

mostly because we have been hearing almost entirely good news. I
feel like the character in "Of Mice and Men," the mental retardate
who kept saying "Lenny, tell me how it's going to be." He wanted
to hear the good news in the future. He couldn t go for the present,
but he wanted to hear the good news in the future. So you have
told us how it is going to be.

I suppose there is one lesson we should learn, and correct me if I
am wrong, and that is that governments around the world could do
very little to stop the extraordinary increase in energy prices after
the beginning of the Arab oil boycott and that this reduction that
has come in the last year has hadvery little to do with government
intervention. The increase was despite our best efforts and the de-
crease caught us napping and it just happened. I suppose that
means that a lot of the talk bout the supremacy of market forces
and letting them work their will has just proven its validity in the
last year. This is really why we hold these hearings, to educate our-
selves and the American public and help prepare ourselves to cope
and get your advice on what we ought to be doing.

Is this a time when we should be just thanking our lucky stars
that market forces are working and sit back and relax and ask for
another can of cold beer? Or are there some things we should do?
Are there any little things we can do at the margin? Should we fill
up the strategic petroleum reserve? Is this the time to get our
house in order against any conceivable sharp increase in oil or con-
certed action by the oil-producing countries some years hence?
What should we do to maximize the benefits to our economy both
here and abroad and to lengthen the duration of those benefits and
turn what was sort of an act of God into a permanent, enduring
benefit in stabilization of the American economy?

I would ask any of you to answer that. It is a broad question. It
may be that we just ought to enjoy it and that government really
doesn't have any role. If we do have a role, maybe it is central.
Maybe it is at the margin. Whichever it is, tell us what we ought to
be thinking about doing.

Mr. KALT. Let me first comment on your statement that these
events have been the result of market forces. I think in large part
that is true. In large part the events that we have seen have been
the result of the major consuming nations agreeing in the mid-
1970's to allow prices of energy to reflect the rise that was going on
in the world crude oil market. That certainly contributed to more
efficient energy use, a dampening of demand, which is now one of
the sources of declining prices.

Second, as I noted in my statement, decontrol of prices in the
United States appears to have added significantly to both the
supply and the supply responsiveness of domestic output, and that
certainly limits the ability of any oil-exporting country that would
like to take control of the world market. That country is limited by
the increased ability of the United States to respond to changes in
prices through changes in domestic output.
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With respect to your question of what should we do now, I think
it is important to realize that while we are in a period of low prices
right now, that things do look rosy, and it is certainly a welcome
change from the last 10 or 15 years, the prospect of disruptions in
Middle East oil supply remain very real.

When you look at projections on where the world will get its
liquid fuels out into the future, it is likely to be the case that world
oil supply will become more rather than less concentrated in the
Middle East over the next several decades.

Representative SCHEUER. I have heard that there have been enor-
mous new oil finds in Mexico, offshore Venezuela, offshore Argenti-
na, offshore Canada, offshore China, even in Iraq. Of course, Iraq is
the Middle East. But there have been enormous finds of new oil
fields in this hemisphere where we don't have to be exposed to
shipping across oceans. Most of these could be transferred by pipe-
line. Only in Argentina would you want to ship it, and even con-
ceivably that could be done by pipeline.

It is true that there are enormous oil fields that have been dis-
covered, large, large inventories?

Mr. VERLEGER. I would like to modify what people said just a
little. While we are all talking about the good news, you mentioned
Iraq. One of the things that appears in the Washington Post occa-
sionally is the fact the Iranians have crossed the Shatt-al-Arab.
The whole situation can turn around literally overnight.

Representative SCHEUER. Nobody has counted Iraq as a stable
source of oil supply, obviously.

Mr. VERLEGER. There have been large finds in Kuwait. The Ku-
waitis were looking for natural gas and unfortunately found just a
whole oil field of very sweet crude oil. They are importing their gas
from Iraq and they are importing their water from somebody else.

There have been finds in Venezuela and there have been some
finds off Mexico. My understanding is both kinds of crudes are
fairly heavy, fairly unattractive, and will be expensive to develop.

Offshore oil is not cheap. Development of offshore oil in Califor-
nia costs $15 to $20 a barrel as Congressman Lungren knows. The
North Sea producers' marginal costs are $4 to $5, maybe $3 a
barrel, but you don't put a platform in unless you are looking at
recovering $20.

I think we ought to back up, by the way, on market forces. I am
a strong proponent of market forces, but this is not an act of God
that prices have come down. It is not even an act of Allah; it is an
act of a government, Saudi Arabia, that decided it did not want to
import oil in 1987, which is what it really was faced with doing as
the swing producer if it were going to stabilize the market.

Also, to say we got to the situation just by market forces ignores
the fact that Brazil decided to cut down the Amazon forest and go
to ethanol and decided as a state policy to invest in oil where the
full costs are probably $45 a barrel offshore and will continue to do
so because of the shadow price of foreign exchange.

It also ignores the fact that the Indians, faced with very high
prices of oil in 1973 and 1974, decided they had to produce domestic
oil from the Bombay High, decided they wanted it to be produced
by Indian oil companies initially, not by the multinational oil com-
panies, so they would be sure to get the production anl would not
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get squeezed, and they have been willing to pay a substantial pre-
mium.

This gets back to what the United States should do as a policy
point of view. The first action is definitely to fill the strategic pe-
troleum reserve. Now is the time to fill the strategic petroleum re-
serve. We teach students in economics to buy low and sell high.
The U.S. Government did it once in its management of strategic in-
ventories. You instructed the Secretary of Energy to test the SPR.
He sold around the end of November, which marks the high point
of prices for the last 3 years. But we should be buying oil for it
now.

And we probably should look seriously at the loss in domestic re-
serves, because some of the reserves that will be lost now, the terti-
ary recovery oil in California, the secondary recovery and tertiary
oil in Texas, is going to be lost for good. Low oil prices are going to
bring about the end of the infrastructure, the drilling infrastruc-
ture, and the next time prices go up investors will be much more
cold and calculating as to whether they are going to go and build
the drilling rigs and build the other material to do it.

How one does that is an open question. One suggestion has been
made to impose an oil impor fee. Four dollars a barrel, according
to my rough estimate, would cost the consumer $21 billion.

Representative SCHEUER. How much would it produce for the
Government?

Mr. VERLEGER. I didn't do the numbers, but substantially less
than that. Probably around $7 billion. Refiners would capture most
of the rest.

A second proposal that would cost much less is to buy domestic
oil for the strategic petroleum reserve rather than buying imported
oil for the strategic petroleum reserve and, to take a leaf out of the.
agricultural programs, say pay $4 or $5 a barrel over the price for
incremental oil which would otherwise be shut down. That would
cost the Government something like $580 million for the same $4
price increase. So you are talking about a 40-to-1 ratio.

It does have a problem in that it is going to create all sorts of
regulatory nightmares. Joe Kalt and I have both written extensive-
ly in academic journals about the problems of price regulations.
But I think the problem of price regulations can be summarized in
one name: Mark Rich.

Representative SCHEUER. Excuse me. I didn't get that.
Mr. VERLEGER. Mark Rich, the oil trader who ran circles around

our price regulations. A price support program always raises some
regulatory nightmares.

If you are talking about a solution, I think it is valid, one, to
maintain some productive capacity for a disruption in the future,
and two, it has to be done in the most efficient fashion. This one
idea is the most intriguing idea I've heard. It keeps production
around and it adds to the SPR. So you get two for one.

Representative SCHEUER. This is a fantastic panel. I am sorry,
but I have an 11 o'clock appointment. I must go. It was an abso-
lutely marvelous panel. I thank all four of you.

Representative LUNGREN. Thank you.
I would like to ask a question. Following up on your suggestion

that part of the infrastructure for drilling is going to be lost for-
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ever for tertiary and secondary recovery, one of the questions I
would like to pose to the panel is-and any of you who would like
to answer, I would be pleased to hear from you-during the period
of time that we had controls on there was the argument that we
had less exploration and less drilling than we would have had oth-
erwise. We had decontrol and coincident with that we saw a rise in
wildcatters. Whatever you think the reason that you saw the in-
crease in wildcatter activity, exploration and then production, it
appeared to me that we were able to respond rather quickly from
rather slow periods of time during certain parts of the 1970's and
accelerate very, very quickly.

Is what you are suggesting, Mr. Verleger, that conditions are so
different now, particularly from the investment side, that is, that
investors wouldbe far more cautious to put their money into drill-
ing, that we would not be able to easily get out of that situation
next time around?

Mr. VERLEGER. Yes, sir. I have taken a table in the report I write
monthly for Charles River Associates from a publication by Salo-
mon Bros., and one finds that between 1979 and 1981 expenditures
on drilling increased from $16.5 to $38 billion. That is not in my
testimony. I will be happy to provide the table to you later.

What happened was that the price decontrol created a huge cash
flow to the industry and the prospect to higher prices for some
time to come, and so it was reinvested.

Economists have struggled for 20 or 30 years to model the behav-
ior of oil field service people and the whole exploration process, but
in some ways it is very difficult to model the behavior of an inde-
pendent oil man. If he sees the prospect of higher prices, his
answer is get money and drill wells.

During the 1981 and 1983 time period we built many rigs. Most
of these rig companies that built the rigs are now bankrupt and
most of the people that bought the rigs are bankrupt. Its very
much like the farm crop cycle where the farm implement dealers
do very well with high prices and the manufacturers of farm imple-
ments do well. Low prices are one of the processes of putting these
people out of business, causing reallocation of investments by large
corporations, and they are going to leave us without the capacity.

Representative LUNGREN. Mr. Kalt, could I ask for your re-
sponse? What I get from your testimony is that you might have a
little different view.

Mr. KALT. That's correct. I have recently been involved in some
research on the response of domestic drilling activity to changes in
prices. This research indicates that the response to changes in
prices when prices are expected to be permanent, that is, when you
are thinking about making an investment, is when you think
prices will stick around at a high level for a while. In those cases
the statistical analysis of the aggregate drilling activity of the do-
mestic industry indicates that over 90 percent of the drilling re-
sponse to a permanent increase in oil prices occurs within about
the first year of the price changes. That is, in the aggregate our
drilling activity responds quite rapidly to changes in prices.

Certain categories of activity, sucb as expensive tertiary recovery
projects, indeed are much slower. When we are worried about insu-
lating the economy from a change in world oil price, then we are
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worried about the total oil output of the Nation, not the output
from tertiary recovery projects. In the aggregate the response ap-
pears to be quite rapid.

Representative LUNGREN. On secondary and tertiary recover, we
have had some fields closed in before and gone back. They are iden-
tifiable resources. We have the technology; we know how to do it. I
guess it is really a function of whether we have the capital to uti-
lize there. I am interested in why you say they are lost permanent-
ly.

Mr. VERJEG1. Take the Wilmington field in California.
Representative LUNGREN. I would like to take it.
Mr. ViaLEGi. There are parts of it where it is under water re-

covery right now and the water cut ratio is about 98 percent; that
is, it is 98 percent water and 2 percent oil. Under the Resource Re-
covery Act regulations, that water has to be reinjected fairly care-
fully to avoid damaging the aquifers in southern California, for
very, very good reasons. It is a permitting process in doing the
whole thing. The lifting costs, I understand, can run as high as $15
on some of the older parts because of the cost of electricity.

What will happen is as those fields get shut in the permits will
be allowed to lapse. The remaining oil in place will be fairly diffi-
cult and expensive and long term to be brought out.

Joe Kalt is right. If a permanent price increase were expected
-the industry would probably do something about it. But I think the
Saudi Arabians and the OPEC countries have demonstrated suc-
cessfully to the companies that make these investments and make
the investments in offshore oil, which is where you expect to find
the large reserve responses, and not in 1 year but in 5 to 10 years,
that they are perfectly willing to create a volatile price environ-
ment.

I have been lecturing for the last 2 years that oil has become a
commodity. The industry is gradually coming around to the conclu-
sion. What it does in response is cut $1 billion out of a company's
exploration budgets. ARCO has delayed substantially its explora-
tion budget in Alaska. SOHIO has done the same. The increased
uncertainty that the prices are going to come down 5 years from
now, then increase 7 years and then decline again is going to
reduce for many years to come the industry's willingness to go out
and make investments.

I think the innocence of the industry has been wiped out today
just as it was in the 1930's by John D. Rockefeller.

Representative LUNGREN. It is refreshing to hear someone talk
about the innocence of the oil industry. We don't hear that often in
the halls of Washington.

Mr. KALT. I believe that Phil Verleger is right that the risk that
the Nation faces is not so much that we will go back to a world of
high prices but that we will be living in a world of very volatile
prices, that is, that we will occasionally be shocked as we were in
1973 and in 1979, and we may be again shocked. If that is the prob-
lem that we face, then it seems to me a far more reasonable invest-
ment of the national resources would be to build the strategic pe-
troleum reserve than to risk sunk capital in the Long Beach
Harbor which has very low supply response when all is said and
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done. If you want to respond quickly, then you fill the strategic pe-
troleum reserve.

Representative LUNGREN. Is that because the strategic petroluem
reserve, in essence, is seen by other countries who might get in-
volved in political decisions to try and influence our markets as an
almost immediate response mechanism that can react politically as
they are acting politically?

Mr. KALT. The strategic petroleum reserve has yet to be tested.
Representative LUNGREN. Are you talking about before it gets

out of the ground?
Mr. KALT. Some of us are worried about how quickly we can get

the oil out. In principle, if the oil can be brought out quickly, it
provides two things:

The ability to quickly respond with some domestic supplies in the
face of some hostile interdiction in the Middle East. That ability is
a deterrence to that disruption in the Middle East.

Second, if a disruption occurs, prices rise very rapidly, and the
ability to quickly respond with domestic supplies can put down-
ward pressure on the price and insulate the country from the price
effects of a disruption.

Representative LUNGREN. Rather than an act of God, as was sug-
gested, it may be an act of Saudi Arabia that has brought us rapid-
ly to where we are now with falling oil prices. Mr. Kalt, you have
given us some ideas of why the Saudis did it, as did you, Mr. Ver-
leger. I guess everybody agrees the Saudis did it for particular rea-
sons.

Would it be too much of a flight of fancy to say that perhaps
they intend not only to try to maximize the return to them in the
short run but get themselves into a position where they have
driven out enough other producers in the world, particularly high-
cost producers in the United States, so that they can set the price
at some future date?

Mr. KALT. I think that is possible. Indeed, the Saudi Arabians
have so much as said that occasionally over the last decade. At the
current time my reading of the Saudi situation, however, is not
that they are on some drive to drive down prices now so they can
raise prices later, but that in fact they got very fearful of their rev-
enue shortfalls and were in the position of having to, as Phil Ver-
leger puts it, perhaps start importing oil in 1987. My view is that
Saudi Arabia did not want to go out and borrow. They had very
high revenue needs, they weren't getting enough oil revenue, and
they thought that by increasing their output they could increase
the oil revenues and finance the deficit.

Mr. VERLEGER. Let me respond, because I think Joe Kalt has
given a nice academic response. My discussions are that the Saudis
are doing exactly what John D. Rockefeller did, which was sweat
the market out. It is a classic play in monopoly power. They were
well aware of what they would do. It was well calculated.

And they had been well educated. I had them when I was teach-
ing at Yale. Joe Kalt has them at Harvard. They understand exact-
ly what they are doing, where they are coming from.

Former Ambassador Aikins, in Canada, in November, gave a
speech saying, look, they have nothing to lose if the banks fail. If
the banks don't fail and the economy grows, they will have a much
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larger market share and they will be the dominant firm and they
will be able to essentially set the price and bring the price back up
the way they want to do it.

It is, pure and simple, a lesson out of a microeconomic text. They
know what they are doing.

Representative LUNGREN. Are they engaged in predatory pricing?
Mr. VERMGER. The trouble with making a predatory pricing ar-

gument is that their costs are so low. Their cost of production is 50
cents a barrel, so the predatory pricing argument, were they a do-
mestic firm, would be very hard to make.

Representative LUNGREN. A number of you have commented on
how this affects different countries, how some of the countries that
rely so much on oil production, particularly rising prices, or at
least stable prices at high levels, will be adversely affected. Yet I
haven't heard anybody here talk about what I understand is the
largest producer in the world, the Soviet Union.

Are any of you aware of any analysis done as to the impact on
the Soviet Union?

It is my understanding that they use their energy exports to gen-
erate what I guess everyone would agree is much needed foreign
currency.

How serious is the effect of the oil price drops on the Soviet
Union's ability to earn foreign exchange for much needed Western
technology or consumer goods from the West?

Does anybody have a thought on that?
Mr. KALT. My understanding is that the Soviets currently get

something like 70 percent of their foreign exchange earnings from
the sale of oil. The falling oil price is going to cut into those earn-
ings unless the Soviets respond by increasing their output and
trying to sell more and raise their exchange earnings in that way.

My reading of the Soviet Union is they indeed are an extremely
large oil producer, but they, like Mexico and a number of other
countries, appear to lack the ability to play the role of the swing
producer. They lack the ability, I believe for managerial and plan-
ning reasons, to really play the role of the swing producer. There is
certainly a danger that the Soviet Union, were they to have flexi-
ble supply, could indeed play the role of a Saudi Arabia. Thus far
they have been unable to do that.

I suspect that they will not act as a swing producer now, and
that means that their foreign exchange earnings will fall. The im-
plications of that are far beyond my expertise.

Mr. VELEGER. I just received yesterday IEA's monthly oil
market review. They put Soviet exports, or CPE net exports, at 2
million barrels a day for the first -11 months of 1985, which would
be on an annual basis 730 million barrels. That means that the
Soviet Union has probably lost export earnings on the order of $10
billion. They will gain something from our U.S. agricultural policy
since they are usually a food importer and since our new farm
policy is going to bring about lower food prices.

So there is some net offset. But given the pressures that Chair-
man Gorbachev has shown for pushing the Soviet Union into mod-
ernization of the economy, I would expect that we will see the
Soviet Union for the first time probably knocking at the doors of
Western banks, looking to borrow money. I have been at two or
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three sessions where people have talked about the Soviet economy
in general, and I think that is one of the things that the lower oil
prices will do. Chase will find it has a new potential customer.

Representative LUNGREN. So the Soviets will be, knocking at
Chase Manhattan, and Saudi Arabia, if it doesn't change its policy,
will become a net importer of oil. It gets stranger and stranger as
we go along.

Mr. Friedman, you suggest that the oil price decline would sig-
nificantly reduce the budget deficit over the next 3 years. Did you
say how much?

Mr. FRIEDMAN. In the $20 to $30 billion range with progressively
more in the way of improvement as we get to 1988.

Representative LUNGREN. Mr. Prakken, do you agree with that?
Mr. PRAKKEN. Not entirely. Can I briefly outline for you the

forces following a decline in oil prices that would tend to raise the
deficit and those that would tend to lower it?

Representative LUNGREN. Sure.
Mr. PRAKKEN. With lower oil prices real economic growth initial-

ly rises. Real incomes go up, and that would tend to increase tax
revenues and reduce the deficit.

On the other hand, once you start getting down to, as Phil Ver-
leger says, single digits, you are also thinking about losing a fair
amount of revenue from the windfall profits oil tax, which is a par-
tial offset.

Lower oil prices, of course, also mean lower nominal incomes,
which mean lower tax bases, which would tend to reduce tax reve-
nues.

So the real question here is not whether GNP is rising, but what
is happening to nominal GNP. As I have tried to argue, for an un-
changed rate of growth in the nominal money stock you could
expect maybe not such large increases in the nominal GNP over
this period.

The effect in interest payments by the Federal Government de-
pends very crucially on your estimate of how much lower interest
rates would be with lower oil prices. My conclusions are that this
will not permanently reduce the inflation rate, so I would not
expect a permanent reduction in nominal interest rates. Our esti-
mates are that in the first 2 years the deficit would be smaller to
the tune of about $13 to $15 billion.

Representative LUNGREN. Per year or total?
Mr. PRAKKEN. Per year. So cumulatively somewhat more than

that. Perhaps as much as $20 billion.
I would point out that the typical average error in forecasting a

deficit this far ahead is probably considerably larger than $20 bil-
lion. So it is not at all clear that you can count on this sort of for-
tuitous event for us to make the task of balancing the budget much
easier by 1991 or whatever time horizon you want to pick.

I think there is some relief in sight from this, but it is not, in my
judgment, nearly as unambiguous as Mr. Friedman suggested.
Some relief, but not a tremendous amount.

Representative LUNDGREN. Mr. Friedman, do you wish to re-
spond? i

Mr. FRIEDMAN. Yes. You can divide the improvements into three
parts.
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The price indexes on Government purchases of goods and serv-
ices are improved by, let's say, an average of about a percentage
point over the next 3 years. If we have a trillion dollar budget,
then you get a quick something like $8 to $10 billion there.

If the net impact on interest rates is 50 basis points on a trillion
and a half national debt, then you get $7.5 billion there.

On the income side, if the unemployment rate is half a point
lower, 700,000 or 800,000 people, and some sort of average income
of $20,000 every year per person, when we worked it out I think
you get something like about $7 to $10 billion there.

So it breaks down pretty much equally into the three pieces
where your deficit improvement is.

Mr. PRAKE. Can I ask Mr. Friedman his estimates of the reve-
nue loss from the windfall profits tax evaporating and also the rev-
enue loss from the effect of lower price level, lowering the nominal
tax base? You had a fairly substantial decline in the price level
over 3 years which, other things equal, would tend to reduce tax
receipts.

Representative LUNGREN. If I am not mistaken, I am informed
by my staff that the windfall profits tax annually is about $3 bil-
lion.

Mr. PRAjmxw. That would be the number that I would use.
Mr. VmucmER. It essentially ceased to be relevant a year ago.

The base price for tier one oil, which is the only thing that is really
generating any revenue, was up around $20 a barrel by last Janu-
ary. Even $18 or $19 a barrel essentially eliminates that as a
source of revenue.

Mr. FRIEDMAN. The answer to that part is a loss of about $3 bil-
lion.

On the other question, tax base, we don't feel that the path of
wages is likely to be all that much lower as a result of this. It is a
function in part of where we stand in the business cycle. Unem-
ployment rates are already relatively low compared to what they
have been over the last 5 years. So the reduction in inflation, in
our view, doesn't reduce the growth rates of wages particularly, not
significantly, and therefore that decline in personal income theo-
retically does not show up empirically.

Representative LUNGREN. Mr. Prakken, in your testimony I be-
lieve you were talking about some positive effect on GNP growth,
at least for the short run.

Mr. PRAKimN. Yes.
Representative LUNGREN. I think you said a $5 decline in the

price of oil would raise real GNP growth by a half a percentage
point in the first year, and three-tenths of a point in the second.
We have had an oil price drop of about $10 in 6 months. If the
prices were to settle in the low teens, does it suggest, by your anal-
ysis, that we might have a GNP growth of 1 V2 percentage points
higher in the first year?

Mr. PRAmKm. Using the sort of handy-dandy rule of thumb, yes,
that is the case.

I guess my warning about that would be as follows:
In my particular analysis, when I talk about a reduction in the

price o foil I do not mean a reduction in the spot price; I mean the
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reduction in the average price of imported petroleum, the amount
that we are actually paying as we bring it in.

That nicety aside and assuming that the decline is real, that is, it
doesn't drop down and then start coming back up, let's say we have
gone from something under $28 a barrel to something under $20,
that would certainly add a full percentage point to economic
growth over the first year following that decline. I think that is a
pretty good assessment.

If you look at the forecasts made in the private forecasting indus-
try, of which we are a part, you will see very sharp upward revi-
sions in most people's forecasts for 1986 principally attributable to
the decline in oil prices that has occurred in the last 6 to 8 months.

Representative LUNGREN. Mr. Prakken, on the basis of your sim-
ulation, how powerful an impact do falling oil prices have on em-
ployment and unemployment.

Mr. PRAKKEN. I can read you the figures here. Our estimate was
that over a 7-year period not very much. Because, as I argued
before, for an unchanged monetary policy most of these effects
would be transitory, but after 2 years we have employment up by
700,000, which is a little bit more than Mr. Friedman's estimates,
and given the current size of the labor force, that is a reduction in
the unemployment rate of six- or seven-tenths of a point, which is
very substantial.

Representative LUNGREN. What we usually talk about up here on
the Hill with respect to CBO analysis and so forth is a general rule
of thumb that 1 percentage point change in the unemployment
rate translates into about $20 billion with respect to the overall
deficit situation. That accounts for less funds going out and also in-
creased tax revenues. So at least in the short run I guess we have
agreement from you that in the first couple of years it would have
a positive effect both employment-wise and therefore on the econo-
my.

Mr. PRAKKEN. I think, given Mr. Friedpan's comments, that our
source of disagreement has to do with the path of wages in the, first
3 years following the oil price decline. Our analysis suggests that
as prices fall, labor will demand less in terms of wage increases
and wage growth will be reduced somewhat. Not real wage growth,
not wages relative to the cost of buying goods and services, but
nominal wage growth on which taxes are based will actually be
lower for 2 to 3 years and hence some tax revenue loss.

I think that is where we are going to differ on the revenue esti-
mates.

Mr. VERLEGER. It occurs to me as I listen to this that in our anal-
ysis of the U.S. economic situation too little attention has been fo-
cused on the effect on the rest of the world. I have a hard time be-
lieving that if prices were to go down and stay down, that 7 years
from now we would not say it had a very major effect on the
United States.

I think where I would differ is that the lower oil price will stimu-
late growth in the LDC's. If one looks at the growth rates that
were experienced in the 1960's, they were around 6 percent, and
then there is a sharp decline. After 1973 and through the first 4
years of the 1980's we have seen 1.5 to 2 percent as these countries
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have struggled with their mountains of debt taken on during peri-
ods of high inflation.

The decline in the price of oil has the greatest stimulus in these
countries. The feedback effects, particularly combined with the
effect of the weaker dollar, which is the other international effect
which has just kind of gone unsaid, will have to have a stimulative
effect and help the United States.

I guess one of the questions I wonder, and I think it's an un-
knowable, is what this will do to our balance of trade, our exports
to the third world countries, and the exchange rates.

Representative LUNGREN. Earlier in the testimony there was the
suggestion by you, Mr. Verleger, that Mexico has been persistent in
its reluctance to change its marketing tactics. You mentioned that
Saudi Arabia was able to really recoup because it went to the net-
back contracts and that Mexico has been unable to do that.

First of all, do you think it is a truism that Mexico will be per-
manently unable to do that?

Second, if 'Mexico were able to move in that direction, what
would be the impact on Mexico in terms of its ability to sell its oil
and to raise revenues from it?

Mr. VERL R. As I said in my testimony, Mexico has lost three
ways: Because oil prices have declined, and because they were first
they were forced to take a much greater cut in their price than the
Saudis. They will never be able to offset this second effect. The
third effect is that they have lost volume.

What happened last year is that Saudi Arabia found its oil was
selling at a persistent discount to other crude oils because it was
further from the market. In the technical parlance of the oil trade,
it was long-haul crude.

Everybody thought the price of oil was going to come down; there
was fear that the price was going to come down, so that refiners
throughout the world operated on a just-in-time system. They
would buy the crude at short as haul as possible. Mexico enjoyed a

remium and the North Sea producers enjoyed a premium. The
audis have found a very clever way of selling their oil in a fashion

which overcomes that problem. They give the buyer 40 days after
he lifts the crude before the price is set. So that gives a buyer
buying crude from Yanbu if he sails the ships fast, which is what
they are doing, time to get the oil to his US. refinery in 30 days,
refine it and have it on the street by the time the cost of the crude
is set. So the Saudi Arabians overcame that distance disadvantage,
and the Mexicans can do nothing about it.

Representative LUNGREN. The way it works, the cost of crude is
set as a reflection of what the refined product is selling for?

Mr. V=LzGER. Yes. There is a view that this is new. I have writ-
ten over the last 5 or 6 years a number of articles showing that in
fact official crude prices had always just followed these product
values but with a long lag. What the Saudi did is took a 9- to 12-
month adjustment Iag in an econometric sense and collapsed it
down to minus 5 days.

Representative LUNGREN. So what you are saying is the problem
that confronted the Saudis in terms of the long-term haul nature is
overcome by this marketing mechanism but that same problem is
not what lies at the root of Mexico's problem.
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Mr. VERLEGER. The Mexicans could overcome part of their prob-
lem. The Saudis crudes have gone from costing probably $26 to $16.
The North Sea crudes, which I follow more closely, have gone from
$30 to $12. So it is a $10 versus an $18 swing at this point. The
Mexicans could overcome half that by pricing their oil as favor-
ably, but they will never be able to recover the other half of the
advantage they used to have.

The trouble the Mexicans seem to have with net-back pricing is
that Pemex has always been very uncomfortable about accusations
of corruption, so they want to have a public price that they set.
Through January and into February they told buyers "we will tell
you at the end of the month what the crude oil costs."

Well, most buyers want to have an arbitrary arm's-length way of
setting pricing. Indeed, the oil industry has been most backward of
all the commodity businesses in the way it fixes contracts. The
Saudis have moved it into the 20th century. The companies have
just told Mexico, look, you have to have a contract that is tied to
product prices that we can look at and we can pick out an inde-
pendent arbitrator that has no financial interest in either side that
can say what the oil is worth. The Mexicans have some political
and institutional problems in adopting a contract like that.

Representative LUNGREN. Untilthey do they are going to contin-
ue to have even more difficulties than they would otherwise have
op the market.

Mr. VERLEGER. That is right. The thing is that they have become
the swing producer, and if they really try, as they said at the end
of last week, to increase exports to 11/2 million barrels a day from 1
million barrels a day, they will have to force somebody else to shut
down. It is beginning to look like one of the areas this will have to
cut back is Alaska. The price will get down to the point where it
may almost be unprofitable to move Alaskan oil to the gulf coast.
Which is another interesting phenomenon: Does the United States
become a swing producer?

Representative LUNGREN. Mr. Kalt, I remember 6 or 7 years ago
up on the Hill the arguments we had about whether we should de-
control domestic oil, and then, after that was set in motion, wheth-
er we could dare accelerate that. I recall some predictions of $90
per barrel of oil, some suggestions we were going to have $2 to

2.50 to $3 a gallon gasoline at the pump, and even though I had
been convinced by economists that that was not the case, I must
tell you it was difficult to sell that to the people at times.

When we did have the acceleration of decontrol a lot of us were
holding our breaths to make sure that it worked the way that we
thought it was going to work. I happen to think it worked.

I think you have mentioned that it is one of the elements that
was used in bringing prices down. Does it suggest to you that it has
worked farily well, and is that an indication that at this particular
time, as oil prices are dropping and as in some cases oil now be-
comes very competitive with natural gas for those who can use
either one, it would be propitious for the Congress to accelerate
natural gas decontrol?

Mr. KALT. In answer to your first question, I think it is quite
clear that oil decontrol aided in the decline of world oil prices and
domestic oil prices. To the economist, while it sounds like an act of
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faith, that wasn't particularly surprising. Price controls at the
wellhead discouraged supply. Less supply meant higher prices at
the pump, not lower prices. What you really did with decontrol in
the United States is you slowed down the decline rates of domestic
oil fields, and the impact of that additional supply relative to what
it would have been was to make more products available and put
downward pressure of the price of products relative to what it
would have been.

With respect to your question about natural gas, indeed many
prices of natural gas that are now in the high-cost contracts are
not competitive with oil. Oil has fallen way below natural gas con-
tract prices.

I think it is quite clear that with the current oil price situation
that the rapid decontrol of natural gas, which is the old gas that is
still controlled, would eliminate any remaining so-called cushion
between market prices and ceiling prices of gas. This would hasten
the renegotiation of high-cost gas contracts. The net impact would
probably be a fairly significant reduction in the consumers' price of
natural gas. What you would do if you decontrol is you would
really essentially cause the renegotiation of the high-cost gas con-
tracts and the consequence of that, as I say, would be to lower the
consumers' price of natural gas.

Representative LUNGREN. Do any members of the panel want to
comment on that?

Mr. VERLEGER. Joe Kalt was right on oil prices when you talked
about controls years ago, and he is obviously right on gas prices.

Representative LUNGREN. It is one thing to be able to talk about
an economic theory and to believe it and to believe it is the right
thing to do. It is another thing for Congress to get the political will
to do it. Sometimes we need something like the shock of dropping
oil prices to dismiss the argument that a deregulated natural gas.
market would push up prices. There is not that fear there. It just
seems to me that with the situation that now exists it would be the
appropriate time for Congress to act in that regard.

On the question that was posed earlier about what we ought to
do, several of you mentoned that we should fill the strategic petro-
leum reserve as much as we possibly can, filling it with that cheap
oil that is out there now. There was a suggestion that we might do
it by buying domestic at a premium, and keeping some of the terti-
ary and secondary recovery.

But then you do get into the whole bureaucratic nightmare. Al-
though it is a very attractive proposition, my recollection of what
happened when we had the control of oil and the entitlement pro-
gram is that we had wells that were shut down in southern Califor-
nia, in my own home area, Long Beach, owned by the State of Cali-
fornia, because it would cost them money to bring it out. The
strange thing was that the heavy crude that we were producing-
which was not as valuable to the refineries because it took them
more processes to get the refined product-ended up after you fig-
ured out that the entitlement program to be more expensive than
if they brought in Indonesia sweet, because we were trying to be
fair to everybody.

I have nothing against Congress trying to be fair, but usually we
try to be fair on historical data, and historical data is historical by

62-445 0 - 86 - 4
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definition, which means it does not reflect the market at the time
you see it.

Do you have any more faith that we can overcome that in solv-
ing this particular problem?

Mr. VERLEGER. I should say that Joe Kalt wrote probably the
best study of the effects of price controls. I wrote a book on the ef-
fects and showed the same things that he has talked about.

One of the things that happened is the 1-Year Price Control Pro-
gram put in in 1971 was extended for 12 years, and you had, with
entitlements, Long Beach crude selling for $3 because of the cost of
the entitlement program. So fix upon fix was put on, and finally
California crudes got special entitlements. It is all absurd. That
shouldn't be done.

I merely suggest that if we are going to do something to main-
tain domestic production that an oil import fee has all the prob-
lems of the entitlements program before, and it cost the consumers
$20 billion for $4.

A much easier solution is to buy oil for the strategic petroleum
reserve, and rather than buying Mexican crude oil, buy domestic
crude oil, and to bid to certain producers to give them checks. It
does not affect the market. It is just the way some farmers get crop
price supports.

Set a price support level for certain types of wells. It is an idea
that has been circulated some around Washington, and I think it
makes some sense, because it does two things. One, it keeps wells
in production so domestic supply is higher and come the next inter-
ruption or crisis we have a higher level of domestic production that
we step off from.

Second, it essentially applies what is called the import premium,
which Professor Kalt and his colleagues have written about for a
number of years, saying that in fact the price of imported oil does
not include the security premium or the risk of a disruption. So it
is really paying the security premium to the domestic production.
At the same time the oil goes into the strategic petroleum reserve,
so we have a larger reserve to call on come a disruption.

As I said, the ratio works out to be something like 40 to 1, $500
million versus $20 billion. It does not affect any other production;
it does not affect refiners; it has none of the problems of entitle-
ments; but it still would be a bureaucratic nightmare, and for that
reason more than anything else I don't like the idea.

Representative LUNGREN. I guess one of the most intriguing
things that you mentioned is that this would be coming from wells
that essentially would be shut down under market conditions, and
so you are not affecting the supply that otherwise exists in the
marketplace.

Mr. VERLEGER. That is right. In a sense, we expect prices to be
volatile. If Congress decides that the risk of substantial price fluc-
tuations create a problem, then action should be taken. One action
which might be taken is to add oil to the SPR. Almost all econo-
mists agree we should add oil to the strategic petroleum reserve,
this has all the benefits of those without sticking the consumer
with a very large increase in price, which would have a number of
deleterious effects.
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Representative LUNGREN. Do you think it would be a good idea
for us to run a test to make sure we can get it out after we got it
in?

Mr. VERLEGER. My impression is we did in December, didn't we?
The U.S. Department of Energy sold oil from the strategic petrole-
um reserve. It announced its auction procedures and published the
bids. It got $30 a barrel for some of the oil.

Representative LUNGREN. It sold at the right time.
Mr. VERLEGER. It sold at the right time. They ran the test, and

my understanding is that they actually delivered the oil. They
should have sold more oil and they should have been buying it
back now. My impression is that we have now passed through that
point, but I may be incorrect.

Representative LUNGREN. One of the big issues before Congress
during this period of time is the whole question of trade. Japan
always surfaces. It almost sounds like we are forcing consumers at
gunpoint to march into Toyota dealerships to buy those cars
against their better judgment. I have been in California 39 years. I
have not seen that happen yet, and we sell a few cars out there.

I wonder what the implications are for Japan. Japan imports
most of its oil, if not all of its oil, It is 90 percent dependent, I
guess, on imported oil. Compared with us, they are in a far more
vulnerable position.

Will this, as some people would view it, make Japan more of a
competitive threat to us because it might improve their interna-
tional competitive nature? Or, on the other hand, would it have
some of the same impacts on Japan as it had on the United States,
only more intense, because they are more dependent on oil? This
frees up more of their income for consumer type items, which then
may have the desired effect in trade policy that some people have
been urging in the last couple of years in the Congress.

Mr. PRAKKEN. Let's break it into two parts.
First of all, the effects that oil prices have on the domestic econo-

my will have the same kinds of effects on all economies of oil im-
porting nations, Japan being no exception. They will face an im-
provement in the terms of trade vis-a-vis oil exporting nations, and
since they are more dependent on oil exporting nations than we
are, their consumers will benefit proportionately more than ours
will. On balance, you would expect in the near term that their
economy would expand. It is going to help our exports there to the
extent that they buy our products.

Whether they get a productive relative advantage compared to
us depends on how much their production process is energy based
relative to ours. My understanding is that they are probably more
energy efficient in production than we are. So their production
costs are not going to be lowered as much as ours are or a given
drop in the price of oil. So it is not clear to me that they will gain a
cost advantage over us, but they will gain a bigger consumer ad-
vantage than the United States.

Representative LUNGREN. So for once our relative inefficiency ac-
tually assists us. That's a negative way of saying it.

Mr. PRAKKEN. Yes.
Mr. KALT. I was going to make the same point. If you look back

pre-1973, the United States was one of the worst in terms of energy
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efficiency, dollar energy input per dollar of output. While we have
made progress, we have not caught up with the rest of the world in
terms of their energy efficiency, and in some sense that is fortu-
nate for us now. So long as this is a durable price decline we
should be happy that we didn't overinvest in conservation, because,
as was just suggested, in terms of the relative impacts a decline in
oil prices helps the relatively energy inefficient nation, that is, the
United States.

Mr. VERLEGER. I think actually Japan is going to also be hurt be-
cause they have rapidly moved into nuclear power. About 75 per-
cent of their electricity is now produced by nuclear power versus
something like 15 percent or 10 percent back in the early 1970's. In
fact, they have managed to construct, if my recollection is correct,
six or eight new powerplants that they had planned on since the
1979 prices. We are still finishing the plants that we started after
the 1973 crisis. They already have theirs on stream. So in a sense
they have reduced their oil imports and they have consequently
muted many of the effects lower oil prices will have on their do-
mestic economy.

Representative LUNGREN. Mr. Friedman, on this question of GNP
growth, do you think the level of GNP will be higher in the long
run, or is this just a short-term aberration as a result of the oil
price decline?

Mr. FRIEDMAN. I think the important thing is that whatever
extra GNP we have in the short term counts. If the level in 1990
were identical under either the oil prices we have now or what we
would have had if Saudi Arabia had not increased production, still
there will have been those cumulative gains over the interim. I
think that is the important point.

Representative LUNGREN. I guess the panel has all agreed that
Saudi Arabia in their actions is a major factor in this, if not the
major actor in this whole thing.

Does that mean they have the ability to turn it off?. In other
words, can they reverse this?

Are they in the driver's seat such that we might adapt policy to
present-day circumstances with Mr. Verleger s suggestion, or,
having once helped set it in motion, are they somewhat captive of
the existing market forces?

Mr. KALT. I think in the short run, certainly in a technical sense
they continue to be able to swing the price. If they wanted to cut
their output in half tomorrow, they could drive the price up as rap-
idly as they have driven it down. The questions, of course, are
whether they would do that.

On the lower side they are bounded by zero; that is, I suspect
they would not get in the position of importing oil and they will
remain a net exporter. So they can't do more than pull about 5 mil-
lion barrels a day off the world market. That would certainly drive
prices up very rapidly indeed.

I think the question is, in the short run, were they to cut back
their production attempting to drive the price back up, they would
probably find their total revenues declining as a result of that, and
they would be in a position of either having to deplete their hold-
ings of foreign assets, cashing them in, essentially, or they would
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have to go on the world market to borrow. They seem to be reluc-
tant to do either of those things.

In the longer run, I think the danger is quite real that they
could have a strategy in which they discourage investors in non-
Saudi oil by showing those investors these very volatile prices.

Representative LUNGREN. Has the ability of Saudi Arabia to
affect the world market so abruptly in this way given us a sign
that not only should we continue to fill the strategic petroleum re-
serve but increase its size as well?

What I am trying to say is, how large a reserve do you think is
necessary for us to have in order to protect against the Saudis or
somebody else manipulating the market so that we would be in a
vulnerable position? Or can you quantify that?

Mr. KALT. We are smiling at each other, because it is difficult to
answer the question of how large the strategic petroleum reserve
should be. As a sort of a back-of-the-envelope calculation, a reason-
able calculation to make is to ask yourself what is the reasonable
swing in output that we might see from the most likely disruption
to supply, whether that be a cutback in Saudi production or some
blowup of military matters in the Middle East or whatever. So if
the Saudis are in the short run willing to swing 2.5 million barrels
a day, then that might be a benchmark from which you start
thinking about the size of the strategic petroleum reserve.

What makes it so difficult is that there are a number of possibili-
ties in the world oil market as to where we might get nailed by
higher prices again, one of those being some blowup of the Iran-
Iraq situation that spreads to other countries in the Middle East.
We economists have a difficult time putting probabilities on world
military and political affairs.

Representative LUNGREN. So do we politicians.
Mr. VERLEGER. I was smiling at Joe Kalt because I hate to think

of how many hours I have spent reading studies about what the op-
timal size of the SPR should be. I think you keep coming back to
the answer it should be bigger than plans have called for and at
least a billion barrels. The billion barrel was marked down as con-
sumption declined after 1981 and as domestic production failed to
decline in the way it had been projected in 1980 and 1981.

A larger SPR is clearly important and a growing SPR will
become even more important if the Saudis do as I think they prob-
ably will do, exercise their capacity to become again the dominant
producer in the world market. Particularly, I think it is important
given the fact that Saudi Arabia is a country with a fairly low pop-
ulation, a lot of oil and subject to great risk of some form of inter-
nal dissentation.

One of the reasons I think they are doing what they are doing
right now is that they have three choices. Joe Kalt has indicated
two: borrow money or cut back on their assets. The third is cut con-
sumption, and they have tried cutting consumption.

They have a .major recession going on there in the kingdom
where many Saudis cannot find jobs. You know in California what
happens when employment goes up. You hear about it here very
quickly. They looked at this and they wanted to have enough reve-
nue coming in to keep their economy going and keep people in
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work and keep the thousands of the members of the family in their
Rolls Royces.

Representative LUNGREN. So there are some very real circum-
stances which exist that limit their ability to just drive production

-..... down to zero or be a net importer.
Let me address this question of conservation to all four members

of the panel. I know you have addressed it in various ways in your
statements.

Obviously there are those things that we did in response to the
1970's that you are not going to undo. I don't know of anybody, be-
cause of lower oil prices, who is going out and ripping the insula-
tion out of their house, or running out and buying Cadillacs be-
cause they are bigger. I happen to drive a 1971 Chevy that is a gas

-hog;-but it's only because I can't afford another one yet.
What should we be concerned about in terms of the signal to the

U.S. consumer?
During the period of time when President Carter was in office

and he was giving his chats about how we should be conserving, it
always struck me that despite his forcefulness as a spokesperson,
the act that price controls on petroleum products did not keep
people from going to the gas station and getting something fairly
inexpensively was a stronger signal to them than whatever the
President of the United States or their local Congressman said.

I know it is very difficult to forecast something like this, but how
well prepared are we right now in terms of conservation, that it
will not be reversed to a significant degree because of the drop in
oil prices which are beginning to be reflected at the gas pump? I
think everybody has seen that. We were saying for a while, when
are we going to see it? We are seeing it and we are seeing it very
quickly. Today if you see two gas stations, one on each corner, and
one guy is dropping his price 1 or 2 or 3 cents below the other guy,
the next day you wake up and the other guy has dropped his price.
It is kind of nice to see those days again.

Is that going to send the wrong signal to the American consumer
to such an extent that we are going to undo our efforts toward con-
servation? Or do you think they have become ingrained enough
that we are not going to have undue damage?

Mr. KALT. I think were these prices to persist for 4 or 5 or 6
years then you will have found yourself having undone the conser-
vation efforts. But two factors operate against that.

First, what we call conservation in large part is embodied in our
capital equipment, in our homes, the insulation built into the
walls, and so forth. The energy in capital stock of the Nation turns
over relatively slowly. That means that it is going to take a long
time before you go back to an era of the 1960's.

Second, a crucial parameter here is the expectations both busi-
ness and final consumers have about what oil prices are going to
do. If the past has taught one lessen it has been that oil prices are
volatile, and that means that oil prices are a risky proposition from
the point of view of energy consumers. To the extent consumers
perceive that risk and feel that risk, they are not about to go out
and invest in less energy efficient capital equipment.

My guess is that we will not see major changes in the capital
stock. You will see changes in the level at which the capital stock
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is operated in and energy consumption will be higher, but we will
have maintained the ability to conserve should energy prices rise
again.

One last comment. We economists have done a lot of studies of
energy conservation, elasticity of demand, and so forth. When we
look back at the era of the 1970's we find it very difficult to pick up
any effect on conservation other than price in the aggregate. That
is, all the programs that we adopt, while here and there they may
be efficient and may spur conservation in some city or whatever, in
the aggregate what seems to have driven the improved energy con-
servation on the part of the United States has been in price, and
all the various programs that we tried to institute at State, local,
and Federal levels don't show up in the aggregate data as having
any significant impact. They may have had some impact, but they
are not very large.

Mr. VERLEGER. I think the third part of this program is that even
if the consumer were to decide to go out and increase consumption,
buy a larger automobile, he would find that the design of the cap-
ital stock has changed so that you cannot buy the very large six-
seater passenger car like the Ford LTD and get 13 miles to the
gallon. The same car today is made with new technology, and that
is not a technology that is going to be lost. The airlines are rapidly
replacing their old jets, sometimes due to regulation of the noise
standards, and the new jets are much more efficient Boeing--

Representative LUNGREN. McDonnell Douglas, a small producer
in California, first met the standards before Boeing. But go ahead.

Mr. VERLEGER. Well, they have the only thing that gets me home
after midnight. They are experimenting now with these new jet en-
gines with the props on the back end that will cut consumption by
50 percent. They are just beginning to fly the test planes in the
Mojave Desert this summer. But we have redesigned the capital
stock and will continue to redesign the capital stock, and you are
not going to lose that effect.

Mr. FRIEDMAN. The average Btu's per household for residential
heating, air-conditioning, electric use for homes built before 1939 is
something like 120 or 130 million Btu's per year, and for homes
built in the 1940's, the 1950's, the 1960's, and then especially in the
1970's, it has gone down. Although over the last half dozen years
average square footage may have been lower, still I think it is
something like 74 million Btu's per year with the latest data,
which I think is 1979 through 1982. So it covered the period of the
second oil shock.

I think the important point of that is that even before oil prices
began to rise over the 1970's there was a trend toward more energy
efficiency. I think that corroborates what has been said so far, that
it is not exclusively a function of the up movements in oil prices
over the 1970's and therefore it is not likely to go away as oil prices
decline.

Mr. PA"KN. I think it is appropriate to view the reduction in
oil prices as a windfall gain to thee--0pie who insulated their
homes and bought smaller cars on the expectation of higher energy
prices. The point has been well made that you don't rip out your
insulation. On the other hand, houses wear out and you build new



84

ones at the margin which could be insulated more or less than the
ones that are wearing out.

The estimates that we use suggest that a 50-percent decline in
the price of imported oil, barring any political interventions or
market regulations, would lead to about 30-percent increase in oil
imports over a period of 12 years. That is a noticeable response, but
a very slow one. Of course, if what you had in the interim was oil
prices bouncing high, bouncing low, without much change in the
average price level over that period, you might not get all that
much oil imported.

Representative LUNGREN. Let me ask a very specific question. I
had this posed to me a couple of weeks ago by a constituent, who
said, "You know, you guys ought to put that tax credit back in
there for solar panels. Some guy down the street got it and, gee, it'sa great thing." In fact, when they told me what they pay per
month versus what I pay per month it sounded like they had made
a great judgment, and they say, "You guys are making a mistake
by not doing that." I had some response to them at that time.

I would just ask the four of you, given this type of example,
would this be the proper time to try and force that? Or would we
be going so much against the grain, since oil prices are dropping
and other substitutes are also going to have to drop or they will not
be competitive, that it really doesn't make a whole lot of sense for
us to do that?

Mr. VERLEGER. Sir, I think the whole question of tax credits on
energy conservation has been very controversial for 8 years now.
When I was in the Government from 1975 through 1979, at CEA
and then Treasury, we kept digging our heels in against all these
sorts of things.

I think the House of Representatives spent a full year struggling
with tax reform and the question of tax preferences for solar,
which works nicely in southern California, where I also used to
live, but doesn't work so well in Minneapolis, and it becomes a re-
gional preference. One of the things that I think we have learned
through bitter experience is that trying to achieve economic policy
goals through the Tax Code just leads to one nightmare after an-
other, particularly in this time when we are moving to a freer
market. In really true market economics the last thing you would
want to do is do that. If solar is so efficient for this person right
now, he should do it without the tax credit.

Mr. KALT. I would say right now is precisely the wrong time to
attempt to subsidize particularly exotic alternatives to additional
fossil fuels. The subsidies didn't make much sense based on their
costs when oil was at $35 a barrel and solar equivalents were at
$80 a barrel, or whatever. They make even less sense now. I would
much rather have MIT training scientists to improve our agricul-
tural sector, medicine, manufacturing, and so forth, than having
them train solar experts.

Representative LUNGREN. That is another point you made in
your testimony, which is that it is not a net loss to society if in fact
people ttirn away from being engaged immediately in energy con-
servation if they are going to a more efficient use in society.

Mr. KALT. Conservation isn't free and the development of alter-
natives to imported oil is not free, and in a period in which oil is
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relatively abundant it is appropriate to take advantage of that by
consuming it.

We certainly want to be aware of the possibility that we could
get nailed by higher prices down the road. Our discussion of the
strategic petroleum reserve, and so forth. But conservation uses
our resources, it uses our scientists, it uses labor, it uses material,
it uses capital. In an economy that is at relatively full potential it
is an unwise thing to be channeling resources into exotic alterna-
tives to oil or into other conservation measures that don't make
sense with low oil prices.

Representative LUNGREN. Mr. Friedman.
Mr. FRIEDMAN. It does not make sense to me either.
Mr. PRAKKEN. It seems to me the only argument that can be

made for subsidizing exotic alternative energy sources is that we
attach a very significant probability to some political disruption of
an otherwise free market. Absent that kind of assessment I don't
see any sense in doing it.

Mr. KALT. If we attach a very high probability that the price 2
years from now will be at $50 a barrel, almost all of the evidence I
have says that even at a price like that we should be propping up
conventional sources of energy-coal and oil-because they are less
costly than synthetic fuels, than solar power, than most of the
other exotic alternatives. So while there may be an argument for
propping up domestic production because you are trying to avoid
the impact of higher prices down the road, those still don't argue
for exotic alternatives to fossil fuels. This country has an awful lot
of coal, for example.

Mr. VERLEGER. Five years ago one could make a statement that
there is a high probability of higher price oil. Today we have a
small but reasonably liquid futures market which gives you an in-
dication of where the market thinks prices are going, and that
gives you a way of deriving the likelihood of the market's expecta-
tion of a substantial increase in price, and the market is telling
you it is not there.

Professor Kalt's comments in terms of allocation of resources are
precisely correct, and that is exactly why the House, as I under-
stand it, tried so hard to streamline the Tax Code and reduce as
many of these special tax credits as it was politically possible to
reduce. It is bad policy.

Represenative LUNGREN. Let me ask the panel one last question.
Perhaps I shouldn't even do it since it is not one that I suggested
we were going to have, but it concern something I have been in-
volved with in California for some time. It is a rather thorny, con-
troversial issue, and that is the whole question of offshore drilling
in California.

I don't want to get you into the question of which tracts ought to
be left alone and which tracts should be allowed. Some have sug-gested that because falling oil-prices have used a glut of oil on
the market, we ought not to be involvedin this. They use it as a
general argument for any offshore drilling, saying that we should
not proceed until the market suggests that we are not going to
have the glut of oil.
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If any of you would like to take a crack at it I would appreciate
hearing your response. I won't be offended no matter which way
you answer it. I would just like to know.

How would you respond to that question, which is that the re-
serves we have out there are things that we ought to look at some
time in the future, but right now we have this glut, so does it make
sense for us to even go after it for exploratory purposes?

Mr. KALT. It seems to me that the way the economist has always
attempted to answer these questions is we would like to always
have a mix of supply sources that minimizes our cost of getting any
given level of supply. While we may want less domestic supply of
oil right now because imports have become cheaper, were it the
case that the full costs of offshore development, that is, both the
drilling platforms and the drilling activity as well as the environ-
mental costs, were less than the price of imported oil, you would
still want to go ahead and develop offshore oil. The probability that
that is the case now has fallen. That is, the world oil price has
come down, and so the probability that the full cost of offshore de-
velopment, drilling costs, oil company costs, plus the environmen-
tal costs, the probability that the imported oil price is above the
full cost has fallen, and it may be the case that now offshore devel-
opment is too expensive for the Nation to engage in.

I think the way to think about it is not in terms of what the
Nation needs: Do we really need the offshore oil? But rather does it
make sense on its own terms: Is the full cost of that resource devel-
opment less or greater than the benefits?

Representative LUNGREN. I guess the other question I would ask
is, since what we are talking about is a process which basically
would allow exploration and production over the next 5 to 15 years,
what kind of forecasts do we rely on in making that judgment?

In other words, if you are going to bring that up today, I can look
at it and say that with the fall of prices it probably would cost us
too much. But I am talking 5 to 15 years from now. All four of you
have warned me that forecasting is a very difficult business. We
have been surprised before. You talk about the Saudis being a net
importer of oil. It seems to me some years ago the Soviet Union
was a net exporter of wheat. It seems to me they turned that
around in a quick fashion. I guess I wouldn't want to impose that
on the Saudis. They have enough problems right now without
changing their form of government to prove our theoretical model.

Mr. VERLEGER. If I may, I am personally very painfully aware of
the costs and problems connected with the development of offshore
California oil. My first comment is it is never the right time.

Representative LUNGREN. You talk to my constituents.
Mr. VERLEGER. It is more than your constituents. If you look at

Exxon's Hondo field up off Santa Barbara, the litigation over put-
ting the platform in took 12 years. It was really from 1966 to 1979
before the production was brought on stream. That crude oil also
turns out to be absolutely pure gunk. It is the world's worst crude
oil. It is much worse than the Mexican's crude oil. It has to be
taken to the Gulf Coast and it has to be taken in heated tankers.

Representative LUNGREN. It makes our Wilmington field oil look
good.
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Mr. VERLEGER. It looks real sweet. One oil field engineer I talked
to said that if they had really known what they had, they would
have put a mine shaft down rather than an oil well.

Oil is not oil is not oil is the first thing to be said, and you need
to explore to find out what is out there, what the gravities are. In
the case of the Hondo crude, refineries have to be modified and lo-
gistical systems have to be designed. Proposals to pipeline that
stuff across the country turn out to be impractical because the oil
is so viscous it slows down a pipeline by a factor of four.

Second, Professor Kalt is absolutely right when he says that we
need to diversify our sources of supply. Indeed, we are where we
are today because the world supply sources have diversified.

Economists sometimes talk about Hirfendehl indexes. The Jus-
tice Department uses a Hirfendehl index to determine whether a
merger is appropriate or not, and it sets a threshold level of about
1,200 when it starts to ask questions and 1,800 as to where it will
not permit a merger generally. The Hirfendehl for world oil pro-
duction was around 1,900 in 1981, indicating a highly concentrated
industry. It is today around 800, and the reason has been this
growth in production from other parts of the world, and the devel-
opment of offshore west coast crude oils is precisely the sort of di-
versification in supply that one wants to see.

The third point is that the development of offshore oil is expen-
sive, time consuming, and requires an awful lot of capital. It re-
quires budget planning; it requires foresight; and it is something
that is much better done in a period of thoughtfulness when there
is no panic, when the plans can be thought out under circum-
stances other than those that occur in crises.

So I think right now is precisely the time for the Federal Govern-
ment to plan ahead the approach to it and perhaps even study the
patterns that have been done in the North Sea by the Norwegians
and the British, an ecological area that is like California, very deli-
cate, very cold, where oil spills would have tragic results, heavy
fishing areas, and where both the United Kingdom Government
and the Norwegians have worked in a very efficient fashion with
the private companies.

So the answer to your question is, unambiguously, we ought to
do it and we ought to look at it in a systematic fashion now rather
than in kind of the adversarial approach that has been used over
the last 20 years.

Representative LUNGREN. I want to thank you for your testimo-
ny. It has been very, very helpful for me and I know the full com-
mittee will enjoy it. It is a hot issue and I am not sure we have
dwelled on it a great deal in the Congress. It is something that ob-
viously is going to impact public policy. I think you have helped me
and I think you have helped the Congress by shedding a little bit of
light on this subject.

Thank you very much.
The subcommittee is adjourned.
[Whereupon, at 12:10 p.m., the subcommittee adjourned, subject

to the call of the Chair.]
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THE IMACr OF PLUNGING OIL PRICES ON
U.S PRODUCTION AND NATIONAL SECURITY

INTRODUCTION

The precipitous decline in U.S. crude oil prices seriously threatens future

domestic petroleum production and raises the specter of sharply increasing

U.S. dependence on imported oil.

It has been projected that if oil prices average in the $14-15 a barrel range

(approximately the current level) through 1990, net oil imports w4ll rise

alarmingly to almost half of demand, from about 27% in 1985. This results

from both substantial production declines and increases in petroleum demand at

the lower prices. Implications of such dependence on oil imports for our

national and economic security are grave. The United States depended on net

oil imports for only 35% of its needs prior to the 1973 Arab oil embargo,

which led to severe shortages and a quadrupling in crude oil prices at the

time. U.S. dependence on net imports was about 43% before the Iranian

revolution in late 1978 which curtailed supplies from Iran, again leading to

major shortages and another dramatic escalation in petroleum prices. The

implications of rising oil imports for the national security are further

underscored by the fact that 65% of free world oil reserves are in the Middle

East where the two supply disruptions in the 1970's occurred.

A fundamental lesson from the 1970's, when two oil price shocks jolted the

U.S. economy, triggering double digit inflation and substantially crimping

economic growth, is that the United States can ill afford to be heavily

dependent on sources of petroleum supply from areas susceptible to external
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disruption. Unless measures are taken now to insure the viability of domestic

supplies in the years to come, the experience of the seventies could be

repeated.

IMMEDIATE EFFECTS OF THE PRICE SLIDE

After peaking in 1981, crude oil prices declined substantially over the next

four years and then collapsed in early 1986. This can be seen in Figure I,

which plots the posted price of West Texas Intermediate Sweet (WTI), a

representative U.S. crude oil. (Posted price is the announced price which a

refiner is willing to pay for a particular type of crude oil. While changes

in posted prices vary among refiners, and may lag changes in spot prices in

the short run, over time, posted prices and spot prices tend to converge.) In

the early 1980's, WTI sold for almost $40 a barrel, but the price declined to

about $27 by 1985. Then, reflecting the global turmoil in oil markets,

West Texas Intermediate plunged to below $13 a barrel in the spot market.

EFFECT ON CURRENT PRODUCTION: STRIPPER, MARGINAL, AND HIGH COST WELLS

Production rates begin to fall off when price drops become significant. In

the United States, a total of 1.3 million barrels of oil per day is produced

from roughly 450,000 stripper wells (wells which produce 10 barrels a day or

less), approximately 12-14% of total U.S. production. About 400,000 of this

1.3 million total comes from wells producing 3 barrels/day or less.

Production from these low yield wells is particularly sensitive to price, as

operating costs for most such wells in the nation's mid-continent area slight-

ly exceeds $15/barrel.
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If a $15/barrel price level or below continues, a significant percentage of

stripper wells will be plugged and abandoned. Once plugged, many of these

wells will be lost forever. A study released by the Interstate Oil Compact

Commission projects that 22.5% of all U.S. stripper wells would be abandoned

in 1986 if prices are at the $15/barrel level. In Texas and Oklahoma alone,

roughly 150,000 bar'rels/day from stripper wells would be lost.

Texaco has had to evaluate its own producing operation in line with the

collapse in oil prices. For example, Texaco USA has been producing roughly

100,000 barrels per day from a steamflood enhanced oil recovery project in

California's Kern River Field. In early March, Texaco closed down about 1,500

wells in this field because of collapsing prices. These wells produced over

10,000 barrels per day of oil. Other companies have announced shut-in of over

3,000 wells. If current price levels continue, we would anticipate many more

wells will be shut-in as uneconomic.

INDUSTRY CUTBACKS IN E&P SPENDING WILL REDUCE FUTURE LEVELS OF PRODUCTION

In addition to the immediate reduction in crude oil production from shut-in

wells, lower oil prices also portend even steeper future production declines

as exploration for new reserves is cut-back. Unless current production is

replaced through exploration programs, the depletion of existing reservoirs

results in declining volumes of future production.

Cash flow is the combination of earnings and non-cash charges, such as depre-

ciation and depletion, which represent recovery of prior investment. Cash

flow determines spending in the oil industry. Cash flow is the prerequisite

for the E&P expenditures needed to continually replace reserves. In turn cash
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flow is highly sensitive to oil prices.

Lower oil prices also adversely affect the economics of new exploration

projects by reducing the anticipated rate of return. In recent weeks,

reflecting lower cash flow and deteriorating economics, individual firms have

announced substantial cuts in their capital and exploration budgets (CAPEX) in

direct response to falling crude prices. Exxon and Chevron recently announced

that they would reduce their CAPEX budgets by $2 billion and $1.5 billion

respectively. Cuts of 10-30% or more have been announced by Texaco, Arco,

Phillips, Amoco, Conoco, -nd Unocal. The Oil & Gas Journal mirrored these

reports with its own February 24, 19e6 estimate that industry's expenditures

In the U.S. upstream will decline over 25% in 1986.

PROJECTING FUTURE DOMESTIC EXPLORATION SPENDING

Figure 2 demonstrates a strong relationship over time between drilling and

real crude oil prices. (Real crude prices are actual 'rude prices divided by

the GNP implicit price deflator to adjust for inflation.) For example, in

response to a steady decline in real crude prices, wells drilled declined

sharply between 1956 and 1971.

Current events mirror this past performance, Hughes Tool Co.'s data

(Figure 3) shows the rotary rig count has plummeted in recent weeks to 1,248

and is still dropping. This is a dramatic falloff from the peak of 4,530

rotary rigs used in 1981. The historical relationship between drilling and

price provides little optimism for a rebound in drilling as long as prices

remain low. Falling prices and declining exploration set the stage for the

shortages and price spikes of the 1970's.
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The economics of oil production determines spending for new exploration and

production projects in the U.S.A. Simply stated, an operator's anticipated

rate of return on new projects and actual cash flow from existing operations

dictate that operator's ability to make new investments. Given the present

depressed price levels for oil and gas, it should come as no surprise to

anyone that the nation's energy producers are having to slash investment

budgets. (Figure 4)

Even at high previous spending levels in 1981 and 1982, it should be realized

that if one disregards Prudhoe Bay production, the "Lower 48" production has

been flat to moderately declining since 1976. If these investments had not

been made, "Lower 48" production would have fallen dramatically. Immense E&P

spending barely stabilized this production.

PROJECTING FUTURE DOMESTIC PRODUCTION LEVELS

The Data Resources Inc. U.S. energy model indicates that both petroleum

product demand and oil production are significantly responsive to price

declines, with the result that lower oil prices result in sharply increased

dependence on imports. Figure 5 summarizes DRI's production projections under

three price scenarios.

Simulations that DRI ran on its energy model forecast that if crude oil prices

are in the $23.00 to $27.00/barrel range (high case) between 1986 and 1990,

overall oil demand would fall by about 500,000 barrels a day over that period.

Domestic production would fall b%' about 700,0O barrels a day and net oil

imports would rise trom about 26.5% of demand In 1085 to 31.0% in 1990.
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According to the DRI simulations, if prices run in the $18.00/barrel to $20.00

range (base case) through 1990, domestic production would fall by over 1.1

million barrels a day and demand would rise by 1.2 million barrels a day. Net

oil imports would rise to 6.79 million barrels a day (from 4.15 million in

1985) and net oil import dependence would rise to 40.2% (from 26.5% in 1985).

In its low price simulation, DRI assumed crude oil prices to average about

$14-15/barrel (low case) through 1990. Under this scenario, domestic

production would fall 1.7 million barrels a day through 1990, and U.S. demand

would increase 3 million barrels a day by 1990. According to this scenario,

the United States would be dependent upon foreign sources for almost half o!

our net supplies by 1990.

In the DRI low case scenario, it should be noted that the slope oi the

projected production decline reaches a rate similar to that experienced in the

early-to-mid 1970's. Assuming a constant reserve-to-production ratio in 1990,

it can be projected that the decline in domestic reserves would fall from

approximately 28 billion barrels of oil to about 23 billion barrels in 1990 in

the DRI low case scenario. They would decline to approximately 25 billion

barrels in the DRI high case scenario.

IMPACT ON NATURAL GAS

Natural gas is also affected by an oil price decline. The Wall Street Journal

on March 13, 1986, noted that plunging fuel oil prices were causing many

industrial firms, utilities and commercial concerns to switch from natural gas

to fuel oil. If firms do not switch, they will use the threat of switchover

to force price concessions from gas suppliers. This will exacerbate the cash
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flow problems of producers who sell both oil and gas. The ultimate result

will be lower additions to natural gas reserves as well as oil reserves and

reduced levels of future production. In 1984 new discoveries of natural gas

were 13.5 trillion cubic feet (TCF) compared to production of 17.2 TCF, while

natural gas reserves dropped to their lowest point since 1951 at 197.5 TCF.

Likewise, the low natural gas prices that are the result of low crude prices

do not provide any incentives for the exploration and drilling for gas. The

failure to find and develop new reserves will accelerate the depletion of the

current gas deliverability surplus and set the stage for gas shortages in the

future.

ENERGY/NATIONAL SECURITY POLICY IMPLICATIOS

In the late 1970's (see Figure 6), the United States was dependent on imported

crude oil and petroleum products for as much as 47 percent of its demand.

This made the United States vulnerable to periods of supply disruption which

resulted in sharply higher prices. In 1985 this dependency was reduced to a

net import level of 27% through a combination of increased price incentives to

the industry and conservation. The DRI low case supply and demand projection

($14 - 15 per barrel) indicates that our country's import dependency would

soar again to almost 50% by 1990.

As the gap between domestic production and demand widens and is swiftly filled

by rising imports, the stage is set for another oil shock. If oil imports

again rise to almost 50 percent of total demand, the United States will have

exceeded the level of vulnerability previously reached in the late 1970's -

just before the Iranian Revolution.
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There is a disturbing sense of the past repeating itself in the current

euphoria over oil price declines. The attractiveness of significant

stimulants to many sectors of the economy has apparently caused some

policy-makers to forget the lessons of the 1970's - that approximately 65% of

the Free World's oil reserves are located in the Middle East and that

excessive dependency on that area of the world has led directly to economic

shocks and serious foreign policy problems. Senator Lloyd Bentsen (D-TX) has

noted that "if we learned anything from the Arab oil embargo of 1973, it's

that we cannot afford to get hooked again."

Similarly, many alternate energy projects will be terminated, although it is

obvious that such projects are needed to replace declining domestic production

and declining domestic reserves. The painful U.S. experience of the 1970's

has surely taught Americans that dependence has very real consequences. Many

of today's glowing economic statistics will be turned upside down with another

oil disruption, if we permit the domestic producing industry to be shattered.

The Economic Modeling Forum (EMF) is a Stanford University institute set up to

compare the results derived from various economic models of government energy

policies or market changes. In a study based on the EMF, Professor

James Sweeney of Stanford looked at a scenario in which U.S. production fell

off 1.1 MMB/D by 1990. A supply disruption in that time frame would raise

crude oil prices by $33 per barrel, increase unemployment by 2 percentage

points, increase the federal budget deficit by $25 billion and decrease real

GNP by 4.9 percent. For purposes of comparison, a real GNP decline of "only"

1.7 percent between 1981 and 1982 constituted the worst recession since the
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Great Depression. If analysts are right in predicting that we could see

declines in U.S. production nearing 2 MMB/D, about twice the decline utilized

in the Sweeney study, major new national policies must be implemented

promptly.

CONCLUSION:

The U.S. Government should undertake a comprehensive energy policy review on a

priority basis. A determination should be made as to the minimum level of

domestic crude production required to protect our energy and national

security. Key areas of the economy will be adversely affected if increasing

levels of petroleum imports lead to the reestablishment of OPEC's control over

the market and another supply disruption. These areas include GNP growth,

employment, inflation, interest rates, trade deficits and the federal budget.

Ultimately there is the issue of national security. The U.S. has already lost

some stripper production on a permanent basis. :ore production will be lost

each passing week if prices continue at current levels or slide further.

Domestic exploration programs have been severely cut and important parts of

the oilfield equipment infrastructure have been lost. In 1985 U.S. domestic

crude oil production averaged 8.9 million BPD. If U.S. policy is to sustain

this level of production, forceful government policies must be adopted

immediately. We should not let production simply drift to lower levels

without a conscious policy decision as to what the national interest dictates.

If lower levels of production are acceptable, the nintmum level nonetheless

must be promptly identified and appropriate policies put in place to ensure,

considering operational lead times, that these levels are not breached.
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A listing of some of the more critical issues and questions relevant to the

determination of the minimum level of U.S. production required by our energy

and national security is set forth below. Responsibility for the resolution

of these economic, trade, energy policy and national security issues lies in

many different departments, agencies, and committees in both the Executive and

Legislative branches of the U.S. Government. Leadership and coordination will

be required to ensure that such divided responsibility does not result in the

failure of any party to accept responsibility for these difficult and complex

matters which vitally affect the national interest. In the past, there has

been a tendency to deal with politically difficult problems of this nature

only in a crisis. Unfortunately, our country's inability to address and

resolve such problems in advance of a crisis cost the U.S. economy in the

1970's billions of dollars in addition to a loss of policy flexibility and

significant additional costs in the areas of both foreign policy and defense.

In the absence of any indication of a policy shift by the U.S. Government, it

is reasonable to anticipate that, if present trends continue, U.S. companies

will continue the disturbing pattern of production shut-ins and exploration

cutbacks required by plunging cash flows. Texaco believes that current trends

and developments in the energy sector contain the potential for a future

shortage which could compromise our economic and national security to a

greater extent than in the 1970's.

Issues to be Addressed:

1. To what level must domestic crude production fall before the economic,

national security and foreign policy ,.. ncerns ctutweigh the short-tern

economic benefits of low oil prices?
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2. How much current domestic crude oil production becomes uneconomic at

prices of $15, $10, or $7 per barrel, and how much production is likely

to be shut in at these prices?

3. In each case, how much of that shut-in production could be restored if

prices rise to 1985 levels, and how much of a time lag is expected? How

much of that shut-in production is expected to be irrevocably lost?

4. If prices remain low for a prolonged period of time resulting in a

production decline, hou much lead time and what expenditures will be

required to mount a crash exploration program to prevent excessive

reliance on imports?.

5. At what level of import dependency does OPEC regain control over the

market?

6. What will be the effect on today's record trade deficits if petroleum

imports rise at projected rates?

7. Will increased future imports be in the form of crude oil or products?

If products imports greatly increase, what will be the impact on the

domestic refinery Industry?

8. What areas of the world will supply the incremental crude imports? How

politically stable are these areas?

9. What additional national security costs will be borne by taxpayers to

protect against supply disruptions? For the Strategic Petroleum Reserve?

For the Rapid Deployment Force? For the U.S. Navy to assure that sea

lanes are secured?



I-IC UfE 1

CRUDE OIL PRICES

352.
-- POSTED PRICE

W.T. I0 INTER.
O = _

a 25-

0

20

1-
1981 1982 1083 1984 1985 198S6.W w



FIGURE L2

VS REAL CRUDE PRMO;E
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