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PREFACE TO THE STUDY

(

\f>This report sets down the results of research on some of the sig-

nificant problems relating to energy and national security.‘lgzﬁgfjng

beyond the more obvious first-order issues, it differs considerably from

other recent studies of the international aspects of energy policy and

their implications for national security, such as Energy and U.S. Foreign

Policy written by the staff of the Brookings Institution for the Ford
Foundation's Energy Policy Project and the SIPRI monograph, 0il and
Security. Many of the first-order issues analyzed in these studies were

discussed in an earlier Hudson Institute energy study, Energy and Secu-

rity: Implications for American Policy, which was completed in mid-1974.

It is assumed that readers of this report are generally familiar with

the first-order problems aqz issues being analyzed. ‘4The egphasls taken by
nr.,/o(‘r Pr /asSuPS, Prlea./S ,(( UI‘,

includes the following:

“s (1) the relationship of the security of oil supplies to
prevailing market conditions in the past and in the future;

[2) the more general question of access to non-oil global
resources and U.S. policy;

[3) the scope of oil revenues for domestic and foreign invest-

ment and patterns of economic development and investment
in Middle East oil producing countries;

(&) the relaticnship of cner?y and American economic security
and concomitant implications for security and foreign

policy issues. e

In these and the other areas covered by this study, the primary

objective has been to uncover second-order issues which have been given

aéa/‘auﬂz
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littie serious attention by those interested in the Interactlons between

energy and security probiems. Consequentl;. the choice of research

topics has been highly selective. It is hoped that the depth of the

analyses carried out in this study can usefuily complement the breadth of

other studles. Since many recent energy studies have been flawed by the

gap between rapidiy unfoiding events and analysis, a serlous attempt has

been made to rely soleiy on updated information In thls study.

This study is organlzed Into four vriumes. The first volume, by

Barry Smernoff and Uzi B. Arad

y Sets the context for analyzing problems

of energy and natlonai

securlty and summarizes the results of the research.

Appended to thls volume are summary reports of two energy/security work-

shops carried out by Hudson instltute In 1974.

The second and third volumes are devoted to speciflc areas of

research:

vecurlty of oll supplles and its relationshlp to the market,

by Uzi Arod.. and the petromoney questlon, by Halm Ben-Shahar.

Finally,

the fourth volume is a set of coilected papers:

i) Beyond the Open Door:
by Lewls Dunn;

U.S. Policy and Access to Global Resources

Pl

2) Can We Avert Economic Warfare in Raw Materlals?
by Wiiliam Schneider, Jr.

3) Changling Amerlcan Forelgn Policy in the Middle East
by Edward S. Boylan

4) 1raq as a Soviet Proxy on the Persian Gulf
by Raphael Danziger; and

5) Energy in the Third World
by Jean M. ingersoll
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phagter |
INTRODUCING ENERGY AND SECURITY

The first haif of the 197C's was filied with events that have shat-
tered the conventional wisdom regarding enerqgy affairs and national secy-
rity. Two years after the Vietnam ceasefire was 'secured'' by the Paris
pPeace accords, one of America's most stinging foreign policy debacles con-
tinues to attract headiines and public attention after South Vietnam
abandoned the Central Highlands--the cradle of American invoivement in
the war--and quickly proceeded to lose the war. The American public's
propensity for caring about what happens in Southeast Asia has been
severely eroded by domestic political and ecoromic disasters: Watergate
and the first Presidential resignation in American history, the current
economic maiaise of infiationary recession with nearly double-digit unemploy-
ment, and continuing energy depencence and confusion.

As an introduction to Hudson Institute's study of energy and secu-
rity probiems, this chapter analyzes the changing meaning of national
security and the roie which energy is likely to play in determining the
shape of American security policy. The purpose of this introduction is
to estabiish an updated backdrop for discussing scme of the increasingly
important second-order issues centering on the relationship between energy
and security. Since many of the details are given in other parts of this

report, the discussion here is kept at a rather general levei.

The Changing Meaning of National Security

After World War 11 ended, President Harry S. Truman formulated a

doctrine of collective security in which American power and leadership

were to be employed to creace and maintain a stabie world order, thereby
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insuring American security. On March i2, 1947, he proclaimed that
“ . .it must be the poiicy of the United States to support
free peopies who are resisting attempted subjugation by .
armed minorities or outside pressures.’

Both the critics and defenders of the Truman Doctrine agree that these

remarks signaied a turning point of fundamentai importance in the history

of American foreign policy and ied inexorabiy to direct U.S. invoivement

*
in Vietnam,

More recently, disiiiusionment over Vietnam has severely eroded the
uniimited and rather indiscriminate nature of the Truman Doctrine. The
Watergate affair has revealed the legal and moral bankruptcy of using
national security as a vehicle for protecting non-vital and often specious
interests. Yet, it is difficult to imagine how Americans wili be able to
ceiebrat» thair Bicentennial Year of 1976 with any degree of complacency
if the United States continues to experience acute energy insecurity,
under an economic and political siege'' by Third World oii prodqclng

nations.**

The year 1973 began on a positive note with the Paris peace accords
formally ending direct American military participation in the Vietnam
conflict. Indeed, Henry Kissinger and Le Duc Tho shared the Nobel Prize
for Peace that year for negotiating these accords. The credibility of
American commitments throughout the world had been upheld by nearly a
decade of fighting in Southeast Asia whirh 2ozt tens of thousands of 2

American lives and undermined the poiitical viabiiity of two American

*
John Lewis Gaddis, ''Wwas the Truman Doctrine a Real Turning Point?"
Foreign Affairs, January 1974,

fk
Volume i analvzes the problem of security of oil suppiies In great
detalil.
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presidents. In late 1973 OPEC* embargoed oil deliveries to the U.S. and
quadrupled the price of its crude oil. After the Vietnam decade proved

the credibility of American international commitments, the fundamental

essence of U.S. commitments in the world was being called into question,

not by a nuclear superpower, but by a diverse collection of Third World
countries unified generally by national aspirations of trading black
gold for the good life and specifically, in part, by Arab visions of
breaking up the close relationship between Israel and the U.S.

Thus, after an uneasy form of peace in Vietnam ushered in 1973, a
disorienting and confusing type of international economic aggression and
political extortion with important implications for American security
and world order escorted 1973 into the history vooks. During 1974, there
was plenty of talk and an abundance of bewilderment about what courses of
action were needed to cope with the linked problems of energy supply and
economic stagflation. As 1975 began, the unemployment rate in the U.S.
had skyrocketed to 8.2%, leading some observers of the economic scene to
wonder when unemployment would join inflation in the ominous exploration
of what might be called the ''double-digit region.'" The financing of oil
imports and the recycling of petrodollars occupied high priority on agen-
das of many international forums during l97hf* Discussions among intellec-
tuale revolved around the response to the threat from the Third World and
the humanitarian imperative of sustaining the Fourth World of non-indus-

#ik
trial resource-poor countries in the ailing Indian subcontinent and Africa.

3
This is of course the acronym commonly used for the Organization
of the Petroleum Exporting Countries. Volume || discusses the carteliza-
tion of the world petroleum market at length.

**Sce Volume 111 for an extensive analysis of the petromoney question.

***Soe Volume IV for papers on the implications of the oil crisis for
the developing world and on the resource threat from the Third World.
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Meanwhile, as oil exporting nations collected their newly inflated rev-
enues and OPEC surpluses grew to $60 billion, talk of miiitary action
to redress the embarrassing and potentially destructive (to Western
values) imbalance and to reassert tradltional norms and power relatlon-
ships was limited, for the most part, to cocktall partles and defense
contingency planning sessions.

Untll early 1975, that is. The January 1975 issue of Commentary
featured Robert W. Tucker's artlicle, '"0i1: The Issue of American Inter-
vention.'" Tucker argued that, if the oll crisls Is really a conflict
over vital Interests and if the superprice for oil promises to have the
same adverse effects as an embargo, then It Is not easy to see the legal
or moral basis for making a distinction between embargo SEi,E&EE&.EElLL
and destructively inflated oll prices as cause for the threat and use
of force.

Colncldentally, Secretary of State Kissinger referred publicly for
the flrst time to the possibillty of mllltary action as a last resort to
save the Western world from '‘some actual strangula:ion.“* While Kissin-
ger's remarks created wide speculation and aroused Intense anxiety and
criticlsm in some world capltals.** they evoked a responsive chord in
many circles. Indeed, a poll published in the 5 January issue of the

French weekly, Le Nouve! Observateur, showed 28% of the French public

- 1+ et — ——

*
"Kissinger on 0il, Food, and Trade' Busli.ess Week, 13 January 1974,

p. 68

fok
Kissinger's Talk of Force Over 0il Stirs the Germans,'' The New York
Times, January 6, 1975; '""Kissinger Remark on Force Sparks Wide Speculation,"

The New York Times, January 7, 1975.

i
e
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1 believe that oil consuming nations might resort to military intervention
this year to force a reduction in oil prices.
Bv the conventional measures of national power, the United States
C is the strongest nation in the worid. How long can successful economic
warfare be waged against America and its ailies before the risk of ac-
tual strangulation is perceived to be unacceptable? How grave must the
energy/economic emergency become before it triggers an irreversible col-
lapse of the international huuse of cards? The economic and politicai
strain of maintalining Amerlcan security and global commitments seems to
l Intensify with every passing day. Many British corporations have reached
the ragged edge of solvency, causing informed observers to wonder if
Britain herseif |s next. Portugal has experlenced a sharp politicai
shift toward the left. The Cyprus crisis of 1974 was a relatlvely mild
enisode compared to the centrifugal forces NATO is likely to experience
as the fevel of social and poiitical chaos rises under the pressures of
economic contraction, financial hemorrhage, and pervasive uncertainty In

the industrialized West. How will the U.S. act during the next round of

Middle East fighting? s the American commitment to israel stlll cred-

| ible? Has the Atlantic Alliance become soluble in oli? ™
Meanwhile, the Soviet Union watches sliently and recalculates the
international ''correfation of forces'' upon which its SALT and detente

2 negotiating postures are baed. Might the Soviets be emboidened by a

perception that the United States is rapldly growing weaker and possibly

losing Its nerve? During SALT | negotiations, Soviet estimatlion of the

correlatlon of forces encompassed

—————— .
|l e ey T
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International Redistribution of Economic and Political Power

The words of Charles Dickens, 'It was the best of times, it was the
worst of times," fit the present situation rather well. One distinguished
observer has commented that the search for a stable world structure that

“'secures peace, advances human rights and provides the con-

ditions for economic progress--for what is loosely called

world order--has never seemed more frustrating but at the

same time strangely hopeful."*

Unfortunately, recent events suggest that the process of world restructur=
ing, being driven by economic and political exploitation of the vast under-

ground treasure in oil-rich countries, might be characterized as forced

redistribution. The transfer of oil wealth is accompanied by a redistri-

bution of economic power in the world. Given time, newly acquired economic
power translates into political and military power; lran and Saudi Arabia,
among others, are not hesitating to make direct deals exchanging oil for
Western arms. Moreover, lran's dreams of great power status include a
nuclear element; large bilateral deals with France for nuclear reactors

and major shares in uranium enrichment facilities and with the U.S. for
reactors are adequate cause for speculating whether Iran intends to acquire
nuclear weapons. The redistribution of economic power through rather ex-
tortionate oil superprices is leading to a new configuration of diplomatic
power. The excommunication of Israel from UNESCO, diplomatic accep~

tance of the Palestine Liberation Organization by a majority of U.N.
members, the increasingly tight web of Euro-Arab linkages, and the moder-

ately successful Arab boycott of Jewish firms are certainly not the least

¥ ichard N. Gardner, ""The Hard Road to World Order," Foreign Affairs,
April 1974, p. 556.
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Impor tant short-term consequences of oil power. Assuming that the new
status quo persists, many books can and wlll be written about the long-run
Impacts of Third World oil power.

None of the elements of this forced redistribution of world power
through the use of the oj) price iever can be quantified to the extent
that one might construct an oil securlty calculus by which '"gravest
emergency'' and "actual strangulation' might be measured. ” There are too
many credible arguments on each side of the varlous subissues relating
to the threat of oil power (to the current world structure) to permlt
unamb Iguous judgments regarding the valldity of these arguments, let
alone to create an ol} security calcuius which accurately corresponds to
"reality." Furthermore, how can the American public bicome persuaded

that the international balance of power might be tiltlng dangerously

away from the U.S. and its allies when there is an Incredlble degree of

bewi lderment and confusion over domestlc energy and economlc pollcies?
=i 2 T GLE

The next section discusses some of the aspects of this confusion.

*As Russell Baker put It recently, "At what point on charts of rising
unemployment and ailing business does strangulation become 'actual’ enough
to place war in the ruled-in category? We can only guess. What Is worse,
SO can the Arabs. Being a scholar of diplomacy, Mr. Kissinger must know
that nothlng is more dangerous In a hostile confrontatlon than leaving an
adversary in doubt about your Intentions.. ! ("Hot Winds Ruffle No 0il," The
New York Times, January i, 1975.) o

Helmut Schmidt, writing in the April 1974 Issue of Foreign Affalrs,
(pp. 444-5) stated that,
In the short run there is at least a point beyond which economic

stabllity would be in jeopardy. And that point is ieached when-
ever the industrlalized countries are confronted w th intolerat e

toward an even higher rate of inflation. In this context, i do
not wish even to contemplate a point--at least theoretically con-
celvable--beyond which the Irrational use of force might ersue.

Where ¢ the bre-.«ing polnt? Klssinger's stranguiation point?
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The Bogey of Energy Poiicy Confusion

The primary sources of energy policy confusion are inteilectual,

political, and economlc. Inteilectual lacunae and wide gaps of kncwledge

doom alli stralghtforward attempts +~ formulate acceptabie energy policy.

There is no easy way to substitute untested theory for knowiedge in to-

day's world. There are simpiy too many unknnwn or misunderstood lssues

in the intricate web of energy affairs, and a great deal of emplrical re-
search and experience will be needed to deveiop knowliedge and techniques
by which effective energy poiicy may be shaped. The dominant method at
the present time seems to be comprehensive listing of alternative policy
options, with detailed costs and benefits of each, from whicli decision-
makers are expected to choose some "appropriate' subset of options which
best fits their policy objectives. As the saying goes, there must be a

better way.

The politlical sources of poiicy confusion in energy affairs include
widespread lack of confldence in ieadership, communication difficultizss,
and basic confiicts of interest. There is a growing feel ing that American
leadership is iess than capable of meeting current energy challenges, let
alone coplng with problems of securing future energy supplies. Understand-
abiy, Americans tend to become confused when their leaders seem unable (or
unwiliing) to lead.® Moreover, the problems of communlcating energy goals,
concepts and programs to the Anerican people continue to impede government
officials. Thls is partly due to their limited ability to communicate well

(officials are not immune to being confused), and partly because of poor or

e

*Review of President Ford's proposed energy program suggests that he Is
too wiliing to act decisively on the policy front in the absence of evidence

That his program is likely to be successful.
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’ uneven media coverage. Finaily, the pervaslve nature of energy In America
leads to many different types of potential conflicts. {n today's era of

interest advocacy that emphasizes the much-used possibllity of citizen )aw-
suits, fundamentai confiicts of interest impede energy resource development

(cf. the Trans-Alaskan Pipeline and Consolldated Edison's pumped storage

faciiity planned for Storm King). Often, energy projects are deiayed

| from the very beginning by vocai opposition groups.
The economic sources of energy policy confusion reside primarily

in the worsening situation of persistent inflation and deepening recesslion.
| Together with Amarican dependence on foreign energy suppliers which makes

one-third of U.S. oil consumption vuinerable to production cuts (cf. the
‘ i973-4 Arab oii embargo), export controis (cf. the new Canadian goal of
substantially reducing oil exports to the U.S.), as well as non-market
price boosts (cf. OPEC's price quadrupiing), economic recession and in-
| flation form a "triple and“ confronting American policymakers with ex-
I tremely difficuit choices. Estabiishment of energy taxes to induce con-
| servation is inflationary; gasoline rationing is politically unacceptable
; and rife with inequities. More gencrailiy, mandatory energy conservation
would appear to be recessionary since economic growth has always previously
been tightly coupied to energy growth. On the supply side, proposed de-
velopment of shale oii has run headiong into slow=growth advocates in
Colorado; coal liquefaction and commercial expioitation of Casadian tar

sands scem to have met their economic poison in the form of intense cost

escalation; and construction of nuclear power plants by electric utilities

has encountered the mounting scarcity of capital as well as the political

reality of increasing public opposition.
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In essence, the specific sources of economic confusion in U.,S. energy
affairs are proliferating faster than OPEC can raise the price of oii. Not
the least important impiication of this disturbing state of energy economics
is the possibility that the OPEC-administered oii price might continue

to rise, unimpeded by cost ceilings corresponding to aiternative energy

sources. Jamshid Amouzegar, the Interior Minister of iran, was reported

to state in December i974 that,

OPEC has been using as Its pricing peg the iower-cost aiterna-
tive to a barrel of oii This is a barrei of oii made from coal,
and its price ranges from $7 to $li a barrei.*

This reaffirms the opportunity cost pricing poiicy of OPEC. The unfortun-

ate probiem for the Western worid, however, is that the current estimated
price of commerciaily viabie coal-derived iiquid fuel is $!2-i5 oer barrel
instead of $7-i1i. Perhaps it would be better to ieave Mr. Amouzegar and

his feiiow OPECians confused about current price estimates for oli aiter-

natives. Otherwise, the oil cartei might attempt to double the price of

oil again!

Ironically, the inverted iaw of energy supply and demand in which demand
reduction creates upward price movement was making itseif feit to American
enerqy consumers at the same time it became the kernei of new oii economics
quiding OPEC policy. During 1974, stocks of aii types of refined petroleum

frk
products increased in OECD nations wuntil OPEC countries cut back production

by 4-6 miilion barreis per day to biunt downward price pressures which might

*OPEC: The Economics of the 0ii Cartei,'" Business Week, January 13,
i975. This article foilows the wideiy read interview with Secretary of State
Kissinger,

**uuch ¢f the embarrassing high profits in the oii industry, engendering

bad feelings toward the industry and skepticism that the energy situation is
as bad as it once seemed, results from inventory profits. in many -ases,

these stocks are being soid for prices substantiaiiy greater than they were
purchased for.
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have proved destructive to cartel pricing. |In essence, to stabiiize oil
prices and secure cartel coherence, OPEC produced iess oll. At the same time,

the price of oil continued to creep upward (and the proflt margins of multi-
national oil corporations were put under pressure) untli the average govern-
ment take reached $10 per barrel in late i974 (up from $7 in January).

OPEC had experienced the unique economic thriii of administering an
inverted iaw of energy supply and demand: as prices rise, production
drops to stabillze monopiy profits and preserve the cartel. But there
is a iimit to the growth of idle productive capacity consistent with
cartelizatlon, and OPEC is not immune to the destructlve Impact of ap-
proaching that iimit--the key question concerns its iocatlon.

Since the current econoric maiaise has been the primary cause of
much of the energy confuslon recent’ {t is usefui to get more specific
about the compiex interactions between energy pollcy and the American
econmmy. Until mld-i973, the expanding U.S. economy appeared healthy,
resllient, and capabie of supporting intensive deveiopment uf domestic
energy resources. By the second quarter of 1973, however, some econo-
mists began forecasting a mlid recession for i974. 1In the midst of food
and commodity price runups, this was not good news. On the other hand,
it was not ali that bad, since the political news of the moment was far
worse--Watergate was beginning to heat up public and Congresslonal pres-
sures ieading to the iikeiy Impeachment of President Nlxon.

The fourth quarter of 1973 (denoted 1973:4 by macroeconomists) was
the turning point. After the October War broke out in the Middle East,
the Organization of Arab Petroieum Exporting Countrles (OAPEC), a sub-

cartel of OPEC, Instituted an oll embargo on October 17, targeted on the

"y g —
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U.S. as the chief political and military supporter of lIsrael. Not much

iater, three seemingly unrelated events happened in quick succession:

i) President Nixon undertook his ''Saturday Night Massacre,' affecting

the speciai Watergate prosecutor and Attorney Gencral; 2) the U.S.

announced a worldwide miiitary alert in response to a ''brutai'’ Soviet

note threatenirg uriiat=ral intervention to back up the new ceaxsevire;

ard 3) OPEC redoubled the posted price of iight Arabian crude oii to

$11.35 per barrei. But were these events reaily unreiated, or did the
worsening crisis of American ieadership iie behind each?

l In the aftermath of Watergate, America continues to experience an intense

| political crisis of ieadership. This is one of the central reasons behind

i the high levei of energy confusion. The erosion of American leadership, morale, 5
i and nerve which began during the Vietnam years accelerated after the Water-
{ gate episode began to unravel the iegitimacy of the Nixon Administration.
l The adverse effects of this erosion on international energy cooperation,
mobilization of domestic support for meaningful energy conservation and
’ supply expansion programs, and on generai consumer and business confidence
] reduce the possibiiity of shaping viabie iong-term energy policy in the
' United States,
| One of the most disturbing features of this story of high-ievei
poiicy confusion is the growing awarene.s that the American Bicentenniai
. wiil be ceiebrated by a miiitary and economic superpower which, to some
degree, is under economic and poiiti:ai seige by Third World nations.

Many peopie are confused by repeated deciarations of the high stakes--

America's vitai interests, inciuding its politicai and economic security,

i . D
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are involved here--contrasted with the releative inaction and fack of nerve
demonstrated by the strategy of accommodation and cooperation pursued by

the Federai Government. If the energy-intensive American way of life is

under attack by economic aggression waged by oil-exporting countrles, why
#* . i e

don't we fight for what we want to keep?  Such a simpiification of the

rather compiex and subtie foreign poiicy issues invoived in any attempt

to sustain vitai American interests does cut through the mystery and

o ——— -

confusion, as perceived by the average American, which accompany that
‘nscrutable process of making energy policy. Its fegal and mora! legi-
timacy and poiiticai acceptability, however, are quite dubious.

If the Ford Foundatio. study is correct in saying that it is "a time
to choose''--that ""Orift is cciely the worst of the alternatives before us"
with respc=r ta an- _, policy*f-would it not be attractive to cut through
the com.iex web of interrelated policy issues and come up with a once-and-
for-a'l choice for America's energy future? With so many policy options
fioa.ing around, uniess a firm decision is made soon we might spend preclous
vyea:s developing criteria for choosing, learning how to satisfy competing
interest groups, encouraging fuli narticipatlon in the decision-maklng pro-

cesses, and siowing (as weli as cooiling and dimming) America without improv-
ing the quality of 1ife cne iota. With a superabundance of possibiiities

and choices avaiiabie, the feasibility of coming up with poilticaily

acceptable decisions which improve the energy situation without serious

*

As noted above, an articulate exposition of the possibiiity of mili-
taiv intervention to free the worid petroleum market from the grip of OPEC
is ¢iven by Robert W. Tucket, "0ii: The Issue of Amer ican 'ntervention,"
Commenta;y..ignuary 1975.

A Time to Choose America's Energy Future, final report by the Energy
Polics Project of the Ford Foundation (Cambridge, Mass. : Ballinger Publish-
ing Co., 1974). A critique of this book has been publishec which addresses
scme of the'confused'arguments made there: No Time to Confuse, M.A. Adelman,
et al. (Sen Francisco: Institute for Contemporary Studles, 1975).

At N o TR —— e . - e e
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harm to its triple-bind partners of inflation and recession depends
heavily on effective leadership to reconcile the diversity of interests
and attitudes bearing on enerqy policy.

The high level of energy policy confusion these days |s largely due
to the unsettllng and rather traumatic nature of the oil supply and price
discontinuitie: of 1973:4 which have thrown world energy markets and inter-
national financial institutions into anfamiliar and difficult territory.
it is not surprising that disequilibrating shocks to the economic/energy
status quo should produce unclear vision of what might lie ahead. AnZ it
i< difficult to sustain much corfidence in the future when uncertainty
permeates that future with various shades of grey. The '‘mordant feeling
of disintegration and decay' articuliated so well by Max Lerner; the bur-
geoning literature of pessimlsm casting an apocolyptic shadow over unfold-
ing events; the socially corrosive effect of perslistent inflation; the
worrisome sense that America might be coming apart as she moves closer to
her Bicentennicl; and, most iizportant, the emerging batties for personal
survival in a turbulent economic sea where friends are losing jobs or are
on the ragged edge of making ends meet, or are just too emotionally drained
to continue--this is what makes clear energy policy such idealistic fare.
Until the setting and context for energy policymaking gets better, clear
and conslstent* enercy policy will reside on the fiip-side of reality,
located for the most part in the minds of the dreamers.

Many particlpants in the energy debate use the phrase ''business-as-

usual' to denote future activities which conform to the past. When dealing

—

*See rziry J. Smernoff, '‘Cnergy Policy interactlons In the United
States," Energy Policy, September 1973, for a description of energy policy
consistency. |t should be obvious that formulation of unconfused and con-
sistent national ene’gy policy is important for the development of effec-
tive national security policy during the next few years.

——
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with energy policy, however, it might be appropriate tn use the term
"‘confuslon-as-usual." The last few years have been filied with a be-
wildering array of energy date, projectlons, policy optlons, and propos-
als. If confuslon-as-usual energy policy continues much longer, the
American people may be given high marks for placing most of the responsi-
bility for the so-called energy crisis on Amerlcan government and oil
companles (Instead of on Arabs or other external 'bad actors'') as early as
January 197h.* Uniess the opacity of America's energy future bagins to
disperse, revealing fairly clear directlons and pollcy objectives, the
contemporary energy fog mlght begin to smother American moraie and resi}i-
ency and ultimateiy threaten national security In qulte serlous ways.

Usually, when domestlc politics are hlghiy confused and filied with
ambiguities, only an outstanding lei der can cut through the morass and
make headway In a chosen direction. The U.S. seems faced with several
nore years of unauthorltative ieadership, a iikelihood which in itseif
threatens to endanger national security; the oil crisis will not be
resolved untll more capable ieaders emerge. The lfarger danger is that
internal weakness and confusion may encourage and even precipitate exter-
nal threats to Amerlcan economic and possitly milltary security.

Just as Watergate has sapped American leadershlp and seif-confidence,
the shadow of Vietnam hangs over the current oji power impasse. For
better or worse, it took self-confident leadership to faunch American
invoivement in the Vletnam confllct after the rather ambiguous Tonkln

Guif incident in August 1964. After the brutai Soviet note on 25 October

*The Gallup Poli, January 10, i974. News of the resuits of this poll

Induced some peopie to recali the statement made famous by Walt Kelly's {
Pogo: ''We have met the enemy, and he is us.'" The perception that the Ameri

can energy crilsis does nct constitute an external threat to national security
seems to be at the heart of the prevaiiing energy confusion.
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1973, which threatened unilateral interventlon to guarantee the days-old
Middle East ceasefire, Drs. Kissinger and Schlesinger decided to insti-
tute Defcon 3 (U.S. worldwide military alert) without the personal parti-

cipation of then President Nlxon. How could the President be expected

to give much thought to meaningful opticns for handling the oil crisis

if he was too preoccupied to take part ac{ively in a serious decision

affecting the emergent U.S.-Soviet relationship of detente? Since that

time, the leaders of OPEC and OAPEC have presumably believed that U.S.

leadership was too weak to put up much of a political or military fight.

Had OPEC not taken the opportunit;, in a period of obvious American weak-

ness, to redouble the price of oil after the Yom Kippur war, it might have

been judged gquilty of economic folly. |
Locked, as it is, in a Catch-22 economic double bind of superprice

inflation and nearly double-digit unemployment, how can the United States

lead the Western world back to a modicum of economic stability and safety?

Given the confusing and incoherent big-talk little-action energy policy

which has emerged in the U.S. during the post-embargo period, how can

Secretary of State Kissinger believe that an American-led grouping of oil

consuming nations mignt generate the political will and solidarity to

implement a systematic-approach and define clear directions for coping

with the oil problem?

Dr. Kissinger's View

In his Business Week Interview, Kissinger was confronted with the

growing belief In the financial community that petrodollar recycling Is

something of a conjuring act, since bad debts will be piled on top of good

e ——" e Sp—— i
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ones. Asked how loans drawn ov the $25 billion financial safety net might

be repaid, Kissinger replied:

""We have two proYlems. We have an economic probliem, and
we have a political probiem. The politicai probiem is that
the whole Western world, with the exception perhaps of the U.S.,
is suffering from political malaise, from inner uncertainty,
and from a lack of direction. This also affects economic con-
ditions, because it means that you have no settied expectations
for the future and therefore a lowered willingness to take risks.
One of the principal objectives of our energy policy is to re-
store among the industriailzed countries some sense that they
can master their own fate. And even if this would invoive some
questionable debts, these are debts that have to be met somehow.
I't wouid be enormously important for the general cohesion of the
industrialized world and for its capacity to deal with the future,
that they are dealt with systematically and not as the outgrowth
of some crisis..."™ (Emphasis added.)

Kissinger uses the word ''systematic' no less than nine times in the

course of this interview; it is not impiausible that such frequent use
may refiect a maturing perception on Kissinger's part that the interna-
tional system Is experiencing an Incipient breakdown. $So much has been
written recently about the breakdown of the internatlional economic system
that to recapitulate the arguments again wouid only beiabor the obvious.
But, after stating that we have two problems--economic and poiiticai--
Kissinger chooses to stress the poiiticai dimension. The reason for this
is rather clear: international economic and energy probiems have been
poiiticized to the Nth degree, and the basic internationai prcbiem is
political in nature. Indeed, Secretary Kissinger is probably most worried
about the surprising but highiy important mid-term scenario In which the
International political system is seversiy eroded by a proiiferation of
beggar-thy-neighbor policies which fead toward chaos. This eventual ity
might inciude the coliapse of NATO and the dipiomatic isolation of Israel

and its sole aily, the U.S. This nightmare scenario might heip to expiain

% . .
Business Week interview, op. cit.
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why Kissinger talks so much about institutionalizing cooperative responses
to cope with the widening stream of economic and energy problems.
But why does Kissinger say that the whole Western world suffers from

political malaise and lack of direction, with the possible except lon of

the United S:ates? Wrom does he think he is kiddlng, particularly after
President Nixon was forced to resign in disgrace? Max Lerner, one of
the most Imaginative students of American clvllization since de Toquevllle,

published an article in Forelgn Affairs last year entltled ""America

Agonistes,'" in which he wrote that American self-awareness has recently

reflected a sense of

"being at the end of the tether, a mordant feellng of dls-
integration and decay....Thls mood must be taken serlously

as part of the image that Amerlca offers the world....1t has
included the convulsions and confrontations of the 1960's,

the hippie culture, the squalor and bombings of the Vletnam
War, the corruption of Watergate. The judgment around the
world--that America was coming apart as she moved, lronlcally,
very close to her bicentenary of 1976--has been reinforced by
a self-image filled with self-pity and self-hatred....0On her
way to the forum of her bicentenary, something happened to
America,'"?

More generally, for several years a new conventional wisdom of gloom
and alarmism has been taklng hold in the industrlalized world. An entire
i1terature of pessimism is being produced with such titles as, The Passing

of the Modern Age (1970), Where the Wasteland Ends (1973), The Limits to

Growth (1972), The End of the fmerican Future (1973), The Coming Dark Age

(1973), and The Phaeton Ride--‘he Crisis of American Success (1974). Ex-

emplary of this burgeoning literature is Robert Heilbroner's An Inquiry

Into the Human Prospect, in which the outlook for man is termed ""palnful,"

"dl1fflcult,”" and 'perhaps desperate'':

*Max Lerner, ""America Agonistes," Foreign Affalrs, January 1974,

pp. 287-9.
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"the answer to whether we can conceive of the future other
than as a continuation of the darkness, crueity, and disorder
of the past seems to me to be no; and the the question whether

worse impends, yes.”*

Even so, Lerner's feeling of being at the 'end of the tether'' does
not stop him from believing that whiie the Arab oll weapon will achieve
some short-term victories, there is stili some room for (cautious) optim-

fsm;

"in the end, the food production, technology, and the scientific
inventiveness of free societies should make them resourceful
enough to resoive the impasse without any energy Munichs.'”

This type of long run optimism should be understood for what it is,
since the only path to the iong run passes through the short-term future.
which brings us back to Mr. Kissinger: When asked about objective condi-
tions required for a reduction of the price of oil, Kissinger listed four
factors upon which the objective conditions depend:

One, a degree of consumer solidarity that makes the consumers
less vuinerabie to the threat of embargo and to the dangers

of financial collapse. Second, a systematic effort at energy
conservation of sufficient magnitude to impose difficult choices
on the producing countries. Third, institutions of financlal
solidarity so that individual countries are not so obsessed by
their sense of impotence that they are prepared to negotiate on
the producers' terms. Fourth, and most important, to bring in
alternative sources of energy as rapidly as possible so that
the combination of new discoveries of oii, new ol 1-producing
countries, and new sources of energy create a supply situation
in which it wiil be increasingly difficuit for the cartel to
operate. We think the beginning of this wiil occur within two
to three years. ™™ (Emphasis added.)

*Robert-;;i]broner;hﬂh \nqulry into the Human Prospect (New“York: W.W.
Norton, 1974), p. 22. Armold Toynbee has pralsed An Inquliry as "3 most
notable and vaiuabie book."

**max Lerner, loc. cit., p. 29i

***gusiness Ngg& interview, op. cit.
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Against the current backdrop of general pessimism and malaise rippl-
ing through the Western psyche, are there leg.timate grounds for Kissinger's
limited, short-term enerqgy optimism? In other words, what are the prospects

for 1) adequate consumer solidarity; 2) effective energy conservation;

3) credible financial security, and 4) timely energy supply enhancement?

Over and above the question of security of energy supplies, which is treat-
ed in Volume 11 of this report, the cssential implications of the global
energy problem for American security, broadly conceived, reiate to the
superprice of imported oil. Hence the widely recognized imperative that
the world oii price must be brought down significantly.*

To achieve a iarge reduction of the Frice of oil, it appears that all
of Kissinger's factors must be operating successfully. The outlook for
(nonmmilitary) resolution of the international o0il crisis--and the deepening
world recession and pervasive giobal inflation may be incurable without
timely resolution of the oil crisis--can be gauged by assessing the Indi-

vidual outlook for each of the faitors, even though they are to some ex-

tent mutually dependent. This assessment is made in the next sectlon.

Prospects for Reducing the Price of 0i]

A. Adequate consumer solidarity

Walter Levy, a respected international o, consultant, has articulated

the necessity for cooperation among oil consuming countries better than

*It should be noted that the problem of recycling huge oil transfer
payments is not much less difficult if the price of oll is $6-8 per barrel,
hence it must be reduced from $10-11 to $3-4 to amellorate the International
transfer-of-wealth dilemma (see K. Farmanfarmalan, et 3l., "How Can the
World Afford OPEC 07" Foreign Affairs, January 1975) Secretary Kissinger's
recent proposal for an oil price floor of $7-8 per barrel seems to contra-

dict his earlier comments regarding the urgent need to achieve substantial
reduction of the price of oll,

SR .. e Ll
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most commentators. Like Kissinger, Levy believes that four eiements are
essential to move toward a reasonable adjustment of the oil crisis:

"...far-reaching cooperation among the oii-importing nations, an
understanding by the importing nations of the interests and aspi-
rations of the producing countries, a clear-cut (and painfui)
program of energy austerity by the oii-importing countries, and

a recognition by the producing countries that even in an austerity .
situation any attempt to hold prices high must resuit in woridwide
dangers to which they couid not be immune. Only with far-reaching
consumer cooperation can it be expected that the producing coun-
tries will come to this necessary conciusion; at the same time
cooperation without austerity wiii not do the job. Both are needed,
and a iarge new dose of poiiticai wili, not yet in sight, wiii be
required to achieve them....

Today, governments are watching an erosion of the ..orld's oil
suppiy and financiai systems, comparabie in its potential for
economic and poiitical disaster to the Great Depression of the
1930's, as if they were hypnotized into inaction. The time is
late, the need for action overwheiming.'*

Wiil the oii-consuming nations be capabie of putting their act together

to use cooperation as a iever on oil prices? Or wiil cooperative oli

I
¢
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politics eiude these nations as they become increasingiy sensitive to
brute ecnhnomic pressures and yieid to biiaterai oil deais and competitive
bidding for shrinking oil production?

Various writers have recentiy set down more generai reasons for im-

proved cooperation among Western nations (and Japan). After the Vietnam

ceasefire agreement was signed in Paris, Zbigniew Brzezinski wrote that
uniess the United States, Western Europe and Japan move toward greater

and more active coiliaboration,

"...there is a high probabiiity that the fragiie giobai econor:
and the bareiy emerging sense of giobai community wili be
shattered, pitching the worid back into international animosities,
fragmenting the worid economy and intensifying the socjal strains
within both the advanced and the deveioping countries,''**

*waiter J. Levy, "World 0il Cooperation or international Chaos,'
Foreign Affairs, Juiy 1974, pp. 711-13.

“*Ibigniew Brzezinski, '"U.S. Foreign Policy: The Search for Focus,"
Foreign Affairs, July 1973, p. 723.
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Writing in Foreign Affairs one year later, Karl Kaiser stated that,

""Given the crisis of European integration and of European-
Amerlcan relations, Europe and the United States may be at a
crossroads in their relationship. It will be, above all, nec-
essary to cool down emotions, to realize common interests and
to undertake a sober analysis of the ultimately dlsastrous con-
sequences of a continuatlon of the present trends....If the
notion of partnershlp between and integrating Europe and North
America is abandoned, the price will be heavy and will be paid
by all our societies....The price of failure could well be a
breakdown of political stability or, indeed, of democracy in
some countries, a breakdown which would inevitably affect the
whole of the Western world.”

Coming from scholars of this stature, these opinions can hardly be set
aside as unrepresentative of some lines of thinking at nigh levels in
and out of government.

European actions during the 1973 Middle East war, as the U.S. re-
supplied Israel, demonstrate the type and depth of difficulties facing
a serious attempt to generate Western oil cooperation. So strong was
American ill feeling at the lack of support from European allies during
that war that Secretary Klssinger was rumored to have said, 'l do not
care what happens to NATO, | am so disgusted.' Fifteen months later,
in the aforementioned interview, Kissinger elaborated his perception
of European-American interactions:

Q. In Europe, the charge is made that you have sold out Western

civlilization for 18 months of peace In the Middle East. Why

do Europeans feel thls hostllity toward the U.S. and you?

A. Well, of course, 1'd like 20 know who these Europeans are--
for my own educatlon. What could they have had us do?

Q. They're talking about military actlon.

*Karl Kaiser, ""Europe and America: A Crltical Phase," Foreign Affalrs,
July 1974, pp. 739-41.

re
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A. The fact of the matter is that the governments they represent
systematically opposed every move we made in the Middle East;
every strong action that was taken in the Middle East was
taken by the U.S..... Our difficulty in the Middle East is
caused in part by our inability to organize cooperation even
for nonmilitary action. The efforts the Administration made
diplomaticaily to 1ift the oil embargo reduced, at least for
a time, the dangers in the Middle East. It gave everyone
breathing space. We gave up nothing. Except the possibility
of military action, which was a chimerical idea.

why are the Europeans so hostiie to the U.S.?

| think they suffer from an enormous feeling of insecurity.
They recognize that their safety decends on the U.S., their
economic well-being depends cn the U.S., and they know that
we're essentialiy right in what we're doing. So the sense of
impotence, the inability to do domestically what they know to
be right, produces a certain peevishness that always stops
just short of policy actions. No foreign minister ever says
this.® (Emphasis added.)

One of the major questions, of course, is whky the American foreign
minister ever made this blunt statement available for the public record,
since its impact on European propensities tc cooperate on oil politics is
likely to be adverse, if not devastating. After the Washington eneryy
conference in February 1974, the International Energy Agency was created
to organized and implement oil sharing among OECD nations during any crisis.
But it is increasingly difficult, in this atmosphere of transatlantic bad
temper, to harbor much optimism regarding the mid-term outlook for mean-
ingful and effective consumer solidarity, let alone the ''far-reaching
cooperation'' believed by Levy to be required to produce favorable price
changes and supply guaranizes.

When asked about the forthcoming meeting between oil consumers and

producers, Kissinger replied,

*
Business Week interview, op. cit.

]




H1-2239-RR 25

""What can happen at a consumer=-producer meeting depends entirely
upon whether the consumers manage to bring about concrete co-
operation and whether they can concert common positions hefore
the conference. In the absence of these two conditlons, the
consumer-producer conference will not take place wlth our parti-
cipation. If it did take place, it would only repeat in a
multilateral forum the biiaterai dialogues that are already

going on."”
what may be on Kissinger's mind is the possibiilty that, unless consum-
ing nations go into a meeting wlthout producers holding common (read:
pro-American) positions, the meeting might produce results contrary to
American interests; it may resembie a U.N.-ilke "tyranny of the majority"
in which the U.S. is forced to bend to a Euro-Arab coalitionfdkPrcsenta-
tion of a public uitimatum to Europe that U.S. participation In the meet-
ing is contingent on achievement of "concrete cooperation' and '‘commen
positions'" is highiy undiplomatic behavior which would be counterproduc-
tive, if the American objective is consumer cooperation.

However, if the real American objective is, unfortunately, to con-
struct an American-led consumer cartel by bullylng Europe and Japan Into
toeing the Amerlican line on the politlcs of oll, chances are that the
effort will faii miserably: Americar "Inability to organize cooperation'
wili rule agaln. Under these circumsiances, the Europeans mlight sense
thelr impotence but the Amerlcans will actually become impotent to deai
peacefuily with the International oil crlsis because they will have
become their own worst enemles. Whether or not the fears of Br.ezinski

or Kalser prove to be well-founded, the implicatlons of thls sc&nialo

*Ibid., p. 69.
Ak 3 - =
Might a simllar anti-Amerlcan coalitlon carry welght at the forth-
coming conference to review the Treaty on the Non=Proliferation of Nuclesar
Weapons, particularly In a period of weakenlng Amerlcan dlplomacy? (See
pp. 47-9 below.)
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certain to be negative.

B. Effective Energy Conservation

Kissinger's second factor irvolves the need for effective energy
Conservation, By now, the widespread concensus concerning this point
has become , phenomenon in its own right. Until recently, Western
economic growth, fueieg by a growing supply of energy, was an ideologi~
cai strongman. of late, this ideoiogy has bean caiied into question as
a viable iong-term concept by thoge who beiieve that naturaj ard/or
social fimjgs to growth wii} siow and uitimateiy Stop economic (and

‘Opuiation) growth, one way or another. The name of the game, then,

other than conservation of expensive imported petroleum; thus, energy
Conservation may be used as 4 mechanism to siow economic growth whilje

reducing environmentai poilution. This Strategy Suggests that interna-

order,
Unfortunately.‘siqnfflcant energy conservation seems difficult to
achieve wlthout rathe.r Draconian measures, Energy voluntarism does not

work readiiy in a soclety dominated by énergy-intensive lifestyles.

and even-odd day ryuleg sufficed to ration the scarcity, During 1974,

stocks of a1; types of refined petroleum productg increased In OECD
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per day to blunt downward price pPressures which might have proved destruc-

tive to cartel pricing.

At the sane time, consumers of electricity in the U.S. were iearn-
ing a quite different lesson, As electricity conservation set in,
electric power rates were driven up by the imperative of financing fixed
utility plant costs. Even though the capital crunch was on, Squeezing
ordered nuclear power plants out of their marginal existence feft and
right, utility accounting methods had internaiized the trend extrapoja-
tion that U.s, electric generating capacity wouid increase 7 percent per
year for the next few decades. Reduced use of electricity under prevail|-
ing Circumstances and revised éxpectations about future growth led to
utility requests for compensatory rate reiief to finance unanticipatced
amortization cests, fuel price increases, and higher interest rates for
deferred construction projects. ironicaiiy, the inverted lav; of supply
and demand in which demand reduction creates upward price "novement was
making itseif felt to energy consumers in the West at the same time ¢
became the keystone of new oil economics guiding OPEC policy.

The economic cost of pervasive energy austerity can be Quite high,
Particuiariy i7 the return to traditioral iaws of suppiy and demand is
not at hand. Sp many price-inelastic energy users are in the marketplace
that oil tariffs, gasoijne taxes, and the |ike may increase consumer
Costs without reducing energy utilization, ™ More generaijiy, mandatory

energy conservation in contracting economies which are experiencing

4 -

*In general, Western energy consume:'s are accustomed to unlimiced
amounts of inexpensive fueijs (i.e., they are spoiled)
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unprecedented rates of Inviation and un:mpioyment is a dangazrous economic
zxperiment to carry out. The disturting possibility that serious meas-
ures to conserve energy might irreversibiy swing the American economy
near or In‘o double-digit subspace Iimpiies that effective energy conser-
vation might mve an sliready disordered economy cioser to sociai and
poiiticai chaos. Finaiiy, this second possibility would severely under-
mind American efforts to achieve the other three Kissingerian goals of
soiidifying consumers, securing financiai arrangements, and enhancing
energy suppiles. Balanced against the benefits that might accompany
programs of energy conservation--und to be effective, conservation must
cut deeply into energy demands--the risks seem excesslive.

07 course, Western poiicy-makers might decide that energy austerity
should not be harsh, Impiement relatively benign conservation measures,

and take credit for "coping'' with the eneray/economic probiem. But this

alternative would do no more than dent the large gquantities of oil imported

by the U.S., Europe anJ Japan. On baiance, the outiook for significant

OECD energy conservation which wouid put meaningful pressure on OPEC pric-

ing policy is relativeiy poor.

C. Credibie Financlal Security

The third Kissinger factor reiates to the need for

"“institutions of financial solidarity so that individuai countries
are not so obsessed by their sense of impotence that they are
prepared to negotiate on the producers' terms.'™ [Emphasis added.]

o e et

*Business Week interview, p. 67. Note the repeated use of ''sense of
impotence’' in reference to oll-consuming nations.
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Since the average mind boggles at the immense problem of financing OECD
oil imports during the next few years, let alone for 10-15 years until
alternative indigenous energy supplies become available, importing
nations are likely to continue to have a frustrating sense of impotence.
The enlarged International Monetary Fund oil facility might serve to
cushion large oil deficlts and soften the general world financial dis-
equilibrium caused by the masslve recycling required to insert the $50-
60 billion surplus OPEC revenues Into productive lnvestments.* There
might be a $25 billion financial safety net to bolster countrles like
Britain and ltaly which are not the most credltworthy countrles in the
world. Many observers of the international monetary scene, however,
remaln dubious regarding the potential long-term effectlveness of exlst-
Ing financlal institutions and payments mechanisms.

"How Can the World Afford OPEC 0il1?" asks a seminal article publ ished

by five distinguished men in the January 1875 issue of Foreign Affairs,

even if the price of oil was significantly reduced:

...the oil-consuming countries must recognize that a reduction
of the representative Persian Gulf FOB price from $10 down to
$8, or even $6, per barrel, would still not reduce their trans-
fer burden to the OPEC countries to readily manageable propor-
tions. In annual gross payments, before any offset for sales

of goods to the OPEC countries, or for any aid they may extend,
the ranges would drop either to about $90 to $105 billion at the
$8 price or to about $75 to $95 billlon at $6.**

At $10 per barrel, $400-450 billion worth of oil payments would have to be
settled through transfer of claims rather than through movement of goods

and services over the remainder of this decade; at $6 per barrel, thls

A
See Volume 111,

“*thdadad Farmanfarmaian, et al., '""How Can the World Afford OPEC 0i17"
Foreign Affairs, January 1975, p. 208. Farmanfarmaian's co-authors are
Armin Gutowski, Saburo Oklta, Robert V. Roosa, and Carroll L. Wilson.
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The article argues thge

Ntries jg vitally Important .
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9 payments flows, and
had relatlvely large
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which are being rapidiy exhaus teq in many countries,
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unique transfer of oil wealth. The worsening economic malaise is not
limited to the United Srates--it is wor idwide. Countries not yet in
serious financial difficulty might decide that a modified concept of
triage is appropriate to present circumstances, assist those nations

which are not in such bad shape that moderate doses of financial aid would
do littie good, and practice benign negiect for those nations deemed to

be heyond the pale.

Rational allocation of scarce financial resources, modified by a
pragmatic form of the golden rule (Do good for those who wou!d do qood
for you), particularly when it concerns lending money toO other countries
which might not be capable of repayment, seems emine tly sensible and
likely to occur in the curren” gloomy economic situation. National
lending policies based on this line of thinking would be quite different
from traditional ''beggar thy neighbor'' attitudes, even though the ulti-
mate results might not be too different. The general point Is that
economic rationality and political pragmatism may conspire to preclude
the degree of internat ional cooperation and risk sharing required to
generate the financial solidarity by which the ''enormous cam.i of oil
transfe’ payments'' can pass through the eye of the Western financial

needle.

p. Timely energy supply enhancement

Moving on to Kissinger's fourth and "'most important'’ factor, alter-
native sources of energy must be brought in

1as rapidly as possible so that the combination of new dis-
coveries of oil, new ol1-producing countries, and new sources
of energy create a supply situation in which it will be
increasingly difficult for the cartel to operate.''

*gusiness Week interview, Op. cit.

T
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The conventional wisdom regarding alternative entcrgy sources is relatlvely
optimistic. Whereas the precise elasticities of supply are no known,

it is generally true that energy supplies have been responsive to
increases in price. Hence $10 per barrel oil should bring on additional
supply fairly rapidly. The rapidity with which new suppllies can be
brought on the energy market, however, depends on current prices, price
expectations, technological feasibillty, capital conditions (availabillty
and interest rates), government regulation, tax policy, and a8 number of
other factors. Consequently, the transformation of energy resources into
marketable BTU's is a complex and increaslingly tedious process. On
balance, the United States has been skillful in putting together the
requisite factors for supplying energy to fuel its growing economy.

The fourth quarter of 1973 brought energy shocks which went wel)
beyond mere contrlbutions to price inflatlon and general flnanclal dlis-
equilibrium as thelr impacts rippled through the U.S. energy structure
to create intense dislocations. These dislocations include a large
increase in energy price uncertainty and unusually large uncertalnties
regarding public policies which are being shaped to cope with Interact-
ing energy and economic probiems to which the energy shocks were major
contributing factors. Consequently, development of dumestlc energy
resources has been slowed down considerably by a comblnation of wide-
spread anxiety that the OPEC-administered price of oll will] break down-
war. sharply, threatening the ecoromic viatllity of energy ventures
undertaken with business-as-usual assumptions, mixed with general
financlal difficulties relating to tight money markets and a relative
scarcity of capital to finance energy projects ranging from nuclear

power plants to prototype coal liquefaction facilities.

P gl g
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Planning uncertainty has been greatly exacerbated by the pervasive
grip of doubie-diglt inflatlon on energy ventures. In terms of economlc
viabllity, prototype development of oil shale has become a dead issue
for the time being, and medlum-scalc development of Athabascan tar
sands has been critically wounded by massive cost escalations. Many
capital cost estimates have doubled in the past 12-15 months.* Acceler-
atad development of offshore oil and gas flelds planned by the Federal
Government has encountered opposition in many coastal states where the
environmental and soclal costs of oil spilis and secondary onshore de-
velopment are believed to outweight the attendant economic beneflts,
particularly if the Federai Governmciii remalns unwilllng to share royalties.

The nuciear power industry has been experlencling the uncomfortable
squeeze of scarce capital and dilution of utllity equlity values, forclng
numerous electric utllities to cut back construction plans severely. Con-
sequently, official projections of nuclear electric generating capacity
for the U.S. in 1980 have been significantly reduced (see Figure 1}). Since
smooth growth in the construction of nuclear power plants is of central
Importance to the potentiai success of the policy of energy self-suffici-
ency by 1985, Figure 1 says a great deal about the likelihood that Project
Independence will be successful:

e

————— — .

s —

*During the fourth quartrr of 1974, Atlantlc Richfleld Co. and Shell
0i1 Co. withdrew from jolnt ventures to build plants for extractling
synthetic crude oil from Alberta's tar sands. ""The deterlorating
economics of the project caused by rapid Inflationary increases In
capital ana operating costs'' figured heavily in ARCO's decislon.

Doubts about the economic feasibllity of oll shale development had
motlvated APCO to shelve Indefinitely plans to build a $1 blllion plant
in Colorado only two months before the tar sands decision. (The Wall
Street Journal, Dec. 9, 1974.) Earlier in 1974, the Department of the
Interior was unsuccessful In leasing oil shale tracts for developing
underground extractlon processes when there were no bidders.
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""the disproportionateiy heavy canceilation or deiays of nuéiear

plants are iikely to make impossibie the objectives of Project

Independence.''*

As of March 1975, 55 nuciear power piants having a totai capacity of
37.5 gigawatts are licensed to operate in the U.S. and 63 piants (64 Gwe)
have construction permits (see Figure 2). If one-third of the piants on
order obtain construction permits and are buijit by 1985, then about 135 Gwe
cf nuclear capacity may exist by then, amounting to approximateiy {0 quad-
riition BTU's per year in terms of thermal energy equivaients. This pro-
jection of (985 nuclear capacity is much iower than the 325 Gwe projected
by the Nationai Academy of Engineering in mid-i97k.** The conventional
wisdom has greatiy infiated expectations of future instaiied nuclear cap-
acity compared to ievels which would seem more realistic if existing
economic and politicai trends are taken seriousiy.

The economics of nuciear energy had begun to sour as cost estimates
for commerciai (ron-turnkey) piants became avaiiabie in the late i960's.
Discussing the competitive position of nuciear power relative to fossil-

fueled generating capacity, Phiiip Sporn wrote that,

""During the Past 2 years there has taken place a remarhable and

omlinous rctrogression in the ec.iomics of our nuciear power
technoiogy.''**#*

e et g . = . e

%
Lewis J. Peri, '"The Future of Nuciear Power in the Eiectrlc Utllity
industry," Nuciear News, December 1974, p. 63. (See Chapter 8, Volume ||
for details regarding the structure of Project independence.)

*h
See U.S. Energy Prospects, Nationai Academy of Engineering, May 974,

* e
Phiiip Sporn, ""Deveiopments in Nuciear Power Economics, January 1968-

December 1969, Nuclear Power and Rclated Energy Problems--1968 Throush
1970, a report of the Joint Commlttes on Atomlc Energy, 5ec;£50r EVAR

I e, LS VL



S

"yl61 ‘HZ (1ady ‘°3°@ ‘uolbujysem ‘Julduyd1aul wnjueun UO IDUIIIJUO) |euo]leuudlu|
,WNJ104 |e141SNPpU| DJwoly 3yl 40 pasedaud el e ul ‘sisA|euy pue bujuue|d 30 321430
73¥SN 243 4O J03Id341Q ‘43uu0j “r Aq papiaoud sem jujod leyr “y/6l Alsed a0y jujod
ejep ayl jO uOIIdIIXd Yl Yl im ‘uoyssiwwo) Abusul d1woly SN Y Aq uojied] qnd

A tenuue ue ‘A131SNpuj Je3|DINN Y] JO SINSSI SNOIIBA WOL4 PIALIIP SI §[61-7961 404 eleq:
NOI1D23rodd 40 dv3A i
9.6! bL6! 2.6l 0.6l 896! 996l 12505 296l
R =G = = EEN g i
C_A yda®y JO SD 35 == == i i :
A4150dD2 pa||DisSy} | m == BE o = 28 3k W
MO /€ - SR 5= = 2= = 22 i .
Py el m i mb m
am =] S 133 7 &S 09
toe fooed e -3 raee oot
= 2 i - f
m = 3 19pI0 Waas) sshp
A oo = toas
= == 3 2
azeanbs |p}1dDd = g i s
== i ocl
- - & ~
&
A
_ }
UOISIDaP ST 149AIDD o8 |
:
(siiomobib) mg
= SN 3IAL NI ALIDvavD ONIIVE3INID D18103 13
= Gv3 10NN 0861 504 SNOILD3(08d 23V 40 AHOLSIH
< | —

i 4 3




36 HI1-2239-RR

Figure 2
STATUS OF U.S. NUCLEAR ELECTRICITY, 1975

THE FOLLOWING FIGURES ARE CURRENT AS OF MARCH 20, 1975:

%

55 PLANTS WITH OPERATING LICENSES 37,496 Mwe
63 PLANTS W!TH CONSTRUCTION PERMITS 64,369 Mwe
100 PLANTS ON ORDER 112,186 Mwe
17 LETTERS OF INTENT/bPTIONS 19,082 Mwe
235 TOTAL 233,133 Mwe

“REPRESENTS APPROXIMATELY 7.9% OF TOTAL U.S. GENERATING
CAPACITY,

SOURCE: ATOMIC INDUSTRIAL FORUM

Sporn indicated that the expectation of Oyster Creek performance In the
generation of electrical energy at about 3.5 mills/KwH had evaporated
when 1969-estimated costs of nuclear power for 1976 had doubled to 7

mills/KwH. What he could not have known then was the subsequent tripling

of estimated electrical generation costs to 22.6 mills/KwH (see Flgure 3).
Thls sharp cost escalation occurred primarily because of the skyrocketing
cost of constructing nuclear power plants which went far beyond cost
escalatlon attributable to inflation in the constructlon Industry.

The problem is not purely economic in nature, since the precipltous

escalatlon of nuclear power cost estimates can be correlated with regula-

tory and legal delays and decisions adverse to the smooth, planned process

et e gl —



H1-2239-RR 37

of building more nuclear power plants. 11 appears that public hostility
to nuclear power and its related unique problems lies at the core of the
souring economics:

"The extreme critics of nuclear power have been at least

partially successful in their efforts to force a downward

re-evaluation of the [net] social value of reactor techno-

logy. ..the regulatory process has been used as a device to

give effect to the view that reactor technology is not as

valuable to society as the anticipated cost of electricity

from the first-generation plants implied. The process by

which opponents of nuclear power are trying to establish

their views about the ultimate value of nuclear power to

societ is causing delays and costs which obviously can only

be reduced by a reductlon in the level of the controversy

itself."”

The politics of nuclear power are tllting away from the nuclear in-
dustry and its Congressional supporters as morator ium movements in varlous
states gain momentum. Four of the new members of the Joint Committee on
Atomlc Energy have demonstrated noteworthy skepticism on issues of big
technology such as the SST and ABM systems. Moreover, the once monol I thic
power of the AEC-JCAE axis has been splintered by the dissclutlon of the
AEC: varlous Congressional committees plan to hold hearlings on different
aspects of nuclear power, opening the door for emerging coalitions of

neutral and anti-nuclear Congressmen and diluting the political clout of

the tradltlonal pro-nuclear alliance.

*lrvin €. Bupp, et al., ''The Economics of Nuclear Power," Technology

Revlew, February 1975, p. 25.
**n.+ .t Gillete, "Nuclear Power: Hard Times and a Guestionlng Congress,'

science, 21 March 1975.
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Figqure 3
NUCLEAR ELECTRIC GENERATION COST ESTIMATES

3. /
¢/ KWH P

I‘.'I

0 N ! i )

1970 1980 1990 2000 2010 2020 2025
YEAR OF INITIAL OPERATION

SOURCE: (a,b) Philip Spurn, '"Developments in Nuclear Power Economics,
January 1968-December 1969, published in a report for
the Joint Committee on Atomic Enerqy, Nuclear Power and

L i

Related Energy Problems--1968 Through 1970, December 197i.

(c) U.S. Atomic Energy Commission, The Nuciear Industry=--i971,

(d) U.S. Atomic Enerqy Commission, The Nuciear Industry--i973,

(e) U.S. Atomic Energy Commission, The Nuclear Industry=-i974,

Possibiy the most vuinerabie iink in the nuciear chain is the breeder
reactor, which has been seriously damaged by a precedent-setting judiciai
decision requiring an environmentai impact statement for the entire breeder
program through the year 2020. Mounting political pressures to slow or
hait breeder deveiopment in the U.S. are based on 1) lack of solid evl-
dence that cheap uranium is becoming scarce, particularly as the 1ight

water resctor industry grows more siowly than expected; 2) arguments
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concerning the high and rising opportunity cost of developing breeders
(see Figure 4); 3) increasing anxiety relating to the risks of nuclear
theft and nuciear weapons proiiferation; and L) general hostility to the
nuciear power program. Since these pressures are gaining ground both
within and outside government, it is not inconceivable that the breeder
may become the energy SST of the mid-l970's? if this happens, the long-

term viability of the civilian nuclear power program might be piaced in

jeopardy.

*The recent decision to postpone for three years reaching a final
position on the use of recycled p'utonium as nuciear fuel for conventional
reactors, made by the Nuclear Regulatory Commission, indicates that the
plutonium breeder reactor program is approaching a do-or-die point in its
history (see David Burnham, ''U.S. Pane! Delays for 3 Years Decision on
Using Plutonium as Fuel for Reactors,' The New York Times, May 9, 1975.
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Figure &
AEC COST ESTIMATES FOR THE CLIMNCH R!VER BREEDER REACTOR

REFERENCE: Thomas B. Cochran, et ai., 8
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SOURCE: (a) JCAE Mearings, AEC Authorizing Legislation - FY 1972, p. 702.

(b) JCAE Hearings, AEC Authorizing Legislation - FY 1973, pp. 1156-1159. -
(c) JCAE Hearings, LMFBR Demonstration Piant, Hearings, p. &b,

(d) Nucleonics Week, 15, March 21, 1974, p. 1.

(e) Weekly Energy Report, 30, July 29, 1974, p. 1.

(f) Weekly Energy Report, 38, September 23, 1974, p. 6.

assing the Breeder
Mispiaced Federal Energy Policies, Natural Resources Defense
Councll, Inc., March 1975.
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While the bad state of affairs in the nuclear power industry may be
extreme, it exemplifies somé of the sizeable problems being encounte. ed
by companies and Government officials as they plan for American energy
self-sufficiency. The timely development of indigenous energy resources
has become extremely problematical, largely because the politics and
econcmics of such energy resource ‘levelopment have become quite confusing.
Notwithstanding the large sums of capital and the great economic uncertaln-
ties involved in the Implementation of Project Independence programs,
there is a lack of fundamental political commltment to the stated policy
objective of miking the U.S. self-sufficient in energy during the next
decade. Until the political feasibility of American energy Independence
can be demonstrated, OPEC nations are qulite unlikely to take the paper
programs of Project Independence too seriously, and will not feel Inclined
to reduce the price of oil under pressure from emerging competing sources

of oil substitutes.

E. rrospects for a price break

Under the clrcumstances described above, the likellhood appears
slim that new sources of energy such as uranlum-based nuclear power,
llquefaction and gasiflcation of coal, oil shale, tar sands, and geo-
thermal and solar energy resources can be reallzed rapidly enough to
exert effective supply pressure on tre oil cartel to Sreak Its monopo-
listlc hold on the energy price structure. The once popular view that

energy from tar sands, oil shale, coa! synthetlcs, and uranlum 1s easlly

accessible has been summarily invalidated by a combinatlon of environ-

mental obstacles and economlc reality. Even new petroleum from of fshore

B e
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producible zones is unlikely to be marketed in substantial quantitles
during the next few years.

Secretary Kissinger's proposal of creating an energy floo- price
{near $7-8 per barrel) to avert the risk that OPEC might attempt to
undercut emerginag infant energy industries by reducing the price of oil
seems ineffectual relative to other factors--economic, politica:, and
technologlcal--which preclude orderly and timely development of American
energy resources. Furthermore, protection against downward price move-
ments Is only one of the problems. On the up side, renewed inflation
might Imply higher interest rates In the future, making capital formation
more expensive, and may create incentives for leaving dlscovered oll
and gas in the ground until rising prices make production more proflizible,

An $8 floor price does llttle god In terms of protecting and encour-
aging the rapld development of aiternative energy sources blocked by publle
hosrility and capital scarcity, particularly If most of these sources re-
quire substantialiy more than $8 per barrel to break even. Instead, It
would tend to institutlonalize high oil prices, encourage an inflationary
blas in other energy prices, and thereby contradict the stated advantages
of working to bring about substantiai price reductions by breaking the
cartel. It Is no wonder that some (many?) Europeans and Japanese still
believe that Secretary Kissinger helped to rngineer (or at least applauded)
OPEC's price boost as a way to improve American competitlveness relatlve
to the rest of OECD.

American experience with energy price regulation indicates that once
reguiation is in effect it Is relatively difficult to rescind; the tortucus

history of Federal Power Commissi~u regulation of interstate natural gas
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prices at the wellhead is exemplary in this regard. Since it appears that
the eighteen primary oil consuming nations constituting the International
Enerqy Agency have agreed in principle on Secretary Kissinger's pian for

a common floor price for oil imports, what might happen to this price fioor
in the event that the cartel breaks up? (learly, vested interest in main-
taining the high price level wouid be widespread in the United States since
numerous energy industries wouid be adverseiy affected by low prices. On
the other hand, countries with much higher import dependencies might remove
their support for the fioor price which wouid urnecessarily infiate their
energy payments if inexpensive imported oil became available again. In
other words, breakup of the cartel within the framework of a common floor
price might introduce points of friction between the U.5. and its allies

as the U.S. continues to strive for a degree of energy self-sufficiency

and its aliies try to minimize energy costs.

In spite, rather than because, of Secretary Kissinger's efforts to
force the price of oil down and break the cartel, there are some good
reasons to believe that a centrifugai breakup of OPEC is impending:

Crude petroieum prices are being iowered, both directly and

indirectly, by individual producing countries seeking to

increase their exports....Since the embargo was |ifted,

demand deciined in the face of recessions in the United

States, Western Europe and Japan....Current OPEC output is

estimated at 26 miliion barrels a day, 1l miliion below its

capacity....there are now 100 days of consumption in stor-

age....The more rapidiy the price is expected to fail, the

more rapidly inventories will be reduced, and the lower the
demand for newly produced oil....While individual OPEC

countries can increase their exports, OPEC countries as a
group cannot--at ieast not untii a business upswing occurs.

*Robert 2. Aliber, ''Impending Breakdown of OPEC Cartel,'" The Wall
Street Journal, March 20, 1975.
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If this line of argument is vaiid, OPEC's ability to maintain the price
of oll is eroding rapidly, quite incependent of poilcy proposals made by
Western governments, and the prospects for a prlice break to the $5 level
or lower are excellent.

If a price break does occur durlng 1975, then th: prospects for
i) adequate consumer solldarity; 2) effective energy conservation; and
3) timeiy energy suppiy enhancement become even more bieak. Consumer
solidarity would be hastiiy discarded as nations raced toward economic
recovery from what recently ~.ppeared to be near worldwide depressicn,
buoyed by the return to cheiper energy. Energy austerity might survjve
in @ reduced form as a mech:nism to reduce nationai import dependenciés,
but conservation of energy qua economic cormon sense would be dv-:aAlt a J
grave blow. Most important, from the perspective of U.S. energy policy,
the likeiihood that timely enhancement of alternative energy supplles will
occur in the U.S. wounid shrink greatiy. No longer couid the argument of
nationai energy security be applled to support agency requests for large
expendltures to finance domestic energy resource deveiopment and R&D
projects designad to achleve U.S. energy seif-sufficiency.

The economic and environmental costs of carrying out a program to
obtain mid-term energy seif-sufficiency wouid seem prohlbltive after a
price break, reiative to the costs of a smailer program to guarantee
energy security by stockpiiing petroieum, making carefui contractual
arrangements with diversified foreign suppllers, and preserving a structured
energy R&D program emphasizing deveiopment of clean coal burning and safe

iight-water reactors. Energy developments such as the breeder reactor
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which appear excessively costly and/or socially unacceptable would tend

b PR KB 935 R b Y,

to be discarded in favor of more desirable approaches. And a cartel price
break would remove the novel threats to national security of the recent
past since oil embargoes, price hikes, and concomitant bouts of inflationary

recession would be obviated.

Concluding Remarks

Up to now, the oil-producing members of OPEC have been riding high
on the crest of a seller's market with high prices and rapidly growing
surplus revenues. The potential importance of oil as a political weapon
has been demonstrated, to some extent, and future use of the oil weapon
is relatively probable. The permanence of this situation may be deceptive,
however.

The world price of oil appears to be weakening under pressure from
Jvercapacity due to reduced demand in consuming countries experiencing

deep economic recession, itself partially caused by oil price inflation.

As downward pressure on the price of oil worsens, the stability of the
oil cartel becomes increasingly vulnerable. Quite independent of econo-
mic considerations relating to the petroleum market, the intensive arms
build-up presently underway in the Arabian/Persian Gulf, which is being
financed largely by recycled oil money, introduces a significant mid-term
potential for destabilizing OPEC as well as the political-military status
quo in the Middle East. Ana the large intrinsic conflict potential in
the Middle East suggests that all bets concerning cartel stability might
be off if (more precisely, when) the next round of Arab-israeli fighting

breaks out.
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Mr. Kubba, writing In an offlclal OPEC document. has sald that future
use of the oll weapon wlll precede the ''coming war' In the Middle East
instead of lagging it. In the context of Secretary Kissinger's threat of
force to cope with economic strangulatlon of the West by the OAPEC oil
weapon, any temgtatlor to unsheath the oil weapon to bolster OPEC cohes-
iveness and morale and to weaken Western support of Israel prior to the
next Micdeast confllct may prove qulte dangerous for ali parties irvoived.
After the breakdown of the internatlonal order characterlzed by Angio-
Americar. hegemony has i‘een qlven great visibility by the \merican debacie
in Vlietnam ard successful emergence of the OPEC chalienge, the latter due
largely to an American policy of appeasement and preemptive surrender,
there s an Increasing danger that .he oii states might soon test U.S.
resolve and find themseives iocked into an oil escaiation dynanic ieadirg
to direct confrontation. On the other hand, if OAPEC is patient, how might
the case for American miiitary intervention to secure oli supplies be |

affected 1f lran or Saudi Arabiz acquire nuclear weapons by the eariy 1980's?

After the Indlan nuclear detonat'’on In 1974, the fragility of the 1
Treaty on the Non-Prollferation of Nuclear Weapons as an International
Instrument to reduce the probabillty of nuclear conflict has been demon-
strated. It s interesting to note that, prlor to the mid=-1975 conference
0" oll produclrg and consuming nations, there wiii be an NPT Review Con-
ference in Geneva. The significance of this eeting can be indicated
through the words of a distinguished observer oF the Iinternational scene:

"...the threat from the Third Worid has expanded dangerousiy

Into the security sphere. The Third Worid has become the focal

point of potential nuclear proliferation. india has attained
nuclear capability, and Is helping Argentina to do so. Brazili
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is almost certain t0 go nuciear. Israe] already has a major
capabiiity; both it and Egypt are to get expanded U.§S. helip.
Iran is buying reactors from Fra.uce, and the Shah has reported-
ly stated his intention to become a nuciear power. And there

seems a high probability that some of the oj} producers in the
Middle East wiil also seek to do so."*

Coming after the threat from the Third Worid has proved itself potent,
at least in the instance of the petroieum market, and after the largest
Fourth Worid nation has joined the other five nucliear-weapon states In

demonstrating its potential for making nuclear weapons, the NPT Review

Curity may be threatened by recent faiiures of American policy. if it
becomes ciear that numerous non-nuc iear-weapon states wili neither ratify
the Treaty nor abide by its Intended objectives, the prospects for nuciear
proiiferation wiii appear grim. In that case, the outiook for interna-
tional peace in the fong run wouid not be good.

More generaiiy, it appears that the measurabie decline of American
c-edibility in the worid has severely eroded the utility of American
di riomacy for the negotiation and impiementation of Internationai treaties
and the mediation of confiicts. With the forthcom?ng Geneva conference
to discuss possibie Middie East settiements on the horizon, the limited
utility of American dipiomat: - power may adversely affect the chances for

resoiving the Arab-lsraeili situation.

e ——

8. Fred Bergsten, '"The Response to the Third World," Foreign Fullcz,
Winlcr '97“-75' p. “-
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Reduction of the likelihood of nuclear war Is clearly in the interest
of American security. Consequentiy, U.S. support for a policy of non-
proliferation of nuclcar weapons has been a central part of American for-
eign policy. The history of the negotiation of the NPT indicates that
all non-nuciear countries need adequate (i.e.,credible and dependable)
guarantees by existing nuclear powers against nuciear attack.* Recent
reports suggest that Japan and Austraiia, among other nations, are begin-
ning to question the reliability of American defense commitments after
the colilapse of South Vietnam.

Erosion of American support for Israel after the surprising coliapse
of South Vietnam might trigger a process of intense diplomatic isolation
of israel, possibiv leading to wide conflict in the Middle East. Moreover,
erosion of American support for Israel might prove to borderline non-
nuclear-weapon nations that Amer ican nuclear guarantees are unreliabie.

if that belief became widespread, either another nuclear power (e.g., the

et

Soviet Union or China) would provide nuclear guarantees or the prospects

for averting further nuclear weapcns proliferation would worsen. in
either of these circumstances, American security would be reduced. Soviet
or Chinese nuciear guarantees to non-Communist countries would weaken the
political and military fabric of the Western world, while a chain of nuc-

lear weapon acquisitions by various nations would increase the chance of

nuclear war.

. L
For example, see William Epstein, '"The Proliferation of Nuclear Wea-

pons,' Scientific American, April 1975.
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For ail of these reasons, then, the months foilowing the collapse of
Vietnamese miiitary (and politicai) leadership may prove to be extremely
important for American security in the future. U.S. security and the
future stabiiity of the international order are inextricably linked to
externai perceptions of American strength, resolve, and internal cohesive-
ness. American accommodation to economic demands of the ol cartel, coming
at a time of turbulent economic and political interdependence in the world,
has bolstered perceptions of the U.S. as an increasingly inept and untrust-
worthy aily vulnerabie to further threats, nonmllitary as well as mllitary.

Recently, one of West Europe's ''handful of leading statesmen'' related

to C.L. Sulzberger his impressions of the world scene:
...l am very disturbed to see right now the simultaneous devel-
opment of a strong Communist offensive everywhere. This is be-
coming more and more generalized. Today we see its actions in
indochina, Portugal and the Middle East. Tomorrow it will be
in Yugoslavia, Italy and maybe france.
Against thls, all we find Is a U.S. pollcy that fails to adapt
itself to reality--even on the scale of Western Europe. We need
an independent Europec which can stand on its own feet and cooper-
ate with the United States. But things are going from bad to
worse. And your country seems to be suffering from intellectual H
disintegratlon.
....The degeneratlon of the United States in a psychological
and moral sense is awful.
There is a vast reversai in U.S. influence just when Russian
influence is rising everywhere...we are witnessing the collepse
of Western civilization. First Europe west. Now the time of
the United States begins.'”

Reiatively self-serving American energy policy, together with the Kissin-

. gerian attitude that oil consuming nations must accept the American pos |-

tion on international energy policy, further undermines the coherence and
viability of American alliances and sets the stage for future threats to

Western economic (and possibly military) security.

*C.L. Sulzberger, ""Mirror, Mirror on the Wall," The New York Times,
April 9, 1975.
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Instead of being perceived as an external security threat by the
American pubiic, the Arab oil embargo and OPEC price quadrupling of late
1973 were viewed as economic misfortunes compounding an existirg energy
crisis brought on by corporate and Government bungiing. As long as the
present climate of economic malaise, political confusion and energy com-
placency persists, the ambitious goals of Project Independence, based as
they are on the presumption that American energy security has been serious-
ly threatened, wili not be accomplished.

The policy objective of American energy self-sufficliency has become
rather tenuous, especially now that many argue that its impiementation
would be extremely costiy, both in monetary and temporal terms. This
policy is likely to be discarded gradually in favor of more realistic and
less expensive eneray goals based on the changing relationships of global
interdependence--economic, politcal, and military--which appear too impor-

tant or too durable to be dismissed. Energy growth will slow as the im-

pact of conservation, through market price mechanisms and non-market

regulation, spreads through American society. Poiitlcal knots and envir-
onmental obstacies may prevent U.S. energy resources from being developed
rapidly enought to permit meaningful reduction of oil imports in the short
run.

A policy of selective importation, based on diversification of sources,
combined with a security-motivated policy of oll shortage, should serve to
minimize the energy insecurities associated with oll importation whether
or not there i< a rupture in the cartel. Indeed, even in the absence of

cartelization of the petroleum market, there are excellent reasons for
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avoiding insecure sources of energy supplies (e.g., many of the members of
OAPEC) .

To keep its energy options open, the U.S. has pursued four energy
strategies during the last year or so: 1) multilateral consumer cooper-
ation with an emphasis on oll sharing agreements, stockpllling, reductlon
of dependence on OPEC, and financial coordinatlon carried out through
the ausplces of the internatlonal Energy Agency; 2) unilateral interde-
pendence with producers through Intensificatlon of bilateral quasi-barter
arrangements; 3) unilateral energy independence through a declaratory
policy of energy self-sufficiency; and 4) unllateral policy of moderate
energy seif-sufficiency coupied with some cooperation among consumers.
Simultaneous pursult of these policies may have been sensible for the
short run, particuiarly after the OPEC/OAPEC shocks to the international
energy system, but it is simply too expens lve--economically and politi-
cally--to sustain over the long haui.

The optimal mix of energy strategies appears to be some form of multi-

lateral consumers' approach, wlth an emphasis on reiative American energy

independence. Even if the cartel breaks down, securlty lInsurance through
oil stockpiling and IEA emergency sharing agreements seems eminently ad-
visable, Due to thelr destabillzlng impacts, large arms transfers to
Middie Eastern oil states for faciiltating petrodollar recycling and min-
Imizing balance-of-payments problems should be avolded at all costs.

The probiem confronting American foreign policy extends well beyond
assuring access to supplies of oii at manageabie prices, not only for the

U.S., but for lts aliles and for the Third and Fourth Worlds. Rather,
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this objective should be pursued within the broader framework of U.S.

support for a viable system of International economic collective securlty.

Such a system might both depoliticlze access to raw materials, to the
greatest extent possible, and establish norms, procedure, and related
agreements to rationalized the elusive spirit of interdependence. More-
over, central to such a system of global economic security would be an

inclusive conception of globai equity within which rich nations and poor

nations, consumers alike, acknowledged their mutual needs and obligations.

It remains to be seen whether they will be willing to do so, and
whether the appeal for a new internatlonai economic order volced by the
oil and raw materlals producing countrles will elicit a positive American

response compatlible with traditional American values.
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Eﬁpgter I

WORLD ENERGY INTERDEPENDENCE
AND THE SECURITY OF SUPPLY

Introduction

This chapter discusses the reflationship of the peacetime security of
oil suppiies to prevailing patterns ot economic and politicai interdepen-
dence. The primary objective has been to uncover the functional relation-
ship between import and export dependencies as they affect the reiiability
of supply in the past and the future.

A more detailed discussion of this ar:iysis is given in Volume || of

this study.

The Erosion of Equilibrium

The multilateral erergy system as it existed for more than twenty
years after World War Il under the aegis of American hegemony was a fragile
construct. |Its basic stability hinged on the continuation of a series of
delicate internal balances. Most important among these was that between
the patterns of export and import dependence. From the standpoint of the
international poiitical economy, there are two ends to the oll axis; it
is the interaction between these two which determines the actual state of
the system at any point in time. At one end is the degree of dependence
of the principal consuming countries upon imports of oii supplies. At the
other end, as as a countervailing force to impor t-dependence, is the
degree of export-dependence; that is to say, the extent to which principal
oii-producing countries are dependent upon the Income accruing to them

from oii production and exportation. The consumers' need, then is for a

product; the producers', for a market. The balance or imbalance between
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these two partners of dependence influences the political or economic
character of the entire system. Therefore, it affects its economic struc-
ture, whether it is skewed towards a sellers' or a buyers' market, as

weil as its political spill-over effects. As a result of the multinational
oil industry's ability to keep down the price of oil and due to compet ition
in the market, the system evolved symmetricaliy in the two crucial depen-
dence areas and multilaterally with respect to its mode of operation.
Attempts to capitalize on the vulnerabiiities inherent in complex Iinter-
dependencies failed, as shown by the examples of the Suez and 1967 Mid-
East crises, because the reciprocal conditions of relatively high depen-
dency among exporters and importers alike balanced the system, and as such
it proved to be quite flexible and efficient.

The system came under pressure in the 1960's, when an American decline
was paralleled by the emergence of resource nationalism in the oll export~
ing countries. The principal process in that respect has been the rise
of the OPEC cartel. The coalition failed in Its declared purpose as long
as the oll industry was backed by home governments committed to the com-
petitive multilateral system--in effect, a product of American-British
domination. However, a backing away from such commitment in 1970 marked
the beginning of a revolutionary period in which the system was to fose
its stability and consequently its functional security.

it Is not the size and scope alone that accounts for the importance
of the oil industry; the key factor Is the salience of oil as a singularly
strategic commodity. This reality enhanced the political awareness and
activity of these cumpanies, producing the symbiotic relationships between

companies and thelr home governments which were typical of the energy
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system as it existed in the postwar decades. The major oll companies
controlied the market, determined prices, and decided the amounts of ol
to be produced and the size of the revenues to be paid to governments.
Thelr very existence and modes of operation constitute the core of the
system. The existence of stabie interdependence patterns, then, bolls
down to the existence of power ful firins which kept the interests of their
home governments cieariy in mind. Indeed, the entire evoiution of the
worid energy system can be traced back ro the emergence of the interna-
tional oil companies.

With the U.S. leading the group, the oll consuming nations changed
their position from resisting OPEC to one of accommodation. Consequentiy,
prices skyrocketed, the industry jost aimost ali infiuence over production
and pricing, and supply ceased being responsive to demand as curtaiiment
of output occurred, be it for expliicit economic reasons or the expedient
estabilishment of economic-dipiomatic iinkages.

By 1973, the asymmetry between the degrees of dependence experienced
by importers and exporters reached the threshoid of an acute cricis. The
structural conditions of imbalance and the poliicies of appeasemeni preci-
pitated a major suppiy and price disruption in which exporters sought to
expioit the state of the system for economic benefits and, for some, poli-
tical purposes as weii. The primary economic objectives were achieved,
but the secondary politicai ones falied. The two, however, were symptoms
of the same causes: the cartelization and politicization by oil producers

of the oii market, and the consumers' weakness in the face of such a

chalienge.

- i
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In the early 1970's, the attitude of the oil importing countries, as
refiected in the position heid by the companies (but in fact developed in
coordination with their home governments), changed from attempting to
preserve the muitilateral system, possibly through a iine of resistance
to OPEC's demands, to appeasement of OPEC members. The two attitudes
differ fundamentaily. The former risks confrontation for the sake of
fong-term stability. The fatter appears incrementally cheaper by defer-
ring a confrontation, but can be even more destabilizing in the 1.ng run,
as demands escalate.

This Is precisely what happened following the Teheran and Tripoll
agreements. The agreements, which were to run untii 1976, were greeted
in many quarters with a sigh of relief as heralding a long period of
stabiflty. It Is now known that the opposite occurred, the usual fruit
of appeasement. The adoption of the iine of appeasement was In fact a
signal that the Western commitment to the stable multilateral system had
ernded. Thus, regardless of whether or not the buyers' market was replaced
by a seilers' market, a highly significant change had occurred In the
behavlor of the companles and home governments alike. Flrm resistance to
the OPEC challenge by a conservative defense of the status quo was super-
seded by a position designed to accommodate the revolutionary force that
OPEC represented.

Within weeks after the agreements, the OPEC countries began reneging

on thelr commitments and imposing on the consuming countries a serles of

endliess ''supplementary agreements.'' Each was presented as a ''last demand'';

the companies acquiesced and passed the costs along. Prices have been

spiraling ever since, as is amply evident by the curve deplcted in Figure 1.
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That the effects of the challenge have not been disastrous to the

set the potential reduction in vulnerability among the latter.

oil ccasuming nations is not due to restraint on the part of the export-
ing countries but to certain external constraints on their political and
economic leverage. However, forces now at work augur an exacerbation of
the imbalance between axporters and importers as the enhancement of capa-

bilities and adverse intentions on the part of the former more than of f-
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Unstabie Interdependence and the 0il Weapon

rium between Importers and exporters of oii. The serious consequences
of that imbaiance for the dcpendabillty of oii supoly were evident during
the 1973-74 Arab oii ¢mbargo. The extent to which oii interdependence
can be manipuiated is one of the centrai issues in the near-term future.

The use of the oii weapon should serve as an exampie of the manipu-
lation of interdependencies and the expioitations by the vuinerabiiities
it gives rise to by nations which do not necessariiy share Western fiberai
economic norms. The fact that interdependencies shouid be so precarious
and dependent upon the poiitical whims of those managing them shouid come
a5 no surprise to the realict schooi of thought. But reaiism, unfortun-
ately, is not a conspicuous feature of contemporary thinking.

The Arab oij embargo of 1973 was neither a spontaneous expiosion nor
a quick reaction to rapidiy unfoiding crisis conditions, instead, the
embargo was the culmination of an escalation process which began almost
a year eariier. The ojl weapon was activated in severaij distinct phases,
each more meaningful than its predecessor. |t is important to trace the
depioyment of the oji weapon to its eariiest manifestations.

During 1972 Arab ieaders made about fifteen separate pubiic threats
to use oil as a political weapon against the United States. These threats,
however, came from such radical sources as Ba'athist Iraq or Kaddafi of
Libya. In later 1972 a conservative Saudi Arabia was stili adhering to
the seif-prociaimed doctrine that '"oii and poiitics do not mix," and King

Faisal reiterated the assertion that he wouid never use oil for poiiticai

e I et
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purposes. In January 1973 the first indications appeared that this doct-

rine was cracking. At the time, the National Assembiy of Kuwait

the Western concession holders in the event of an outbreak of hostiliti.s

between Isrgej and the Arab states. in Aprj)

in the complex consteliation of oj) economics and the politics of the
Arab-|sraeli dispute. |In a major reversai of policy, Saudi Arabi decided
to enlist its oi] power in the Arab cause in that dispute. A coincidence
of economic expediency and national zeal ciearly caused this reversal.
By late August the lrreverslbiilty of the imminent showdown became
ciear. At a series of intensive consultations top level Arab leaders

discussed using a restrictive ofl policy as an integral accompanimen: <o

another military offensive against Israel. Juan de Onis of The New York

Times concluded that '"the Arab leaders believe that the present oij sit-
uation gives them tacticaj advantages that they d!d not enjoy in 1967."

In this frame of mind, the oil minlsters of ten Arab nations met in Kuwait
to coordinate OPEC's pricing imperatives with OAPEC's political objectives.
Speciflcally. the central jssye of the September b conference was
the question of comblning the restrictive oj) programs with a boycott of

the United States., It is notewor thy that the debate crystallized into
two cpposing factions, both of which showed a marked tendency toward

greater aggressiveness. Saudi Arabia, Kuwait, and some other states
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favored a continuation of the putative phase, pending clarification of
the American response to Faisal's warnings that productlon wc.ld be
frozen If Washington failed to relax its support for Israel. Other Arab
states supported ‘even more radical moves, such as Immediate production
cuthacks or the imposition of selectlive export controis. lIraq, for
instance, proposed a massive cutoff for a period of ten years. The
meeting delegated final decisions to a forthcomino meeting of heads of
state in the non-allgned sumit in Alglers.

If the Arabs needed a iast-minute encouragement to go ahead ard
actualize their oil threats, they recelved it early In September. At a
news conference in the White House, Presldent Nixc : said that the 4.S.
was giving the highest priority ''to achieving a Middle East settlement
that would put an end to Arab threats to curtail future oil deliverles
to Western countries.'" The admission of a linkage by the direct victim
of the oil pressure marked the success of the putatlve phase. From an
American point of view, the last-minute attempt to appease the Arabs by
preaching '"evennandedness'' proved pitiful and self-defeating. Within four
weeks, the American pledge for peace encouraged the Arabs to embark on
another war, and American hope that such a policy would contribute to the
security of supply made it more insecure than ever.

At the Algiers summit, some two weeks later, the Arabs agreed to
embark on a fourth Arab-israeli war, supporting it bty the oil weapon and
oil money. The Soviet !nion was notified of the decision, and a third
Arab oil offenslive against the West began.

The actualization of the oll weapon showed that it can indeed provide

a political pretext for an economically motivated actlon.

-
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That the 1956 and 1967 politically-inspired ofl crises failed to
attain thelr primary politica! goals is beyond dispute. Opinion about
the 1973 oii embargc, however, varies. Near as one can tell, the Brookings

institution's evaluation is probably correct in summing the question up by

noting that:

“...it is too early for final judgments on the success of
the Arab use of the oil weapon in 1973-74. They did achieve
some change in the publicly proclaimed policles of Japan and
several European countrles toward the Arab-israell dispute.
The Arabs also may belleve that thelr embargo and production
restrictions spurred the United States to work harder for a
Middle Eastern settlement, although it can equally well be
argued that U.S. diplomacy was driven more by a desire to
defuse a dangerous threat to world peace than by fear of an
| oil shortage."*

Indeed, it 1s no coincldence that the oijl weapon as a polltical
‘ phenomenon has been found to be only a mildly effectlve tool of diplomacy
at best. The origin of the weapon's relative ineffectlveness lies within
the fact--stressed throughout th!s study-gthat there is no such thing as
a purely pollitical Arab oll weapon. Rather, it is an added rhetorical
dimension to an actlvity which is intrinsically economic and is subjected
| to policies which are primarily profit-oriented. |f OAPEC were genuinely
intent on maximizing the short-run political beneflits derivable from its
| latent oll power, as defined under the explicit objectives of the embargo,
I i*s strategy should have focused on production restrictions copled with
severe price controls--ail Indexed to the political issue at stake. Keep-
ing prices low would have simul taneously kept consumers' demand for OAPEC

oil, secured their long-term dependence, and demonstrated that political

*
Joseph A. Yager and Eleanor B. Steinberg, Energy and U.S. Foreign

Policy (Cambridge, Mass.: Ballinger Publishing Co, 1974), p. 315,
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objectives transcend the temptation to exploit the shortage for economic
benefits.

Obviously this did not happen. Lifting of the 1973 embargo coincided
with the drastic December price rise and soon almost all Arab production
and exportation returned to normal. Concern for the Arab cause on the
part of OAPEC's leaders lasted only as long as the contrived shortages had
their economic rationale as well. The moment political gains had to be
traded off against economic ones, some Arabs unhesitatingly opted for the
latter. That is, the major constraint on the oil weapon had been the Arabs'
own unwillingness to have to pay for it. But to say that amounts to con-
firming what has already been asserted: that the oil weapon is nothing
more than a deceptive political formulation of a basically economic condi~-
tion. As long as it will be economically profitable, production will be
restricted whether under the banner of the Arab cause, as it was in 1973-74,
or as a straightforward cartel oil policy, as done before and after the
1973-74 events. But if production restrictions, being the essence of the
oil weapon, were to somehow lose their economic sense, then the experiences
of 1957, 1967 and 1973-74 all suggest that the weapon would rapidly be
withdrawn or remain unused in the first place. A repetition of supply
manipulations of the kind that make up this instrument of diplomacy
ultimately depends on the re-occurrence of the economic conditions which
call for supply restrictions.

Many observers failed to notice that OAPEC turned the handicap of
untargetability into an advantage. In this respect OAPEC exploited two
systems of interdependencies: that between OAPEC and the consuming

nations where the trade in oil is the binding element; and that among the
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norms of conduct. The Petroieum Press Service ncted,

"It is ironical that those whom the weapon is des|
are least vulnerable to it. The U.S.A.
boycotted by the Arabs, depends upon th
percent of its total oi]j supplies. Holland, which is aiso on
the embargo Iist because of its aliegediy sympathetic attitude
towards the Israelis, normally imports from non-Arab sources
more than enough oil to cover its internal requircments....By
contrast, the European nations which are on the Arab ‘friendiy’
iist Import from 70 to 80 percent of their oil from A
sources, while for the Japanese the proportion is over 40 per-
cent. These and some under-developed countries such as India
will be the main sufferers from the curtailment of supplles. '™

gned to hurt
» which is compietely
em for no more than 10

Thure Is, in fact, no irony at ali at thls inverse relatlonshlp

between dependence on Arab ol) and independence in foreign affairs,

Indeed, countrles not vulnerabie to Arab ol) pressure did not feel com-

peiied to accommodate the Arabs' poiitlcai whims; this Is precisely the

reason for their belng designated by the Arabs as thelr target. !rony

can be found, however, In the sentiment shared by nations realiy dependent
on Arab oil that they wlli be spared harm oniy if they adapt thelr forelgn

policies to their economic plight. But pro-Arab sympathies matter llittle

once such nations are selected to be hostages against the United States.

The entire affair was uneaslly reminiscent of another Arab tactical

lnnovatlon--lnternatlonal terrorism.

The uitimate irony of the 1973 episode was that by embracing their

captors' views, the Europeans and Japanese actually shlelded the U.S. from

the consequences of the embargo. |f Europe and Japan had responded to

American appeals earlier that year for greater consumer cooperatlon and had
behaved during the crisls in a manner more compatible with theijr allies'

status, then the Arabs, in turn, would have been more justified in putting
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‘ Pressure on Europe and Japan,

rescue,
|

| Saudi Arabia had this effect, this

The indirect approach is thys no less
' Natives,

mount of pressure can result

[
In other words, a really effective Arab
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i between Arab and other Producers. The suppliy of o} availabie to alj

consumers resuited in the greatest damage being borne by those nations

most dependent upon lmports. €.9., Japan, rather than those most antagon-

istic to the Arab Cause, e.g., the nited States,

may have lnadvertently aided Arab political efforts as much as it fryst-

| rated the precise targeting of the oj| weapon. While the majors deflected

much of the impact of the embargo from the United States,

it may have been

in the best interest of the Arabs to avoid confronting the United States
more directly or exclusively. It has been noted that the U.S. was far

|

less vuinerabje than other consumers and that, to w

J U.S. could have been hurt by being deprived of Arap
]

hatever degree the

oll, backing the U.s.
into a corner would have eéncouraged American propens
|

ities to retaliate
‘ more harshiy,

The Western bloc was Mmost vulnerable in Europe, and whether by active

design (e.g., the embargo of Hoiland, lncludlng Rotterdam). or serendipity,

this is where (along with Japan) the oll weapon's Impact was greatest.
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Alternative Energy Policy Responses

In reaction to the crisis and in an effort to resolve its Systemic

tensions, four 2iternative courses of action have emerged. The ratlonale

dominating the first, a propesal for joint corsumers' cooperation in

energy, is that since disunity among consumers and solidarity by exporters

have been major causes of the crisis, only the forging of a concerted

program of action by consumers couid restore a sembiance of balance to

the system. Dealing with the security aspect of the crisis first, that

oll-sharing aqjreement. The horizontal approach, however, has failed so

far to move from 3 defensive position to an offensive one vis-a-vis its

producers’ counterpurt--0PEC. One of the reasons for such faiiure has

to do with the competing approach among consumers, that of vertical

bllateralism. That approach invoives the establishment of closer and

government basis and has aileviated some of the financial probiems caused

by the crisis wl thout resolving any of jts security aspects.

As the limits to cooperative efforts are rapidly reached, it becomes

more and more apparent that two alternative approaches might be selected

instead. The option of a unilateral drive towards self—sufflclency, as

refiected in Project Independence, is a case in point. The potentia)

dlstance from energy independence varies from about a decade for the U.S.

and for certain European countries to twice that long for the rest of the

advanced industrialized nations. Escape from lnterdependence, however,

need not be completely autarkicaij.

u.s.

Thus, a prudent energy policy for the

could be that of graduai disengagement from globalism in energy by
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l‘ the adoption of preferential import poiicies compatibie with jts security

| concerns.

To keep its energy options open, the U.5. has typicaily pursued ajl

four strategies simultaneously: it ied the creation of the IEA; it

engaged in comprehensive bilaterai deais; it promuigated energy self-

sufficiency as a national objective: and it introduced precautionary
ingredients into its import poiicies. Pursuit of these poiicies together
may have been sensible for the short run, but it is too expensive, econ-
omicaiiy and poiiticaiiy, to sustain over the iong run. In effect, the
American energy diiemma is but a component of its general international

predicament. If the U.S. were to reverse the process of its deciine,

then the energy protlem couid be exogenousiy resoived as a new system

of international eccnomic coliective security Is erected and policies of
{ appeasement give way to resistance postures. If, on the other hand,

present political trends continue, then the optimal mix of energy stra-

tegies for the U.S. wouid be that which stresses rejative energy inde-

pendence attain~d throuyh a precautionary import poiicy.

The crlslg of energy interdependence, in conciusion, could result

in its future avoidance rather than its restructuring or Intensification.

Graduaily, ail major oil impor-ing countries would choose o escape

energy interdependence by returning to semi-autarkic postures. it Is

this trend more than anything el!se which could restore balance and order

to the worid's energy system. Whether or not the degree of poiitical

leadership and wiil exists to impiement effective policies of reiative

energy inrependence, in the context of public opposition to nuciear energy

and environmentaliy disruptive energy systems, is yet to be seen.

{ T P e s s
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Chagtcr 1t
THE PETROMONEY QUESTION

Introduction

This chapter deais with three Interreiated aspects of the worid

energy situation:

a) The market for energy by 1980, particulariy for oli;

b) The patterns of economic development and domestic
investments of oil revenues for key groupings of
Middle East oll producing countries;

c) The scope of accumulatad capital surpluses for foreign
investment by Middie East oil producing countrles in

th: years 1975, 1980, and 1985 and the structure of
their lnvestment.

These aspects are anaiyzed under a varlety of assumptions as to

elasticities of supply and demand, prices, market structure and character-

istics of the economlc forces at work. One premise, however, underiies

{
this study: projected situations have their own economic logic, which |
in turn lies at the core of what ali too often is obscured by politcai |

|
rationalizations. The analysis of this core Is the ultimate purpose of

this chapter

A more detalied discussion of this analysis Is given in Volume 111

of this study.

The Nii Market

Western and world net demand for Middie East oil in 1980 is estimated

as follows:
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* Annual net demand
| Price per barrel in billlon barreis
S 4.00 14 - 17
7.00 7 - 10
9.00 5.5 - 8.5
12.00 5 - 8

0f crucial Importance are the price and Income elasticltles of

demand, and prlce elasticlty of supply of non-oil energies and oil.

The above flgures were derived from rather conservative assumptlons with
regard to demand (Income elasticlty = 1.0, price eiasticlty = -0.1) and

somewhat less so with regard to supply. Most of the medlum term supply

increase will be provided at price $9. Higher prices will Increase In-

centlve for the development of synthetic fuel and other substltues, but

this will not be significant before the late i980s.

.
B O

U.S. net demand for energy import In 1980 1s estimated as fol lows:

Annual nct demand
Price per barrel in billicn barreis
|
{
S 4.00 S5 -6
6.00 2 -3
7.00 1.3 - &.8
‘ 9.00 6.5 = 2.0
| 12.00 0.2 - 1.7

Thus, the U.S. is not expected to become independent In 1980, even

I1f oil prices remaln as high as $9 per barrel. However, most of the

declline in the net import levels is achleved at a price of $6-$7.
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Higher deg-ees of seif-sufficiency for the U.S. are attained if less
conservative assumptions are made, such as price eiasticlty of demand =
-.20 and supply of non-cil energy increases of 7-. percent per year
(instead of 4 percent). In thls case, independence ieveis are seen at
a price between $6, in the most optimistic case, and $9.

If the OPEC cartel remains cohesive, it will maximize the present

value of its oil revenues (or the vaiue of its reserves) by fixing a

price as high as it can maintain, which wouid be poiitically feasible

and would also impede rapld long-term deveiopments of substitutes. Such
| a price is probably $8-%9 per barrei. Only for elasticlties greater than

those discussed would it possibly be worthwhile for the cartel to reduce

the prices somewhat.

Lower prices (such as $4 per barrei) reduce the revenues and reserve i

value of lran, Iraq and Libya substantially (the fast two countries being t
grouped under the designation "'LQ'"'). On the other hand, Saudi Arabia, !
Kuwait and the U.A.E. (henceforth designated as ''S'" group) are quite in- r
different to iower prices. Due to their huge oil reserves, they wiili

supply most of the worid's increased demand at lower prices and stilil

obtain simiiar magnltudes of revenues. Therefore, their annual revenues ! b

will not decline (except under extreme assumptions); rather, they may
Increase. The iength of period before the reserves are depleted is
reduced, of course, but it Is stiil very large (30-60 years) and thus

the present vaiue of their reserves is almost not effected. Moreover,

due to the reaiistic possibiiity of a breakthrough in energy production

sometime during the next 30 years, the vaiue of the conserved reserves
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for the post-2010 period is questionabie even in future terms. The possi-
biiity of finding additionai reserves that further extend the period of
depietion strengthens this point even more.

If the U.S. introduces a minimum price poiicy at $6 or $7, it wouid
face only a smaii degree of dependence on imports in 1980. Its totai
energy baiance wouid be as foiiows:

Demand for energy i5.8 biilion barreis

5.8
Suppiy of non-oii energy 9.2
Suppiy of oil 4.7

s

O O

Totail supply I
Net import

- )

This net import is 12 percant of totai energy demand and 29 percent
of total oii demand.

By reducing U.S. demand for import in case worid prices fali beiow
$6, this minimum price poiicy wiil have no effect on the OPEC cartel
which at any rate tends to retain prices at a ievel higher than $6 per
barrei. It may, however, have the effect of decreasing the ''S'' countries'

incentive to reduce prices since precisely under conditions of iow prices

the poiicy of minimum prices becomes operational, consequently leading
to a smailer increase in the 'S countries' annual revenues.

An agreement between U.S. (and the West) and the ''S' countries may
be possibie whereby the ''S" countries wili cut prices to about $4-$5 per
barrei, saving the West tens of biiiions of doilars per annum. in order
to create the incentive for this, the ''S" countries might expect the West

to:

a) secure their foreign investments against inflation
risks;

b) support the stabiiity of their present regimes.

RO

e ——
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The fact that such an arrangement will r=2.ce Iran's rate of resource
growth and will make the ''S" countrles the only substantlal Investors
in world finance constitutes further attraction for thls policy.

The total revenues In 1980 for all Mid-East oil exporting countries
( the "€ group) are expected to be at the foliowing possible levels:

a) ¢100 billion (if elasticities are very conservative
and under any market scenario);

b) $60-$70 billion (if elasticities are quite conservative
and under any market scenario);

c) $40-950 billion (under reasonable elasticitles and an
effective OPEC cartel);

d) $20-$30 billion (under very optimistic elasticltles, or
reasonable elasticitles with ''S" countries price leader-
ship for a disintegrated cartel.

The Economlc Growth of Middle East Countries

Given tne high oll reserve, the Gross Domestic Product (excluding
oil royalties and returns on foreign investments) of the Mld-East coun-
tries |s expected to yrow at 12-14 percent a year (in real terms) and
reach $40 blllion in 1975, $80 billion in 1980 and .50 billion in 1985.
Adding oll royalties and returns in forelgn Investments, the total Gross

Natlonai Income in 1985 will reach a level between $200 and $300 billion.

[See Flgure 1.}

Domestic Investments wlll reach $18 bllllon In 1975, between $34
and $38 bllllon In 1980 and between $50 and $65 bllllon 1n 1985. [See
Flgure 2.} The total net Imports of the Mid-East oil exporting countries
will largely depend on the conflguratir- «f oil reserves In '980. 1t 1s

expected to measure then between $22 wnd $45 blllion, and between $28

and $60 billlon by 1985. ([Sce F.gure _.]
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The accumulation of foralgn capita' under the varlous alternative
oil revenue levels, combined with an 8 percent p.a. real return ca forelgn
investments are shown ir Table ) and summarized in Figure 4, A zerc

real rate of return will result in accumulatlon of about 2/3 of the above

level. In the case of high oil revenues, all the countrles accumulate
substantial foreign investments. In the case of low revenues, the accum-
ulation is small, but for the total it still grows every year. In the

case of low revenues, Iran wculd have deflcit, in Its balance of payments

as of 1977; Iraq and Libya retaln a small surplus. Only the ''S" countrles

would have a surplus gradually rlising to $200 billion In 1985.
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Figur»__!_
NATIONAL INCOME OF MIDDLE EAST COUNTRIES
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Figure 2

DOMESTIC INVESIMENT - Al, A4
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Figure 3
NET IMPORTS - 1975, 1980, 1985
BASE ASSUMPTIONS
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Figure L

FOREIGN CAPITAL ACCUMULATION - 1980, 1980

BASE ASSUMPTIONS
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Investment Strategies of the 0il Revenues Surpluses

011 revenue surpluses are expected to be invested in foreign countries

in arcordance with the following goals:

a) to increase the expected rate of return on the
investments;

b) to reduce the business risk;
c) to reduce the political risk;

d) to increase the contribution of the investments
to the national security;

e) to increase the contributlon of the investments
to the country's political power in the world,

f) to Increase the contribution of the investment
to the stability of the current regime

g) to make investments that are more manageable within
the limits of skilled manpower;

h) to adjust the investments to the psychological prefer-
ences and constraints of the investors.

Given the different performance of various investment toois In
achieving desired goals, it is expected that the most efficient invest-
ment policy will be to diversify in the various investment tools avail-
able in order to ootimize.

Short-term assets wlll be held in order to provide liquidity and
ability to shift investment strategies. In a relatively short time (1 to
3 years) much wiil be transformed into long-term holdings. Investments
in institutional bonds (issued by governments and international financial
Institutions) and other forms of bonds, will Increase and their share in
the total capltal investment will rise accordingly. Later on they will
level of f. Neutral Investments (i.e. investments without managerial

control, or investments in neutral industrles such as services, real

S aadll il
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estate, etc.) will have a small scale in the early period, will rise
slowly toward 1980.

Investment in energy will be made as opportunities appear. Thus,
there will be a steady increase in the proportion of energy investment
over the period. Direct investments (i.e., investment to achleve at
least some managerial contral) will have a pattern similar to energy
investments. The total sum may reach somewhat higher proportions.

"Polltical® investments in neighboring Mid-East countrles and Fourth
World countries will be tied to the level of revenues and be ket low,
but effectlve. They may amount to about 10 percent of the total portfolio.

Table | summarizes these Investment patterns. This pattern of in-
vestment strategy |s only indlcative. Some deviatlons from it may be
demonstrated. Yet certain underlying principles seem to be common and

valid to any possible outcome,

a) Business opportunities and the return/risk trade-off
will constitute a significant factor in any investment
strategy. Money gravitates to opportunity,

b) These opportunities will be utilized subject to

political, psychological and managerial considera-
tions,

c) The resulting mixed Strategy as defined should not
be far from an efficient one and will fairly repre-
sent the relative subjective priorities of the
ruling sector and policymaker of each country,

d) There may be a difference in subjective priorities
in different countries. Therefore, any difference
In distribution of ownership of capital may change
the mix of the Inves tment Strategy.

Translating this Investme~t strategy to the actua! amounts of capital

accumulation provides the following forelgn investmer ownership by Middle

Eastern countrles (see Table 2),

- - e T e S gl
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Economic Implications

Comparatlive static analysis of the impilcations of the increased
oil price for the monetary system and the reai economic sector of the
Western industriaiized countries leads to tne foiiowing conciusions:

Perfect recycling among countries may not be achieved because of the
inefficient and incomplete monetary system. Even if successfui, perfect
recyciing achieved by the transfer of asset ownership and creation of
financial iiabilitles wili not soive the entire economic probiem. The
decline in real .rcome in the oil importing countries wiii reduce aggre-~
gate consumption and spending and create a deflationary gap. Rather than
heiping to cut the cost-push inflation, 1t wiil increase unemployment.

Even if the perfect recycling among countrles does work well, inter-
nai financiai frictions are expected due to:

a) movement of funds from smail to iarge

financiai institutions:
N

b) erratic changes in the borrowing rate
structure; )

c) rapid changes in the demand structure
for various types of flnancial assets.

Given imperfect recycling among nations and financial frictlons
within countries, it is not improbabie that the flnancial system wiil
face dramatic probiems, such as bank failures and deterioration of the
system's credibility. A prudent monetary and financlal pollcy under In-
ternational cooperation can technically prevent this crisis. It is ques-
tionable, however, whether such cooperation wiil be achieved.

Governments face “flatlon traps'' where cost-push inflation and un-

empioyment exist simuitaneousiy. Fiation traps are compounded by increased

oii prices. It is doubtfui whether governments will be able to deal success-

fully with this dllenma.
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Table_l

INVESTMENT STRUCTURE - 1975, 1980, 19385
(percentages)

i 1975 E 1980 | 19385
\ Short-Term Lredit 60 20 10
i Bonds 25 | 30 | 35
Neutral 5 15 15
Energy ' 0 10 15
| Dircct 0 15 25
l Political 10 10 10
! Total 100 | 100 | 100
|
' Table 2

1 SUMMARY OF INVESTMENT PORTFOLIOS
UNDER ALTERNATIVE OIL REVENUES - 1975, 1980, 1985
{millions of dol'!ars)

Year | Short-Term | Bonds |Neutral| Energy |Direct | Foreign { Total
I
’ Al:
| 1975 h8 20 4 0 0 8 80
| 1980 91 127 68 L6 A8 L6 456
! 1985 98 245 147 147 245 98 980
j A2:
! 1975 50 B 4 0 0 & 83
\ 1980 76 15 57 38 57 38 381
( 1985 76 190 114 114 190 76 760
A3: )
} 1975 L3 18 4 0 0 7 72
4 1980 Lo 60 30 20 30 20 200
! 1985 4 89 53 53 89 35 354
Ay
; 1975 h3 18 4 0 0 7 72
l 1980 33 h9 24 16 24 16 162 A
| 1985 26 64 38 38 oh 26 256
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oil prices. 1t is doubtful whether governments will be able to deal
successfully with this dilemma.

Due to the increased lmports to the oil producing countries, there
will be an increase in the volume of internationa\ trade constituting,
in the next 2-3 years, some 35 percent of their oil revenues. Wwhile this
development facilitates the recycling process, it creates problems of
adjustment in the real sectors. Some countries may face excess demand
for exports, and the recycling among the oil importing countries will be
required in increasing magnitude.

The process of international adjustment will require changes in ex-
change rates (devaluation and revaluation). The system of floating
exchange rates is more efficient thai a systém of fixed rates in deaiing
with this process. There will be a trend toward a decline in the real
interest rates, but due to inflation the nominal rates may remain high.

1t should be emphasized that these problems are implications of the
increased oil prices. They are expected to develop even if the oil pro-
ducing countries cooperate with the Western world by smoothing the recycl-
ing process and avoiding the use of financial power tO threaten the world

economy .

Political Impllications

The political environment is more likely to be exacerbated by the
inherent economic difflculties described above than vice versa. Primarily,
the foilowing processes can be expected:

Tension may grow between Saudi Aratia, on one hand, and its OPEC
partners on the other hand, on the issue of prices. Saudi Arupia's

preferenze for lower prices would conflict with lran's need for higher
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prices. That tension, to be transiated in the arena of OPEC production
programming, is expected to grow acute as eariy as 1977.

The "'S" countries' relative Indifference to price ievels In the
short run is likely to shift the Issue of prices from the economic to
the poiitical reaim. Thus, linkage tactics such as the coupling of
production levels to Western dipiomatic positions, say on the Arab-israell
front, can be expected to continue for the next two or three years.

The existence of relativeiy easy recycling mechanisms, such as
mititary siales and technology transfers, agalnst the background of a felt
need for massive and efficlent recycling of the oil money, might result
in a Western scramble to sell arms and technology to Persian Gulf states.
Such deals, however, often convey serious implications both on the selilng
and on the receiving ends. Thus, Jelicate local military balances as wel)
as strategic sectors of the Western economies could be affected.

The volume and source of direct Investments in the Western economies
couid present these countries with the usual dilemmas faced by host gov-
ernments. The magnitudes involved, however, suggest that exlsting regu-
lations might not suffice to protect these countries from undesirabie
control which impinges on their security. A reconclliation of the con-
fiicting considerations could take too iong, thus allowing for a period
of potentially critical exposure.

The potential for manipulation of reserves by Mid-East oil exporting
countries so as to further their political objectives is significantly high.

In that sense, a narrowly defined Project independence might miss Its

original purpose.

e
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4 The explosion of the world oil crisis can be traced pack to tte

’ Teheran and Tripoli Agreements of 1971. That crisis, considering its

. monetary, financial and political ramifications, has already precipitated

. one local flare-up. S$So long as the components of that crisis (i.e.,
arbitrary use of monopolistic control, exorbitant prices and less than
complete commercial responsibility upon which world trade is based) are

not blunted, further political aggravation in all directions should

surprise no one.
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APPENDIX 1:

Security Implications of Energy
OASD (1SA)-ARPA Workshop
Washington, D.C.

18 March 1974
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BRIEF

This one-day workshop was intended

A. TO IDENTIFY S1GNIFICANT SECURITY IMPLICATIONS WHICH HAVE
EVOLVED OF MAY EVOLVE FROM THE WORLD ENERGY SI TUATION;

B. TO CONDUCT A PURPOSEFUL DISCUSSION AMONG DI VERSE GROUPS
CONCERNED WITH THE SUBJECT;

C. TO PROVIDF AN INPUT TO HUDSON INSTITUTE AT THE START OF
NEW CONTRACTUAL WORK ON THE ENERGY PROBLEM AND IIS
RAMIFICAIIONS FOR DEFENSE PLANNING.

The workshop did evoke the intensive dialogue desired. It wus actively
participated in by the Director (J-4) of OJCA, deputiee from OASD (ISA)
and by outside groups, notably those of the FEO, Chase Manhattan Bank

and Universal 0il. Senior staff of the Hudson Institute acted as provo-
cateurs discussing energy/security issues for specific jeographical
regions followed by comments by ISA regional officers and open di-cussion.

The workshop served to introduce the problem, but the menu was f¥ar ter
extensive for coverage in any depth during one day. Neither ¢ime nor
focus permitted rigorous discussion. Ir effect, it was both a symptcm
and a function of the lamentable state of the debate that the tenor of
the meeting was not policy-oriented nor was the range of the security
aspects of energy adequately explicated. The workshop reflected *he
current national mood of a general lack ~f any sense of urgency.
Ironically, this very condition is often referred to as one of the major
obstacles to successful completion of policies and projects dealing with
the energy crisis.

This general business-as-usual attitude came through particularly in
arjuing certain tentative Hudson ideas. Rather than focusing on the
main thrust of such programs, most .zre inva'idated with an air of
complacency.

The subjects discussed will, however, provide a start toward more
substantive analisis of each with a view to developing scenarios as a
framework for planning and ‘o present the range of security issues which
result from world concern ¢ver energy. It is clear such development of
scenarios will be require:: to discipline the thinking and activities of
tie communi<y as a whole. Moreover, quite a few useful observations
were "-de durinj the session. These tended to center around three inter-
relats’. “urdemental problems:

I. THE SUBJECT OF THE PRICES OF ENERGY AND HEIR FINANCIAL
EFFECTS;

II. THE PROBLEMS OF ENERGY AVAILABILITY;

III. THE POLITICAL, ECONOMIC AND SECURITY IMPLICATIONS OF
RESPONSES TO I. AND II.
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1. ENERGY PRICES AND THEIR FiNANCiAL EFFECTS

The price of oil has been identified as the most important paremeter
for discuceion. Yet, the uncertainty over tie future price of oil
and its sutstitutes form a most formidable analytical and practical
obstacle to overcome. Widely differing views on the eventual price
of oil were offered. Chase Manhattan Bank advanced a figure in the
48- 10/bbl range, with the JCS representative also indicatirg an
expectation of thiz high price range. {fudson Institute participants,
on the nther h2nd, pointed out that a boom-bust phenomenon cou’d
develop, bringing about a drop to the 45-6/bbl range. Industry
representatives supporied the latter estimate, and it was clear that
this very disagreement was i1lustrative of the general uncertainty
over the price i8sue--3 condition which causes great hedging in
investment, in evaluation of when nther energy sources may become
available, in declaration of energy policies, and in appraising
dependence patterns among nations.

The three-fold increase in the price of Persian Gulf oil over the
past year was 8een as crearing problems for OECD, severe problems
for the less developed countries, and very great problems for the
Arabs themselvee and for the capital markets of tha world in terms
of the absorptive capacity for these revenues. While the increase
in the price of oil was seen as likely to increase the cost of oil
to OECD countries at roughly $16 billion, in the less developed
countries the oil bill would only increase by $10 billion; but this
$10 billion would effectively negate the aid programs provided by
0ECD countries. Indeed, the shortage of foreign exchanoe in hard
currencies available to these countries might create :cal supply
problems simply on the basis of price and encourage those countries,
who themselves arz raw material suppliers, to use their position as
suppliers to apply similar pressure on the U.S. and other developed
countries to garner for themselves the necessary foreign exchange.
Deterrence of other raw material suppliers from this temptation
makes OECD cooperation on the oil problem particularly important.

The representative from the Chase Manhattan Bank pointed out' that
since the Middle Eastern countriee are reluctant to emgage in
dipect invesvment, the $40 to $50 billion suplus capital accruing
to these countries is likely to present severe difficulties to the
private firms which are expected td handle it. As he pointed out,
there are limits to the absorptive capacity of the short-term
investment market.

It was explained, however, that in the long run one should not be
concerned about the problem of price since the prediction of high
prices tended to be a self-defeating prophecy. That is, if a price
of $10/bbl is expected worldwide, this will stimulate such a
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response from energy prcducers and those who explore for energy that

within the next five years one might reasonably expect an energy
Jglut.

E. Chase Manhattan disagrees with this projection; but their projection
is based on pre-October energy flows at post-March (1974) prices.
This is plainly an unworkable and .ierefore extremely unlikely
situation. One cariot expect totally inelastic demand and supply
functions, especially when one consiiers the price-sensitivity of
the dema:d for energy in the less-developed world and also in the
case of some of the weaker economies in Western Europe. More
importantly, supply should be more responsive to price increases,
and even Chase Manhattan agreed that there would be a significant

increase in world supply as a result of the current high prices for
o,

F. The flow of large payments to Arab countries in the short term and
how their iavestment might, in twrn, affect the world, post major
financial ~nd trade problems: these funds must be acquired, payment
balances must be sought, ind investments must be handled. Solutions
to these problems at this time, within existing practices, seem
remote. One fear is that since the Arab countries place their money
in short-term loans, the financial markets will be saturated within

1 leas than two years, with chzos thereafter. A second feai is that

the funde may be intentionally moved about by Arab countries to

Cause disrivption in he Western financial markets. Third fear is

that extensive invea.ments in the U.S. might be detrimenta’ to U.S.

intereats. Fourth fear is that the third-world countries will be

unable to pay for the oil to continue their development, with
resuiting instability in these regions. (Iran appears to be the
only major producer actively pursuing long-term solutions--ard

| having the ability to ab,orb investments.g The inability of the

producer countries to absorb this magnitude of investments argues

for their Yikely reduction of production or expanding produc :ion

slower than desired by comsumers. Moreover, to the extent that the
recent Arab embargo was caused by the appearance of revenue surpluses

_ which facilita‘ed the diversion of 0il production from the strictly

i economic to the diplomatic plane, the expected gravth of such excess

capital is seen ac even more destaliillsing and potentially politicaliy
disruptive,

G. As far as Arab exporters are concerned, they are likely to have great
difficulties in figuring out what to do with their newfound riches.
The Arabian economies do not have, in most cases, the absorptive
capacity to make full use of the revenues. As has bcen pointed out,
the short term investmert market does not have the absorptive
capacity; and the alternative of lcaving the reveruzs in currency 18
extremely distactefui, given world monetary instability. It was
gererally conceded that the only other logical alternative--direct
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tivestment abroat--was ome with which the Arabs felt extremely
uncomfortable an. w.ore therefore highly unlikely to use. This
attitude, it ehould Le noted, could change as economic realities
sink in, thua positively affecting reluctant exporters ' nropensity
to invest.

It was pointed out that fora smooth and efficient system of global
encrgy interdependence to work would require an Arabian miracle
romparable to the German and Japanese miracles of the fifties c1d
sixties. This is extremely unlikely, due to self-centeredness of
the Arab states and the absence of most of the preconditions for
rapid industrial growth. Therefore one can only expect the
emergence of a few super-sheikhdoms with a relatively high sevel
of consumption, along with som¢ rusirated "great leaps forward" to
more ambitious states. This u ,cable system cannot work; nor can
it be expected to persist. ‘hese o untries could well undergo a
period of being no more than rentier 8tates, as wae Spain during
the L6tk century, with the inflow of gold doing more hzrm to its
stability than anything else.

Finally, Hudson argued that the basic elasticities of demand and
supply will tend to cause a drop in prices and thus these problems
are basically a two-year issue with the price down in the third
year, The pros and cons of this argument and implicit strategies
were discussed. For example, the possibility considered for the
third world was that these biyers would simply borrow funds for
this short period and either pay back uver the longer term after

prices have dropped or, alternatively, they would simply default
with little harm done.

I1. ENerGY AVAILABILITY

The supply and availability of energy are not inelastically rre- »
determined by natural constraints. Rather, it was the jeneral
consensus of the workshop that one of the major causee of the
current crisis was an erroneous pricing policy, particularly the
regulation of gas so as to keep the price of natural gas ar‘ifi-
cially low thereby causing the depletion of gas reserves, driving
coal from the market and inhibiting and misdirecting research and
development efforts for alternative sources of energy. Nonethelass, |
it was in discusring the shortage problems that the least senge f
urgency was evident. This was especially surprising since it
emerged that DoD gets at least half of its supplies from overse.s
and that the embargo hit DoD first in that it gets it POL at the
end of the pipeline at the foreign refineries. Yet, paradoxically,
it was the industrial ropreseatatives who expressed greater concern .
over problems of supply and shortages. They referred to the
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production problems created in shortfall situations, but these
seemed really problems of inconvenience put forch to arouse
appropriate appreciation of these difficulties from DoD.

More relevant we ‘e comments origirating from industry pointing out,
first, that defenge equipment ig rarcly designed with effieiency as
an important criterion, Second, it was noted that energy shortages
affected defenae production especially with respect to subcontrae-
tors, who operate un a much thinner margin. They made it axtremely
difficult to get quick fixes on prcblems as they ceme up, and
general shortages caused by price controls often mige it difficult
to get replacement parts. It was suggested that more flexible
specifications be created for equipment so as to permit substitutes
which take into account the energy shortages. Third, and most
important, it was suggested that. although LoD wses only 3.3 percent
[ petrolewn consumed in the U.S. and roughly 2.4 percent of
lomeatic energy, it could assume a more active role in national
energy planning. DoD consumption of national energy was given as
2.4 percent, with 75 percent of that being petroleum. The initial
shortage was caused because one-half of this was purchased overseas
prior to the embargo. Other causes of shortages are the rising cost
of petrolcum and coal (with petroleum costs up 35 percent in FY74
and estimated to increase 29 percent in FY75). No relief in price
nor quantities were foreseen for the next couple of years, with

usage expected to be down 26 percent from FY73 levels. This does
affect readiness.

troblems to be enlved are selecti on/fabrication of tanker fleets
(big and small) for DoD needs, fuel standardization to make wsc ¥
rommereial sources, the use to be made of the 0il reserves, and
pursutt of a viable program of R4D. 1Industrial representatives
suggested that DoD should make power consumption a real factor in
equipment design; that the RDT&E budget will feel the adverse impact
of higher industrial energy costs; that DoD should expect R&D
stretch-outs because of materials shortages (and perhaps more ks
authority ts substitute materials should be provided, especially to
sub-contract vendors); and that if materials shortages grow,
replacement parts may be a future problem for the DuD in addition

to the actual fuel available for operations.

Hudson participants argued that DoD is capable of leadershi; and
management functions in the encrgy area transcending the narrow view
of DoD as merely a consumer of energy. In this connection, Hudson
recommended that immediate test drilling be undertaken to determine
the reservee available in Naval Petroleum Reserve Mumber 4. These
reserves are astimated at 15-30 hillion barrels, possibly even more.
The test drillings could determine what is really there and if the
reserves are actually in the order of 30 billion barrels; :zhis one
action would double the U.S. known regerves and thereby create an
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immediately favorable political and strategic impact onm world con-
cermg over energy. In contrast, the current DoD budget requests §
$72M to be used in developmert of the Elk Hills reserve, the

proceeds of which would in turn be used to test and develop NPR#4
over a 10-12 year period. Clearly, there are political issues in
the exploitation of any reserve area, but it is equally clear that i
an opportunity for significant impact on the energy concerns of the s 3
nation (and world) is apparently being overlooked by DoD and others.

A

E. Finally, FEO representatives urged similar Dol aetivity in coordi- i
nation with Project Independence. To date the most ambitious
response to the energy shortage and its associated strategic-
diplomatic complexities, Project Independence was described as being
fully underway by fall. Two sets of wncertainties appear to cloud
the prospects for emergy independence: First, no one knows if the |
manpower, talents, and capital are available to service the multi-
tude of competing or perhape complementary worldoide endeavore being
discussed for the development of altermative energy sources. For
example, are there enough engineers and construction teams available
to design and fabricate the needed refineries; can drag lines be
produced (given the steel shortages) to satisfy the fields of Canada
and the U.S.; who has the priority on the limited number of off-shore
rigs? Without a believable assessment of this "capacity," discussion
of the many possible courses c¢f action simply lacks credibility.

A B R i

s

F. Second, price uncertainty could be detrimental. FEOQ stated that the }
projected break-even point for o0il shale production is $6.25/bbl and ‘
the higher price would provide efficient market incentive for the
required capital investment. Many in industry, it was reported,
believe the price will drop and the govervment's dedication to
Project Independence will dissipate. Therefore, they are unwilling
to commit major assets even with government guarantees of a price or
market because of doubts about the long-term credibility of such
guarantees. There was, however, general agreement that a combination
of energy ccmservation and development of new energy sources must
proceed. FEO representatives and their Hudson consultants contended
that energy independence, however defined, should remain the ultimate
national goal.

G. A discussion draft of the Project Indesendence management plan was

distributed. The draft plan would estahlish two basic organizations

-=an Early Action Program to increase encrgy supply through immediate
‘ actions and a "Project Independence Blueprint” task force to prepare
| a detailed project plan for prenentation to the President by
October 1. The Early Actiom Pr_pram would include existing or
planned energy projecte that require Federal decisione or that
require additional information to proceed, and generally deal with
coal production, coal comvervation and use, oil and gas production
and distribution, and power plant and refinery siting and
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constmucticn. Of particular interest would be efforts to assist
the Colony Group to obtain a pipeline construction permit to meet
a 1978 starting goal for the first U.S. commercial oil shale plant,
to assist several natural gas firms to obtain strategy to encourage
industry to undertake higher risk energy related projects. The
concurrent "Blueprint" planning would proceed under FEO leadership
with interagency work groups in 8ix areas, including comservation,
R&D, and ene=cy regource development. Subgroups under energy
rescucce Jave'opment would address synthetic fuels, oil shale, and
geothermal energy. Proposed participation in the various groups
includes DoD to a limited extent and provides for additional
participation where appropriate.

[11. SpeciFic PoLiTicAL AND SECURITY IMPLICATIONS

Most direct energy/security interactions were seen as international
in character, with particular emphasis placed on three geographical-
political formations: the Atlantic Alliance. the third world, and
the Middle East. Apparently, international problems could also be
approached functionally. The FEO international program, for
instance, was deseribed as concermed with the following priority
itemg: gecurity implications, import expectations, tanker and
refinery requirements, stockpile programs, and consumer nation
cooperation.

Energy and Europe/NATO security issues was one of the subjects
discussed. Several points were made. First, that many in Ewrope
fear U.S. hegemony over them, and view this crisis as yet another
attempt by the U.S. to gain such dominance. Second, that it is
important to insure comtinuity of the alliance for security reasons,
and thus to cestroy it because of economic interests would be a
serious mistake. Third, that the image of separate policies by
Europe and Japan from those of the U.S. prevents the Arab countries
from penalizing these countries--who are more vulnerable--as a means
of getting at the U.S. and thus may be an immediately beneficial
tactic. Fourth, it is clear U.S. expectations that the European
countries of NATO would increase their defense expenditures or share
of burden in the near future are now clearly iroperative. (A
discussion took up this point; however, it was never explained why
we expected these countries to increase their expenditures prior to
the energy crisis.) Fifth, several expressed concern that we were
overly diecounting the fragility of the European ecomomy vie-a-vis
energy needs, and thue quite serious repercuseions would occur
within the ability and eonfidence of the alliance within the next
years.
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The third world cannot be discussed as a monolithic group. Clearly,
higher priority was assigned to Western Hemisphere countries in the
developing stage with note that Brazil faces the biggest problem of
Payments for needed o0i) imports. Venezuela and Ecuador expert oi1
and are expected to continue to do so0--although probably in reduced
amounts (now 1.5 and 0.5 million barrels per day, respectively).

The possibilities for tnereased U.S. -latin Amerioan cooperation were
believed to have baen enhanced by Secretary Kissinger's discussions
in Mexico.

Hudson said the U.8.8.R, 8elf-sufficiency was said to be problematie,
and this viewpoint was not contested. This implies concern over
their interests in the Middle East and questions vis-a-vie theip

support other than as a friendly, interested party. Nevertheless,
concern was expressed about Soviet ability to take advantage of the
tension within the developed world which seeins to be resulting from
the current energy problem. The Soviet Union has been more than
willing to point out to Japan and Western Europe how the U.S. is

Finally, the mMiddie East area was seen to in>lude many unsettled
queations beyond the Taraeli-Arab issue. The Saudi-Arabia- Iman
competition may cause us to choose sides in 3 few years, the Furdish
activity ocauses unrcst, the possibility of growing competition
between Turkey and Iran poses problems, in addition to the ever
present ungettled relations among the Arab countrieg--and the
questions of ui] availability and price,

A related issue, military sales have increased due to the higher
revenue of oil. The sales people had estimated a level of $48B in
FY74 and now expcect sales of $88 with 80 percent of this in the
Middle East (and now 50 percent of total to Iran), They expect a
similar lavel next year, and believe Iran can absorb this level
effectively, in contrast to Saudi Arabia which probably cannot
effectively use continued purchases of equipment. There was no
discussion of the eventual effects of these high levels of armaments
being introduced into the region. In sum, the Middle East is only
likely to see further exacerbation of its volatility aes it econtinues
a8 a source of disruptive forces in the political, financial and
military arenas.




H1-2239-RR Vi s

CoNCLUSION

The OASD(15A)-ARPA workshop was useful insofar as it reflected
the difficulties faced by the Government policymakers on one side,
industry managemert and policy analysts on the other. Although there
is agreement that action is required, subjective variances in the
degree of urgency needed and objective complexities of the current
and expected situation provide major impediments to effective action.
Additional analytical ork om the security implications of emergy is
in order ©f the 1.S. i8 to avoid undesirable political/security out-
ccmes. Dol eould continue to take an active role not only throughout
the analytical stage but also in advocating natiomal security justifi-
cations for varitous energy postures and by assuming a position of
responsibility in their implementation.
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I. Brief

The sceond worksho in the Hudson-ARPA/ISA series dealing with the
security implications «f cnergy wi devoted to o post-mortem analysis
of the 1973-1974 oil embargo. ‘The morning S¢ssS10n was intended to
examine the embargo, its impact and tnc lessons for the futurc which we

. and others have apparently derived from the experience. As background
for the discussion the following formal presentations were made:

International Configuration, Imbargo Implementation and
I ffects (U. Arad, Hudson Institute)

Management of Defense Encergy Kesources  (RADM Sonnenshein)

Pob Kesponse to 1967 and 1970 Disruptions (Conners, KAND)

Fxporters' Perspective- -OPEC AND OAPEC (. Noyes, OASD(ISA})

lessons Learned from the Fnergy Critvis (ADM Weschler, 0JCS)

Overlooked Implications of the kmbargo (I Kahn, Hudson Institute)

fhe afternoon session was intended to explore the scenarios for
supply rmbargo which might occur 3-4 yecars hence, and thercby to examine
the implications from actions taken on the basis of lessons learned.

The foilowing presentations addressed themselves to these issues:

Dependence and Independence in the Atlartic Alliance
(R. Shatz, Hudson Institute)

Future U.S. lmports and a Precautionary Import Policy
(H. Mcndershausen, RAND)

Futurc of the Oil Weapou: Spill-Over and I'scalation Potential
(R. Ruggles, lludson Institutc|

Soviet View of 0il Weapon (L. Gourc, Miami University)

R

Supply Interruption Scemarios (R. Shatz, ludson Institute)

The discussion that ensucd was demonstrative of the fact that with
the advantage of hindsight a much more sober and precise analysis is
possible, and this was important for the discussion of an issue so
clouded by rhetoric and the unavailability of consistent data as the
Arab embargo. As cxpected, the prognostic part of the day was more diffi-

. cult and less precise. Yet, there seemed to be a consensus vhich of the
problems and areas nced be considered in conjunction with the question
of the security of American cnergy supplies. The following is a synthe-
sis of the comments and arguments presented at the meeting.
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D.

e

[1. THe EmBArRGO ExPERIENCE OF 1973-1974

the 1973 explosion occurred as a result of a sudden exposurc of
Sandi Arabia to Arab pressures to link its production policies
to the Arab cause in the Arab-lsracli conflict. This coincided
with rapidly increasing Americin_imports of Arab oil coupled
with consequent vulnerabilities. From virtually zero imports
Trom ODAPLC in 1970 the United States came to be dependent for
9.2 percent of its oil requirement on GAPEC sources by 1973.
he net effect of these parallel processes was that the balance
of 0il power was gradually shifting in favor of those OAPEC
members not dependent on a continuous flow of oil revenues.
Specificalsy, the political and economic configuration in 1973
was conducive to a Saudi-led cmbargo on the United States. At
the same time, an artificially created shortage facilitated the

subsequent price hikes as well as enabled continuation of the
production cutbacks.

The deployment of the oil weapon followed typical escalation
dynamics. lrom a moderately amblguous puta-ive stage 1t cvolved
Into a concrete and actual policy acquiring a momentum of its
cwn. In retrospect, it scems that due to intrinsic limitations
in the mechanics of the oil weapon, it attains its optimal cost-
cffectiveness morc as a potential thrcat thon as a real action.
Tor instance, to impact on the United States OAPEC was forced

te cut back production across the board and by a factor of four
relative to the desired level of shortfall in the United States.

American vulnerability to oil pressures as of 1973 was still
well below critical thresholds, and therefore the shortfall of
1.2 to 1.5 MMB/D affected less than 4 percent of total energy
consumption. That shortfall wos absorbed mostly by voluntary
conservation without serious impact on the United States.

bob experience during the cmbargo revealed that the Department
was unsatisfactorily organized to deal with a long cutback and
had not lcarned the lessons it mipht have from the preceding
cutbacks 1n 1967 and 1970-1971.  ‘There werc insufficient
prepositioned stored reserves, terminals were inadequate, DoD
did not have sufficient taukers and could not count either on
the oil companies or fuel commitments from friendly countries.
Implementation of the Defense Production Act was delayed and
mandatory allocation failed to supply necessary training and
readiness activities. Government responsce was sluggish in
allocating funds to cover the rapid increase in DoD fuel prices.

In conclusion, despite a tactically premature application of
the oil wecapon, a less than fully cffective implementation

thereof, and considerable lcakiage and swapping in the market,
the 1973 Arab oil embargo is generally considered a Success.
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\ 1} tt_at_severcly damaged Western or Jap, nese _cg&gml_(‘_.x_,__lm_t_
that 1t did ichieve ats politaical objcctives while having only
limited economic success. Thus, the Arabs have acquired new
tature 1n world politicy, the lsraelrs find themselves
mcercasangly rsolated and uncertarn about their future, and
there has been a signifrcant movement toward a more pro-Arab
brne an Larope, Japan and the lUnited States.,

he dessons that could be dervved from observing the success the
orl Arabs have bad are not unegmivocal.  For it is obvious that
nerther the Boanted States nor its allies made use of whichever

cconomic and/or mi {1 tary instruments available to them in try ing

to counter the cmbargo.  The accommodiation 0sStures vis-a-vis
Tgo

the oi T challenge which typificd the 1973-1974 experience conld
he replaced in the future by containment policies which mi ght
hlunt i1ts future potential conuiderably.

ITI. IMPLICATIONS OF THE EMBARGO

The 1973-1971 embargo cluritic! the potentisil danger to the U.S.

of high Tevels of ail imports, cspecially from the Persian Gulf.

The 1.5 ¢nergy resonrce Base and technological capability arc
adequate to support 1 national policy of energy self-sufficiency.
however at as clear that for the near-term (next 5-7 years), the
.S, mu~t depend on imports. Considcrations of public safety,
covironmental quality, and commercral feasibility pose difficult
barriers to timely rmplementation of cnergy sclf-sufficiency,

and the viability of Project Independence will depend on the
perception of social costs and how these perceptions are trans-
lated into decisions.  There is no doubt however that the U.S.
can_become relatively sc>l—f-.,~;u'ft':i°c-ﬂ'-n~t by the¢ mid 1980s.

The major problems of encrpy supply prowth and of energy conser-
viation will be associated with large scale programs. Thns,
engineering, planning and manapgerial problems will dominate the
carly period. We will have to accept increasingly larger encrgy
RGD budgets 1t we are to have new technologies for the 1985-1990
period which can reduce the sociitl costs of encrgy production.

Relative energy independence in lnrepe in the next fifteen to
twenty years seems increasingly possible. By the mid-1980s,
North Sea encrgy resource deveiopment may yield $40-65 billion
annual savings in terms of balancc-of-payments outflov relative
to an extrapolation of the high-import supply estimated bLefore
1973.  Between 1974-1985 the integrated cost of continued hish
import dependence wonld be $300-500 billion. If part of th.sc
sums were invested in indigenous energy resonrce development to
accelerate North Sca and coal cxploitation, they would yicld
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increased Luropean production capacity and might support domestic
ceonomic objectives of full employment and price inflation control.

b ’he basic Defense Department organization for energy management
had_ﬂigycu etfective by the end of thc embargo period, although
the Defense Lnergy Information System has just recently become
opzrational. DoD has becn the most cffective conserver of energy
in the Federal Government, saving 90 percent of all cnergy con-
servation within the Federal Government.

.. The embargo penerated intcrest in the development of NPR #]
and ¥4 to mect the nation's encrgy nceds as well as the Navy's.
At this point the funding for cxploratory drilling is inade-
quate for any rapid verification of these reserves in FY 1974
and there is no provision for funding in FY 1975. There have
been estimates that rescerves in APR 44 may he equal to
or greater than proven reserves in the lower forty-eight.

F. At the same time, it is clear that military stocks are not
vast and cannot serve as cconomic insurance for the nation.
Military stocks could only supply the nation for five days
and are ve-y particular in their applicability.

G. bod is developing a plan for 1ncrca>1ng the energy cfficiency
of its facilities. The program is estimated to cost $1 billion,
but, i1t can pay for itself in three to five ycars depending on
the price of fuels.

H. 1In line with its carlicr program of wupportiig solar energy
R&D, Dod is looking towards grcater use of its laboratory facili-
ties, where feasible, for energy rescarch 1u other arcas. This
would be desirable even in areas not specifically related to
immediate denartmental nceds in that it relates to the larger
security needs of the nation.

IV, PerSISTING PROBLEMS

A. Unless and until there is cnerpy self-sufficiency in the United
States, the U.S. will be cxposed to the instabilities of the world
energy system. The lnstablllty results from ‘iec fact that the
Persian Gulf, the major source of world crude oii, is politically
volatile and some of the major supplier states are antagonlstlc
to cach other as well as inclined to use the oil weapon in the
Arab-Isracli and other regional dlsputes. Control of the balance
of power in the world oil market is shifting from the United States
and the multinationals to the OPEC states. The world economy is
in a period of flux which creates tensions both for OPEC and the
OECD and between them. U.S.-U.S.S.R. relations are in a period
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of redefinition with the sovicet Unmion inclined to provide the
military umbrella for the o1l weapon.

there are near term tensions in the (ulf states. 1n order to
maintain current price levels in the face of an increasing world
lctro{ggg_ﬁyyplu _some of thc‘c stntes ‘will have to cut back
production in the next few months. A number of states need
alt of the revennes now, but it 1s doubtful whether the Saudis
would he 1nclined to 1ssx.t the lramians und lraqis. Further-
more, the United States has oversold its ability to provide
.olxtlcal and cconomic dbSIstdnkv to the Arab states. This

1s likcly to lcad to recriminations and possible retallatlon.

The U.S. Government scems to be s'ipping back into a business-
as-usual attitude to 1ts encrgy pf_tlems with the projected
lifting of mandatory allocations in February, the leisurely
funding of NI'Rs exploration anlt devclopment, and waining inter-
¢st in Project Independence.

Opinion was divided on the likclihood of another embargo in the
near-term. It was seen us lnkclz_as a_result of continuing Arab-
Isracli tensions or OPLC concern about PFCStrVIHb their revenues
0 the face of a worldwide inflation. The incrcasing tensions
within OAPI:C could inducc the nations to resort to embargoe and
other manipulations of production levels in order to increase
their solidarity. Also, the Soviet Union has becn encouraging
the Arabs to make maximum nsc of the oil weapon due to a percep-
tion of the negative impact of the oil weapon on the stablllty
and harmony ot the dovcl(ugiixnp__nlxst world and an evaluation
that the bnvnut t Union stands to nain politically and financially
as 1t defend:” OAPEC's right to usc the weapon. Proponents of ]
the nther point of view argued that the OAPIC countries are
becoming conservative as t}CL_rLd) the rewards from the recent
use of the o1l weopon. ‘They arc increasingly interdependent
with the rest of the world and can gain morc by subtle putative
use of the wcapon than by actusl use. They have been making !
political progress and they fear the possibility of Western ‘
mi’itary action were they to invoke the oil weapon again, par-

ticularly in light of the current tenuous status of the OECD

cconomies. OPLC cannot push the price of petroleum higher due

to the increasing world surplus ard any prolonged embargo is

only likely to further stimulate further substitution of other

cnergy materials and petrolcum sources.

Although concern was expressed that the success of the oil

weapon would stimulate imitation hy non-fuel natural resource
and raw materials suppliers, this was deemed unlikely. The
sources of supply for U.S. nccds are far more diversified,

are not as critical or unsubstitutable as petroleum, and there

1s no burning political issuc¢ to motivate these states to run

the substantial risks of loss af market to substitutes, other
suppliers and increased usc of low-grade sources. World reserves
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in these materials are enormous and growing in size, pr.ces

ire favorable at the present time and, because of the oil prices,
raw materials suppliers do not have the financial reserves that
could cushion denial practices such as cutbacks and embargos.

Similarly, certain crucial political uncertainties s:em to per-
sist. In the Arab world, Sadat seems reasonable at the present
time but his policy of moderation has no so'id 1deological under-
pinning with which to reward young Egyptians for deferred grati-
fication of their cconomic needs. A revolut ionary potential
cxists therefore iu Egypt and could be disruptive to the con-
scrvative Middle East nil states.

Irau could be destabilized by action against the Shah. There

is no royal fanily behind him as in Saudi Arabia. From another
perspective iran could be regionally destabilizing because of

1ts increasingly grandiose conception of its world role. Attempts
to fulfill thesc dreams could lead to military conflict ia

the Gulf and supply disruptions for the ‘iorld, Western Eurcpe

and Japan.

While Western luropc has some potential for mid-term energy
self-sufficiency, Japan does not and its economy is very
vulnerable to any future major cutofts from the Gulf. The
mmplications of such Japanese vulnerability to its own "ilow
posture’ and for the United States are uncertai' but disquieting

The defease of U.S. offshore facilities poses increasing prob-
lems for the United States which needs to be seriously addressed.

It is estimated that by 1980 the United States cou.d be getting
30 percent of its domestic oil from offshore. The military prob-
lers of defending these facilities are aggravated by their un-
certain legal status as an increasing number of them are cutside
the 12-mile limit.

Increasing world pclitical instability poses serious problems
for DoD in terms of prepositioning of its reserves. It is no
longer certain which, if any, potential host countries are
chcndablc. DoD was burned a number of times in the recent
embargo.

Uod has had difficulty in obtaining the necessary fuel supplies
on the open market and has bencfited from mandatory allocation
of petroleum products. The upcoming cancellation of mandatory
allocation poses worrisome problems of supply for the Department.
Coal problems are already upon the Licpartment and a coal strike
might make these problems even more severe.

i O T & i S+
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V. A, SELECTION OF RECOMMENCATIONS

In assessing tuture supply intorruptions it would be necessary
1o csitgglgﬂhpﬁnﬁlthggpnbilit\“ﬂﬂg_)ntcntinns inherent in
~nqﬁ_3§£gp£3. fven Western ilemisphere suppllers posscss
Jeverage over the U.S. which is a function of their large share
of exports to the U.5. (n ¢his vein, an assessment of supply
disruption cortingencies must include reference to action

taken by producers outside the OAPEC group.

While pursuing the longer-term goal of relative self-sufficiency,
an_tmme late precautionary element should bc injected into current
import _policies. Specifically, it is argued that a rolicy of
diversification and preference for non-OAPEC oil could render

the U S relatively immunc to direct Arab pressure. A prudent
Poligx_wdhld 3150 include the cnlavgement of the storage capa-

city for oil, possibly in salt domes and the re establishment

of adequate stockpiles in other strategic materials

If one is going to create a consumer: Or anization it is essen-
t1al for it to be cohcesive. If not, it will add to U.S. vulner-
ability to the oil weapon and it might be better to allow the
rest of OECD and the Middle East states to work out their
difficulties among themselves.

1o the extent that the next decade might sec further manipula-
tions of the trade in oil and other raw materials for political
purposcs, it is essential that the U.S. and it3 allies enhance
their bargaining capabilities. This calls for further develop-
ment of potential diplomatic, cconomic and military counter-
measures . While raw material produccrs enjoy certain economic
advantage, clearly the U.S. and its allies have cverwhelming
political and military advantage. It is from these assets

Rat the instruments of improved bargaining should be drawn.

bevelop acceleraicd fund:ng for the cxploration and development
of NPR #4 through loop funding, a special act of Congress, or,
7f necessary, private participation in the project. Plan and
construct a cross-Rockies pipeline to enable the United States
Yo take full advantage of rapidly increasing oil supplies to the
West Coast.

Finally, the following are recommended within DoD: maintain
the énergy management organization currently established;
cstablish and fund a five-year facility conservation program,
make energy cffectiveness a consideration in weapons-system
development ; provide a full-time focal point within DDR&E

for energy matters; increase the flexibility of fuel procure-
ment programs; increase DoD and civilian cooperation in
dealing with energy problems, and pursue further evaluat.on
of threat to future foreign supplies as well as to domestic
and offshore production facilitics.
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