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What do peop le  mean when they r e f e r  t o  t h e  ' b o r l d  p r i c e  

of c r u d e  o i l " ?  What d o  t h e y  r e a l l y  mean when t h e y  s t a t e  t h a t  

t h e  p r i c e  of o i l  h a s  r i s e n "  o r  t h a t  "it h a s  come down"? T h e r e  

a r e  many d i f f e r e n t  concepts of t h e  p r i c e  of o i l ,  a term which can 

be decep t ive  i n  i t s  apparent  s i m p l i c i t y .  

I t  

D i f f e r e n t  p r i c e  c o n c e p t s  h a v e  come t o  be u s e d  a t  

d i f f e r e n t  per iods i n  t h e  e v e n t f u l  h i s t o r y  of o i l ;  and d i f f e r e n t  

p r i c e  concepts apply to t r a n s a c t i o n s  e f f e c t e d  a t  any g i v e n  p o i n t  

i n  t i m e ,  t r a n s a c t i o n s  which  sometimes i n v o l v e  t h e  same buyers,  

t h e  same s e l l e r s  and t h e  same crude v a r i e t y .  

I n  t h e  1 9 5 0 s  a n d  1 9 6 0 s  t h e  v i s i b l e  p r i c e s  o f  

i n t e r n a t i o n a l  c r u d e  o i l  , t h e n  termed " p o s t e d  p r i c e s " ,  were n o t  

r e a l l y  p r i c e s  i n  a c l e a r  economic s e n s e .  I n  t h e  1970s  and i n  

s u b s e q u e n t  y e a r s  up t o  t h e  p r e s e n t  t h e  v i s i b l e  p r i c e s  of 

i n t e r n a t i o n a l  c r u d e  o i l  h a v e  c a r r i e d  many a d i f f e r e n t  l a b e l .  

Some of t h e s e  p r i c e s  a r e  a d m i n s t e r e d  b y  OPEC or by o t h e r  o i l -  

p r o d u c i n g  g o v e r n m e n t s ,  and o t h e r s  a r e  d e t e r m i n e d  on s p o t  o r  

c o n t r a c t  marke t s .  Today t h e  s t a g e  seems t o  be o c c u p i e d  by two 

r i v a l s ,  a so -ca l l ed  "Market P r i ce"  and a s o - c a l l e d  "OPEC Price"; 

b u t  t h e s e  a r e  s i m p l i f i e d  n o t i o n s ,  c o n v e n i e n t  and t h e r e f o r e  

mis l ead ing  c a t c h - a l l  expressions.  I n  r e a l i t y  t h e r e  is a whole 

a r r a y  of OPEC p r i c e s ,  n o t  a l l  of them r i g i d l y  adminis tered;  and 

a whole a r r a y  of market p r i c e s ,  n o t  a l l  of them p u r e l y  determined 
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by m a r k e t  f o r c e s .  And t h e  two r i v a l s  on t h e  s t a g e  n e v e r  a c t  

t h e i r  p a r t s  independently of each other .  

O i l  p r i c e  concepts are o f t e n  expressed i n  ways which do 

not immediately r e v e a l  t h e i r  r e a l  economic meaning. For example, 

w e  s h a l l  f i n d  t h a t  some p r i c e  c o n c e p t s  a r e  i n  f a c t  f i s c a l  

concepts,  and t h a t  some c o s t  concepts t e l l  us more about p r i c e s  

than c e r t a i n  p r i c e s  taken a t  f a c e  va lue .  Oilmen, being p r a c t i c a l  

people  more concerned wi th  o p e r a t i o n a l  o b j e c t i v e s  than  economics, 

and o i l  commentators, being media people  sometimes more impressed 

by e f f e c t  t h a n  s u b s t a n t i v e  meaning,  u n w i t t i n g l y  add t o  t h e  

confusion by l o o s e  or mis l ead ing  use of t h e  terms. 

The i n t e r p r e t a t i o n  of o i l  p r i c e  c o n c e p t s  v a r i e s  f o r  

a n o t h e r ,  more f u n d a m e n t a l ,  r e a s o n .  P r i c e s  a r e  l o o k e d  a t  f rom 

d i f f e r e n t  a n g l e s  by t h e  v a r i o u s  p a r t i e s  i n  t h e  o i l  game. For an 

e x p o r t i n g  c o u n t r y  p r i c e  is someth ing  wh ich  r e l a t e s  t o  unit 

revenues.  I t  is n o t  s u r p r i s i n g  t h a t  p r i c e s  and t a x e s  should g e t  

s o  mixed u p  i n  t h e  w o r l d  o f  o i l .  For t h e  o i l - i m p o r t i n g  c o u n t r y  

t h e  p r i c e  wh ich  m a t t e r s  most  i s  t h e  c.i.f.  i m p o r t  p r i c e  b e c a u s e  

of t h e  ba l ance -o f -paymen t s  bu rden ,  w h i l e  t h e  f i n a l  consumer 

( h o u s e h o l d  o r  f i r m )  i s  e s s e n t i a l l y  c o n c e r n e d  w i t h  t h e  p r i c e  o f  

petroleum products  i n  domestic markets: t h e  p e t r o l  p r i c e  a t  t h e  

l o c a l  s e r v i c e  s t a t i o n ,  t h e  p r i c e  of h e a t i n g  o i l  d e l i v e r e d  t o  

p l a n t s ,  o f f i c e s  o r  homes, o r  t h e  p r i c e  of f u e l  o i l  p u r c h a s e d  by 

i n d u s t r y  o r  by t h e  u t i l i t i e s .  But t h e  i n t e r n a t i o n a l  and t h e  

domestic p r i c e s  of petroleum need n o t  move t o g e t h e r ,  s i n c e  they 

a r e  e f f e c t i v e l y  decoupled by (a) hef ty  domestic t a x e s  l e v i e d  by 

most governments on o i l  products  and (b) by exogenous movements 
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i n  exchange-rates. For companies, which tend t o  use a d i f f e r e n t  

l a n g u a g e ,  t h e  f o c u s  i s  p r i m a r i l y  o n  m a r g i n s .  C l e a r l y ,  p r i c e  

c h a n g e s  d o  n o t  h a v e  t h e  same s i g n i f i c a n c e  f o r  t h e s e  v a r i o u s  

groups and when governments, companies and consumers t a l k  about 

t h e  p r i c e  of o i l ,  t h e y  somet imes  r e f e r  t o ,  and t h e y  a l w a y s  

expres s  concern abou t ,  very d i f f e r e n t  t h ings .  

P r i c e s  a r e  a l l o c a t i v e  s i g n a l s ,  b u t  c h a n g e s  i n  o i l  

p r i c e s  a l s o  have c o n s i d e r a b l e  d i s t r i b u t i o n a l  and macro-economic 

e f f e c t s .  I n  t h e  1 9 5 0 s  and 1960s t h e  p r o b l e m  of i n t e r t e m p o r a l  

a l l o c a t i o n  of o i l  r e s o u r c e s  was r a r e l y  r a i s e d l  because t h e r e  was 

no p e r c e p t i o n  of f u t u r e  s c a r c i t y .  The d i s t r i b u t i o n a l  i s s u e  

worr ied o i l - e x p o r t i n g  c o u n t r i e s  b e c a u s e  t h e y  were unhappy w i t h  

low p r i c e s ,  d e p r e s s e d  u n i t  r e v e n u e s  and l a c k  of c o n t r o l  o v e r  

products  on dec i s ions .  Fu r the r ,  as arms-length t r a n s a c t i o n s  i n  

i n t e r n a t i o n a l  o i l  ( o u t s i d e  t h e  US> were few and f a r  be tween ,  i t  

w a s  d i f f i c u l t  t o  seek a l l o c a t i v e  s i g n a l s  from markets;  hence t h e  

emphasis on t axes ,  a c q u i s i t i o n  c o s t s  and accountants '  p r i c e s .  

I n  t h e  1 9 7 0 s  t h i n g s  were r e v e r s e d .  Income t r a n s f e r s  

and t h e  a s s o c i a t e d  macro-economic e f f e c t s  were t h e  b i g  i s s u e  f o r  

o i l - i m p o r t i n g  c o u n t r i e s .  B e f o r e  1973 e x p o r t e r s  j u d g e d  t h e i r  

r e c e i p t s  t o  be low and t h e i r  economic development t o  be r e t a r d e d  

b y  l a c k  of  f u n d s .  A f t e r  1973 i m p o r t e r s  f e l t  t h a t  t h e y  were 

p a y i n g  t o o  much f o r  o i l  and t h a t  t h e i r  economic g rowth  was t h e  

v i c t i m  of p r i c e  shocks. 

Y e t  a new i n t e r e s t  i n  a l l o c a t i v e  i s s u e s  emerged du r ing  

t h e  1 9 7 0 s .  The f i r s t  , p r i c e  shock  c r e a t e d  a p e r c e p t i o n  o f  

s c a r c i t y  and a f e e l i n g  of i n s e c u r i t y  i n  i m p o r t i n g  c o u n t r i e s ;  

hence a concern wi th  d e p l e t i o n  ( i e  i n t e r t e m p o r a l  a 1  l o c a t i o n  of 

3 



o i l  r e s o u r c e s  o v e r  t h e  long per iod) ,  and s u b s t i t u t i o n ,  ( i e  re- 

a l l o c a t i o n  o f  ene rgy  u s e s  t o  d i f f e r e n t  f u e l s  i n  t h e  s h o r t  and 

medium t e r m ) .  The  s e c o n d  p r i c e  s h o c k  was  f o l l o w e d  by a 

c o n t r a c t i o n  i n  o i l  demand, h e n c e  a c o n c e r n  on  t h e  p a r t  o f  

p r o d u c i n g  c o u n t r i e s  w i t h  t h e  r e l a t i o n s h i p  be tween  p r i c e s  and  

t h e i r  s h a r e  of world energy s u p p l i e s .  Fu r the r ,  t h e  markets €or  

i n t e r n a t i o n a l  o i l ,  which had a l r e a d y  been e s t a b l i s h e d  on a s m a l l  

b u t  e x p a n d i n g  s c a l e  i n  t h e  1950s and 1 9 6 0 s ,  b e g a n  t o  d e v e l o p  

f a s t e r  i n  t h e  1970s. Today t h e r e  a r e  s p o t  m a r k e t s  wh ich  p l a y  a 

s i g n i f i c a n t  r o l e ,  short-term c o n t r a c t  s a l e s  o u t s i d e  i n t e g r a t e d  

channels ,  and f u t u r e s  markets which have j u s t  s t a r t e d  t o  blossom. 

As t h e r e  a r e  o i l  p r i c e s  which seem t o  r e f l e c t  t h e  i n t e r p l a y  of 

market f o r c e s ,  t h e r e  i s  n a t u r a l  ly much t a l k  about  a 1  loca t ion .  

The p u r p o s e  of t h i s  p a p e r  i s  t o  r e v i e w  t h e  v a r i o u s  

p r i c e  concepts  r e l a t i n g  t o  crude oil in international trade i n  

order  (a> t o  assess t h e i r  economic meaning, (b) t o  i n t e r p r e t  t h e  

d i f f e r e n t  r o l e s  which  e a c h  c o n c e p t  a t t r i b u t e s  t o  t h e  p r i c e  i t  

d e f i n e s ,  and ( c )  t o  e s t a b l i s h  t h e  r e l a t i o n s h i p s  be tween  t h e s e  

v a r i o u s  p r i c e  notions.  

As t h e  i n t e r p r e t a t i o n  of a n  o i l  p r i c e  c o n c e p t  o f t e n  

depends  on t h e  c h a r a c t e r i s t i c s  of t h e  i n s t i t u t i o n a l  s y s t e m  

(markets and i n s t i t u t i o n a l  agen t s )  in which t h e  concept evo lved ,  

w e  s h a l l  make c o n s t a n t  r e f e r e n c e  t o  t h e  r e l e v a n t  h i s t o r i c a l  

developments,  without however p r o v i d i n g  a f u l l  h i s t o r i c a l  account. 

The m u l t i p l i c i t y  of p r i c e  concepts i s  o f t e n  a s s o c i a t e d  

w i t h  t h e  e x i s t e n c e  of t w o - t i e r  (and i n  some c a s e s  m u l t i - t i e r )  

p r i c i n g  systems. There were t i m e s  when OPEC had two r e f e r e n c e  
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p r i c e s  - a deemed and an  a c t u a l  m a r k e r ;  and most o f  t h e  t i m e  

c r u d e  o i l  i s  p u r c h a s e d  a t  b o t h  o f f i c i a l  and m a r k e t  p r i c e s .  

M u l t i - t i e r  p r i c i n g  is an  i m p o r t a n t  b u t  as y e t  l i t t l e  e x p l o r e d  

c h a r a c t e r i s t i c  of t h e  world petroleum market. 

This paper i s  a necessary p re l imina ry  for work on more 

s u b s t a n t i a l  pr ice  i s s u e s :  t h e  polit ico-economic q u e s t i o n  of how 

o i l  p r i c e s  a r e  d e t e r m i n e d ,  and t h e  s t a t i s t i c a l  q u e s t i o n  of how 

d i f f e r e n t  o i l  p r ice  series ( i n c l u d i n g  p r i c e  d i f f e r e n t i a l s )  r e l a t e  

t o  each other.  

5 



POSTED PBICES Bw) TAX-PAID COSTS 

The Old O i l  Concession System 

Before 1973 t h e  concepts of POSTED PRICES and TAX PAID 

COSTS were commonly used i n  r e l a t i o n  t o  t h e  l i f t i n g s  o f  o i l  

companies from o i l - e x p o r t i n g  coun t r i e s .  These concepts a r e  s t i l l  

a p p l i c a b l e  today i n  s p e c i f i c  and much narrower in s t ances .  

Posted Prices, i n  c e r t a i n  con tex t s ,  s t i l l  expres s  e x a c t l y  what 

t h e  words mean: t h e  p r i c e s  which a s e l l e r  o r  a buye r  makes 

p u b l i c  i n  some c o n v e n t i o n a l  way t o  g i v e  n o t i c e  t h a t  h e  i s  p r e -  

p a r e d  t o  a c c e p t  o r  to o f f e r  a c e r t a i n  sum for a b a r r e l  of c r u d e  

o i l  or a tonne of petroleum products. In some markets companies 

s t i l l  p o s t  t h e  p r i c e s  a t  w h i c h  t h e y  a r e  w i l l i n g  t o  s e l l  some 

r e f i n e d  product ;  and i n  t h e  US some r e f i n e r s  p o s t  t h e  p r i c e s  a t  

which they are w i l l i n g  t o  buy a b a r r e l  of crude o i l .  2 

In t h e  o l d  c o n c e s s i o n  s y s t e m  which  p r e v a i l e d  i n  t h e  

OPEC r e g i o n  u n t i l  t h e  e a r l y  1970s, posted pr ices  were i n i t i a l l y  

used t o  i n d i c a t e  a company’s s e l l i n g  pr ice .  The i n t r o d u c t i o n  of 

a f i s c a l  r e g i m e  i n v o l v i n g  a n  ad v a l o r e m  r o y a l t y  and a t a x  on 

n o t i o n a l  prof it per  b a r r e l  produced gave posted p r i c e s  another  

funct ion.  They were used f o r  t h e  c a l c u l a t i o n  of t h e s e  taxes .  No 

o the r  p r i c e  concept - such as SPOT PRICES o r  LONG-TERM CONTRACT 

P R I C E S  - w o u l d  h a v e  b e e n  s u i t a b l e .  A t  t h a t  t i m e  s p o t  
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t r a n s a c t i o n s  were few and f a r  between. These spa r se  t r a n s a c t i o n s  

were not w e 1  1 r e p o r t e d  and i t  wou ld  h a v e  b e e n  i m p o s s i b l e ,  w i t h  

a1 1 t h e  goodwil l  i n  t h e  world,  t o  e x t r a c t  from t h e  s p o t  market of 

t h e  1 9 5 0 s  and 1960s  t h e  numbers r e q u i r e d  f o r  t a x  p u r p o s e s .  

C o n t r a c t  p r i c e s  were n o t  p u b l i s h e d .  They were embedded i n  

c l a u s e s  of long-term t r a d e  agreements between major o i l  companies 

o r  be tween  ma jo r  o i l  companies  and t h i r d  p a r t i e s .  The o i l  

companies considered them a s  v e r y  i m p o r t a n t  commerc ia l  s e c r e t s  

t h a t  should not  be d i v u l g e d  les t  r i v a l s  used t h e  in fo rma t ion  t o  

d e v i s e  adve r sa ry  p r i c i n g  s t r a t e g i e s ;  and o i l - e x p o r t i n g  c o u n t r i e s  

were not  p a r t i c u l a r l y  keen t o  use c o n t r a c t  p r i c e s  i n  t a x  formulae 

because they knew t h a t  they were o f t e n  lower than posted p r i ces .  

There was no r e a l  op t ion  but  t o  use  posted p r i ces .  

The formulae designed t o  c a l c u l a t e  t h e  government t a k e  

p e r  b a r r e l  (TI are g i v e n  below. U n t i l  t h e  mid-1960s t h e  u n i t  t a x  

was c o n c e i v e d  a s  a s h a r e  of n o t i o n a l  p r o f i t  ( i e  t h e  d i f f e r e n c e  

between t h e  "p r i ce  of o i l "  and some e s t i m a t e  of t h e  a v e r a g e  c o s t s  

of p r o d u c t i o n ) .  R o y a l  t i e s  p a i d  by companies  unde r  c o n c e s s i o n  

a g r e e m e n t s  were  s e t  a g a i n s t  t h i s  t a x .  T h i s  means t h a t  t h e  t a x  

l i a b i l i t y  pe r  b a r r e l  was s i m p l y  t h e  p r o f i t  t a x :  

t h u s  T1 = (P - C I S  + Pr - P r  

o r  TI = (P - C I S  ( 1 )  

where  P i s  t h e  p o s t e d  p r i c e ,  C t h e  e s t i m a t e d  c o s t  of p r o d u c t i o n  

per  b a r r e l ,  s ( O < s C l )  t h e  t a x  r a t e  on n o t i o n a l  p r o f i t s ,  and 

r(O<r<l) t h e  r o y a l t y  r a t e .  

I n  1964, a f t e r  long and hard n e g o t i a t i o n s  OPEC reached 

a n  a r r a n g e m e n t  w i t h  o i l  compan ies  u n d e r  which  r o y a l t i e s  were  

( a )  t r e a t e d  a s  a c o s t  i n  c a l c u l a t i n g  the " p r o f i t "  t a x  and 
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(b) p a i d  i n  a d d i t i o n  t o  t h e  p r o f i t  tax. T h i s  a r r a n g e m e n t  known 

a s  t h e  e x p e n s i n g  of r o y a l t i e s  was OPEC’s f i r s t  b a r g a i n i n g  

achievement wi th  t h e  o i l  companies; 

t h u s  Tq = (P - C - P r ) s  + P r  

= (P - C I S  + Pr(1  - s) ( 2 )  

C l e a r l y  T2>TI s i n c e  s<l and Pr(l - s)>O. I n  f a c t  expensing means 

t h a t  a s h a r e  of t h e  r o y a l t y ,  Pr(l - SI, i s  p a i d  on t o p  of t h e  

p r o f i t  tax, (P - C I S .  Under t h e  c o n v e n t i o n a l  f i f t y - f i f t y  

a r r a n g e m e n t  which  p r e v a i l e d  i n  t h a t  p e r i o d ,  w e  had 

1 - s = s = 0.5. R a t h e r  a m u s i n g l y ,  t h i s  c h a n g e  meant t h a t  

compan ies  p a i d  i n  tax p e r  b a r r e l  h a l f  t h e  n o t i o n a l  p r o f i t  p l u s  

h a l f  the r o y a l t y .  The expensing of r o y a l t i e s  cou ld  be seen a s  a 

s t r a i g h t f o r w a r d  ex tens ion  of t h e  f i f t y l f i f t y  p r i n c i p l e  t o  p r i c e s ,  

c o s t s  and r o y a l t i e s .  It was f i f t y l f i f t y  throughout! 

C o n s i d e r  f o r m u l a  ( 2 )  a g a i n .  Wi th  s ( t h e  t a x  r a t e  o n  

n o t i o n a l  prof it) and r ( t h e  r o y a l t y  r a t e )  c o n v e n t i o n a l l y  f i x e d ,  

and w i t h  C t r e a t e d  v i r t u a l l y  as a c o n s t a n t ,  T s i m p l y  becomes a 

1 i n e a r  f unct  ion of P 

T2 = aP - b ( 3 )  

With a = s + r - rs (a>O) and b = C s  (b>O). 

Fur the r ,  C was s m a l l  r e l a t i v e  t o  P, t y p i c a l  v a l u e s  i n  t h e  1960s 

being $0.10 and $1.80 r e s p e c t i v e l y .  It f o l l o w s  t h a t  any change 

i n  P v i r t u a l l y  l eads  t o  a p r o p o r t i o n a l  change i n  per  b a r r e l  tax.  

Under t h i s  system one cou ld  s a y  t h a t  P f o r  a l l  p r a c t i c a l  purposes 

was an analogue of T. 

P r i c e s  used as  numbers i n  f i s c a l  f o r m u l a e  t e n d  t o  

become s o m e t h i n g  o t h e r  t h a n  p r i c e s .  Both  g o v e r n m e n t s  and 
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companies  became mesmer ised  by t h e  e f f e c t  o n  t h e  t a x  T of any 

movement i n  p r i c e s ,  w h e t h e r  caused  by t h e  no rma l  o p e r a t i o n s  o f  

market f o r c e s  or by some o u t s i d e  in t e r f e rence .  This  p o l a r i s a t i o n  

on T makes t h e  posted p r i c e  l e s s  r e s p o n s i v e  t o  t h e  usua l  f o r c e s  

of s u p p l y  and demand and to t h e  p e r c e p t i o n s  and bids of b u y e r s  

and s e l l e r s .  

The o i l - expor t ing  coun t r i e s  were i n  e f f e c t  t ax  fa rmers  

and  t h e  c o m p a n i e s  were  t a x  p a y e r s ,  a n d  t h i s  p a r t i c u l a r  

r e l a t i o n s h i p  provided t h e  framework of o i l  p r i c e  adminis t ra t ion .  

A t r a n s a c t i o n  p r i c e  s u b j e c t  t o  t h e  i n f l u e n c e  of marke t  forces 

would i n e v i t a b l y  g o  up and down, b u t  a p o s t e d  p r i c e ,  which  c a n  

o n l y  be changed t h r o u g h  b a r g a i n i n g  be tween  t a x  f a r m e r s  and t a x  

payers ,  may w e l l  remain f rozen  f o r  f a i r l y  long periods.  The t a x  

fa rmer ,  however keen on h ighe r  revenues ,  may n o t  be s t rong  enough 

t o  impose a r i s e  o n  t h e  r e l u c t a n t  t a x  p a y e r ;  and t h e  t a x  p a y e r ,  

g i v e n  a n  o p p o r t u n i t y  t o  b a r g a i n  for a l o w e r  "pos t ed  p r i c e "  m a y  

s t i l l  p r e f e r  t o  forego  t h e  b e n e f i t s  of reduced payments i n  o rde r  

t o  avoid  t h e  t a x  farmers' a n t a g o n i s t i c  r e a c t i o n s  i n  t h e  d i s t a n t ,  

y e t  i n secu re  fu tu re .  

This  is p r e c i s e l y  what happened during t h e  1960s. The 

o i l  companies took n o t e  of t h e  f a c t  t h a t  OPEC was e s t a b l i s h e d  i n  

a n g e r ,  i n  r e s p o n s e  to s u c c e s s i v e  r e d u c t i o n s  i n  p o s t e d  p r i c e s ,  

which a f f e c t e d  p a r i  passu t h e  government's per  b a r r e l  t ake ;  and 

t h o u g h  they  d i d  n o t  c o n s i d e r  OPEC t o  b e  a d a n g e r o u s  f o r c e  t h e y  

p r e f e r r e d  n o t  t o  p u s h  t h e i r  l u c k .  I1 n e  f a u t  pas t e n t e r  l e  

d i a b l e 1  To i g n o r e  r e q u e s t s  for upward r e v i s i o n s  of t h e  p o s t e d  

p r i c e s  i s  one th ing;  t o  b r i n g  the  pos ted  p r i c e  down i s  something 

e l s e .  The fo rmer  i s  a s i n  of o m i s s i o n  which  t h e  companies  were 
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p r e p a r e d  t o  commit, t h e  l a t t e r  a s i n  of commiss ion  wh ich  t h e y  

were not. But t h i s  r e s t r a i n t  was n o t  p u r e  v i r t u e .  The o i l  

companies ,  more p r e c i s e l y  o u r  " t a x  paye r s " ,  happened  t o  be 

m u l t i n a t i o n a l  co rpora t ions  w i t h  f i s c a l  l i a b i l i t i e s  i n  d i f f e r e n t  

coun t r i e s .  They enjoyed t h e  b e n e f i t s  of a 1  lowances f o r  double- 

t a x a t i o n  wh ich  e n a b l e d  them t o  t r e a t  payments  made to o i l -  

expor t ing  c o u n t r i e s  as t a x  c r e d i t  in t h e i r  own c o u n t r i e s  - namely 

t h e  USA and t h e  UK. To k e e p  p o s t e d  p r i c e s  f i x e d  when t h e i r  

s h o r t - t e r m  commerc ia l  i n s t i n c t s  s u g g e s t e d  t h e  n e e d  f o r  a c u t  

meant t h a t  they paid more t a x e s  t o  t h e  expor t ing  c o u n t r i e s  t han  

t h e y  would h a v e  done a t  t h e  l o w e r  p r i c e ;  b u t  t h i s  d i d  n o t  

n e c e s s a r i l y  mean a higher  worldwide t a x  1 i a b i l  i t y .  

The i r o n y  is t h a t  in t h e  l a t e  1950s t h e  ma jo r  o i l  

companies  t h e m s e l v e s  c r e a t e d  t h e  c o n d i t i o n s  c o n d u c i v e  t o  t h e  

formation of OPEC by t r y i n g  t o  expand t h i r d  p a r t y  sales  of t h e i r  

s u r p l u s  p r o d u c t i o n  by l o w e r i n g  p o s t e d  p r i c e s .  O f  c o u r s e ,  t h e y  

cou ld  have lowered t h e i r  c o n t r a c t  p r i c e s  t o  t h e  t h i r d  p a r t i e s  and 

l e f t  posted p r i c e s  ( t h e  b a s i s  f o r  computing producers' revenues)  

unchanged;  b u t  t h e y  d i d  n o t .  The o i l  company " c a r t e l "  p l a y e d  

c o m p e t i t i v e  m a r k e t  games and i n  d o i n g  s o  i t  l o s t  c o h e s i v e n e s s  

and, u n w i t t i n g l y ,  helped t h e  emergence of ano the r  " c a r t e l "  - i n  

f a c t ,  a d e f e n s i v e  a s s o c i a t i o n  of expor t ing  coun t r i e s .  

The main c o n s e q u e n c e  of t h i s  e p i s o d e  f o r  ou r  p r i c e  

s t o r y  i s  t h a t  t h e  weak l i n k  b e t w e e n  p o s t e d  and t h i r d  p a r t y  o r  

l ong- t e rm c o n t r a c t  p r i c e s  was f i n a l l y  severed. Throughout t h e  

1960s, posted p r i c e s  remained r i g i d l y  f i x e d  while o t h e r  p r i c e s ,  

a s  f a r  as  o n e  c a n  a s c e r t a i n ,  were s u b j e c t  t o  some movement. We 
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c a n  now see how p o s t e d  p r i c e s  c e a s e d  t o  p e r f o r m  a s  a l l o c a t i v e  

s i g n a l s .  D i s t r i b u t i o n a l  cons ide ra t ions ,  r e l a t e d  t o  t h e i r  sha r ing  

o u t  of t h e  o i l  r e n t  be tween  e x p o r t i n g  c o u n t r i e s  and compan ies ,  

and f i s c a l  c o n s i d e r a t i o n s ,  r e l a t e d  t o  t h e i r  r o l e  a s  t r a n s f e r  

p r i c e s  f o r  t a x  c r e d i t  p u r p o s e s ,  weighed h e a v i l y  i n  t h e i r  

d e t e r m i n a t i o n .  And t o  r e f e r  t o  d i s t r i b u t i o n  i s  to h i n t  a t  t h e  

importance of p o l i t i c a l  f a c t o r s .  

In t h e  o i l  w o r l d  of t h e  1 9 6 0 s  t h e  " d i s t r i b u t i o n a l "  

f u n c t i o n  of P s u p e r s e d e d ,  and a l m o s t  a b o l i s h e d  i t s  a 1  l o c a t i v e  

r o l e ;  t h e  t a x  farmer and t h e  t a x  payer occupied t h e  c e n t r e  of t h e  

s t a g e ;  t h e  buye r  and t h e  s e l l e r  w e r e  o n  t h e  same s i d e  of t h e  

market, merged i n t o  a s i n g l e  e n t i t y  - t h e  v e r t i c a l  l y - i n t e g r a t e d ,  

o l i g o p o l i s t i c  o i l  company. Oil-export ing c o u n t r i e s ,  s a v e  one or 

two, were c o n c e r n e d  p r i m a r i l y  w i t h  r e v e n u e s  ( d i s t r i b u t i o n )  and 

t h e i r  w o r r i e s  a b o u t  t h e  p r i c e  of t h e i r  d e p l e t a b l e  o i l  o f t e n  

stemmed from r e v e n u e  r a t h e r  t h a n  a l l o c a t i v e  ( w h e t h e r  c r o s s -  

s e c t i o n a l  o r  i n t e r t empora l )  c o n s i d e r a t  i ons .  The o i l  companies  

b e l i e v e d  t h a t  t h e  o n l y  a l l o c a t i v e  p r i c e  t h a t  mat tered was t h a t  of 

o i l  p r o d u c t s  i n  f i n a l  m a r k e t s  ( t h o u g h  t h i s  p r i c e  was i t s e l f  

d i s t o r t e d  by e x c i s e  t a x e s ,  imposed a t  v a r i o u s  r a t e s  and i n  

d i f f e r e n t i a l  w a y s  a c c o r d i n g  t o  p r o d u c t s  by t h e  o i l - c o n s u m i n g  

c o u n t r i e s ) .  T h e i r  v i e w s  a b o u t  a1  l o c a t i o n  were s t r o n g l y  

i n f l u e n c e d  by s h o r t - t e r m  c o n s i d e r a t i o n s  stemming from open  

cornpetit ion on t h e  main product markets and from l e s s  conspicious 

competi t ion on t h e  th i rd -pa r ty  market f o r  crude. 

To sum up. I n  t h e  1960s t h e  p o s t e d  p r i c e  c o n c e p t  

f i n a l l y  became a pure f i s c a l  concept. I n i t i a l l y  P, adminis tered 

by an  o l i g o p o l y  wi th  an  e y e  on t h e  market, was meant t o  determine 
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t h e  a c t u a l  v a l u e s  of T. P was t h e  prime-mover and t h e  u n i t - t a x  

r e v e n u e  of g o v e r n m e n t s ,  t h e  d e p e n d e n t  v a r i a b l e .  L a t e r  o n ,  o r  

more p r e c i s e l y  a s  soon as  OPEC was e s t a b l i s h e d ,  T became t h e  

determinant  of t h e  posted pr ice .  The need t o  keep T f i x e d  - t h e  

outcome of a ba rga in ing  s t a l e m a t e  - meant t h a t  P had t o  remain 

f i x e d .  And l a t e r ,  when governments bargained f o r  a h ighe r  T and 

ob ta ined  some s a t i s f a c t i o n ,  P had t o  be r a i s e d  accordingly.  I n  

s h o r t  T became t h e  pr ime-mover. 
T h i s  "f i s c a l i s a t i o n "  o f  t h e  p r i c e  was n o t  t h e  c a u s e  

b u t ,  r a t h e r ,  a r e v e a l i n g  symptom o f  t h e  s t a t e  of a f f a i r s  

p r e v a i l i n g  i n  t h e  1950s and 1960s. The r o o t s  and causes a r e  t o  

b e  f o u n d  i n  t h e  s t r u c t u r e  o f  t h e  i n d u s t r y ,  t h e  p e c u l i a r  

c h a r a c t e r i s t i c s  of o i l  as a commodity, and t h e  ba l ance  of power 

between h o s t  c o u n t r i e s ,  c o n c e s s i o n a i r e s  and t h e  powers b a c k i n g  

t h e  major oil companies. 

Tax-paid Cost. If p o s t e d  p r i c e s  t e l l  us n o t h i n g  a b o u t  m a r k e t s  

o u t s i d e  t h e  i n t e g r a t e d  i n d u s t r i a l  s t r u c t u r e  and nothing about  t h e  

c o s t  of crude w i t h i n  t h e  sys t em,  t h e  need for some o t h e r  concept 

n e c e s s a r i l y  a r i s e s .  Ana lys t s  wanting t o  a s s e s s  t h e  a c q u i s i t i o n  

c o s t  of crude for an  i n t e g r a t e d  company o p e r a t i n g  a concession or 

i n v o l v e d  i n  a j o i n t  v e n t u r e  i n  expor t ing  c o u n t r i e s  had r e c o u r s e  

t o  t h e  s i m p l e  a c c o u n t i n g  n o t i o n  of d i r e c t  o u t l a y s .  The 

concess iona i r e  spen t  C d o l l a r s  e x t r a c t i n g  and hand l ing  a b a r r e l  

of oil a s  f a r  as t h e  expor t  t e rmina l  i n  country A and then  pa id  T 

p e r  b a r r e l  t o  country A. The tax paid c o s t  per b a r r e l  t h e r e f o r e  

is 2 = C + T. R e f e r r i n g  t o  f o r m u l a e  (1) and ( 2 )  w e  h a v e :  

= TI 21 c = PS 4- c(1 - S )  ( 4) 
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and Z2 = T2 + C = Ps + ( C  + P r ) ( l  - s )  ( 5 )  

S i n c e  s is t h e  government 's  s h a r e  of n o t i o n a l  p r o f  i t s  and 1 - s 
i s  t h e  company's s h a r e ,  2 c a n  be i n t e r p r e t e d  as  t h e  sum of a 

government 's  s h a r e  of p r i c e s  and a company's s h a r e  o f  expenses .  

I f  s = 0.50, as was i n d e e d  t h e  c a s e  for a f a i r l y  l o n g  p e r i o d ,  Z 

becomes e q u i v a l e n t  t o  h a l f  t h e  n o t i o n a l  p r i c e  p l u s  h a l f  t h e  

expenses ( c o s t s  p l u s  r o y a l  t i e s ) .  This il l u s t r a t e s  i n  a graphic  

way t h e  n o n - p r i c e  n a t u r e  of t h e  t a x - p a i d  c o s t  c o n c e p t ;  i t  is 

t y p i c a l  of f ami1 iar accounting convent ions which say "assume t h a t  

you bear such o r  such p ropor t ion  of c e r t a i n  items" (read i n  t h i s  

context ,  t h e  p r i c e  t h a t  I am supposed t o  have paid and t h e  c o s t s  

of e x t r a c t i o n  and the r o y a l t i e s  t h a t  I have a c t u a l l y  incurred).  

Looked a t  i n  a d i f f e r e n t  w a y ,  Z t e l l s  us t h a t  t h e  c o n c e s s i o n -  

a i r e s ,  i n  c o m p e n s a t i o n  f o r  t h e i r  e x p l o r a t i o n ,  d e v e l o p m e n t  and 

product ion e f f o r t  acquired o i l  a t  h a l f  t h e  posted p r i c e  and were 

reimbursed h a l f  t h e i r  expenses. 

The a l t e r n a t i v e  a c c o u n t i n g  c o n c e p t  is t h e  TRANSFER 

PRICE which a v e r t i c a l l y  i n t e g r a t e d  company r e c o r d s  i n  i t s  books 

as t h e  deemed p r i c e  of a t r a n s a c t i o n  between s u b s i d i a r i e s .  But 

t r a n s f e r  pr ices  need not  r e f l e c t  economic p r i c e s  or a c q u i s i t i o n  

c o s t s ,  as they o f t e n  s i m p l y  r e f l e c t  t h e  accountant's ingenui ty  a t  

m i n i m i s i n g  t h e  w o r l d w i d e  t a x  l i a b i l i t y  of a company, t a k i n g  

advantage of complex l e g a l  s t i p u l a t i o n s  about t a x  c r e d i t s ,  f i s c a l  

a l lowances,  d o u b l e  t a x a t i o n  agreements and t h e  l i k e .  Cases where 

t r a n s f e r  p r i c e s  a r e  used w i t h i n  a v e r t i c a l l y  i n t e g r a t e d  s y s t e m  

f o r  a l l o c a t i v e  purposes do e x i s t  but  a r e  very rare indeed. 

Of c o u r s e ,  t h e  m e a n i n g f u l  economic c o n c e p t  i s  t h a t  of 
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OPPORTUNITY COST. I f  we ignore inter- temporal  f a c t o r s ,  this can 

be def ined a s  t h e  lowest p r i c e  a t  which a company can a c q u i r e  an 

i n c r e m e n t a l  b a r r e l  of o i l  f rom a n  a l t e r n a t i v e  s o u r c e .  I n  t h e  

world petroleum indus t ry  of t h e  1950s and 1960s t h e  a l t e r n a t i v e  

s o u r c e s  of s h i p m e n t s  from a c o n c e s s i o n  i n  t h e  OPEC r e g i o n  were  

(a) some o the r  concession i n  t h e  OPEC r eg ion ,  where t h e  same t a x  

r u l e s  a p p l i e d ,  ( b )  S o v i e t  e x p o r t s ,  ( c )  t h e  odd d i s t r e s s  c a r g o  

s o l d  o n  t h e  s p o t  m a r k e t  when an o i l  company had made some 

i r r e p a r a b l e  p l a n n i n g  e r r o r ,  o r  (d)  t h i r d  p a r t y  s a l e s .  A ma jo r  

o i l  company, s a v e  for t h e  odd p u r c h a s e  h e r e  and t h e r e ,  would  

n o r m a l l y  g e t  t h e  a d d i t i o n a l  b a r r e l  f rom i t s  own c o n c e s s i o n  (for a n  

o u t l a y  of 21, o r  f rom a s i s t e r  company o p e r a t i n g  a n o t h e r  

c o n c e s s i o n  ( f o r  a n  o u t l a y  of 2 + 5, where  6 i s  a t r a d i n g  marg in ) .  

I n  t h e  c a s e  of ma jo r  o i l  compan ies ,  2, b e i n g  t h e  

c h e a p e s t  a l t e r n a t i v e ,  c a n  be t a k e n  a s  a n  a p p r o x i m a t i o n  of t h e  

o p p o r t u n i t y  c o s t ;  and one  c a n  e a s i l y  u n d e r s t a n d  why a n a l y s t s  

u s e d  t a x - p a i d  c o s t  b o t h  t o  m e a s u r e  " a c c o u n t i n g "  a c q u i s i t i o n  

c o s t s ,  and t o  expres s  "economic" oppor tun i ty  cos t s .  However, one 

s h o u l d  r e c a l l  t h a t  " i n d e p e n d e n t "  companies  o p e r a t i n g  i n  L i b y a  

w e r e  a b l e  € o r  a s h o r t  w h i l e  t o  a c q u i r e  o i l  a t  a l o w e r  t a x - p a i d  

c o s t  t h a n  t h e  m a j o r s ,  b e c a u s e  t h e y  were a l l o w e d  to compute t h e  

t a x  on t h e  b a s i s  of  r e a l i s e d  i n s t e a d  o f  p o s t e d  p r i c e s .  

Elsewhere, some newcomers (eg ENI)  t r i e d  t o  break in and o b t a i n  

a c o n c e s s i o n  i n  r e g i o n s  domina ted  by t h e  m a j o r s  by o f f e r i n g  

h i g h e r  t a x  payments  p e r  b a r r e l .  F i n a l l y ,  t h o s e  r e f i n e r s  and  

companies  r e l y i n g  on t h i r d - p a r t y  c o n t r a c t s  f o r  t h e i r  c r u d e  

s u p p l i e s  would  u s u a l l y  h a v e  p a i d  s o m e t h i n g  a p p r o a c h i n g  t h e  

c o n t r a c t  p r i c e  f o r  t h e  incremental  b a r r e l  and w e  know t h a t  t h i s  
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p r i c e  was always h i g h e r  than Z. 

Thus t h e  opportuni ty  c o s t  of t h e  marginal b a r r e l  v a r i e d  

from one  t y p e  of company t o  a n o t h e r .  We s h o u l d  a l s o  n o t e  t h a t  

t h e  opportuni ty  c o s t  for t h e  owner of t h e  r e source  i s  something 

e l s e  a g a i n ,  b e c a u s e  d e p l e t a b i l i t y ,  wh ich  is of much g r e a t e r  

c o n c e r n  t o  t h e  owner t h a n  t h e  c o n c e s s i o n a i r e ,  i n t r o d u c e s  t h e  

problem of inter- temporal  a 1  l o c a t i o n .  A b a r r e l  of o i l  produced 

t o d a y  i s  an  o p p o r t u n i t y  f o r e g o n e  f o r  p r o d u c t i o n  a t  some f u t u r e  

da t e .  The o i l  company may ignore t h i s  a spec t  because u n c e r t a i n t y  

about t h e  f u t u r e  of t h e  concession i m p l i e s  a high d i s c o u n t  r a t e ;  

t h e  o i l  country may n o t  because i t s  concern about f u t u r e  economic 

development e n t a i l s  a low d i scoun t  r a t e .  Once t h e  inter- temporal  

d i m e n s i o n  i s  i n t r o d u c e d ,  t h e  o p p o r t u n i t y  c o s t  of o i l  c a n n o t  be 

d e f i n e d  by Z o r  by a n  a p p r o x i m a t i o n  o f  t h a t  number. Nor c a n  i t  

be defined f o r  t h a t  ma t t e r  by t h e  marginal  c o s t  of e x t r a c t i o n  C. 

Taken a t  f a c e  v a l u e  as an  a c t u a l  measure of a c q u i s i t i o n  

c o s t s  t h e  t a x - p a i d  c o s t  c o n c e p t  had i t s  use. It  c o u l d  b e  

compared wi th  o t h e r  p r i c e s  ( spo t  or c o n t r a c t )  which may have come 

i n t o  e x i s t e n c e  f rom t i m e  t o  t ime. It i s  worth n o t i n g  t h a t  t a x -  

p a i d  c o s t  u s u a l  l y  t u r n e d  out t o  be s m a l l e r  t h a n  p o s t e d  p r i c e s .  

This can be proved as follows: C + Pr<P when C<P(l - r ) .  Since 

C was of t h e  o r d e r  of 0.05 t o  0.1P and r f e l l  i n  t h e  r a n g e  of 

0.125-0.200, t h e  c o n d i t i o n  f o r  Z < P w a s  c o m f o r t a b l y  s a t i s f i e d .  

An o i l  company us ing  2 as t h e  t r a n s f e r  p r i c e  of crude w i t h i n  i t s  

v e r t i c a l l y  i n t e g r a t e d  c h a n n e l  wou ld  a t t r i b u t e  much s m a l  l e r  

p r o f i t s  t o  i t s  u p s t r e a m  o p e r a t i o n s  t h a n  i f  i t  u s e d  the p o s t e d  

p r i c e  P .  (In a s e n s e  b o t h  Z a n d  P a r e  a r b i t r a r y  w a y s  o f  
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d e t e r m i n i n g  t r a n s f e r  p r i c e s ,  b u t  accoun tan t s  could j u s t i f y  t h e  

u s e  of e i t h e r  on t h e  grounds t h a t  t h e s e  a r e  r e c o g n i s a b l e  

numbers). One can but assume t h a t  companies g e n e r a l l y  favoured 

t h e  p o s t e d  p r i c e  a s  i t  wou ld  be  d i f f i c u l t  o t h e r w i s e  t o  e x p l a i n  

t h e  companies’ v i ew t h a t  o i l  p r o f i t s  were made ups t ream.  The 

major o i l  companies du r ing  t h e  pre-1973 e r a  h e l d  t h i s  view with 

t h e  f a i t h  and f e r v o u r  r e s e r v e d  for dogmas. Of c o u r s e  t h e s e  

b e l i e f s  a r e  t e r r i b l y  mis leading ,  because t h e  i n t e r n a l  a t t r i b u t i o n  

of i n t e g r a t e d  p r o f  i t s  t o  u p s t r e a m  and downstream o p e r a t i o n s  is 

i n h e r e n t l y  a r b i t r a r y  when made t h r o u g h  t h e  d e v i c e  of a r b i t r a r y  

t r a n s f e r  p r i ces .  
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BUY 3ACK PRICES 

P a r t i c i p a t i o n  Agreements and the Demise 

of the Old Concession System 

T h i s  s t o r y  h a s  i t s  o r i g i n s  i n  t h e  l a t e  1 9 6 0 s  when 

g o v e r n m e n t s  of some OPEC member c o u n t r i e s  b e g a n  t o  c l a i m  a 

p a r t i c i p a t i o n  s h a r e  i n  t h e  o w n e r s h i p  of f i r m s  o p e r a t i n g  o i l  

c o n c e s s i o n s  - eg Aramco, K O C  e t c .  I n  t h o s e  d a y s ,  S a u d i  A r a b i a  

was l e a d i n g  t h e  demand f o r  government p a r t i c i p a t i o n ,  a f a c t  worth 

r e c a l l i n g  as an a n t i d o t e  to s i m p l i s t i c  but widespread views on 

t h e  moderation o r  m i l i t a n c y  of t h i s  or t h a t  OPEC country. 3 

I n i t i a l  l y ,  t h e  s o - c a l l e d  "moderate" OPEC c o u n t r i e s  

asked f o r  25 per  cent  p a r t i c i p a t i o n  r i s i n g  t o  51 p e r  cent  over a 

t e n  yea r  period. But p e r c e p t i v e  o b s e r v e r s  f e l t  t h a t  t h e  e v e n t u a l  

o b j e c t i v e  w a s  a 1 0 0  p e r  c e n t  t a r g e t ,  t h a t  i s  c o m p l e t e  

n a t i o n a l i s a t i o n  (with a p p r o p r i a t e  payments f o r  t h e  a c q u i s i t i o n  of 

t h e  o p e r a t o r ' s  a s s e t s ) .  I n  some i n s t a n c e s  p a r t i c i p a t i o n  

p r o c e e d e d  i n  s t e p s  f rom 25 t o  60 and t h e n  1 0 0  p e r  c e n t  e q u i t y  

ho ld ing ;  i n  o t h e r  cases  n a t i o n a l i s a t i o n  was e f f e c t e d  from t h e  

s t a r t .  Y e t  some companies  i n  N i g e r i a ,  L ibya  and t h e  UAE s t i l l  

ho ld  an e q u i t y  i n t e r e s t  i n  t h e  concessions today. 

P a r t i c i p a t i o n  g a v e  g o v e r n m e n t s  a s h a r e  i n  c u r r e n t  

product ion equa l  t o  t h e  p r o p o r t i o n  of t h e  equ i ty  he ld .  There was 
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no d i v i s i o n  of p r o f i t s ,  no d i s t r i b u t i o n  of d i v i d e n d s ,  but an  

apportionment of both output  and costs .  The s y s t e m  i s  ak in  t o  a 

farming p a r t n e r s h i p ,  where two farmers c u l t i v a t e  t o g e t h e r  a p l o t  

of l a n d  a n d  s h a r e  b o t h  c o s t s  a n d  p r o d u c e  i n  some a g r e e d  

proport  ion. 

P a r t i c i p a t i o n  l e d  t o  t h e  i n t r o d u c t i o n  of new p r i c e  

concepts. F i r s t ,  governments had t o  set  a p r i c e  f o r  t h e  s a l e  of 

t h e i r  own o i l  t o  p o t e n t i a l  t h i r d  p a r t y  buyers. Thus entered t h e  

n o t i o n  of a n  O F F I C I A L  or a GOVERNMENT SELLING PRICE (OSP o r  GSP 

i n  t h e  l i t e r a t u r e )  a b o u t  wh ich  much w i l l  b e  s a i d  i n  s u b s e q u e n t  

s e c t i o n s  of t h i s  paper. A t  t h e  beginning, t h e s e  governments' or 

n a t i o n a l  o i l  companies '  s a l e s  t o  t h i r d  p a r t i e s  ( s a v e  f o r  some 

b a r t e r  t r a d e  w i t h  Eas t e rn  Europe) were e i t h e r  n e g l i g i b l e  o r  non- 

e x i s t e n t ,  but t h e i r  s i g n i f i c a n c e  grew r a p i d l y  i n  t h e  second h a l f  

of t h e  1970s. Y e t  p a r t i c i p a t i o n  made them p o s s i b l e  i n  p r i n c i p l e ,  

h e n c e  t h e  need t o  d e f i n e  a s a l e s  p r i c e .  T h i s  was f i r s t  done on 

t h e  b a s i s  of p o s t i n g s  w i t h  GSP set  a t  0.93P. 

S e c o n d l y ,  g o v e r n m e n t s  found  i t  b o t h  c o n v e n i e n t  and 

n e c e s s a r y  t o  s e l l  t h e i r  own o i l  t o  t h e  v e r y  compan ies  which  

produced it on t h e i r  t e r r i t o r i e s .  The buy-back t r a n s a c t i o n s  were 

convenient  because o i l  d id  not  have t o  change hands; they were 

necessary because governments d id  n o t  at f i r s t  have t h e  marketing 

a g e n c i e s  r e q u i r e d  f o r  s e l l i n g  o i l  t o  o t h e r  c u s t o m e r s .  Thus 

g o v e r n m e n t s  mad e buy - b ac k a r  r ang  enten t s rnand a t or y and conceived 

them as an e s s e n t i a l  component of t h e  p a r t i c i p a t i o n  agreements. 

These buy-back p r o v i s i o n s  c a l l e d  f o r  t h e  i n t r o d u c t i o n  of a new 

p r i c e  concept; t hus  entered t h e  BUY-BACK PRICE. 
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A t  f i r s t  p a r t i c i p a t i o n  c a u s e d  some c h a o s  i n  t h e  o i l  

p r i c e  s t r u c t u r e .  T h e r e  was much c o n f u s i o n  and some d i s o r d e r  

t h r o u g h o u t  1974, and t h e  i n t e r p r e t a t i o n s  i n  t h e  l i t e r a t u r e  on 

t h a t  p e r i o d ,  d e s p i t e  I a n  Seymour's l u c i d  a c c o u n t  4 , a r e  as  

c o n f u s e d  a s  the s i t u a t i o n  d e s c r i b e d .  An o i l  company w i t h  

i n t e r e s t s  i n  a concession would a c q u i r e  some of i t s  o i l  a t  tax- 

p a i d  c o s t  ( s e e  a b o v e )  and t h e  r e m a i n d e r  a t  t h e  buy-back p r i c e .  

Governments ,  o r  t h e i r  n a t i o n a l  o i l  compan ies ,  would  s e l l  v e r y  

s m a l l  amounts a t  o f f i c i a l  p r i ces .  These were supposed t o  b e  f i x e d  

i n  c l o s e  r e l a t i o n s h i p  to t h e  p r i c e s  r e a l i s e d  by companies e i t h e r  

i n  t h e  narrow (but by 1974 economical ly  s i g n i f i c a n t )  s p o t  market 

o r  i n  t h e i r  s e c r e t i v e  (but by 1974 w e l l  sp i ed  upon) th i rd -pa r ty  

c o n t r a c t s .  

These r e a l i s e d  p r i c e s  could be i n t e r p r e t e d  a s  t h e  p r i c e  

at which  o i l  changed  hands i n  e x t e r n a l  m a r k e t s .  But i n  1 9 7 4  

r e a l i s a t i o n s  were much higher  than t a x  pa id  c o s t ,  and governments 

of OPEC c o u n t r i e s  n a t u r a l l y  became concerned about t h e  ve ry  l a r g e  

margin enjoyed by concessionaires .  Concessionaires  cou ld  ea s i ly  

a f f o r d  t o  compete w i t h  g o v e r n m e n t s  t r y i n g  t o  s e l l  t o  t h i r d  

p a r t i e s  a t  o f f i c i a l  p r i c e s  and t o  u n d e r c u t  t h e s e  p r i c e s  s i n c e  

they  had access  t o  cheaper o i l  from t h e  same source.  

The i n t e r e s t i n g  p o i n t  is t h a t  a concession s y s t e m  i n  a 

s l a c k  market cannot r e a l l y  co-exist  w i t h  d i r e c t  government s a l e s  

u n l e s s  t h e  a c q u i s i t i o n  c o s t  t o  t h e  c o n c e s s i o n a i r e  ( i n c l u d i n g  a 

m a r g i n  f o r  "normal" p r o f i t  on i t s  o p e r a t i o n )  i s  e q u a l  t o  t h e  

o f f i c i a l  s a l e s  p r i c e .  For t h e  s y s t e m  t o  work t a x - p a i d  c o s t  
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should be set  as f o l l o w s :  

2 = GSP - UI ( 6 )  

F u r t h e r ,  t h e  buy-back p r i c e  s h o u l d  be e q u a l  t o  GSP s i n c e  t h e  

c o n c e s s i o n a i r e  i n c u r s  no c o s t  of p r o d u c t i o n  on gove rnmen t  o i l .  

I n  p r a c t i c e ,  i f  a l l  gove rnmen t  o i l  i s  b o u g h t  back  t h e n  i t  is 

s i m p l e r  t o  s e t  t h e  buy-back p r i c e  a t  GSP - C and l e t  t h e  

o p e r a t i n g  company cover a l l  c o s t s .  

Thus, t h e  s i m p l e  e q u i l i b r i u m  c o n d i t i o n  i s  t h a t  t h e  

gove rnmen t  r e c e i v e s  GSP p e r  b a r r e l  of i t s  own e q u i t y  c r u d e  

(whether s o l d  t o  t h i r d  p a r t i e s  or t o  concess iona i r e s )  and GSP- 

( C + m )  p e r  b a r r e l  of company's e q u i t y  c rude .  The n e t  income p e r  

b a r r e l  f o r  t h e  government i n  a l l  cases  i s  GSP - (C+m) s i n c e  t h e  

government cove r s  t h e  c o s t  of product ion C of i t s  own crude and 

s i n c e  t h e  p r o f i t  margin m on government equ i ty  o i l  can be t r e a t e d  

a s  t h e  opportuni ty  c o s t  of i n v e s t e d  c a p i t a l .  

S i m i l a r l y ,  t h e  o i l  company w i l l  always a c q u i r e  o i l  a t  

GSP w h e t h e r  i t  o b t a i n s  i t  t h r o u g h  d i r e c t  s a l e s  (GSP),  buy-back 

arrangements (GSP - C + C> o r  through t h e  concession (T + C + m = 

2 + m = GSP). Here a g a i n  t h e  p r o f i t  m a r g i n  i s  t r e a t e d  as t h e  

oppor tun i ty  c o s t  of i n v e s t e d  c a p i t a l .  

There a re ,  however, some d i f f i c u l t i e s  r e l a t i n g  t o  t h i s  

p r o f i t  margin m. T h e o r e t i c a l l y ,  t h e  concept of normal p r o f i t  is 

a l w a y s  t r o u b l e s o m e  a s  i t  i n v o l v e s  a number of s i m p l i f y i n g  

a s s u m p t i o n s  which s e v e r e l y  r e s t r i c t  i t s  s i g n i f i c a n c e .  I n  

p r a c t i c e  i t  i s  d i f f i c u l t  t o  choose  a v a l u e  f o r  m on wh ich  

governments and companies can agree. There have  been cases  where 

compan ies  c l a i m e d  t h a t  t h e  m a r g i n  was t o t a l l y  i n a d e q u a t e  and 

backed t h e i r  c l a i m  by r educ ing  l i f t i n g s  of equ i ty  crude. In o t h e r  
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i n s t a n c e s  t h e  margin conceded by governments was t o o  l a rge .  When 

demand f o r  o i l  i s  s l a c k  governments a r e  often tempted t o  concede 

a h i g h e r  marg in ,  b u t  t h i s  is n o t  j u s t i f i a b l e  e c o n o m i c a l l y  ( i n  

terms of t h e  e q u a l i s a t i o n  p r i n c i p l e ) .  C l e a r l y ,  t h e  i n c r e a s e d  

m a r g i n  i s  t h i n l y  d i s g u i s e d  p r i c e  c u t t i n g  d e s t i n e d  t o  i n c r e a s e  

export  volumes on a dwindl ing o i l  market. 

I n  f a c t ,  t h e  c o n d i t i o n s  s t a t e d  a b o v e  f o r  t h e  

e q u a l i s a t i o n  of a c q u i s i t i o n  c o s t s  o n l y  h o l d  when t h e  market i s  i n  

e q u i l i b r i u m  ( n o  e x c e s s  s u p p l y  a t  t h e  g i v e n  p r i c e ) .  In a 

s i t u a t i o n  of excess  s u p p l i e s  t h e  equ i ty  margin should be set  a t  

z e r o  for companies  t o  be i n d i f f e r e n t  as t o  w h e t h e r  t h e y  l i f t  

t h e i r  own o r  government oil. The economic r a t i o n a l e  f o r  s e t t i n g  

m a t  z e r o  is t h a t  t h e r e  i s  no r e t u r n  on c a p i t a l  a t  t h e  m a r g i n  

when e x c e s s  c a p a c i t y  p r e v a i l s .  I f  t h e  m a r k e t  i s  s l a c k  and a 

p o s i t i v e  e q u i t y  m a r g i n  m i s  conceded ,  companies  w i l l  h a v e  a n  

i n c e n t i v e  t o  l i f t  t h e i r  e q u i t y  o i l  f i r s t ,  up t o  t h e  maximum 

a l l o w a b l e ,  and w i l l  t u r n  t o  o t h e r  s o u r c e s  o n l y  f o r  r e s i d u a l  

s u p p l i e s .  As ment ioned  e a r l i e r ,  and f o r  o b v i o u s  r e a s o n s ,  

g o v e r n m e n t s  t e n d  t o  do t h e  o p p o s i t e  when t h e  m a r k e t  i s  s l a c k ,  

r a i s i n g  t h e  e q u i t y  m a r g i n  conceded  t o  companies  i n s t e a d  o f  

lowering i t s  v a l u e .  

It took OPEC governments a yea r  o r  so ( t h e  b e s t  p a r t  of 

1974 through t o  t h e  beginning of 1975) t o  r a t i o n a l i s e  t h e  p r i c i n g  

system i n  terms of s imple  e q u i l i b r i u m  condi t ions.  I f  1974  is so 

c o n f u s i n g  f o r  t h e  p r i c e  a n a l y s t  i t  i s  b e c a u s e  g o v e r n m e n t s  

r e t a i n e d  t h e  cumbersome a r r a n g e m e n t s  i n v o l v i n g  p o s t e d  p r i c e s ,  

n o t i o n a l  p r o f i t  t a x e s  and r o y a l t i e s  f o r  company c r u d e ,  w h i l e  
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i n t roduc ing  GSPs and buy-back p r i c e s  f o r  t h e i r  own o i l .  During 

t h i s  t r a n s i t i o n  year  they g r a d u a l l y  t r i e d  t o  r a i s e  t a x e s  i n  o rde r  

t o  b r i n g  Z i n t o  e q u a l i t y  w i t h  GSP - m. 
S i n c e  Z = Ps + (C + P r ) ( l  - s ) ,  

and GSP = aP with O< c i < l  , 

t h e  a t t e m p t s  t o  make Z = GSP - m or  2 = aP - m would  i n v o l v e  

c h a n g e s  i n  t h e  r o y a l t y  r a t e  r ,  t h e  n o t i o n a l  p r o f i t :  t a x  r a t e  s ,  

t h e  p o s t e d  p r i c e  P o r  t h e  c o - e f f i c i e n t  a. Some g o v e r n m e n t s  

t r i e d  a l l  t hese  methods, and they n a t u r a l l y  m e t  r e s i s t a n c e  from 

t h e  companies. 

This approach t o  t h e  u n i f i c a t i o n  of t h e  p r i c e  s t r u c t u r e  

was clumsy enough. Some governments adopted a d i f f e r e n t ,  and no 

l e s s  c l u m s y ,  approach .  They t r i e d  t o  e q u a l i s e  t h e  a v e r a g e  

a c q u i s i t i o n  c o s t  of crude f o r  t h e  concess iona i r e  s o  t h a t  

( 1  - a12 + a B  = GSP - m ( 7 )  

where  B i s  t h e  buy-back p r i c e ,  and a t h e  government 's  o w n e r s h i p  

share.  This approach provided governments w i t h  a l a r g e r  number 

of i n s t r u m e n t s  t o  p l a y  w i t h .  When compan ies  t r i e d  t o  r e s i s t  a 

p roposa l  t o  r a i s e  r or s, Governments t h rea t ened  t o  r a i s e  t h e i r  

p a r t i c i p a t i o n  s h a r e  a from s a y  25 t o  60 per cent.  They were a l s o  

a b l e  to a l te r  t h e  buy-back p r i c e  B. 

The s i m p l e s t  s o l u t i o n ,  o f  c o u r s e ,  w a s  t o  a b o l i s h  a l l  

t h e  f i s c a l  parameters (P, r and s >  and to u n i f y  t h e  c o s t l p r i c i n g  

s y s t e m  a round  GSP, i n  ways which  conform t o  t h e  e q u i l i b r i u m  

c o n d i t i o n s  e x p r e s s e d  above .  T h i s  s t a r t e d  t o  happen  i n  1975. 

Government s a l e s  were  r u l e d  by GSPs and compan ies  w i t h  e q u i t y  

h o l d i n g  p a i d  t h e  gove rnmen t  f o r  e a c h  " e q u i t y  b a r r e l "  GSP l e s s  

c e r t a i n  c o s t  and p r o f i t  al lowances.  There were some except ions:  
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former concess iona i r e s  were sometimes a 1  lowed a "goodwill" margin 

o r  an over-generous s e r v i c e  charge. This  p l a c e d  some companies 

i n  a f a v o u r a b l e  p o s i t i o n  v i s - a -v i s  o the r  companies. Neverthe- 

l ess ,  posted p r i c e s ,  n o t i o n a l  prof i t  t a x  ra tes  and r o y a l t i e s ,  by 

and l a r g e ,  made t h e i r  e x i t  from most of t h e  OPEC r e g i o n  i n  1975, 

and GSPs took t h e  c e n t r e  of t h e  s tage.  

To conclude t h i s  s e c t i o n ,  it is worth commenting on t h e  

i m p l i c a t i o n s  of p a r t i c i p a t i o n .  There i s  no doubt t h a t  t h e  pa r t -  

i c i p a t i o n  c l a i m  i s  a t  t h e  o r i g i n  of t h e  s i g n i f i c a n t  s t r u c t u r a l  

c h a n g e s  wh ich  t r a n s f o r m e d  t h e  c r u d e  o i l  i n d u s t r y  i n  t h e  second  

h a l f  of t h e  1 9 7 0 s .  P a r t i c i p a t i o n  g a v e  t h e  g o v e r n m e n t s  of o i l -  

e x p o r t i n g  c o u n t r i e s  a c c e s s  t o  o i l ;  and though  t h e y  began  by 

shying away from d i r e c t  s a l e s ,  t a k i n g  r e fuge  i n  buy-back arrange- 

m e n t s ,  s o o n e r  o r  l a t e r  t h e y  were  bound t o  engage  i n  t r a d e  w i t h  

t h i r d  p a r t i e s .  P a r t i c i p a t i o n  h e r a l d e d  a new p h a s e  i n  t h e  d i s -  

i n t e g r a t i o n  of t h e  i n t e r n a t i o n a l  o i l  i n d u s t r y ,  and i t  c e r t a i n l y  

s i g n i f i c a n t l y  r e d u c e d  t h e  d e g r e e  of market  concentrat ion.  One 

c o u l d  a l m o s t  s a y ,  t o n g u e  i n  c h e e k ,  t h a t  t h r o u g h  p a r t i c i p a t i o n  

OPEC helped i n  t h e  emergence of a proper world market f o r  crude 

o i l .  The o t h e r  f a c t o r ,  of c o u r s e ,  i s  t h e  g r o w t h  o f  non-OPEC 

e x p o r t s  i n  t h e  'Late  1 9 7 0 s  which  r e s u l t e d  from e x p l o r a t i o n  and 

development d e c i s i o n s  made s e v e r a l  years before .  

P a r t i c i p a t i o n  would a 1  so have caused t h a t  r e v o l u t i o n  i n  

t h e  o i l  p r i c i n g  system which r e p l a c e d  t h e  b i l 8 t e r a 1  (government 

and company) de t e rmina t ion  of posted p r i c e s  w i t h  the u n i l a t e r a l  

(gove rnmen t  a 1 o n e )  d e  t e r r n i n a t  i o n  of o f f i c i a l  p r  ices.  Had 

governments had t h e  t i m e  be fo re  October 1973 t o  g e t  t hemse lves  
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i n t o  t h e  h a b i t  of f i x i n g  a p r i c e  f o r  d i r e c t  s a l e s  of t h e i r  crude,  

they would have ceased t o  t o l e r a t e  b i l a t e r a l  nego t i a t ions  on the 

posted price. But p a r t i c i p a t i o n  came t o o  late and t h e  e v e n t s  of 

O c t o b e r  1973  p r e c i p i t a t e d  changes in t h e  p r i c i n g  system which 

p a r t i c i p a t i o n  would have b r o u g h t  a b o u t  i n  any c a s e  a year  o r  

e igh teen  months l a t e r .  

Many were i r r i t a t e d  by t h e  demands f o r  p a r t i c i p a t i o n  

made i n  the late 1960s but  few underetood t h e i r  imp l i ca t ion  f o r  

the s t r u c t u r e  of t h e  indus t ry ,  A s  nobody b e l i e v e d  t h a t  t h e  o i l -  

expor t ing  coun t r i e s  would r e a l l y  t r y  t o  menage t h e i r  pe t ro leum 

indus t ry  by themselves ,  p a r t i c i p a t i o n  was seen  almost  exclusively 

in terms of ownership, and i t s  impact on the i n d u s t r i a l  s t r u c t u r e  

was discounted. 

In any case,  the o i l  price r e v o l u t i o n  of 1973 c a s t  its 

ahadow over everything and a t t r a c t e d  a l l  the a t t e n t i o n .  It wa5 

i ndeed  a major  t u r n i n g  po in t .  Y e t  t h e  h i s t o r i a n  may now 

recognize t h a t  some of the seeds of long- t e rm and p e r h a p s  

i r r e v e r s i b l e  changes bad a l ready  been p l a n t e d  some years before: 

n a t i o n a l i s a t i o a s ,  demands for  p a r t i c i p a t i o n  and a search for new 

o i l  i n  OECD coun t r i e s  p a r t l y  induced by growing unce r t a in ty  about 

t h e  f u t u r e  of c o n c e s s i o n e .  P r i c e 8  go up and  down but the 

s t r u c t u r a l  t ransformat ion  of the indus t ry ,  a less v o l a t i l e  and 

meire s i g n i f i c a n t  phenomenon, is t h e r e  t o  s t a y  €or  8 long  while. 
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OPEC PRICES 

The Post-1973 O i l  World 

Introduction. There seems t o  be a fundamental p r i c i n g  dichotomy 

i n  t h e  w o r l d  p e t r o l e u m  m a r k e t  of t h e  l a t e  1 9 7 0 s l e a r l y  1980s .  

Most a n a l y s t s  and commenta tors  r e f  e r  t o  two d i s t i n c t  s e t s  of 

p r i c e s :  t hose  de f ined  by OPEC and those which emerge i n  v a r i o u s  

m a r k e t s .  We s h a l l  s e e  t h a t  t h e  s i t u a t i o n  is more complex  t h a n  

t h a t ,  i n v o l v i n g  a l a r g e r  number of p r i c e  s e t s ,  much i n t e r -  

dependence and s t rong  r e  1 a t  ionsh i p  s. 

OPEC p r i c e s  a r e  t h e  GSPs of member c o u n t r i e s .  O t h e r  

o i l - e x p o r t i n g  c o u n t r i e s  a l s o  h a v e  t h e i r  own o f f i c i a l  p r i c e s ,  

which r e l a t e  i n  some ways t o  OPEC p r i c e s  w h i l e  remaining f a i r l y  

r e s p o n s i v e  t o  market fo rces .  I t  i s  s e n s i b l e ,  t h e r e f o r e ,  to t r e a t  

t h e  o f f i c i a l  o r  t e r m  p r i c e s  of non-OPEC e x p o r t e r s  a s  a d i s t i n c t  

se t .  

Marke t  p r i c e s  a r e  d e t e r m i n e d  i n  t h e  v a r i o u s  p l a c e s  

where o i l  i s  t r ansac ted .  For many y e a r s ,  u n t i l  1979, t h e r e  was a 

s i g n i f i c a n t  t h i r d - p a r t y  m a r k e t  where  t h e  m a j o r s  s u p p l i e d  

independent r e f i n e r s  w i th  c r u d e  o i l  unde r  l o n g - t e r m  c o n t r a c t s .  

Today t h e r e  i s  much t r a d i n g  be tween  compan ies  on s h o r t - t e r m  

c o n t r a c t s  o r  o n  t h e  spot m a r k e t  for c r u d e .  T h e r e  a r e  

t r a n s a c t i o n s  o r i g i n a t i n g  i n  o i l - e x p o r t i n g  c o u n t r i e s  i n v o l v i n g  

premiums o r  d i s c o u n t s ,  b a r t e r  a r r a n g e m e n t s  o r  some s p e c i a l  

25 



concessions. In a l l  t hese  cases  t h e  p r i c e  a t  which o i l  changes 

hands i s  g e n e r a l l y  d i f f e r e n t  from GSPs. F i n a l l y ,  f u t u r e s  markets 

f o r  c r u d e s  a r e  now b e i n g  e s t a b l i s h e d  i n  N e w  York, Chicago  and 

London, a d e v e l o p m e n t  l i k e l y  t o  i n t r o d u c e  new f a c t o r s  t o  t h e  

de t e rmina t ion  of o i l  prices. 

T h e r e  a r e  d i f f e r e n t  GSPs b e c a u s e  t h e r e  is a wide  

v a r i e t y  of c r u d e s ,  e a c h  w i t h  s p e c i f i c  p h y s i c a l ,  c h e m i c a l  and 

l o c a t i o n a l  c h a r a c t e r i s t i c s ,  and b e c a u s e  e x p o r t i n g  c o u n t r i e s  

sometimes d i f f e r  i n  t h e i r  methods of p r i c e  admin i s t r a t ion .  There 

are d i f f e r e n t  market p r i c e s ,  because of crude d i f f e r e n t i a t i o n  and 

b e c a u s e  m a r k e t s  v a r y  i n  t h e i r  s t r u c t u r e  and f u n c t i o n s .  I n  a l l  

c a s e s  t h e  r e f e r e n c e  t o  an OPEC o r  t o  a m a r k e t  p r i c e  is a t  w o r s t  

d a n g e r o u s l y  m i s l e a d i n g ,  and a t  best t o o  g e n e r a l  t o  b e  of g r e a t  

i n t e r e s t .  A more r e w a r d i n g  a p p r o a c h  r ecogn izes  t h i s  d i v e r s i t y  

and s e e k s  t o  i d e n t i f y  i m p o r t a n t  r e l a t i o n s h i p s  be tween  v a r i o u s  

p r i c e  concepts. 

The Marker Price. L e t  us now t u r n  t o  t h e  ma in  s u b j e c t  of t h i s  

s e c t i o n ,  OPEC p r i c e s .  We may l o o k  a t  them a s  a s u b s e t  of a l l  

G S P s  (OPEC and n o n - O P E C ) ,  o r  as a g r o u p  of t h e i r  own which  in 

t u r n  may be d i v i d e d  i n t o  two subsets .  The f i r s t  subset c o n s i s t s  

of a s i n g l e  p r i c e ,  t h a t  of the OPEC marke r  c r u d e  w h i c h  u s u a l  l y  

p r o v i d e s  a r e f e r e n c e  t o  t h e  w h o l e  p r i c e  s t r u c t u r e .  The second  

subse t  i n c l u d e s  a1 1 o the r  OPEC G S P S . ~  

Thus, t h e  c o n c e p t  t o  be d e f i n e d  h e r e  i s  t h a t  of t h e  

MARKER o r  t h e  REFERENCE P R I C E ,  w h i c h  i s  t h e  p r i c e  of A r a b i a n  

L i g h t  34OAPI as  d e t e r m i n e d  by OPEC. The f a c t  t h a t  t h e  OPEC 
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m a r k e r  i s  a c r u d e  a c t u a l l y  p r o d u c e d  a n d  t r a d e d  i n  v e r y  

s i g n i f i c a n t  amounts by a member c o u n t r y  - S a u d i  A r a b i a  - h a s  

c l e a r  advantages because i t  p rov ides  t h e  p r i c i n g  sys t em with a 

r e a l  standard.  I n e v i t a b l y  t h i s  a l s o  g i v e s  rise t o  complications.  

To i l l u s t r a t e ,  l e t  us no te  t h a t  t h e  de t e rmina t ion  of t h e  marker 

p r i c e  b r i n g s  i n t o  p l a y  two concepts of s o v e r e i g n t y :  

- t h a t  of OPEC, which must adminster and be seen  t o  admin i s t e r  

what i n  e f f e c t  i s  t h e  only OPEC p r i c e ;  

- and that of S a u d i  A r a b i a ,  which  must e x e r c i s e  and be s e e n  t o  

e x e r c i s e  f u l l  s o v e r e i g n t y  o v e r  t h e  p r i c e  of its most v a l u a b l e  

n a t u r a l  r e source ,  crude o i l ,  a v a r i e t y  of which a l s o  happens t o  

be OPEC's marker crude. 

There a r e  i n s t a n c e s  when OPEC c o l l e c t i v e l y ,  and Saudi 

A r a b i a  as  a s o v e r e i g n  member, a g r e e s  o n  a p r i c e  f o r  A r a b i a n  

L i g h t .  Even  t h e n  t h e  n e g o t i a t i o n s  and b a r g a i n i n g  be tween  OPEC 

member c o u n t r i e s  o v e r  what  t h e  p r i c e  s h o u l d  b e  may i n v o l v e  

complex  t w i s t s  and t u r n s  and s u b t l e  manoeuvres .  S a u d i  A r a b i a  

o f t e n  n e e d s  t o  make i t  c l e a r  - e i t h e r  by i n i t i a t i n g  t h e  f i n a l  

d e c i s i o n  o r  by d i s s e n t i n g  w i t h  any c o n s e n s u s  wh ich  may h a v e  

developed o u t s i d e  i t s  i n i t i a t i v e  - t h a t  t h e  OPEC d e c i s i o n  on t h e  

marker  p r i c e  i s  n o t h i n g  b u t  its own autonomous  d e c i s i o n  on t h e  

p r i c e  of i t s  o i l .  

But in o t h e r  i n s t a n c e s  S a u d i  A r a b i a  and t h e  r e s t  of 

OPEC h a v e  g e n u i n e l y  d i s a g r e e d  o v e r  t h e  m a r k e r  p r i c e .  T h i s  

h a p p e n e d  a s  e a r l y  a s  D e c e m b e r  1 9 7 3  a n d  as r e c e n t l y  a s  

J a n u a r y l M a r c h  1 9 8 3 .  S o m e t i m e s  a c o m p r o m i s e  is r e a c h e d .  

Sometimes - n o t a b l y  a t  Doha i n  December 1 9 7 6  and at t h e  

C o n f e r e n c e  of O i l  M i n i s t e r s ' m e e t i n g s  i n  1 9 7 9 ,  1980 and u n t i l  
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September 1981 - t h e  disagreements have  l e d  t o  t h e  emergence of a 

dual O P E C  p r i c e  r e f e r e n c e  s t r u c t u r e .  On t h e s e  o c c a s i o n s  OPEC 

i n s i s t e d  on f i x i n g  i t s  p r i c e  f o r  t h e  marker a t  a c e r t a i n  l e v e l ,  

and Saudi Arabia on f i x i n g  i t s  own GSPs f o r  Arabian Light  34OAPI 

a t  a l o w e r  l e v e l .  Thus e n t e r e d  t h e  t r o u b l e s o m e  c o n c e p t  of t h e  

DEEMED MARKER PRICE ( f ixed  by OPEC) t o  be d i s t i n g u i s h e d  from t h e  

ACTUAL MARKER PRICE ( f ixed  by Saudi Arabia). 

No t r a n s a c t i o n  t a k e s  p l a c e  a t  t h e  deemed marker pr ice .  

Its main o p e r a t i o n a l  purpose is t o  s e r v e  as a r e f e r e n c e  f o r  t h e  

p r i c i n g  of o t h e r  OPEC crudes. I n  ea r ly  1 9 7 7  and i n  1979-81, when 

t h e  d u a l  p r i c e  r e f e r e n c e  s y s t e m  p r e v a i l e d ,  t h e  a c t u a l  marker was 

s e t  be low i t s  deemed p r i c e .  The economic  c o n s e q u e n c e s  o f  t h i s  

s t a t e  of a f f a i r s  are f a m i l i a r :  

(1) I n  a s l a c k  market, a s h i f t  i n  market sha res  in f a v o u r  of t h e  

low-price s u p p l i e r  w i l l  occur. I n  a t i g h t  market no s h i f t  w i l l  

o b t a i n  i f  e v e r y  p r o d u c e r  happens  t o  o p e r a t e  a t  f u l l  c a p a c i t y .  

But t h i s  i s  ra re ly  t h e  case. I n  1979-80 Saudi Arabia l e t  i t s  o i l  

o u t p u t  r i s e  from t h e  8.5mbd a l l o w a b l e  t o  a much h i g h e r  l e v e l .  

Its market sha re  increased.  

( 2 )  I n  a s l a c k  m a r k e t  c o u n t r i e s  wh ich  f o l l o w  t h e  deemed marke r  

p r i c i n g  r u l e s  may l o s e  c u r r e n t  r e v e n u e s .  But t h i s  is n o t  a 

n e c e s s a r y  outcome. Revenue  l o s s e s  o n l y  t a k e  p l a c e  i f  t h e  

percentage r e d u c t i o n  in expor t s  exceeds t h e  percentage d i f f e r e n c e  

be tween  deemed marker  and a c t u a l  marke r  p r i c e s .  E v e n  t h e n  t h e  

economic l o s s e s  may be  s m a l l e r  than  apparent  because o i l  t h a t  i s  

not e x t r a c t e d  t o d a y  r e m a i n s  a v a i l a b l e  f o r  f u t u r e  use .  The 
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p r e s e n t  v a l u e  of d e f e r r e d  output ,  however small ,  i s  l i k e l y  t o  be 

g r e a t e r  t h a n  z e r o .  The s e r i o u s  p r o b l e m  f a c e d  by h i g h - p r i c e  

p r o d u c e r s  i s  n o t  s o  much t h e  immedia te  loss of r e v e n u e  a s  t h e  

l o n g - t e r m  loss of commerc ia l  g o o d w i l l  o n  t h e  p a r t  o f  t h e i r  

customers. 

( 3 )  I n  a t i g h t  m a r k e t  - as i n  1979 and e a r l y  1980 - t h e  d u a l  

p r i c e  r e f e r e n c e  s y s t e m  i n f l i c t s  a revenue  l o s s  on the low-price 

producer e q u i v a l e n t  t o  t h e  f u l l  p r i c e  gap pe r  b a r r e l  so ld .  Low 

p r i c e s  do  n o t  induce i n c r e a s e s  i n  product ion  because c a p a c i t y  (as 

d e t e r m i n e d  p h y s i c a l l y  o r  p o l i t i c a l l y )  is i n  any case f u l l y  

u t i l i s e d .  

(4) The d u a l  r e f e r e n c e  p r i c e  s y s t e m  transfers income t o  buyers  

w i t h  a b u i l t - i n  access  t o  t h e  low-price sou rce  (eg t o  Aramco i n  

1979-80). I t  e n c o u r a g e s  c o r r u p t i o n  because the se1 ler's agents 

are n a t u r a l l y  tempted t o  a p p r o p r i a t e  f o r  themselves  p a r t  of the  

d i f f e r e n c e  be tween h i g h  and low p r i c e .  They w i l l  somet imes  

a c c e p t  commissions,  t h e  p o l i t e  t e r m  f o r  b r i b e s .  The d i s t r i -  

b u t i o n a l  impact of t h e  d u a l  p r i c e  r e f e r e n c e  s y s t e m  i n  o i l  is b o t h  

s i g n i f i c a n t  and widespread; once i n  e x i s t e n c e  i t  n u r t u r e s  power- 

f u l  groups wi th  a strong v e s t e d  i n t e r e s t  i n  i t s  perpetuat ion.  

( 5 )  I n  a s l a c k  m a r k e t ,  t h e  d u a l  s y s t e m  e n c o u r a g e s  b u y e r s  w i t h  

a c c e s s  t o  l o w - p r i c e  s o u r c e s  t o  a c c u m u l a t e  i n v e n t o r i e s .  They 

s p e c u l a t e  t h a t  t h e  e v e n t u a l  compromise w i t h i n  OPEC between t h o s e  

who a d v o c a t e  high p r i c e s  and those who f a v o u r  low p r i c e s  w i l l  be 

s t u c k  somewhere halfway. A 1  1 depends, of course,  on t h e  magnitude 

of the p r i c e  r i se ,  the r a t e  of interest ,  t h e  c o s t  of s t o r a g e  and 
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t h e  per iod  of waiting. 

Dual p r i c e  r e f e r e n c e  s y s t e m s  t e n d  t o  be  r e g a r d e d  a s  

abnormal, h i g h l y  u n d e s i r a b l e  and dangerously d i s t o r t i n g  by OPEC 

member c o u n t r i e s .  They make nonsense  of OPEC’s c l a i m  of b e i n g  

a b l e  t o  a c h i e v e  an  o r d e r l y  a d m i n i s t r a t i o n  of o i l  p r i c e s  i n  

i n t e r n a t i o n a l  t rade .  Their  d i s t r i b u t i o n a l  impact i s  troublesome 

and c a u s e s  s t r a i n s .  They seem t o  be  a s  much d i s l i k e d  by t h o s e  

who may t e m p o r a r i l y  b e n e f i t  f rom them as  t h e y  a r e  by t h o s e  who 

happen  t o  be  a d v e r s e l y  a f f e c t e d .  As soon a s  a d u a l  p r i c e  

r e f e r e n c e  s y s t e m  emerges,  a t t e m p t s  a r e  made t o  r e - e s t a b l i s h  a 

u n i f i e d  p r i c e  s t r u c t u r e .  I n  197 7 r e - u n i f  i c a  t i o n  was a c h i e v e d  

f a i r l y  q u i c k l y  ( w i t h i n  f i v e  o r  six months o f  t h e  famous Doha 

m e e t i n g )  b e c a u s e  t h e  l e a d e r s  of t h e  two o p p o s i n g  camps, S a u d i  

Arabia and I r a n ,  had good p o l i t i c a l  r easons  t o  compromise. The 

Doha p r i c i n g  d i s p u t e  d i d  n o t  l e a v e  deep s c a r s  on OPEC because t h e  

d i s p u t e  was s h o r t - l i v e d  and t h e  s t a k e s ,  amoun t ing  t o  some 7 0  

cen t s  per  b a r r e l ,  were s m a l  I. 

In 1981 r e - u n i f i c a t i o n  proved much ha rde r  t o  achieve.  

The o i l  p r i c e  s t r u c t u r e  had  l o s t  a l l  s e m b l a n c e  of o r d e r  s i n c e  

e a r l y  1979, and t h e  r i f t  between those  c o u n t r i e s  committed t o  t h e  

deemed marker p r i c e  and Saudi Arabia  which used a lower r e f e r e n c e  

p r i c e ,  w a s  s e v e r e .  The h i g h - p r i c e  e x p o r t e r s  w e r e  r e l u c t a n t  t o  

r e t r e a t  b e c a u s e  a l ower  p r i c e  would  h a v e  r e s u l t e d  i n  l o w e r  

r e v e n u e  p e r  b a r r e l .  As demand f o r  o i l  had a l r e a d y  begun t o  

d e c l i n e  t h e y  f e a r e d  t h a t  t o t a l  r e v e n u e s  w o u l d  s u f f e r  f rom t h e  

compound e f f e c t  of d e p r e s s e d  demand and p r i c e  r e u n i f i c a t i o n  a t  

t h e  l o w e r  pr ice .  6 . They a r g u e d  a g a i n s t  a compromise on t h e  

grounds t h a t  o f f i c i a l  p r i c e s  should never  be reduced. This is, 
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of course,  a f a l l a c y  when a p p l i e d  t o  o f f i c i a l  p r i c e s  o t h e r  t han  

t h e  marker. 7 

S a u d i  A r a b i a  was u n u s u a l  l y  heavy-handed d u r i n g  t h i s  

e p i s o d e .  W h e t h e r  i t s  p o l i c i e s  w e r e  a r e a c t i o n  t o  t h e  

s tubbornness  of t h e  o t h e r  group or a f a c t o r  c o n t r i b u t i n g  t o  t h i s  

s t u b b o r n n e s s  i s  a m a t t e r  of  f i n e  judgement  i n  which  many 

s u b j e c t i v e  elements  may en ter .  It a l l  ended ve ry  p a i n f u l l y  and 

v e r y  s l o w l y  i n  O c t o b e r  1981, i n  a n  u n s a t i s f a c t o r y  compromise. 

The a c t u a l  marker  p r i c e  was r a i s e d  by $ 2  and t h e  deemed marke r  

p r i c e  reduced by an equa l  amount. The f i f t y f f i f t y  c r i t e r i o n  has  

c l e a r l y  had more t h a n  one a p p l i c a t i o n  i n  the long h i s t o r y  of t h e  

o i l  industry!  

OPEC Price Differentials. The s e c o n d  s u b s e t  of OPEC p r i c e s  

i n c l u d e s  a l l  GSPs o t h e r  t h a n  t h e  marker .  Crudes d i f f e r  i n  

q u a l i t y  ( s u l p h u r  c o n t e n t ,  g r a v i t y ,  e t c )  and i n  t h e  d i s t a n c e  

between export  p o i n t s  and main markets. Crudes may have  s i m i l a r  

p r o p e r t i e s  but are  never i d e n t i c a l ,  and t h e s e  s 1 i g h t  l y  imperfect  

s u b s t i t u t e s  n a t u r a l l y  tend t o  f e t c h  d i f f e r e n t  p r i ces .  

I n  a market f r e e  of s t r o n g  i n s t i t u t i o n a l  i n t e r f e r e n c e  

t h e  p r i c e  of  e v e r y  c r u d e  would depend on own s u p p l y  and demand 

cond i t ions ;  and because of s u b s t i t u t a b i l i t y  t h e  demand f o r  each 

c r u d e  would b e  s t r o n g l y  i n f l u e n c e d  by t h e  w h o l e  a r r a y  o f  c r u d e  

p r i c e s .  Thus r e l a t i v e  p r i c e s  a r e  determined s imul taneous ly  by 

the  demand and supply equa t ions  of a l l  v a r i e t i e s .  

This simp 1 e re-s ta tement  of b a s i c  economic p r o p o s i t i o n s  

does no t  throw enough l i g h t  on methods of p r i c e  a d m i n i s t r a t i o n  

a p p r o p r i a t e  t o  a s y s t e m  where OPEC and o t h e r  o i l - e x p o r t i n g  
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c o u n t r i e s  e x e r c i s e  a s i g n i f i c a n t  i n f luence .  What method could 

t h e s e  c o u n t r i e s  a d o p t  t o  f i x  GSPs f o r  t h e i r  c r u d e s  ( o t h e r  t h a n  

t h e  marke r )  and o b t a i n  c o n s i s t e n t  r e l a t i v e  p r i c e s ?  D e s p i t e  

c o s t l y  experiments the  t e c h n o c r a t i c  answer, which i s  t o  b u i l d  a 

model t h a t  s imula t e s  t h e  market,  has f a i l e d  t o  p rov ide  any u s e f u l  

r e s u l t .  

Much of t h e  l i t e r a t u r e  t r e a t s  t h e  i s s u e  of d i f f e r e n -  

t i a l s  i n  terms which seem t o  imply t h e  f o l l o w i n g  model. Assume 

t h a t  t h e  oil market is a b i t  s l a c k ,  which is a way  of saying t h a t  

b u y e r s  of c r u d e  o i l  h a v e  some f reedom a t  t h e  marg in  t o  shop  

around and make choices. Assume t h a t  the  buyer of crude o i l  i s  a 

r e f  i n e r  ope ra t ing  a p l a n t  w i t h  g iven  t e c h n i c a l  c h a r a c t e r i s t i c s ,  

and t h a t  t h i s  buye r  i s  i n d i f f e r e n t  as t o  w h e t h e r  h e  a c q u i r e s  a 

b a r r e l  of crude X o r  a b a r r e l  of crude Y when he  d e r i v e s  the  same 

n e t  i n c o m e  f r o m  p r o c e s s i n g  e i t h e r  v a r i e t y .  The PRICE 

DIFFERENTIAL between X and Y should t h e r e f o r e  correspond t o  t h e  

d i f f e r e n c e  between p e r  b a r r e l  p rocess ing  r evenues  ad jus t ed  f o r  

d i f f e r e n c e s  i n  c o s t s  o the r  than  t h e  f.o.b. p r i c e  of crude. 

- pY L e t  Px and P 

t h e  p r i c e  d i f f e r e n t i a l ,  

be  t h e  p r i c e s  of c r u d e s  X and Y ,  and P, 
Y 

iY L e t  P i  be  t h e  p r i c e  of p e t r o l e u m  p r o d u c t  i ,  and w i x  and w 

t h e  w e i g h t s  of p r o d u c t  i i n  t h e  r e f i n e r y  y i e l d s  of X and Y 

r e s p e c t i v e l y ,  

Y 

t h e  t r a n s p o r t  c o s t s  between t h e  r e l e v a n t  expor t  t e r m i n a l s  and the  

r e f i n e r y  for X and Y r e s p e c t i v e l y .  

C lea r ly  w e  should have 

L e t  cx and c be  t h e  p e r  b a r r e l  r e f i n i n g  c o s t s ,  f ,  and f Y 
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- c - f y )  ( 8 )  Y P, - Py = ( c p i w i x  - cx - f,) - (CPiWiY 

The l i t e r a t u r e  on p r i c e  d i f f e r e n t i a l s  somet imes  t e n d s  t o  

c o m p l i c a t e  t h e  i s s u e  u n n e c e s s a r i l y  by in t roducing  r e f i n i n g  and 

d e s u l p h u r i s a t i o n  c o s t s  t o  t h e  e q u a t i o n .  For a g i v e n  r e f i n e r y  

t h e s e  d i f f e r e n c e s  i n  c o s t s  c o u l d  be  t r e a t e d  more e l e g a n t l y  as  

d i f f e r e n c e s  i n  y i e l d s .  Suppose t h a t  X i s  a sweet and Y i s  a sour 

crude. In  our context  the d i f f e r e n c e  between these  two v a r i e t i e s  

is e s s e n t i a l l y  a d i f f e r e n c e  i n  y i e l d s ,  s i n c e  Y w i l l  g i v e  us more 

high-sulphur f u e l  o i l  than X when both a r e  processed i n  a given 

r e f i n e r y .  High and l o w - s u l p h u r  f u e l  o i l  are two d i s t i n c t  

products  w i th  p r i c e s  p i  and p determined on product markets by 

t h e i r  p a r t i c u l a r  demand and supply  funct ions.  

j 

D i f f e r e n c e s  i n  o t h e r  c o s t s  a r i s i n g  f r o m  p r o c e s s i n g  X 

and Y i n  a g i v e n  r e f i n e r y  c a n  be  subsumed unde r  y i e l d s ,  s i n c e  

t h e s e  d i f f e r e n c e s  c o n s i s t  i n  t h e  main of f u e l  u sed  up and c r u d e  

lo s ses .  Crude l o s s e s  can be  t aken  as r e p r e s e n t i n g  a product ze ro  

w i t h  w e i g h t  wo and an o u t p u t  p r i c e  po=O; f u e l  j used  up may b e  

deducted from t h e  f u e l  y i e l d  wj of t h e  r e f i n e d  b a r r e l .  

We can  t h e r e f o r e  s i m p l i f y  t h e  p r i c e  d i f f e r e n t i a l  

formula se t  above and put  

P, - Py = (CPiWiX - E P i W i Y )  - ( f ,  - f y )  ( 9 )  

and C w i y  a r e  less than  1, t h e  d i f f e r e n c e  from 1 r e p r e s e n t i n g  

F u r t h e r  [ w i ]  i n c l u d e s  a p r o d u c t  c a l l e d  c r u d e  l o s s  

Note t h a t  a l l  q u a l i t a t i v e  d i f f e r e n c e s  

Wix 

f u e l  used.  

w i t h  a p o s i t i v e  weight wo. 

between products  can be taken i n t o  account by spec i fy ing  a6 many 

products  i as necessary (wi th  t h e  q u a l i f i c a t i o n  t h a t  appropr i a t e  

marke t  p r i c e s  may not be  a v a i l a b l e  f o r  a l l  p r o d u c t s  when t h e  

d i v i s i o n  becomes very f i n e ) .  
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T h i s  p r o v i d e s  u s  w i t h  a s i m p l e r  f o r m u l a  f o r  p r i c e  

d i f f e r e n t i a l s  i n v o l v i n g  y i e l d s ,  p r o d u c t  p r i c e s  and t r a n s p o r t  

c o s t s  but nothing else.  Yet t h i s  formula,  e l e g a n t  as  i t  may be ,  

s t i l l  c o n c e a l s  t h e  c o n s i d e r a b l e  d i f f i c u l t i e s  which surround t h e  

a d m i n i s t r a t i o n  of p r i c e  d i f f e r e n t i a l s .  One of t h e s e  d i f f i c u l t i e s  

i s  i n h e r e n t  i n  p r i c e  a d m i n i s t r a t i o n  as  s u c h  b u t  t e n d s  t o  b e  

p a r t i c u l a r l y  s e r i o u s  i n  t h e  c a s e  of  o i l  p r i c e  d i f f e r e n t i a l s .  

A d m i n i s t e r e d  p r i c e s  a r e  u s u a l l y  d e t e r m i n e d  o n  t h e  b a s i s  of  

i n f o r m a t i o n  g e n e r a t e d  i n  a p r e v i o u s  p e r i o d  and made t o  a p p l y  

( somet imes  w i t h  a d j u s t m e n t s  and o f t e n  w i t h o u t )  t o  a s u b s e q u e n t  

period. For o i l  p r i c e  d i f f e r e n t i a l s  one t akes  w i  as g i v e n  and p i  

and f as  v a r i a b l e s .  The t r o u b l e  i s  t h a t  t h e  s p o t  v a l u e s  of p i  

and f tend t o  vary c o n t i n u a l l y ,  and i n  many instances t h e  range 

of f l u c t u a t i o n s  i s  f a r  from i n s i g n i f i c a n t .  Thus ,  any p r i c e  

d i f f e r e n t i a l  c a l c u l a t e d  i n  pe r iod  D on t h e  b a s i s  of information 

from p e r i o d  D - 1  w i l l  r a r e l y  t u r n  out t o  b e  t h e  c o r r e c t  d i f f -  

e r e n t i a l  f o r  per iod D + 1. 

The second problem i s  t ha t  t h e  approach t o  p r i c e  d i f f -  

e r e n t i a l s  o u t l i n e d  above s u f f e r s  from a l l  t h e  shortcomings of a 

micro-economic a n a l y s i s .  It r a i s e s ,  for example, t h e  f a m i l i a r  

i s s u e  of t h e  r e p r e s e n t a t i v e  firm. To seek e q u i l i b r i u m  v a l u e s  of  

r e l a t i v e  p r i c e s  by f o c u s s i n g  o n  t h e  r e f i n e r ' s  i n d i f f e r e n c e  

be tween t h i s  o r  that t y p e  of  c r u d e  b e g s  t h e  o b v i o u s  q u e s t i o n s :  

"who i s  t h e  r e p r e s e n t a t i v e  r e f  iner?"  and ''how r e p r e s e n t a t i v e  i s  

t h e  r e f i n e r  chosen for t h i s  exe rc i se?"  

T h e r e  i s  n o  t y p i c a l  r e f i n e r  b e c a u s e  t e c h n o l o g y  and 

The m a r k e t s  f o r  o i l  p r o d u c t s  d i f f e r  i n  t h e i r  c h a r a c t e r i s t i c s .  
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same t y p e  of c r u d e  may be  p r o c e s s e d  i n  a v e r y  c o n v e n t i o n a l  

r e f i n e r y  o r  i n  an  u l t r a - m o d e r n  p l a n t  equ ipped  w i t h  t h e  l a t e s t  

u p g r a d i n g  f a c i l i t i e s .  Between t h e s e  two e x t r e m e s  of t h e  

t e c h n o l o g i c a l  spectrum l i e  a number of r e f i n e r y  types.  I n  o the r  

words,  i t  i s  d i f f i c u l t  t o  a c c e p t  t h a t  p a r t i c u l a r  v e c t o r s  [ w i x ]  

and [wi,] should be considered a s  r e p r e s e n t a t i v e  of y i e l d s  f o r  

c r u d e s  x and y i n  a g i v e n  marke t .  One i s  t h u s  d r i v e n  t o  

c a l c u l a t e  averages  o r  t o  s e t t l e  f o r  approximation. 

S i m i l a r  p r o b l e m s  a r i s e  i n  r e l a t i o n  t o  [ f l  and [ p i ] .  

Crude X may h a v e  a p r i v i l e g e d  marke t  which  a b s o r b s  t h e  b u l k  of 

i t s  e x p o r t s  b u t  i t  w i l l  s t i l l  b e  s o l d  e l s e w h e r e ,  a l b e i t  i n  

s m a l l e r  q u a n t i t i e s ,  w h i l e  c r u d e  Y may be  i m p o r t e d  i n  t h r e e  or 

f o u r  m a j o r  l o c a t i o n s .  Where  s h o u l d  t h e  d i f f e r e n t i a l  b e  

e s t a b l i s h e d ?  Even i f  we keep t h e  r e f i n e r y  technology i n v a r i a n t  

between l o c a t i o n s ,  t r a n s p o r t  c o s t s  w i l l  d i f f e r .  A f u r t h e r  

t r o u b l e  i s  t h a t  s p o t  p r i c e s  f o r  p r o d u c t s  w i l l  a l s o  d i f f e r  f rom 

one l o c a t i o n  t o  another.  These p r i c e s  tend t o  move toge ther  w i th  

t i m e  l a g s  i n  d i f f e r e n t  m a r k e t s  b u t  a r e  n e v e r  i d e n t i c a l .  

Arb i t r age  i s  not  ins tan taneous  and i s  a l w a y s  l e s s  than pe r fec t .  

Ma ins t r eam p r o d u c t  p r i c e s  d i f f e r  much more s i g n i f i c a n t l y  from 

c o u n t r y  t o  c o u n t r y ,  and o f t e n  from r e g i o n  t o  r e g i o n  i n  t h e  same 

country.  

I n  s h o r t ,  t h e  a d m i n i s t r a t i o n  of p r i c e  d i f f e r e n t i a l s  

f o l l o w i n g  t h e  m i c r o  and e x  a n t e  approach  l e a v e s  much t o  b e  

d e s i r e d .  The more r i g i d  is t h e  method of p r i c e  a d m i n i s t r a t i o n ,  

t h e  g r e a t e r  a r e  the d i s t o r t i o n s .  I n  London i n  March 1983 OPEC 

f i x e d  a s e t  of GSPs ( o r  i f  one  p r e f e r s ,  p r i c e  d i f f e r e n t i a l s )  on 

t h e  b a s i s  o f  g u e s s e s  a b o u t  marke t  p a r a m e t e r s .  To b e  s u r e ,  s o m e  

35 

I 

f 



p o l i t i c a l  bargaining was i n v o l v e d ,  but  t h e  i n i t i a l  set  of p r i c e s  

was n o t  t h o u g h t  t o  d i f f e r  v e r y  much f rom buyers’  p e r c e p t i o n s  o f  

p r i c e  r e l a t i v i t i e s  p r e v a i l i n g  a t  t h e  t i m e .  T h i s  s e t  of GSPs, 

which soon l o s t  t h e i r  r e l e v a n c e  t o  e v o l v i n g  market cond i t ions ,  

were  made t o  a p p l y  f o r  t h e  n e x t  n i n e  months of 1 9 8 3  and were  

l a t e r  e x t e n d e d  t o  1984.  To k e e p  a s e t  of r e l a t i v e  p r i c e s  f i x e d  

when t h e  m a r k e r  i s  in d i s e q u i l i b r i u m  l e a d s  t o  q u a n t i t y  

adjustments:  export  sha res  change and t h e  p a t t e r n  of o i l  t r a d e  

changes.  R i g i d  a d m i n i s t r a t i o n  of p r i c e  d i f f e r e n t i a l s  h a s  

a r b i t r a r y  d i s t r i b u t i o n a l  e f f e c t s  which can s t r a i n  r e l a t i o n s h i p s  

between OPEC members. 

The Marker and Price Differentials .  To admin i s t e r  t h e  p r i c e  of 

t h e  marker crude is one th ing ,  t o  adminis ter  p r i c e  d i f f e r e n t i a l s  

i s  another  matter.  The d i f f e r e n c e  e s s e n t i a l l y  l i e s  i n  t h e  f a c t  

t h a t  t h e  marker d e f i n e s  a p r i c e  l e v e l ,  a r e f e r e n c e  o r  a s tandard 

which  c a n  be t a k e n  as  an a b s o l u t e  number, f i x e d  d u r i n g  t h a t  

p e r i o d  o f  t ime  which  s e p a r a t e s  two (or more) c o n s e c u t i v e  OPEC 

Conferences of Oil M i n i s t e r s .  D i f f e r e n t i a l s ,  on t h e  o t h e r  hand, 

a r e  r e l a t i v e  p r i c e s  wh ich  must r e f l e c t  t h e  i n t e r a c t i o n  o f  

c h a n g i n g  demand and s u p p l y  c o n d i t i o n s  of one  c r u d e  v a r i e t y  

r e l a t i v e  t o  i t s  s u b s t i t u t e s .  

The a d m i n i s t r a t i o n  of the marker p r i c e  may be construed 

a s  a d i s t r i b u t i o n a l  i s s u e  ( t h e  d i s t r i b u t i o n  of t h e  o i l  r e n t  

be tween  e x p o r t e r s  and i m p o r t e r s )  s u b i e c t  t o  p o l i t i c a l  and 

a 1  l o c a t i v e  c o n s t r a i n t s .  Producers n a t u r a l  l y  s e e k  t o  maximise  

t h e i r  s h a r e  of t h e  o i l  r e n t  by f i x i n g  t h e  r e f e r e n c e  p r i c e  a s  high 
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a s  they a r e  a b l e  t o ,  g i v e n  t h e  e x t e n t  of t h e i r  market power and a 

number of c o n s t r a i n t s .  The f i r s t  c o n s t r a i n t  is p o l i t i c a l  s i n c e  

t h e  f u l l  e x e r c i s e  of m a r k e t  power  may b e  i n h i b i t e d  by 

c o n s i d e r a t i o n s  r e l a t i n g  t o  t h e  s e c u r i t y  o r  t h e  wider i n t e r e s t s  of 

t h e  s t a t e .  A t  t i m e s  t h e  f e a r  of a n t a g o n i s i n g  a super -power  may 

p l a y  a r o l e ,  and i n  some i n s t a n c e s  r e s t r a i n t  i n  t h e  e x e r c i s e  of 

market power is of fe red  by expor t ing  c o u n t r i e s  a s  a quid pro quo 

i n  p o l i t i c a l  n e g o t i a t i o n s  on o the r  i s sues .  

But t h e r e  a r e  c o n s t r a i n t s  of an economic na tu re :  

- t h e  u s u a l  " b a r r i e r  t o  e n t r y "  f a c t o r  wh ich  may s e t  a maximum 

pr ice  f o r  o i l  i n  view of p o s s i b l e  competi t ion of o t h e r  f u e l s ;  

- t h e  " H o t e l l i n g  p r i n c i p l e ' '  which s u g g e s t s  t h a t  t h e  r a t e  o f  

change i n  t h e  p r i c e  of a d e p l e t a b l e  r e s o u r c e  should be r e l a t e d  i n  

some way t o  t h e  r a t e  of r e t u r n  on a l t e r n a t i v e  a s s e t s .  

These two f a c t o r s  r e f e r  t o  important a l l o c a t i v e  i s s u e s ,  

name ly  s u b s t i t u t i o n  ( i e  s h i f t  o f  r e s o u r c e s  t o  o t h e r  f u e l s )  and 

d e p l e t i o n  ( i e  the optimum e x t r a c t i o n  p r o f i l e  of o i l ) .  I n  a sense 

t h e s e  are long-term c o n s i d e r a t i o n s  because t h e  t e c h n o l o g i c a l  and 

i n v e s t m e n t  l a g s  i n  f u e l  s u b s t i t u t i o n  t e n d  t o  b e  measu red  i n  

years, and because t h e  d e p l e t i o n  p r o f i l e  of OPEC o i l  i s  i n  many 

c a s e s  very long. 

A t h i r d  economic c o n s t r a i n t  a r i s e s  from t h e  e x i s t e n c e  

of r e l a t i o n s h i p s  between changes i n  t h e  p r i c e  of oil and a number 

of macro-economic v a r i a b l e s  such a s  t h e  b a l a n c e  of payments, t h e  

p a c e  o f  economic g r o w t h  and t h e  r a t e  of i n f l a t i o n .  The f u l l  

e x e r c i s e  of monopoly power i s  i n h i b i t e d  by t h e  f e a r  t h a t  t h e  

s h o r t - t e r m  monopoly p r i c e  would be s o  h i g h  as  t o  c a u s e  s e v e r e  

economic d i s rup t ion .  The macro-economic impact of an o i l  p r i c e  
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change may be immediate and t h i s  d i s t i n g u i s h e s  t h i s  f a c t o r  from 

t h e  two ment ioned pr ev  iou s 1 y. 

The macro-economic e f f e c t s  of o i l  p r i c e  shocks  a r e  

somet imes  t r e a t e d  as  a d i s t r i b u t i o n a l  mat te r ,  a c a s e  of t h e  

f a m i l i a r  income t r a n s f e r  p rob lem.  But t h a t  i s  a n  i n c o m p l e t e  

approach because economic growth e f f e c t s  and secondary a 1  l o c a t i o n  

e f f e c t s  (due t o  t h e  economic p o l i c i e s  introduced by o i l - i m p o r t i n g  

c o u n t r i e s  t o  coun te rac t  the impact of o i l  p r i c e  changes on t h e i r  

ba l ance  of payments) a r e  important. 

The admin i s t r a t ion  of p r i c e  d i f f e r e n t i a l s  o r  r e l a t i v e  

crude o i l  prices can be construed a s  an a l l o c a t i v e  ma t t e r  ( a s  t h e  

concept of r e l a t i v e  p r i c e s  i t s e l f  suggests)  w i th  d i s t r i b u t i o n a l  

i m p  1 i c  a t ions f o r  o i 1 -export  inn count r i e  s . Short- term mark e t  

c o n s i d e r a t i o n s  - r a t h e r  than long-term d e p l e t i o n  or s u b s t i t u t i o n  

f a c t o r s  - would  d o m i n a t e  t h e  d e t e r m i n a t i o n  o f  o i l  p r i c e  

d i f f e r e n t i a l s  a n  i d e a l  s y s t e m  of p r i c e  a d m i n i s t r a t i o n .  The 

r e a s o n ,  s i m p l y ,  i s  t h a t  t h e  r e l a t i v e  a t t r a c t i v e n e s s  o f  t h i s  or 

t h a t  t y p e  of c r u d e  t o  a buye r  and t h e  s u p p l y  c o n d i t i o n s  o f  e a c h  

v a r i e t y  i n  a g i v e n  m a r k e t  t e n d  to c h a n g e  c o n t i n u a l l y .  

Seasonal i t y ,  demand p a t t e r n s  f o r  o i l  products,  a v a i l a b i l  i t y  of 

t a n k e r s  between two l o c a t i o n s ,  weather cond i t ions  i n  t h e  export  

t e r m i n a l  a r e a s  o r  i n  t h e  c o n s u m i n g  c o u n t r i e s ,  c a p a c i t y  

u t i 1  i s a t i o n  i n  s p e c i f i c  r e f i n e r i e s  and d e s u l p h u r i s a t  ion p l a n t s ,  

a s  w e l l  a s  a h o s t  of o t h e r  f a c t o r s  c a u s e  changes  i n  t h e  demand 

and s u p p l y  s c h e d u l e s  of d i f f e r e n t  t y p e s  of c r u d e  o i l .  The 

problem, t h e r e f o r e ,  is t o  determine p r i c e s  i n  ways which remove 

e x c e s s  demand ( s u p p l y )  f o r  t h i s  or t h a t  t y p e  of c r u d e  a s  t h e y  
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a r i s e  under  t h e  i n f l u e n c e  of a l l  t h e s e  v a r i a b l e s .  We need n o t  

s a y  much more t o  i n d i c a t e  t h a t  any a t t e m p t  a t  admin i s t e r ing  p r i c e  

d i f f e r e n t i a l s  which f a i l s  t o  r e l a t e  very c l o s e l y  t o  t h e s e  changes 

i n  market cond i t ions  w i l l  c o n t r i b u t e  t o  t h e  emergence and main- 

tenance of d i s t o r t i o n s  and c r e a t e  d i s e q u i l i b r i a .  

The a d m i n i s t r a t i o n  of p r i c e  d i f f e r e n t i a l s  h a s  a 

d i s t r i b u t i o n a l  d i m e n s i o n  b e c a u s e  of i t s  impact  on t h e  m a r k e t  

s h a r e s  of o i l - e x p o r t i n g  c o u n t r i e s .  A n  o b j e c t i v e  of t h e  s y s t e m  

may w e l l  be  t o  m a i n t a i n  an a g r e e d  d i s t r i b u t i o n a l  p a t t e r n  of 

m a r k e t  s h a r e s ;  b u t  t h i s  i s  d i f f i c u l t ,  i f  n o t  i m p o s s i b l e ,  t o  

achieve.  I n  p r a c t i c e ,  t h e  a d m i n i s t r a t i o n  of p r i c e  d i f f e r e n t i a l s  

w i l l  c o n t i n u a l l y  a l t e r  market s h a r e s  (which a t  times may cause 

s e r i o u s  s t r a i n s  i n  t h e  r e l a t i o n s h i p  between OPEC members). The 

i s s u e  is f u r t h e r  c o m p l i c a t e d  by o t h e r  f a c t o r s  which  h a v e  an  

uneven impact on export  sha res ,  such a s  exogenous changes i n  o i l  

s u p p l y  c o n d i t i o n s  and i n  t h e  s t r u c t u r e  of t h e  demand f o r  OPEC 

o i l .  

Another  way of l o o k i n g  a t  t h e  d i f f e r e n c e  be tween  

admin i s t e r ing  the marker and determining p r i c e  d i f f e r e n t i a l s  i s  

t o  s a y  t h a t  t h e  f o r m e r  i s  i n  t h e  n a t u r e  of a s t r a t e g i c  d e c i s i o n  

w h i l e  t h e  l a t t e r  is t a c t i c a l  i n  cha rac t e r .  I n  one i n s t a n c e  t h e  

i s s u e s  a r e  power,  r e n t ,  t h e  l o n g - t e r m  t h r e a t  of s u b s t i t u t e s ,  

d e p l e t i o n  ove r  t h e  l i f e t i m e  of the r e s o u r c e ,  and t h e  performance 

of t h e  world economy. In t h e  o the r  c a s e  t h e  game i s  t o  respond as 

b e s t  a s  p o s s i b l e  t o  t h e  day-to-day movements of supply and demand 

f o r  d i f f e r e n t  v a r i e t i e s  of crude i n  changing market condi t ions.  
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Price  Differentials Once Again. This a n a l y s i s  suggests  t h e  need 

f o r  f l e x i b i l i t y  i n  the a d m i n i s t r a t i o n  of o i l  p r i c e  d i f f e r e n t i a l s .  

But f l e x i b i l i t y  i s  t h e  ha1 lmark of a policy-maker’s confidence i n  

h i s l h e r  a b i l i t y  t o  ach ieve  t h e  d e s i r e d  r e s u l t .  I n  t h e  mid-1970s 

OPEC was f a i r l y  r e l a x e d  about the cond i t ions  p r e v a i l i n g  on t h e  

world petroleum market (and s t i l l  s u r e  of i t s e l f  because of t h e  

1973 s u c c e s s e s ) ;  i t  was t h u s  w i l l i n g  t o  a 1  low member c o u n t r i e s  

t h e  l a t i t u d e  t o  a d j u s t  t h e i r  p r i c e  d i f f e r e n t i a l s  t h r o u g h  a 

p r o c e s s  of t r i a l  and e r r o r  i n  r e s p o n s e  t o  c h a n g e s  i n  r e l a t i v e  

demand. In 1983 OPEC was w o r r i e d  by t h e  a d v e r s e  i m p a c t  of low 

demand f o r  i t s  o i l  (and u n s u r e  of i t s e l f  b e c a u s e  of t h e  p r i c e  

competi t ion c r i s i s  of l a t e  1 9 8 2 l e a r l y  1983); t hus  OPEC r e s o l v e d  

t o  impose a rigidly f i x e d  s t r u c t u r e  of r e l a t i v e  p r i c e s  and 

m a i n t a i n e d  i t  i n v a r i a n t  f o r  a l o n g  t i m e .  The f e a r  was t h a t  

f l e x i b i l i t y  would open t h e  door  t o  new ways of c h e a t i n g  - 

c h e a t i n g  d i s g u i s e d  b e h i n d  l e g i t i m i s e d  a d j u s t m e n t s  of p r i c e  

d i f f e r e n t i a l s .  

F l e x i b i l i t y  d o e s  n o t  b o t h e r  OPEC t o o  much when most  

member c o u n t r i e s  happen t o  be happy w i t h  t h e i r  export  volumes, or 

when t h e y  f e e l  t h a t  t h e  p r i c e  d i f f e r e n t i a l  a d j u s t m e n t s  made by 

some members a r e  j u s t  r e s t o r i n g  a s t a t u s  quo a n t e  f o r  which t h e r e  

i s  a f a i r  amount of c o n s e n s u s .  H i s t o r i c a l  l y  t h i s  seems t o  h a v e  

been t h e  c a s e  i n  1 9 7 4 / 5  and i n  1 9 7 7 / 8 ;  e v e r y b o d y  was t h e n  

producing j u s t  below capac i ty  or c l o s e  t o  t h e  p o l  icy-determined 

a l l o w a b l e .  There was, as i t  were, a 5-15% t o l e r a n c e  range w i t h i n  

which members f e l t  c o m f o r t a b l e  w i t h o u t  h a v i n g  t o  e n t e r  i n t o  

formal agreements about quo ta s  o r  shares.  A h igh  demand l e v e l  f o r  

OPEC o i l  was t h e  c o m f o r t i n g  f a c t o r ,  and t h e r e  was no need  t o  
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r a i s e  ques t ions  about sma l l  changes or t r y  t o  e x p l a i n  why t h i n g s  

were as  they w e r e .  

F l e x i b i l i t y  i s  perce ived  as  dangerous when most member 

c o u n t r i e s  a r e  d i s s a t i s f i e d  w i t h  t h e i r  own e x p o r t  v o l u m e s ,  and 

when t h e r e  i s  n o  c o n s e n s u s  a b o u t  w h a t  t h e  a p p r o p r i a t e  

d i s t r i b u t i o n  of market s h a r e s  between members ought t o  be. This 

s i t u a t i o n  n a t u r a l l y  arises when demand f o r  OPEC o i l  is low, t h a t  

is when p r o d u c t i o n  i n  most  member c o u n t r i e s  f a l l s  w e l l  b e l o w  

capac i ty  or  a l l o w a b l e .  I n  such a s i t u a t i o n  everybody is tempted 

t o  shed p r i c e s  f o r  e x t r a  volume, w i t h  t h e  v e r y  important  p r o v i s o  

t h a t  t h e  t empta t ion  w i l l  be r e s i s t e d  when member c o u n t r i e s  f e e l  

tha t  compet i t ive  a c t i o n  l e a d s  t o  an o i l  p r i c e  c o l l a p s e .  In  t h e s e  

c i r c u m s t a n c e s ,  d i s c r e t i o n  i n  t h e  d e t e r m i n a t i o n  of p r i c e  

d i f f e r e n t i a l  s inv i t e s  t roub  1 e. 

I t  i s  t h u s  e x p e d i e n t  f o r  OPEC t o  o p t  for c o l l e c t i v e  

a d m i n i s t r a t i o n  of  p r i c e  d i f f e r e n t i a l s  and t o  d o  away w i t h  

autonomous ad j u s t m e n t s .  T h i s  makes f o r  r i g i d i t y  b e c a u s e  p r i c e  

c h a n g e s  r e q u i r e  d i f f i c u l t  n e g o t i a t i o n s  be tween members ( t h e  

u n d e r l y i n g  i s s u e  a l w a y s  b e i n g  t h e  t r o u b l e s o m e  one  of  e x p o r t  

volumes and market sha res )  which everybody w i l l  t r y  to avoid.  The 

temptation, once an i n i t i a l  agreement on p r i c e s  i s  reached,  i s  t o  

l e a v e  t h e  accord undis turbed f o r  as  long  as p o s s i b l e .  

A r i g i d  p r i c e  s t r u c t u r e  w i l l  soon i n v o l v e  s i g n i f i c a n t  

d i s t o r t i o n s .  The irony of i t  a l l  i s  t ha t  these d i s t o r t i o n s  w i l l  

be s tow on some c o u n t r i e s  t h e  b e n e f i t s  o b t a i n a b l e  from chea t ing  

and in f  1 i c t  on o t h e r s  t h e  l o s s e s  a r i s i n g  from pr ice-undercut t ing 

by c o m p e t i t o r s ,  s i n c e  a d i s t o r t e d  p r i c e  s t r u c t u r e  n e c e s s a r i l y  
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u n d e r s t a t e s  t h e  v a l u e  of some c r u d e s  r e l a t i v e  t o  o t h e r s .  What 

c h e a t i n g  p r o d u c e s  v o l u n t a r i l y ,  t h e  p r i c e  a d m i n i s t r a t i o n  of 

d i f f e r e n t i a l s  may cause i n v o l u n t a r i l y  and a r b i t r a r i l y .  Count r ies  

which f i n d  t h a t  t h e  p r i c e  a g r e e d  by O P E C  f o r  t h e i r  c r u d e s  

unde r s t a t e s  i t s  v a l u e  r e l a t i v e  t o  o t h e r  v a r i e t i e s  have  a s t rong  

v e s t e d  i n t e r e s t  i n  r e t a i n i n g  t h e  p r i c e  s t r u c t u r e  unchanged. The 

c o r o l l a r y  i s  t h a t  o t h e r  coun t r i e s  would be s u f f e r i n g  a t  t h e  same 

time from the  r e l a t i v e  o v e r - v a l u a t i o n  of t h e i r  crudes and would 

t h e r e f o r e  want a change. The outcome depends on t h e  ba rga in ing  

p o s i t i o n  of t hese  two groups vis -a-v is  one another .  It should  be 

noted however t h a t  t h e  d i c e  tends  t o  be loaded a g a i n s t  those  who 

want  a change ,  b e c a u s e  when demand is s l a c k  and OPEC f a c e s  a 

c r i s i s  t h e  motto i s  'keep th ings  as they s tand i n  case  everyhing  

u n r a v e l s " .  Many OPEC c o u n t r i e s  t a k e  t h e  v i ew t h a t  t h e  firm 

maintenance of an agreed p r i c e  s t r u c t u r e ,  however d i s t o r t e d ,  i s  

p r e f e r a b l e  t o  a d i s c u s s i o n  which may end up i n  d i s a g r e e m e n t  on 

p r i c e s .  

Prices and the Role of OPEC. The d i s t i n c t i o n  made so f a r  between 

t h e  marker  p r i c e  and o t h e r  OPEC GSPs ( i e  be tween a r e f e r e n c e  

p r i c e  and d i f f e r e n t i a l s )  is u s e f u l  f o r  t h e  s t u d y  o f  methods  of 

pr ice  adminis t ra t ion .  But t h i s  d i s t i n c t i o n  should n o t  obscure t h e  

f a c t  t h a t  t h e  marker  c r u d e  is o n l y  a v a r i e t y  of c r u d e  o i l  which  

competes  w i t h  o t h e r  v a r i e t i e s  i n  i n t e r n a t i o n a l  m a r k e t s .  The 

marker i s  not  an o u t s i d e  r e fe rence  ( l i k e  gold  f o r  cu r renc ie s )  but  

one element i n  a f a i r l y  homogeneous set  ( r a t h e r  l i k e  t h e  d o l l a r  

f o r  o t h e r  c u r r e n c i e s  i n  t h e  Bretton-Woods sys tem) .  Thus, t h e  

marker p r i c e ,  which we have  d i s t i n g u i s h e d  from o t h e r  OPEC GSP's, 
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may a l s o  b e  s e e n  a s  one p a r t i c u l a r  GSP among o t h e r  o f f i c i a l  

p r i c e s .  

T h i s  h a s  some i m p l i c a t i o n s .  To g i v e  one  example ,  t h e  

obse rva t ion  t h a t  a p a r t i c u l a r  crude is underpriced r e l a t i v e  t o  

t h e  marker  i m p l i e s ,  by t h e  same t o k e n ,  t h a t  t h e  marke r  is o v e r -  

pr iced  and t h a t  i t  i s  l i k e l y  t o  be l o s i n g  export  volume t o  o the r  

crudes. In  t h a t  r e spec t  t h e  marker does n o t  behave d i f f e r e n t l y  

from o t h e r  t raded  v a r i e t i e s :  expor t  volumes tend t o  be a f f e c t e d  

by changes i n  r e l a t i v e  p r i c e s  and t h i s  a p p l i e s  t o  t h e  marker as 

i t  d o e s  t o  any crude .  The p o i n t  is s i m p l e ,  b u t  b e a r s  on t h e  

u n d e r s t a n d i n g  of S a u d i  Arabia 's  r o l e  a s  a swing p r o d u c e r .  I n  a 

s l a c k  market ( i e  most producers have  a f a i r l y  s i g n i f i c a n t  amount 

of e x c e s s  c a p a c i t y )  S a u d i  A r a b i a  need  n o t  a b s o r b  a l a r g e r  t h a n  

p r o p o r t i o n a l  s h a r e  of a s h i f t  i n  t h e  demand f o r  OPEC o i l  i f  t h e  

r e l a t i v e  p r i c e  s t r u c t u r e  i s  i n  equi l ibr ium. '  Dispropor t iona te  

changes  i n  volume ( i e  changes  i n  marke t  s h a r e s )  o c c u r  when 

r e l a t i v e  p r i c e s  a r e  out  of equi l ibr ium.  Thus t h e  a c t u a l  r o l e  of 

S a u d i  A r a b i a  as  a swing p r o d u c e r  c a n n o t  be  p r o p e r l y  a s s e s s e d  

without  a c l o s e  examination of r e l a t i v e  crude o i l  p r i ces .  The way 

i n  which  GSPs s t a n d  i n  r e l a t i o n  t o  e a c h  o t h e r  - e i t h e r  a s  a 

r e s u l t  of r i g i d  p r i c e  a d m i n i s t r a t i o n  or of f l e x i b l e  adjustments  - 

determines buyers' responses  and t h e  e x t e n t  of t h e  demand change 

i n  f a v o u r  of ( o r  a g a i n s t )  S a u d i  A r a b i a .  T h i s  i n v i t e s  c a u t i o n  i n  

i n t e r p r e t i n g  t h e  r o l e  of t h e  swing s u p p l i e r ,  as  i t  warns a g a i n s t  

a t tempts  t o  e x p l a i n  t h e  behaviour  of OPEC without  an a n a l y s i s  of 

r e l a t i v e  p r i c e  movements. The s i g n i f i c a n c e  of p r i c e  d i f f e r e n t i a l s  

a s  a c e n t r a l  i s s u e  of t h e  economics  of OPEC and t h e  o i l  marke t  

cannot be emphasised s u f f i c i e n t l y .  
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ROEOPEC OFFICIAL PLlICES 

A l l  non-OPEC o i l  e x p o r t e r s  happen  t o  f o l l o w  p r i c i n g  

systems which i n v o l v e  an o f f i c i a l  (government) s e 1  1 ing  pr ice .  I n  

t h a t  r e s p e c t  and o n l y  a t  f i r s t  s i g h t ,  i t  would seem t h a t  t h e r e  i s  

no  d i f f e r e n c e  be tween t h o s e  c o u n t r i e s  and OPEC members. A f t e r  

a l l ,  a GSP i s  t h e  p r i c e  at which t h e  n a t i o n a l  o i l  company or t h e  

r e l e v a n t  government  agency i n t e n d s  t o  s e l l  i t s  o i l  t o  its 

customers under t h e  framework of some c o n t r a c t u a l  arrangement. 

I n  some non-OPEC coun t r i e s  (such a s  Mexico) a s  i n  most 

OPEC coun t r i e s  t h e  o f f i c i a l  p r i c e  s e r v e s  a s i n g l e  purpose,  being 

what  we would  e x p e c t  i t  prima f a c i e  t o  b e ,  a s a l e s  or c o n t r a c t  

p r i c e .  I n  t h e  UK however  t h e  o f f i c i a l  p r i c e  h a s  s e v e r a l  

f u n c t i o n s .  I t  is a s a l e s  p r i c e  f o r  vo lumes  d i s p o s e d  o f  unde r  

c o n t r a c t  by t h e  B r i t i s h  N a t i o n a l  O i l  C o r p o r a t i o n ;  i t  i s  a t a x  

r e f e r e n c e  p r i c e  used for t h e  computation of t h e  petroleum revenue 

t a x  (PRT); i t  i s  a l s o  a buy-back p r i c e .  A s i m i l a r  s i t u a t i o n  

a r i s e s  in a few OPEC member c o u n t r i e s  (Abu Dhabi ,  L ibya  and 

Niger ia )  where companies have  access  t o  "equity crude" and where 

b o t h  f i s c a l  and buy-back arrangements a r e  invo lved .  The o f f i c i a l  

p r i c e s  a r e  used f o r  t a x  r e f e r e n c e  p u r p o s e s ,  buyback and a l s o  

arm's-length s a l e s .  

I n  t h i s  c o n t e x t  t h e  d i s t i n c t i o n  be tween  p r o d u c i n g  

c o u n t r i e s  w i t h  and p r o d u c i n g  c o u n t r i e s  w i t h o u t  " e q u i t y "  o r  
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T I  p a r t i c i p a t i o n "  o i l  is more m e a n i n g f u l  t h a n  t h e  d i s t i n c t i o n  

between OPEClnon-OPEC coun t r i e s .  

The r e a l  d i f f e r e n c e  between OPEC and non-OPEC producers 

d o e s  n o t  l i e  i n  t h e  p r i c e  c o n c e p t s  u s e d  b u t  i n  t h e  methods  of 

p r i c e  d e t e r m i n a t i o n  which  t h e y  f o l l o w .  OPEC members a r e  bound 

t o g e t h e r  by a n  i n s t i t u t i o n a l  f u n c t i o n  - t o  a d m i n i s t e r  p r i c e s  

c o l l e c t i v e l y .  This a p p l i e s  w i th  p a r t i c u l a r  f o r c e  t o  the marker 

c r u d e ,  b u t  w e  h a v e  s e e n  t h a t  i n  s e v e r a l  i n s t a n c e s  OPEC r i g i d l y  

f i x e s  t h e  o f f i c i a l  p r i c e s  of a l l  member countr ies '  main crudes. 

Even  when OPEC c o u n t r i e s  t a k e  l i b e r t i e s  w i t h  t h e i r  i n d i v i d u a l  

p r i c i n g  p o l i c i e s ,  they seem t o  f e e l  bound by an  o b l i g a t i o n  t o  t h e  

Organisation's o b j e c t i v e s ,  and a1 1 of them e v e n t u a l l y  r e t u r n  t o  

t h e  c o n f e r e n c e  t a b l e ,  f u l l y  aware t h a t  t h e y  w i l l  h a v e  t o  

su r rende r  t h e s e  1 i b e r t i e s  i n  some compromise. 

Non-OPEC c o u n t r i e s  a r e  n o t  bound by s u c h  a n  i n s t i t -  

ution. Each d e t e r m i n e s  i t s  o f f i c i a l  p r i c e s  o n  i t s  own; b u t  i n  

doing so they t a k e  i n t o  account t h e  r e f e r e n c e  p r i c e  s e t  by OPEC, 

t h e  GSPs of t h e  n e a r e s t  c o m p e t i t o r s ,  t h e  m a r k e t  c o n d i t i o n s  and 

t h e  p o s s i b l e  r e a c t i o n s  o f  m a j o r  OPEC c o u n t r i e s  t o  t h e i r  

autonomous" p r i c i n g  p o l i c i e s .  The freedom which t h e s e  c o u n t r i e s  

enjoy through n o t  belonging t o  OPEC is r e s t r i c t e d  to some e x t e n t  

by o t h e r  c o n s t r a i n t s .  S t i l l ,  t h e  non-OPEC producer has  more room 

f o r  manoeuvre  t h a n  h i s  OPEC c o u n t e r p a r t .  H e  t e n d s  t o  r e s p o n d  

more s w i f t l y  t o  changes i n  market cond i t ions ,  a l t e r i n g  p r i c e s  a s  

judged a p p r o p r i a t e ,  s i n c e  he d o e s  n o t  need t o  p r o d u c e  an  

e x p l a n a t i o n  f o r  o t h e r  members of t h e  p e e r  g r o u p  o r  t o  f i n d  w a y s  

i n  which d i s o r d e r l y  p r i c i n g  behaviour  can be made t o  look w e l l  

r l  
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r e g u l a t e d  and n i c e l y  o r d a i n e d .  ( P a r a d o x i c a l  l y ,  some non-OPEC 

c o u n t r i e s  have  r e c e n t l y  found i t  expedient  t o  e x p l a i n  t h e i r  p r i c e  

moves t o  OPEC members, t h a t  i s  o u t s i d e  t h e i r  own peer  group.) 

The g r e a t e r  freedom enjoyed by non-OPEC producers  on 

mat te rs  of p r i c i n g  s u g g e s t s  t h a t  non-OPEC p r i c e s  a r e  g e n e r a l  l y  

l e s s  s t i c k y  t h a n  OPEC’s. S t e v e  R o b e r t s  h a s  shown i n  a n o t h e r  

p a p e r  c o v e r i n g  t h e  p e r i o d  1 9 7 8  - e a r l y  1983 t h a t  b o t h  OPEC and 

non-OPEC p r o d u c e r s  a r e  p r i c e  m a k e r s  when m a r k e t s  a r e  i n  

d i s e q u i l i b r i u m ,  b u t  t h a t  l a r g e  OPEC p r o d u c e r s  a r e  s l o w e r  t o  

r e a c t  t h a n  t h e  s m a l l e r  o n e s ,  and t h a t  non-OPEC p r o d u c e r s  a r e  

g e n e r a l l y  capable  of t h e  f a s t e s t  responses.  9 

I n  t i g h t  m a r k e t s ,  non-OPEC c o u n t r i e s  seem t o  h a v e  no  

compunction about r a i s i n g  t h e i r  p r i c e s  ( judging from t h e  ev idence  

of t h e  1979-80 episode). OPEC coun t r i e s  w i l l  respond i n  a s i m i l a r  

b u t  s l o w e r  way, and S a u d i  A r a b i a  w i l l  t e n d  t o  d i s p l a y  more 

r e s i s t a n c e  than  any o t h e r  producer. I n  some ins t ances  t h e  formal  

b e h a v i o u r  t e n d s  t o  be  d i f f e r e n t :  non-OPEC c o u n t r i e s  would j u s t  

a l t e r  t h e i r  o f f i c i a l  p r i c e s  w h i l e  OPEC member s ta tes  would keep 

them unchanged b u t  add a premium t o  G S P s  o r  ask f o r  a s i g n a t u r e  

bonus.  I n  s u c h  a s i t u a t i o n  G S P s  c a n n o t  b e  t a k e n  a t  f a c e  v a l u e  

s i n c e  t h e  p r i c e  of o f f i c i a l  t r a n s a c t i o n s  is e i t h e r  

(a> GSP + a per  b a r r e l  premium 

(b) GSP + a s i g n a t u r e  bonuslnumber of b a r r e l s  a c t u a l l y  o r  

s o l d  under t h e  cont rac t .  

Data on these  a d d i t i o n a l  payments a r e  d i f f i c u l t  t o  ob ta in ;  even  

when bonus d a t a  a r e  a v a i l a b l e  i t  i s  n o t  e a s y  t o  measu re  (b)  

a c c u r a t e l y  b e c a u s e  the volume of o i l  a c t u a l l y  l i f t e d  u n d e r  a 

g i v e n  c o n t r a c t  cannot a lways be ascer ta ined .  
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In s l a c k  markets a l l  non-OPEC and some OPEC c o u n t r i e s  

may i ndu lge  i n  pr ice-cut t ing competit ion.  This c l e a r l y  happened 

i n  l a t e  1982-early 1983. Again t h e  f o r m a l i t y  w i l l  be d i f f e r e n t  - 

w h i l e  non-OPEC c o u n t r i e s  w i l l  s imply and e x p l i c i t l y  lower t h e i r  

GSPs, t h e  OPEC p r o d u c e r s  w i l l  do  t h e i r  u t m o s t  t o  a v o i d  a non- 

agreed r e d u c t i o n  (o the r  t han  minor changes which c a n  be passed as 

p r i c e  d i f f e r e n t i a l  adjustment). P r i c e  competi t ion w i l l  thus t ake  

d i f f e r e n t  forms, many of which are l i s t e d  i n  the RGPEP paper " O i l  

P r i c e s  i n  1983: a C r i t i c a l  Year"." To recap, these a re :  

- o u t r i g h t  p r i c e  d i scoun t s ;  

- extended c r e d i t  t erms ; 

- process ing  d e a l s  under which products  are s o l d  a t  market 

p r i c e s  and the  producer r e c e i v e s  t h e  net-back v a l u e  of i t s  

crude as r e a l i z e d  i n  l i e u  of t h e  o f f i c i a l  p r i c e ;  

- b a r t e r  d e a l s  where p r i c e s  of  goods i m p o r t e d  i n  exchange  

for o i l  can be a r t i f i c i a l l y  i n f l a t e d ;  

- package  d e a l s  under  which c r u d e  o i l  i s  sold a t  t h e  

o f f i c i a l  p r i c e  toge the r  w i t h  r e f i n e d  products  or MGLs a t  

d iscounted  p r i c e s ;  

- sales a t  o f f i c a l  p r i c e s  b u t  on a c . i . f .  b a s i s ;  

- i nc reased  equi ty  margins t o  compensate o p e r a t o r s  f o r  off-  

t a k e  booked a t  o f f i c i a l  p r i c e s .  

F i n a l l y  some OPEC p r o d u c e r s  sold o i l  d i r e c t l y  o n  t h e  

s p o t  where p r i c e s  were moving  w e l l  be low o f f i c i a l  p r i c e s .  Of 

c o u r s e  t h e  s w i t c h  f rom c o n t r a c t  t o  s p o t  s a l e s  a t  l o w e r  t h a n  

o f f i c i a l  p r i c e s  i s  anathema t o  OPEC, and u s u a l l y  done  v e r y  

d i s c r e e t l y .  
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When such compe t i t i ve  episodes occur t h e  GSPs of non- 

OPEC p r o d u c e r s  c o n t i n u e  t o  s i g n i f y  what  t h e y  a r e  supposed  to 

mean, w h i l e  t h e  GSPs of t h o s e  OPEC p r o d u c e r s  who r e s o r t  t o  t h e  

p r i ce -cu t t ing  methods o u t l i n e d  above cease  t o  i n d i c a t e  t h e  a c t u a l  

p r i c e  of o f f i c i a l  t r a n s a c t i o n s .  I t  t h e n  becomes e x t r e m e l y  

d i f f i c u l t  t o  i d e n t i f y  t h e  c o r r e c t  l e v e l  of t hese  p r i ces .  

The re  a r e  t i m e s  when o i l  p r o d u c e r s  f a c i n g  a s l a c k  

market w i l l  r e f r a i n  from s e v e r e  p r i c e  competit ion.  Yet non-OPEC 

p r o d u c e r s  would  s t i l l  e n s u r e  t h a t  t h e i r  o i l  was p r i c e d  at a 

s l i g h t  a d v a n t a g e  v i s - a - v i s  s i m i l a r  OPEC c r u d e s ,  t h e i r  t w i n  

o b j e c t i v e s  being t h e  maximization of expor t  sa les  (which c a l l s  

f o r  some fo rm of c o m p e t i t i v e  p r i c i n g )  and t h e  a v o i d a n c e  of a 

p r i c e  c o l  l a p s e  (which cal  Is f o r  r e s t r a i n t ) .  Non-OPEC c o u n t r i e s  

i n  which companies have  an  equi ty  s t a k e  (say B r i t a i n ,  Egypt) have  

an easier t a s k  a t  maximizing output  because t h e  o i l  a c q u i s i t i o n  

c o s t s  t o  t h e  companies tend t o  be w e l l  below o f f i c i a l  p r ices .  As 

mentioned e a r l i e r  a company w i l l  always t r y  t o  l i f t  a s  much a s  

i t  c a n  from t h i s  a d v a n t a g e o u s  "equ i ty"  c r u d e  b e f o r e  i t  s t a r t s  

l i f t i n g  f r o m  OPEC c o u n t r i e s  where  t h e  e q u i t y  marg in  may b e  

s m a l l e r ,  and b e f o r e  i t  b e g i n s  p u r c h a s i n g  o i l  unde r  c o n t r a c t  a t  

o f f i c i a l  p r i c e s .  T h e r e  i s  no need  t o  u n d e r c u t  t h e  OPEC p r i c e  

s t r u c t u r e  t o  e n s u r e  maximum p r o d u c t i o n  o r  l i f t i n g  of e q u i t y  

crude. I n  s l a c k  markets  producers who s e l l  e i t h e r  a l l  or p a r t  of 

t h e i r  crudes ( d i r e c t l y )  through a n a t i o n a l  o i l  company (eg Mexico 

through Pemex) have  t o  worry about t h e  compet i t iveness  of t h e i r  

o f f i c i a l  p r i c e s  when t h e  aim i s  t o  maximize output .  

We s t a t e d  however  t h a t  p r i c e  c o m p e t i t i o n  may n o t  b e  

w i l l i n g l y  pursued t o  t h e  po in t  where a p r i c e  c o l l a p s e  th rea t ens .  



This  i s  a new p e r c e p t i o n  which OPEC and non-OPEC producers  a l i k e  

seem t o  s h a r e .  I t  a l l  s t a r t e d  o f  c o u r s e  a f t e r  t h e  c r i s i s  of 

March 1983; b e f o r e  t h a t  d a t e  all non-OPEC and a number of OPEC 

c o u n t r i e s  i n d u l g e d  i n  a b o u t  of p r i c e  c o m p e t i t i o n  w h i c h  

e v e n t u a l l y  brought t h e  marker crude p r i c e  down from $34 t o  $29. 

But non-OPEC c o u n t r i e s  d i d  n o t  respond i n  t h e  same way 

a s  OPEC t o  t h e  t h r e a t  of a p r i c e  c o l l a p s e .  OPEC adopted a 

p r o d u c t i o n  programme and f i x e d  p r i c e  d i f f e r e n t i a l s  i n  a r i g i d  

manner, i n s i s t i n g  on s t r ic t  adherence t o  p r i c e  d i s c i p l i n e .  Non- 

OPEC c o u n t r i e s  s i m p l y  d e c i d e d  t o  k e e p  t h e i r  GSPs f i x e d  a t  t h e  

l e v e l s  p r e v a i l i n g  i n  MarchlApril  1983 ( t h e  number of non-OPEC 

c o u n t r i e s  who h a v e  changed t h e i r  GSPs s i n c e  t h e n  is s m a l l  and 

these changes have  o n l y  occured i n  i s o l a t e d  in s t ances ) .  None of 

them, s a v e  Mexico, have  y e t  a t tempted t o  r e g u l a t e  production. 

P r i c e  i s  t h e  o n l y  p o l i c y  instrument  used. 

49 



MARKET PRICES 

GSPs a r e  o f t e n  r e f e r r e d  i o  a s  a d m i n i s t e r e d  p r i c e s  t o  

c o n t r a s t  them w i t h  m a r k e t  p r i c e s .  The fo rmer  a r e  supposed  t o  be  

determined by a producers' e d i c t ,  w h i l e  t h e  l a t t e r  a re  t h e  r e s u l t  

of b a r g a i n s  between s e l l e r s  and b u y e r s ,  o r  i f  one p r e f e r s  a 

M a r s h a l  l i a n  t e r m i n o l o g y ,  o f  a n  i n t e r a c t i o n  be tween  s u p p l y  and 

demand. 

Thus GSPs a r e  meant t o  be sel lers '  or producers' supply  

p r i c e s .  To t a k e  t h e  s t o r y  f u l l  c i r c l e  one  c o u l d  say  t h a t  GSPs 

a r e  i n  f a c t  p o s t e d  p r i c e s .  To f i x  a GSP i s  s i m p l y  t o  s t a t e  a 

w i l l i n g n e s s  ( sub jec t  perhaps t o  some non-price condi t ions  on t h e  

e l i g i b i l i t y  of t h i s  o r  t h a t  buyer) t o  s e l l  any a v a i l a b l e  quan t i ty  

of c r u d e  o i l  a t  t h i s ,  b u t  a t  n o  o t h e r ,  p r i c e .  A s i m p l i f i e d ,  and 

s l i g h t l y  r i g i d  c h a r a c t e r i s a t i o n  of t h e  GSP s y s t e m  would run  a s  

follows. For a per iod  of t ime - the  i n t e r v a l  which sepa ra t e s  two 

c o n s e c u t i v e  f i x i n g s  of a GSP - t h e  p r o d u c e r  would  s u p p l y  any 

q u a n t i t y  demanded by his c u s t o m e r s ,  g i v e n  t h e i r  c o n t r a c t s  and 

o v e r a l l  a v a i l a b i l i t i e s ,  a t  t h e  p r i c e  he o r  OPEC chose t o  f ix .  As 

i n  a l l  f i x -p r i ce  s y s t e m s  demand s h i f t s  are e n t i r e l y  absorbed by 

p r o d u c e r s  ( u p  t o  t h e  c a p a c i t y  c o n s t r a i n t )  by a q u a n t i t y  

a d j u s t m e n t .  From t i m e  t o  t i m e ,  a f t e r  i n t e r v a l s  of v a r y i n g  

l e n g t h s  ranging from a week t o  months o r  yea r s ,  GSPs a r e  a l t e r e d .  

These  p u n c t u a l  p r i c e  changes  (which  may o r  m a y  n o t  r e f l e c t  an 
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adjustment t o  demand s h i f t s )  s tar t  a new period during which t h e  

f i x - p r i c e  system again o p e r a t e s  i n  t h e  same way. 

T h i s  c h a r a c t e r  i s a t i o n  a c c u r a t e l y  d e s c r i b e s  t h e  system 

i n  t h o s e  p e r i o d s  ( s u c h  as  1975-78,  o r  l a t e  1983)  when p r o d u c e r s  

were e i t h e r  happy t o  h o l d  t h e i r  p r i c e  l i n e  b e c a u s e  demand for 

t h e i r  o i l  happened t o  correspond t o  ex-ante p re fe rences  were 

i n t e n t  on h o l d i n g  t h e  p r i c e  l i n e  for f e a r  of a n  i r r e t r i e v a b l e  

c o l l a p s e .  For other  pe r iods  t h e  c h a r a c t e r i z a t i o n  i s  n o t  a c c u r a t e  

and n e e d s  t o  b e  q u a l i f i e d  by r e f e r r i n g  t o  t h e  many r e m a r k s  made 

i n  t h e  p r e v i o u s  s e c t i o n .  The main  q u a l i f i c a t i o n  i s  t h a t  a c t u a l  

p r i c e s  of o f f i c i a l  t r a n s a c t i o n s  d o  n o t  a l w a y s  r e m a i n  r i g i d l y  

f i x e d  i n  t h e  i n t e r v a l  between two consecu t ive  o f f i c i a l  r e v i s i o n s  

of GSPs. A t  t i m e s  p r e m i a  a r e  added;  and i n  r a r e  b u t  e x t r e m e l y  

i n t e r e s t i n g  in s t ances  some c o u n t r i e s  have changed t h e i r  GSPs so 

f r e q u e n t l y  t h a t  t h e  b e h a v i o u r  of o f f i c i a l  p r i c e s  began  t o  

approximate t h e  continuous v a r i a t i o n s  which o b t a i n  i n  compe t i t i ve  

markets." I n  o t h e r  words, q u a n t i t y  adjustments  t o  demand s h i f t s  

( i n  t h e  range which i s  unconstrained by capac i ty )  a r e  sometimes 

accompanied by a p r i c e  response.  

It is w o r t h  r e c a l  l i n g  i n  t h i s  c o n t e x t  t h a t  p r o d u c e r s  

tend t o  vary i n  t h e i r  behaviour.  Non-OPEC producers  a r e  l i k e l y  t o  

a d j u s t  p r i c e s  more f r e q u e n t l y  (and more openly)  t han  OPEC members 

as  a g r o u p ;  and w i t h i n  OPEC s m a l l  p r o d u c e r s  and p r o d u c e r s  o f  

" s p e c i a l i t y  crudes" tend t o  a d j u s t  t h e i r  GSPs more o f t e n  t h a n  t h e  

l a r g e  expor t e r s .  Saudi Arabia,  o f t e n  perceived as t h e  guardian of 

t h e  p r i c e ,  u s u a l l y  s t a n d s  a t  t h e  end of this l i n e ,  a b i t  a l o o f  

and a l w a y s  t r y i n g  t o  a b s t a i n  from p r i c e  c h a n g e s  t h a t  h a v e  n o t  
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been c o l l e c t i v e l y  decided upon. 

It i s  u s e f u l  t o  t a k e  t h e  h a r d  c o r e  of t h e  o i l  p r i c i n g  

s y s t e m  - t h e  a d m i n i s t e r e d  GSPs - as t h e  s t a r t i n g  p o i n t  o f  t h i s  

a t tempt  t o  i d e n t i f y  t h e  r o l e  of market f o r c e s  and t o  d e f i n e  o i l  

market pr ices .  The m e r i t  of t h i s  approach i s  t h a t  i t  e n a b l e s  us 

t o  r e l a t e  t h e  emergence  of m a r k e t s  t o  s t r u c t u r a l  f l a w s  i n  t h e  

adminis tered p r i c e  s y s t e m ,  t o  t h e  l i m i t a t i o n  of i t s  coverage,  and 

t o  breaches i n  i t s  defenses.  Our purpose is not  merely t o  draw a 

c o n t r a s t ,  i n  a s t a t i c  comparison, between administered and market 

p r i c e s  b u t  t o  d e f i n e  them b o t h  i n  t h e  c o n t e x t  of a dynamic  

i n t e r a c t i o n  be tween  a " c o n t r o l  l i n g  a g e n t "  and " f r e e  economic  

forces". The l a t t e r  c o n t i n u a l l y  a t tempt  t o  erode t h e  power of t h e  

f o r m e r ,  and t r y  t o  e x t e n d  t h e i r  f i e l d  o f  a c t i o n  t o  a r e a s  where  

i n s t i t u t i o n a l  c o n t r o l  ove r  p r i c e s  may be receding. 

To b e g i n  w i t h ,  assume a n  i n i t i a l  s i t u a t i o n  of f u l l  

c o n t r o l  ove r  pr ices  by t h e  producing coun t r i e s .  As Adelman o f t e n  

r e m i n d s  u s  i t  i s  u s e f u l  t o  s e t  up a s t a n d a r d ,  however a b s o l u t e  

( i n d e e d ,  Adelman's f a v o u r i t e  e x a m p l e  is t h e  a b s o l u t e  zero i n  

p h y s i c s ) ,  o r  t o  t a k e  a p o l e  a t  t h e  e x t r e m e  end of t h e  s p e c t r u m ,  

n o t  t o  d e s c r i b e  r e a l i t y  but t o  measure d ive rgences  and p r o v i d e  a 

r e f e r e n c e .  I f  a1 1 p r o d u c e r s ,  w i t h o u t  e x c l u s i o n  o r  e x c e p t i o n ,  

f i x e d  t h e i r  GSPs i n  harmony with each o t h e r  ( i e  r e l a t i v e  p r i c e s  

were i n  equ i l ib r ium)  and i f  a l l  of them made these  p r i c e s  app ly  

t o  a l l  a c t u a l  t r a n s a c t i o n s  wi th  t h e i r  customers during t h e  per iod 

considered,  and so long a s  t h e  producers  were c o l l e c t i v e l y  a b l e  

t o  meet demand a t  GSPs, t h e r e  wou ld  be no exchange  o f  o i l  a t  

p r i c e s  d i f f e r e n t  from o f f i c i a l  p r i c e s  o t h e r  t han  d i s t r e s s  s a l e s  

( p u r c h a s e s )  of a company or r e f i n e r  who made a p l a n n i n g  e r r o r  
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e i t h e r  by 1 i f  t i n g  i n  e x c e s s  of n e e d s  or by u n d e r e s t i m a t i n g  a n  

immediate requirement .  

We have set  up an  extreme model of comprehensive prod- 

ucer c o n t r o l  ove r  p r i c e s ;  but  t h e  i n t e r e s t i n g  p o i n t  is t h a t  t h i s  

c o n t r o l ,  though assumed t o  be a b s o l u t e  ove r  primary t r a n s a c t i o n s ,  

d o e s  n o t  p r e v e n t  t h e  emergence  of s e c o n d a r y  t r a n s a c t i o n s  at 

prices d i f f e r e n t  from GSPs. A primary buyer who l i f t e d  too much 

o i l  m i g h t  make a d i s t r e s s  s a l e  a t  a p r i c e  l o w e r  t h a n  GSP ( a f t e r  

c o r r e c t i o n  f o r  f r e i g h t  e t c )  i n  an at tempt  t o  c u t  h i s  l o s ses .  The 

l o s s  i n v o l v e d  i n  s e l l i n g  a t  less than t h e  purchase p r i c e  might be 

s m a l l e r  t h a n  t h e  c o s t  of c a r r y i n g  an  unwanted  i n v e n t o r y .  

S i m i l a r l y  a r e f i n e r  who f i n d s  h i m s e l f  s u d d e n l y  s h o r t  of c r u d e  

migh t  be w i l  l i n g  t o  s e e k  a prompt c a r g o  a t  a p r i c e  h i g h e r  t h a n  

GSP i f  t h e  e x t r a  c o s t  w e r e  s m a l l e r  t h a n  t h e  l o s s e s  due t o  

i n s u f f i c i e n c y .  

I n  t h e  1950s, when t h e  'major o i l  companies c o n t r o l l e d  

p r i c e s  and s u p p l i e s  of o i l  i n  i n t e r n a t i o n a l  t r a d e ,  s p o t  

t r a n s a c t i o n s  o c c u r r e d  f rom t i m e  t o  t ime. They were few and f a r  

between, o f t e n  seen as means of c o r r e c t i n g  i n e v i t a b l e  planning 

e r r o r s .  L i k e  moss g rowing  i n  t h e  c r a c k s  of s t o n e  pavemen t s ,  

market t r a n s a c t i o n s  w i l l  be found wherever t h e  planned system i s  

f r a c t u r e d  by some flaw. But t h e  p r i c e s  a t  which i s o l a t e d  d e a l s  

a r e  done d o  n o t  u s u a l l y  i n d i c a t e  b road  s u p p l y  and demand 

t e n d e n c i e s ;  t h e y  a re  more l i k e l y  t o  r e f l e c t  the r e l a t i v e  

ba rga in ing  s t r e n g t h  and imper fec t ions  i n  t h e  co inc idence  of wants 

of t w o  chance p a r t n e r s  i n v o l v e d  i n  an  odd t r a n s a c t i o n .  

Now r e l a x  t h e  a s s u m p t i o n s  on wh ich  o u r  p o l a r  c a s e  o f  
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complete producer c o n t r o l  i s  based. The f a c t s  do n o t  correspond 

t o  our assumptions i n  t h a t :  

(a)  some producers o p e r a t e  completely o r  p a r t l y  o u t s i d e  t h e  

adminis tered price system; 

(b) other producers from wi th in  t h e  system on occasion f a i l  

t o  hold t h e  adminis tered p r i c e  l i n e ;  

( c )  a d m i n i s t e r e d  p r i c e  d i f f e r e n t i a l s  a r e  h a r d l y  e v e r  i n  

equi l ibr ium. 

Producers who o p e r a t e  o u t s i d e  t h e  s y s t e m  may norma l ly  

s e l l  o i l  on s p o t  m a r k e t s  and t h r o u g h  c o n t r a c t s  a t  s p o t  r e l a t e d  

p r i c e s .  The e x i s t e n c e  of such p r o d u c e r s  e n l a r g e s  t h e  s c o p e  of 

m a r k e t s ,  h e r e  d e f i n e d  a s  p l a c e s  i n  wh ich  t r a n s a c t i o n s  i n v o l v e  

b i d s  and o f f e r s  i n  a n  i n t e r f a c e  between buyers and s e l l e r s .  

Producers from w i t h i n  t h e  adminis tered p r i c e  s y s t e m  who 

s u p p l y  t h e  s p o t  m a r k e t  o r  c o n s e n t  t o  t h e  i n c l u s i o n  of s p o t -  

r e l a t e d  p r i c e  c l a u s e s  i n  c o n t r a c t s  when demand f o r  o i l  i s  s l a c k ,  

f a l l  i n  t h e  same c a t e g o r y  a s  t h e  p r o d u c e r s  men t ioned  i n  t h e  

preceding paragraph. 

It i s  important  t o  note,  however, t h a t  t h e  i n f l u e n c e  of 

market f o r c e s  i s  f e l t  w i t h i n  t h e  adminis tered p r i c e  s y s t e m  even 

when producers keep away from s p o t  markets and r e j e c t  t h e  n o t i o n  

of s p o t - r e l a t e d  c o n t r a c t s .  I t  s u f f i c e s  t h a t  on o c c a s i o n  t h e y  

accep t  t o  n e g o t i a t e  premia/discounts  on t h e i r  GSPs, because t h e s e  

v a r i a t i o n s  from o f f i c i a l  p r i c e s  t e m p o r a r i l y  i n t r o d u c e d  i n  

b i l a t e r a l  n e g o t i a t i o n s  can  be c o n s t r u e d  as  p r i c e  e l e m e n t s  

determined by market forces .  

F i n a l l y ,  some a r b i t r a g e  i s  bound t o  t a k e  p l a c e  when 

a d m i n i s t e r e d  p r i c e  d i f f e r e n t i a l s  a r e  o u t  of l i n e  w i t h  one 
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a n o t h e r .  Buyers  who a l w a y s  h a v e  t h e  o p t i o n  o f  s h o p p i n g  a r o u n d  

when demand i s  s l a c k  will try t o  g e t  o u t  of t h e i r  c o n t r a c t s  w i th  

h i g h - p r i c e  p r o d u c e r s  and s h i f t  t h e i r  cus tom t o  low-pr i c e  

p r o d u c e r s .  T h i s  p r o c e s s  t e n d s  t o  c o r r e c t  d i s t o r t i o n s  i n  t h e  

p r  i c e - d i f f e r e n t i a l  s t r u c t u r e .  Fu r the r ,  a d i s o r d e r l y  p a t t e r n  of 

p r i c e  d i f f e r e n t i a l s  encourages s e c o n d a r y  t r a d i n g  be tween  t h o s e  

f o r t u n a t e  companies  w i t h  a c c e s s  t o  t h e  c h e a p e r  s o u r c e  o f  c r u d e  

and o t h e r s  i n  s e a r c h  o f  a b a r g a i n .  The g e n e r a l  p o i n t  i s  t h a t  a 

p r i c e  d i s t o r t i o n  o f t e n  i n v o l v e s  an  o p p o r t u n i t y  € o r  someone t o  

make a p r o f i t  i f  he  c a n  s u c c e s s f u l l y  a r b i t r a t e .  T h i s  i s  how 

commodity t r a d e r s  do b u s i n e s s  and manage t o  p r o s p e r .  The l e s s  

p e r f e c t  t h e  administered p r i c e  s y s t e m  t h e  g r e a t e r  i s  t h e  room for 

mark e t t r a n s a c t  ions. 

T h e  h i s t o r i c a l  d e v e l o p m e n t  o f  m a r k e t s  f o r  

i n t e r n a t i o n a l l y  t r a d e d  c r u d e  c a n  be summar i ly  s k e t c h e d  a s  

fo l lows :  

(1) The scope of markets,  narrow i n  t h e  1950s, w a s  en la rged  

du r ing  t h e  1960s and t h e  e a r l y  1970s when t h e  number of companies 

o p e r a t i n g  i n  t h e  OPEC r e g i o n  i n c r e a s e d  t h r o u g h  t h e  e n t r y  of US 

independents,  European pub1 icly-owned o i l  companies and Japanese 

firms i n  L ibya ,  I r a n  and o t h e r  p a r t s  of t h e  OPEC r e g i o n .  A t  t h e  

same t i m e  some OPEC c o u n t r i e s  e s t a b l i s h e d  t h e i r  own n a t i o n a l  o i l  

compan ies ,  t h e  f i r s t  s t e p  o n  t h e  r o a d  l e a d i n g  t o  d i r e c t  s a l e s  

from t h e s e  NOCs t o  non-concessionaire companies. An i n c r e a s e  i n  

t h e  number of a g e n t s  w i t h  a c c e s s  to c r u d e  i n e v i t a b l y  l e d  t o  an  

i n c r e a s e  i n  secondary t r a d i n g .  

( 2 )  I n  t h e  mid-1970s t h e  n a t i o n a l  o i l  companies  of OPEC 
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member c o u n t r i e s  (and soon a f t e r  those of new expor t ing  n a t i o n s  

s u c h  a s  t h e  U K ,  Mexico and Egyp t )  began  on a r a p i d l y  i n c r e a s i n g  

s c a l e  t o  se1 1 o i l  d i r e c t l y  t o  non-concessionaire companies. This 

development a c c e l e r a t e d  du r ing  t h e  I r a n i a n  c r i s i s  of 1979 and i t s  

aftermath.  The demise of t h e  concession sys t em c rea t ed  a market 

f o r  " o f f i c i a l "  o i l  w i t h  a d i r e c t  i n t e r f a c e  be tween  t h e  g rowing  

number of o i l - expor t ing  c o u n t r i e s  and a l a r g e  number of buyers - 
majors,  independents, European and n a t i o n a l  companies, Japanese 

r e f i n e r s  and t r a d i n g  h o u s e s ,  Governments  and i n  some c a s e s  o i l  

t r a d e r s .  

I n  p r i n c i p l e ,  o f f i c i a l  crude is t o  be sold by producing 

c o u n t r i e s  t o  t h e i r  customers a t  t h e  f i x e d  GSPs p r e v a i l i n g  a t  t h e  

t i m e  of t h e  t r a n s a c t i o n .  But t h e  n o t i o n  of a f i x e d  oil p r i c e ,  

i n h e r i t e d  from a p rev ious  e r a  du r ing  which it tended to p r e v a i l  

e i t h e r  for f i s c a l  o r  f o r  o l i n o p o l i s t i c  r e a s o n s ,  is n o t  a l w a y s  

a p p r o p r i a t e  i n  a s y s t e m  of d i r e c t  and f r e e  t r a d i n g  r e l a t i o n s h i p s .  

Buyers and s e l l e r s ,  when brought f a c e  to f a c e ,  a r e  always tempted 

t o  bargain.  When t h e  market t i g h t e n s  up s e l l e r s  begin t o  seek a 

b i t  more f o r  t h e i r  o i l  and t r y  t o  improve  i n  t h e i r  f a v o u r  t h e  

terms of t h e  s a l e s  c o n t r a c t s ;  when t h e  m a r k e t  is s l a c k  b u y e r s  

b e g i n  t o  i n d i c a t e  t h a t  t h e y  h a v e  o p p o r t u n i t i e s  f o r  s h o p p i n g  

a r o u n d  to o b t a i n  a p r i c e  d i s c o u n t  o r  some o t h e r  a d v a n t a g e .  "The 

need t o  a b i d e  by t h e  o f f i c i a l  p r i c e l ' w i l l  a l w a y s  be u s e d  a s  a 

c o n v e n i e n t  a rgumen t  a g a i n s t  change by t h e  s i d e  which  is b e i n g  

asked t o  concede a p r i c e  d i scoun t  o r  t o  pay a premium. Buyers and 

s e l l e r s  i n  t u r n  t a k e  b e h i n d  t h e  s a n c t i t y  of GSPs, w i t h  a n  

a p p a r e n t  l a c k  of c o n c e r n  a b o u t  t h e  i n c o n s i s t e n c y  of t h e i r  

n e g o t i a t i n g  p o s t u r e s .  
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Rather  s u r p r i s i n g l y  GSPs a r e  not  always v i o l a t e d .  There 

a r e  times when v i r t u a l l y  a l l  producers ho ld  t h e  p r i c e  l i n e .  A t  

o the r  t i m e s  s e v e r a l  expor t ing  c o u n t r i e s  a r e  found t o  be s e l l i n g  

o i l  a t  p r i c e s  wh ich ,  i n  one  way o r  a n o t h e r ,  a r e  e f f e c t i v e l y  

d i f f e r e n t  from t h e  agreed GSPs; y e t  t h e  behaviour  of t h e  few who 

do p e r s i s t  i n  h o l d i n g  t h e i r  p r i c e s  u n t i l  t h e y  a r e  o f f i c i a l l y  

changed t h r o u g h  t h e  u s u a l  i n s t i t u t i o n a l  procedures ensures  t h e  

s u r v i v a l  of t h e  GSP sys tem.  The s i t u a t i o n  i s  one in which t h e  law 

s u f f e r s  many a v i o l a t i o n  b u t  t h e  l e g a l  s y s t e m  n o r m a l l y  e n j o y s  

wide acceptance. The v i o l a t i o n s ,  though r e c u r r e n t ,  t a k e  p l a c e  i n  

phases and a r e  g e n e r a l l y  pe rce ived  as v i o l a t i o n s ;  and i t  is t h e  

behaviour  of t h e  offending producing country which i s  r e a l l y  put  

i n  q u e s t i o n  r a t h e r  than t h e  p r i c i n g  system i t s e l f .  

(3) Room f o r  bargaining i s  g r e a t e r  w i th  most non-OPEC than  

w i t h  some OPEC c o u n t r i e s .  The emergence o f  a new s e t  of o i l -  

expor t ing  c o u n t r i e s  i n  t h e  second h a l f  of t h e  1 9 7 0 s  opened up new 

f i e l d s  f o r  t h e  p l a y  of m a r k e t  f o r c e s .  The B r i t i s h  Government 

e x p l i c i t l y  introduced t h i s  dimension i n  c o n t r a c t s  w i th  o p e r a t o r s  

on t h e  UK c o n t i n e n t a l  s h e l f  by s t i p u l a t i n g  t h e  t a x - r e f e r e n c e  

p r i c e  as t h e  t e r m  p r i c e  BNOC would f i x  i n  accordance wi th  market 

p r i c e s .  I r o n i c a l l y  t h i s  r e f e r e n c e  t o  a m a r k e t ,  i n t r o d u c e d  a t  a 

t i m e  when m a r k e t s  were n a r r o w  i n  s i z e  and u n i m p r e s s i v e  i n  

p e r f o r m a n c e ,  h e l p e d  t o  c r e a t e  and d e v e l o p  them: t h e  v e r y  

l e g i s l a t i o n  which e s t a b l i s h e d  BNOC a l s o  suggested t o  North Sea 

o p e r a t o r s  a way i n  which they cou ld  op t imise  t h e i r  t a x  l i a b i l i t y  

through a j u d i c i o u s ,  r e c o u r s e  t o  t h e  spo t  market,  and i n f l u e n c e ,  

i f  t h e y  so w i s h e d ,  t h e  d e t e r m i n a t i o n  of BNOC's o f f i c i a l  p r i c e s  
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t h r o u g h  markets. 

(4) Beginn ing  i n  1981, t h e  North Sea, OT B r e n t  m a r k e t  

began t o  develop. But t h e  development of t h e  spo t  crude market 

was also f o s t e r e d  by o t h e r  f a c t o r s :  t h e  i n c r e a s e  i n  t h e  number 

of t r a d e r s  w i l l i n g  t o  t a k e  a p o s i t i o n  o n  t h e  s p o t  m a r k e t ;  t h e  

w i l l i n g n e s s  of some expor t ing  coun t r i e s  t o  move o i l  on t h e  spo t ;  

t h e  emergence of upstream o p e r a t o r s  w i th  no matching downstream 

f a c i l i t i e s ;  t h e  f o r c e d  r e c o u r s e  t o  t h e  s p o t  by n a t i o n a l  o i l  

companies such as BNOC o r  N N P C  when r e c e i v i n g  p a r t i c p a t i o n  crude 

i n  excess  of t h e  amounts demanded by c o n t r a c t  buyers. 

( 5 )  Spot cargoes may be s o l d  f o r  prompt d e l i v e r y  - i f  they 

happen t o  be c l o s e  t o  t h e  r e l e v a n t  p o r t  - o r  for d e l i v e r y  a f t e r  

t h e  t h r e e  o r  fou r  weeks needed f o r  s a i l i n g  t o  t h e i r  d e s t i n a t i o n .  

As t h e r e  i s  no r e a s o n  why t r a n s a c t i o n s  s h o u l d  n o t  b e  made f o r  

c a r g o e s  d a t e d  two o r  t h r e e  months a h e a d ,  i r r e s p e c t i v e  of t h e  

l e n g t h  of t h e  l o a d i n g l d e l i v e r y  i n t e r v a l ,  t h e  s p o t  market began t o  

spread forward. 

( 6 )  The d e v e l o p m e n t  of a s p o t  m a r k e t  i n  wh ich  f o r w a r d  

t r a n s a c t i o n s  a r e  made i n v i t e s  t h e  e s t a b l i s h m e n t  of a f u t u r e s  

marke t .  T h i s  t o o k  p l a c e  i n  1982183 i n  New York, Ch icago  and 

London. 

Such an a n a l y s i s  r e a d i l y  in t roduces  a set  of d i f f e r e n t  

p r i c e  c o n c e p t s ,  e a c h  r e l e v a n t  t o  t h e  p a r t i c u l a r  "market" o r  

m a r k e t  i n f l u e n c e d "  s i t u a t i o n  i n  which t r a n s a c t i o n s  t a k e  p l ace .  

The ACTUAL CONTRACT PRICE,  i n  so f a r  as it d i f f e r s  e x p l i c i t l y  o r  

through i n d i r e c t  man ipu la t ion  from GSPs, i s  a market i n f l u e n c e d  

p r i c e  a r r i v e d  a t  t h r o u g h  n e g o t i a t i o n  o r  b a r g a i n i n g  be tween  a n  

e x p o r t i n g  c o u n t r y  ( i n  e f f e c t ,  a n a t i o n a l  a g e n c y )  and a company. 

tl 
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It i s  t h e  p r i c e  a t  which  t h e  c o n t r a c t u a l  t r a n s a c t i o n s  a r e  

a c t u a l l y  done and m a y  o r  may n o t  b e  i d e n t i c a l  t o  t h e  CONTRACT 

P R I C E  a s  s t i p u l a t e d  i n  t h e  w r i t t e n  c o n t r a c t  be tween  b u y e r  and 

s e 1  l e r .  "Market-inf luenced" does n o t  always and n e c e s s a r i l y  mean 

" spo t -marke t  r e l a t e d "  a s  t h e  i n d u s t r y  would  h a v e  u s  b e l i e v e .  

Some a c t u a l  c o n t r a c t  p r i c e s  may indeed be c l o s e l y  r e l a t e d  t o  t h e  

s p o t ;  more o f t e n  t h e  r e l a t i o n s h i p  i s  l o o s e .  I n  many i n s t a n c e s  

premia or d i scoun t s ,  changes i n  c r e d i t  terms, packaging, payment 

of s i g n a t u r e  bonuses e t c  a r e  introduced i n  c o n t r a c t s ,  and t h e i r  

e f f e c t  is t o  d i v o r c e  t h e  a c t u a l  c o n t r a c t  p r i c e  from b o t h  o f f i c i a l  

and s p o t  p r i ces .  When i n d i r e c t  methods  a r e  used t o  a l t e r  a GSP 

i n  a c o n t r a c t  t h e  a c t u a l  c o n t r a c t  p r i c e  is n o t  g i v e n  and must be 

est imated as b e s t  one can wi th  imperfect data .  

SPOT PRICE of a t r a n s a c t i o n  is t h e  p r i c e  a t  which  a 

g i v e n  c a r g o  of c r u d e  o i l  changes  hands.  A s p o t  t r a n s a c t i o n ,  by 

d e f i n i t i o n ,  i s  a o n c e - f o r - a l l  d e a l  f o r  a g i v e n  amount of o i l  

a v a i l a b l e  i n  one batch a t  a s p e c i f i e d  loca t ion .12At  any p o i n t  i n  

t i m e  t h e r e  may be d i f f e r e n t  spo t  pr ices  for a g i v e n  crude v a r i e t y  

depending on whether d e l i v e r y  is prompt or forward. To g i v e  an  

example ,  t h r e e  spot p r i c e s  f o r  B r e n t  may b e  q u o t e d  on day D of 

month X ,  B r e n t  a t  X, B r e n t  a t  X+1 and B r e n t  a t  X+2. It  wou ld  be 

more c o r r e c t  t o  say t h a t  on day D for B r e n t  one s p o t  and t w o  

FORWARD PRICES r a t h e r  than t h r e e  s p o t  p r i c e s  were recorded. 

P r i c e  r e p o r t i n g  r e v i e w s  m a y  o r  may n o t  d i s t i n g u i s h  

be tween  t h e  s p o t / f o r w a r d  p r i c e  of a t r a n s a c t i o n  and p r i c e s  

b e l i e v e d  t o  r e f l e c t  t h e  c u r r e n t  l e v e l  of o f f e r s  and b i d s  p r i o r  t o  

a t r ansac t ion .  Never use sources  which do n o t  s t a t e  c l e a r l y  t h e  
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meaning of the p r i c e  d a t a  which they provide.  

FUTURES PRICES r e f e r  to t h e  c o n t r a c t  f o r  f i x e d  quan- 

t i t i e s  of a s p e c i f i e d  v a r i e t y  of c r u d e  o i l  bough t  on day D of 

month X which  m a t u r e s  o n  day D of months X+l ..... X+6. O i l  

seldom changes hands phys ica l  l y  i n  t r a n s a c t i o n s  on t h e  f u t u r e s  

m a r k e t ,  s i n c e  s p e c u l a t o r s  buy and  s e l l  c o n t r a c t s  b e f o r e  t h e y  

m a t u r e  i n  a t t e m p t s  t o  maximize g a i n s  o r  t o  min imize  l o s s e s  on 

m a r g i n s  be tween p r i c e s  r u l i n g  o n  t h e  d a y s  a t  which a f u t u r e s  

c o n t r a c t  is purchased and sold.  
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TEE HETEACK VALUATIOR 

The NETBACK p r i c e  of c r u d e  o i l  i s  n o t  a p r i c e  b u t  an  

e s t i m a t e  of what a c e r t a i n  c r u d e  v a r i e t y  i s  w o r t h  t o  a r e f i n e r  

g i v e n  t h e  r e l e v a n t  v e c t o r  of p r o d u c t  p r i c e s ,  t h e  r e f i n e r y  

t y p i c a l  y i e l d  wh ich  i s  a v e c t o r  of p r o d u c t  s h a r e s  p e r  u n i t  of 

r e f i n e d  crude, and some es t ima te  of r e f i n i n g  and t r a n s p o r t  cos t s .  

Thus the  netback c a l c u l a t i o n  i s  about product p r i c e s  and should 

t e l l  us what is t h e  gross worth of a composite o i l  product b a r r e l  

[pw] and t h e  b r e a k - e v e n  v a l u e  of the r e l e v a n t  c r u d e  for t h e  

r e p r e s e n t a t i v e  r e f  i n e r  Ipwl-c. 

A n e t b a c k  is n o t  a measure  of p r o f i t a b i l i t y ,  b e c a u s e  

t h e  c a l c u l a t i o n  i s  made for t h e  marginal  b a r r e l  (average o r  t o t a l  

p r o f i t s  w i l l  t e n d  t o  be d i f f e r e n t )  a n d  b e c a u s e  no a l l o w a n c e  i s  

made f o r  normal  r e t u r n s  on c a p i t a l .  U s u a l l y  t h e  n e t b a c k  i s  

c a l c u l a t e d  on t h e  a s s u m p t i o n  t h a t  p r o d u c t s  a r e  s o l d  on a g i v e n  

s p o t  market. The t y p e  of r e f i n e r y  8 s  w e l l  a s  i t s  l o c a t i o n  shou ld  

be c a r e f u l l y  s p e c i f i e d ,  and t h e  y i e l d s  and c o s t s  d e t e r m i n e d  

according t o  t h e s e  parameters f o r  each  of t h e  crudes s e l e c t e d  for 

cons ide ra t ion .  

One c a n  t h e n  compare t h e  n e t b a c k  w i t h  t h e  s p o t  p r i c e ,  

w i t h  t h e  GSP o r  t h e  a c t u a l  c o n t r a c t  p r i c e  of t h e  r e l e v a n t  crude; 

t h i s  g i v e s  netback d i f f e r e n t i a l s .  And a s  mentioned i n  a p r e v i o u s  

s e c t i o n  a p o s s i b l e  p r o c e d u r e  f o r  d e t e r m i n i n g  o f f i c i a l  p r i c e  

6 1  



d i f f e r e n t i a l s  i s  to compute t h e  d i f f e r e n c e  between netbacks of 

p a i r s  of crude v a r i e t i e s .  

A t  f i r s t  s i g h t  a netback d i f f e r e n t i a l  s ays  whether a 

r e f i n e r  w i l l  e a r n  something towards his f i x e d  c o s t s  o r  whether he 

w i l l  l o s e  money buy ing  a b a r r e l  of c r u d e  a t  t h e  r e l e v a n t  f.o.b. 

p r i c e  and s e l l i n g  t h e  manufactured products  on t h e  s p o t  market. 

But t h e  r e s u l t s  t e n d  t o  b e  s e n s i t i v e  t o  t h e  a s s u m p t i o n s  made; 

they show o n l y  an o rde r  of magnitude and cannot be g e n e r a l i s e d .  

As n e t b a c k s  a r e  a b o u t  t h e  marg in  t h e y  i n d i c a t e  t h e  

d i r e c t i o n  of p o s s i b l e  a l l o c a t i o n a l  changes.  Ref h e r s ,  i f  t h e y  

can, w i l l  want t o  switch t o  crudes wi th  t h e  higher  netback d i f f -  

e r e n t i a l  (measured a l g e b r a i c a l l y ,  t h a t  is wi th  due a1 lowance t o  

t h e  s i g n ) .  

T h e r e  i s  today  a f l o u r i s h i n g  i n d u s t r y  f o r  t h e  com- 

p u t a t i o n  of n e t b a c k s .  Companies, r e f i n e r s  and t r a d e r s  examine 

d a i l y  d a t a  s u p p l i e d  a t  a p r i c e  by s e v e r a l  s p e c i a l i s t  f i r m s ,  i n  

o r d e r  t o  a s c e r t a i n  t h e  t e n d e n c i e s  of s p o t  p r o d u c t  and c r u d e  

marke t s .  The n e t b a c k  d i f f e r e n t i a l  h a s  t h e  c o n v e n i e n c e  of 

combining parameters from both t h e s e  markets i n  a s i n g l e  number. 

But nobody needs t o  a c t  a s  p o s t u l a t e d  by t h e  netback v a l u a t i o n :  

"buy crude a t  p and s e l l  i n s t a n t a n e o u s l y  t h e  r e f i n e d  products  OQ 

s p o t  a t  pi' ', s i n c e  r e f i n e r s  can  choose  i n s t e a d  t o  s u p p l y  t h e i r  

t e r m  market, t o  b u i l d  up i n v e n t o r i e s  o r  t o  s e l l  s e l e c t i v e l y  this 

or t h a t  p r o d u c t .  It may be f a i r e r  t o  say t h a t  i n f o r m a t i o n  on 

n e t b a c k s  h a s  a n  i n f l u e n c e  o n  t h e  b e h a v i o u r  o f  economic  a g e n t s  

o p e r a t i n g  on t h e  o i l  m a r k e t s ,  e v e n  i f  t h e  me thods  of n e t b a c k  

v a l u a t i o n  r e s t  o n  a s s u m p t i o n s  wh ich  f a i l  t o  r e f l e c t  c o r r e c t l y  

t h i s  behaviour.  
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THE UCRD =ICE OF CRUDE OIL 

We h a v e  r e v i e w e d  a number of o i l  p r i c e  c o n c e p t s  and 

attempted t o  r e l a t e  t h e  meaning and s i g n i f i c a n c e  of each t o  t h e  

p a r t i c u l a r  i n s t i t u t i o n a l  c o n t e x t  i n  wh ich  it a p p l i e s .  The 

i n s t i t u t i o n s  themse lves  a r e  numerous - d i f f e r e n t  types of markets 

for "market p r i c e s "  and d i f f e r e n t  s t a t u t e s  and arrangements f o r  

" a d m i n i s t e r e d  prices". 

The s u r v e y  s t a r t e d  w i t h  POSTED PRICES, t h e  n o n - p r i c e  

t a x  p a r a m e t e r s  of a n  e r a  now p a s s e d ,  and i t  ended w i t h  a r e f -  

e r ence  t o  FUTURES PRICES, t h e  p r i c e  of non-physical t r a n s a c t  i ons  

w h i c h  may p l a y  a n  i n c r e a s i n g  r o l e  in y e a r s  t o  come. B u t  t h e  s e t  

of o i l  p r i c e s  h a s  many o t h e r  e l e m e n t s .  For e x a m p l e ,  t h e  now 

l a r g e l y  defunct  CONTRACT PRICES f o r  long-term t h i r d - p a r t y  market 

d e a l s ,  or c o n t r a c t  p r i c e s  f o r  those o f f i c i a l  t r a n s a c t i o n s  made a t  

p r i c e s  o t h e r  t h a n  GSPs.  T h e r e  a r e  SPOT P R I C E S  f o r  s p o t  d e a l s ,  

f o r  a c a r g o  exchanged h i c  e t  nunc ,  and SPOT PRICES for FORWARD 

DEALS, for a cargo t o  be d e l i v e r e d  next  month or t h e  month a f t e r ;  

and i n e v i t a b l y  many spo t  quo ta t ions  i n d i c a t i n g  i n t e n t i o n s  r a t h e r  

t h a n  a c t u a l  t r a n s a c t i o n s .  Companies w i t h  a c o n c e s s i o n  i n  a 

p r o d u c i n g  a rea  or w i t h  an  e q u i t y  i n t e r e s t  wou ld  e f f e c t i v e l y  

a c q u i r e  o i l  a t  GSPs minus a c e r t a i n  MARGIN, e i t h e r  through a BUY 

BACK a r r a n g m e n t  o r  t h r o u g h  a t a x  payment o r  i n  some o t h e r  more 

complex way. I n  p l a c e s  t h e  same o p e r a t o r  may be moving o i l  from 
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i t s  own f i e l d  a t  two o r  t h r e e  d i f f e r e n t  p r i ces .  

The re  a r e  of c o u r s e  OFFICIAL PRICES, f o r  s h o r t  GSPs. 

In t h a t  set  t h e  MARKER PRICE dese rves  t o  be s i n g l e d  out. Though 

i n  o n e  s e n s e  t h e  marke r  p r i c e  i s  j u s t  a GSP among o t h e r s ,  i t  

p l a y s  a r o l e  of i t s  own as a r e f e r e n c e  for t h e  whole o i l  p r i c i n g  

s y s t e m  and must be c o n s t r u e d  a s  a p a r t i c u l a r l y  s i g n i f i c a n t  

p a r a m e t e r .  Both OPEC and non-OPEC e x p o r t i n g  c o u n t r i e s  d e f i n e  

GSPs, i n  e f f e c t  p o s t e d  p r i c e s  which  e x p r e s s  t h e  s e l l e r ’ s  

i n t e n t i o n s .  As ment ioned  a b o v e  a GSP m a y  o r  may n o t  b e  t h e  

a c t u a l  p r i c e  a t  which  t r a n s a c t i o n s  a r e  c a r r i e d  o u t  unde r  a n  

o f f i c i a l  c o n t r a c t .  The d i s c r e p a n c y  may t a k e  one o r  more f o r m s  

( p r e m i a ,  d i s c o u n t ,  new c r e d i t  t e r m s ,  p a c k a g i n g ,  e t c )  and w i l l  

a r i s e  wheneve r  s e l l e r s  a r e  w i l l i n g  t o  r e s p o n d  t o  a change in 

t h e i r  b a r g a i n i n g  r e l a t i o n s h i p  w i t h  b u y e r s  and u n w i l l i n g  t o  

f o r m a l l y  a l t e r  t h e  r u l i n g  GSP. 

To c l e a r  a common misunderstanding t h a t  arises from a 

l o o s e  u s e  of i m p r e c i s e  n o t i o n s ,  o f f i c i a l  t r a n s a c t i o n s  made a t  

p r i c e s  d i f f e r e n t  f rom GSPs a r e  n o t  a l l  SPOT-RELATED. S t r i c t l y  

s p e a k i n g  a s p o t - r e l a t e d  p r i c e  c l a u s e  must  s p e c i f y  e x a c t l y  t h e  

n a t u r e  of t h e  spo t  r e f e r e n c e  (say a weekly or monthly average,  or 

some o t h e r  r e l a t i o n s h i p  between t h e  c o n t r a c t  p r i c e  and p a r t i c u l a r  

s p o t  d a t a ) .  In a l l  o t h e r  c a s e s  where  a d i v e r g e n c e  be tween  GSP 

and a c t u a l  c o n t r a c t  pr ices  e x i s t s ,  t h e  r e l a t i o n s h i p  wi th  t h e  s p o t  

p r i c e  would a t  b e s t  b e  d i r e c t i o n a l ,  and c o n t r a c t s  wh ich  embody 

such d ive rgences  should n o t  be c a l l e d  spo t - r e l a t ed .  To t a k e  one 

example, when a s e l l e r  consents  t o  extended c r e d i t  terms, say t o  

t h r e e  months i n  l i e u  of t h e  c o n v e n t i o n a l  3 0  d a y s ,  h e  i s  s i m p l y  
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o f f e r i n g  a g i v e n  discount  on t h e  o f f i c i a l  p r i c e  o v e r  a per iod of 

t i m e  t h a t  i s  t o t a l l y  u n r e l a t e d  t o  t h e  a c t u a l  movements of s p o t  

p r i ces .  (Bather c u r i o u s l y  t h e  v a l u e  of t h i s  d i scoun t  v a r i e s  w i th  

t h e  r a t e  o f  i n t e r e s t ,  a t o t a l l y  d i f f e r e n t  p a r a m e t e r  f rom s p o t  

p r i c e s .  ) 

D i f f e r e n t  e c o n o m i c  a g e n t s  w i l l  t e n d  t o  b e  m o r e  

concerned wi th  one p r i c e  concept than wi th  t h e  o the r s .  A company 

w i l l  look a t  i t s  AVERAGE ACQUISITION COST p e r  b a r r e l  and t r y  t o  

m i n i m i z e  i t  by s w i t c h i n g  p u r c h a s e s  t o  t h e  r e l a t i v e l y  c h e a p e r  

s o u r c e s .  D i f f e r e n c e s  i n  a v e r a g e  a c q u i s i t i o n  c o s t s  be tween  

companies a f f e c t ,  c e t e r i s  par ibus,  t h e i r  compe t i t i ve  pos i t i on .  A 

consuming c o u n t r y  i s  n a t u r a l  l y  c o n c e r n e d  w i t h  t h e  AVERAGE CIF 

PRICE of t h e  oil it imports. One can imagine s i t u a t i o n s  i n  which 

t h e s e  v a r i o u s  w e i g h t e d  a v e r a g e  p r i c e s  ( a c q u i s i t i o n  c o s t  o r  c i f  

i m p o r t  p r i c e s )  would move i n  a d i f f e r e n t  d i r e c t i o n  t o  t h e  

c o n v e n t i o n a l  o i l  price i n d i c a t o r s ,  such as t h e  OPEC marker or t h e  

spo t  p r i c e  of Brent;  and i t  i s  c o n c e i v a b l e  t h a t  t h e  movements of 

t hese  v a r i o u s  p r i c e s ,  even  when they a l l  seemed t o  change i n  t h e  

same d i r e c t i o n ,  would n o t  always be s t r o n g l y  c o r r e l a t e d .  

Looking  a t  t h e  w o r l d  as  a w h o l e ,  i t  may be u s e f u l  t o  

e s t i m a t e  a n  AVERAGE P R I C E  of INTERNATIONALLY TRADED OIL u s i n g  

e x p o r t  v o l u m e s  of p r o d u c i n g  c o u n t r i e s  as  w e i g h t s  and a l w a y s  

compare t h i s  aggregate  w i t h  t h e  movements of o t h e r  p r i ces .  They 

a l l  t e l l  u s  d i f f e r e n t  things.  The spo t  i n d i c a t e s  what happens a t  

t h e  margin; t h e  marker d e f i n e s  t h e  l e v e l  a t  which a p r i c e  p e ~  has  

b e e n  f i x e d  by OPEC, b u t  i t  i s  a l w a y s  w o r t h  r e c a l l i n g  t h a t  t h e  

f i x e d  l e v e l  i s  t h a t  of t h e  peg i t s e l f  and n o t  of t h e  p r i c e  

s t r u c t u r e  made t o  hang on i t ;  t h e  average a c q u i s i t i o n  c o s t  of a 
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company or a c o u n t r y  e x p r e s s e s  e x  p o s t  what t h e  buye r  has 

a c t u a l l y  paid f o r  a mixed bag of crudes.  

F o r e i g n  exchange  movements a 1  s o  compl ica te  t h e  s t o r y  

for o i l  i s  denominated  i n  US d o l l a r s  and g e n e r a l l y  p a i d  €or i n  

t h a t  c u r r e n c y .  Thus a f i x e d  d o l l a r  p r i c e  f o r  Nor th  Sea o i l  

m a i n t a i n e d  when t h e  s t e r l i n g l d o l l a r  r a t e  is f a l l i n g  may mean 

l i t t l e  change i n  t h e  d o l l a r  v a l u e  of o i l  expor t s  f o r  t h e  UK but  

i n c r e a s e d  s t e r l i n g  t a x  r e v e n u e  f o r  HM T r e a s u r y .  An i m p o r t i n g  

country i n  t h e  same s i t u a t i o n  would pay t h e  same amount i n  d o l l a r  

p e r  b a r r e l  €or i t s  o i l  imports b u t  more i n  d o m e s t i c  c u r r e n c y .  

The ba lance  of payments of an importing country may or may not  be  

a f f e c t e d  b y  c h a n g e s  i n  exchange  r a t e s  s ince  much depends  on 

w h e t h e r  t h e  b a l a n c e  i s  measured i n  d o l l a r s  or i n  t h e  d o m e s t i c  

c u r r e n c y  and on how exchange  r a t e  movements a f f e c t  i m p o r t s  and 

expor ts .  

I n  s h o r t  t h e  p r i c e s  of oil may move in d i f f e r e n t  

d i r e c t i o n s  d e p e n d i n g  o n  t h e  c o n c e p t  u s e d ,  on t h e  c u r r e n c y  i n  

which t h e  p r i c e  is expressed, on whether an  a l lowance  i s  made for 

i n f l a t i o n  or n o t ,  and i f  so on t h e  p a r t i c u l a r  d e f l a t o r  appl ied .  

The s imple  moral of t h e  s to ry  is "BEWARE". Innocent s ta tements  

s u c h  a s  " the  p r i c e  of o i l  h a s  gone  upmt or " t h e  p r i c e  of o i l  h a s  

gone  down" s h o u l d  n o t  b e  t a k e n  a t  f a c e  v a l u e  when t h e y  f a i l  t o  

spec i fy  t h e  concept used. 
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COHCLU SI ONS 

We h a v e  e s t a b l i s h e d  t h a t  a t  any g i v e n  p o i n t  i n  time 

c r u d e  o i l  i s  a c q u i r e d  i n t e r n a t i o n a l l y  a t  d i f f e r e n t  p r i c e s  by 

d i f f e r e n t  b u y e r s  i f  n o t  by t h e  same buyer .  In some c o n t r a c t s  

GSPs may a p p l y  w i t h o u t  a d u l t e r a t i o n  of any s o r t ;  i n  o t h e r s  a 

l a r g e  number of "market i n f l u e n c e d "  pr ice  elements  may produce 

a c t u a l  c o n t r a c t  p r i c e s  t h a t  a r e  d i f f e r e n t  f rom e a c h  o t h e r  and 

from t h e  we l l -de f ined  GSPs. The spot p r i c e  f o r  a p a r t i c u l a r  crude 

v a r i e t y  w i l l  a l m o s t  c e r t a i n l y  be d i f f e r e n t  f rom b o t h  GSPs and 

a c t u a l  c o n t r a c t  p r i c e s ,  and f o r  some companies i n  c e r t a i n  p l a c e s  

t h e r e  may be a n  a c q u i s i t i o n  p r i c e  i n v o l v i n g  a n  e q u i t y  m a r g i n  

which bears  no r e l a t i o n  t o  t h e  normal r e t u r n  on equ i ty  c a p i t a l ,  

o r  a s e r v i c e  f e e  p e r  b a r r e l  t h a t  o v e r - c o m p e n s a t e s  f o r  t h e  

s e r v i c e s  p r o v i d e d .  And b e c a u s e  pr ice  d i f f e r e n t i a l s  are seldom 

u n d i s t o r t e d  c r u d e  v a r i e t i e s  p u r c h a s e d  a t  GSPs a r e  i n  f a c t  

acquired a t  d i f f e r e n t  e f f e c t i v e  prices. 

D i f f e r e n c e s  i n  a c q u i s i t i o n  c o s t s  have obvious d i s t r i -  

b u t i o n a l  e f f e c t s ,  and i n  c e r t a i n  i n s t a n c e s  these  e f f e c t s  may be 

s i g n i f i c a n t .  They also a c t  a s  a s p u r  i n d u c i n g  a g e n t s  t o  s e e k  

o p p o r t u n i t i e s  f o r  s h i f t i n g  t r a n s a c t i o n s  away from h igh  c o s t  (low 

r e t u r n )  t o  low c o s t  ( h i g h  r e t u r n )  s o u r c e s .  I n  a t i g h t  m a r k e t  

p r o d u c i n g  c o u n t r i e s  w i l l  t e n d  t o  s w i t c h  t o  m a r k e t s  where  t h e  

h i g h e s t  p r i c e s  o b t a i n  and t o  f a v o u r  customers prepared t o  come up 

67 



w i t h  t h e  b e s t  b i d s .  

around for t h e  b e s t  bargains.  

I n  a s l a c k  m a r k e t  b u y e r s  w i l l  t r y  t o  shop 

In such s i t u a t i o n s  t h e  economic t h e o r i s t  a l w a y s  expects  

p r i c e s  t o  e q u a l i s e .  But o i l  p r i c e s  seem t o  r e m a i n  s t u b b o r n l y  

u n e q u a l i s e d .  To e x p r e s s  s u r p r i s e  a t  this l a c k  of homogenei ty  

d o e s  n o t  n e c e s s a r i l y  r e f l e c t  a n a i v e  b e l i e f  i n  t h e o r e t i c a l  

t r u t h s ,  but r a t h e r  a d e s i r e  t o  seek an  explanat ion.  Theory h e l p s  

us fo rmula t e  q u e s t i o n s  which may enhance our understanding of t h e  

r e a l  world,  b u t  t h e  theory must be both good and r e l e v a n t  however 

a b s t r a c t  i t s  r e l a t i o n s h i p  wi th  a c t u a l  phenomena. 13 

P r i c e s  ough t  t o  e q u a l i s e  b e c a u s e  i t  a l w a y s  pays t h e  

economic agen t s  i n v o l v e d  t o  move o u t  from some p l a c e s  and t o  move 

i n  e l s e w h e r e .  The v e r y  e x i s t e n c e  of d i s t o r t i o n s  se t s  powerful 

f o r c e s  i n t o  motion which tend t o  e q u a l i s e  p r i ces .  But s t r a n g e  a s  

t h i s  may seem, t h e  t e n d e n c y  n e v e r  a t t a i n s  i t s  t a r g e t .  

E q u a l i s a t i o n  i s  t h e  end of a p r o c e s s  which  n e v e r  e n d s ;  and 

perhaps what matters most is t h e  very e x i s t e n c e  and o p e r a t i o n  of 

t h a t  e q u a l  i s a t i o n  p r o c e s s  which  c h a l  l e n g e s  e n t r e n c h e d  v e s t e d  

i n t e r e s t s ,  l oosens  c o n s t r a i n t s ,  t e s t s  obs t ac  1 es, i n v e n t s  round- 

about schemes t o  by-pass c e r t a i n  d i f f i c u l t i e s  but  f a i l s  t o  remove 

them a l l .  

Why do not  a l l  buyers move t o  t h e  s p o t  market when spo t  

p r i c e s  a r e  b e l o w  o f f i c i a l  p r i c e s ?  Why d o  n o t  a l l  s e l l e r s  s e t  

t h e i r  p r e m i a  t o  t h e  l e v e l  of t h e  h i g h e s t  spot p r i c e  when t h e  

m a r k e t  i s  t i g h t ,  o r  t h e i r  d i s c o u n t s  t o  t h e  l e v e l  o f  t h e  l o w e s t  

s p o t  p r i c e  when t h e  market is s l a c k ?  Why does t h e  e q u i t y  margin 

t e n d  t o  be widened  when t h e  economic  r e t u r n  o n  c a p i t a l  a t  t h e  
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m a r g i n  is b r o u g h t  down t o  zero by t h e  emergence of e x c e s s  

c a p a c i t y ?  Why ... ? The l i s t  of r e l e v a n t  q u e s t i o n s  can  be  

1 engt hened a lmos t  i n d e f i n i t e  1 y . 
One can a l s o  l i s t  some items where t h e  answers probably 

1 ie .  The h e a d i n g s  a r e  i m p e r f e c t  knowledge  and i n f o r m a t i o n ,  

u n c e r t a i n t y ,  i n s t i t u t i o n a l  c o n s t r a i n t s  ( i n c l u d i n g  c o n t r a c t s ) ,  

t i m e  l a g s  and r e s t r i c t i o n s  on t h e  m o b i l i t y  of agents  and on t h e i r  

f r e e  access  t o  a l l  p o s s i b l e  sources  of supply.  

In a s l a c k  market buyers w i l l  want t o  walk o u t  on h igh  

p r i c e  c o n t r a c t s  and seek cheaper s u p p l i e s  on t h e  spo t ,  bu t  a l l  of 

them may n o t  e n t i r e l y  s e v e r  t h e i r  c o n t r a c t  l i n k s  due  t o  

u n c e r t a i n t y .  They may be u n c e r t a i n  a b o u t  f u t u r e  changes  i n  

market condi t ions ,  and f e a r  t h e  l o s s  of goodwi l l  of a producing 

c o u n t r y  t h a t  t h e y  may need  d u r i n g  t h e  n e x t  s u p p l y  c r i s i s .  They 

may a l s o  be u n c e r t a i n  about t h e  r e g u l a r i t y  of s p o t  s u p p l i e s  and 

p r e p a r e d  t o  pay more for c o n t r a c t  o i l  t h a t  c a n  be o b t a i n e d  w i t h  

good t i m e  s c h e d u l i n g  i n  a smooth f l o w .  And do n o t  f o r g e t  t h a t  

breaking and r e -nego t i a t ing  t h e  c o n t r a c t  l a t e r  i n v o l v e  cos ts .  

Buyer s  a r e  a l s o  u n c e r t a i n  a b o u t  p r o d u c i n g - c o u n t r y  

r e s p o n s e s  to a w a l k  o u t .  I f  t h e  c o u n t r i e s  d o  n o t  i m m e d i a t e l y  

supply  t h e  spo t  market w i th  t h e  q u a n t i t i e s  made a v a i l a b l e  by t h e  

p h a s i n g  o u t  of c o n t r a c t s  ( a s suming  t h a t  t o t a l  demand h a s  not 

changed) then t h e  spot  p r i c e  w i l l  r i se ,  perhaps above o f f i c i a l ,  

and b u y e r s  who s w i t c h e d  t o o  q u i c k l y  t o  a n  a p p a r e n t l y  c h e a p e r  

source  might f i n d  themselves  i n c u r r i n g  lo s ses .  Thus t h e  i n e r t i a  

of producing coun t r i e s ,  o r  more prec ise ly  t h e i r  de l ayed  response  

t o  t h e  a c t i o n s  of quick-footed buyers ,  induces some i n e r t i a  among 

some of t h e i r  cus tomers .  E q u a l i s a t i o n  i s  not e a s i l y  a c h i e v e d  

6 9  



when some p r i c e s  a r e  s t i c k y  and when t h e  agen t s ’  r e s p o n s e s  

i n v o l v e  s i g n i f i c a n t  t i m e  lags .  

I n f o r m a t i o n  i s  f a r  f rom p e r f e c t  on t h e  o i l  marke t .  

T h e r e  is a l a c k  of p r i c e  t r a n s p a r e n c y ,  a more s i g n i f i c a n t  

weakness  i n  t h e  r e p o r t i n g  of p r o d u c t i o n  and e x p o r t  vo lumes .  

Demand f o r e c a s t i n g  i s  g e n e r a l l y  b a d ,  and b a s i c  f a c t s  a b o u t  

i n v e n t o r i e s  a r e  sh rouded  by d u s t y  c l o u d s  of d i s i n f o r m a t i o n ,  

s p e c u l a t i v e  g u e s s e s  and a r c a n e  m y s t e r i e s .  T h e r e  i s  a l s o  some 

l a c k  of u n d e r s t a n d i n g  of t h e  b e h a v i o u r  o f  some a g e n t s ,  

p a r t i c u l a r l y  o i l - e x p o r t i n g  c o u n t r i e s ,  on  t h e  p a r t  o f  t h e  many 

newcomers who now crowd t h e  o i l  scene. 

A l l  t h e s e  f a c t o r s  a f f e c t  t h e  a c t i o n  and r e - a c t i o n  of 

a g e n t s .  They may be induced t o  move i n  t h e  wrong d i r e c t i o n ,  o r  

t o  pause  and w a i t  u n t i l  t h e y  o b t a i n  c l e a r e r  s i g n a l s  f o r  a 

p a r t i c u l a r  move they may be contemplating. 

Because  of t h e s e  and many o t h e r  i m p e r f e c t i o n s  p r i c e  

e q u a l i s a t i o n  is n e v e r  r e a l l y  achieved. Looking a t  t h e  i s s u e  from 

a s l i g h t l y  d i f f e r e n t  a n g l e  one c o u l d  s a y  t h a t  o i l  i s  t r a d e d  i n  

d i f f e r e n t  markets t h a t  a r e  c l o s e l y  but  incompletely r e l a t e d  t o  

each other.  There is some segmentation introduced by d i f f e r e n c e s  

in t h e  form and c o n t e n t  of c o n t r a c t s .  I f  a g e n t s  were a b l e  t o  

move wi th  a b s o l u t e  freedom, i n s t a n t a n e o u s l y  and a t  no c o s t  from 

m a r k e t  t o  m a r k e t ,  p r i c e s  would  t e n d  t o  c o n v e r g e  much more 

c l o s e l y .  But they are not ,  and segmentat ion i s  a convenient  way 

of summarizing t h e  many s l i g h t  imped imen t s  to p e r f e c t  m o b i l  i t y  

a c r o s s  markets and o v e r  t i m e .  

To  i d e n t i f y  t h e  price e q u a l i s a t i o n  i s s u e  i n  t h e s e  terms 
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can l e a d  t o  t h e  f o r m u l a t i o n  of t e s t a b l e  h y p o t h e s e s  on t h e  

s t r u c t u r e  of t h e  o i l  market, t h e  n a t u r e  of i t s  imper fec t ion  and 

t h e  behaviour of agents. The i n v e s t i g a t i o n  of t h e s e  m a t t e r s  is 

what our con t inu ing  r e s e a r c h  i n  t h i s  f i e l d  i s  about. 

F i n a l l y ,  and t h i s  i s  p e r h a p s  t h e  most s u b s t a n t i a l  

conclusion,  w e  argued t h a t  t h e  e x i s t e n c e  of an adminis tered p r i c e  

system does n o t  a b o l i s h  t h e  p l a y  of market forces .  But t h i s  does 

n o t  mean, as  s o  many a r e  now f o n d  of a r g u i n g ,  t h a t  t h e s e  market  

f o r c e s  w i l l  n e c e s s a r i l y  a b o l i s h  t h e  i n s t i t u t i o n a l  p r i c i n g  sys tem.  

Such an  outcome is n o t  pre-determined a p r i o r i  but depends on t h e  

r e l a t i v e  s t r e n g t h  of t h e  f a c t o r s  a t  work and t h e  mode of t h e i r  

i n t e r  a c t  ion. 

The w o r l d  o i l  marke t  emerged i n  t h e  mid-1970s i n  t h e  

fo rm of an  i n t e r - l i n k e d  s e t  of m a r k e t s  as  t h e  d e m i s e  of t h e  

c o n c e s s i o n  s y s t e m  o p e r a t e d  by a s m a l l  number o f  v e r t i c a l l y  

i n t e g r a t e d  m u l t i n a t i o n a l  o i l  compan ies  was t a k i n g  p l a c e .  D i s -  

i n t e g r a t i o n  e x t e r n a l i s e d  t r a n s a c t i o n s  which used t o  be conducted 

w i t h i n  company channels.  It a l s o  brought producing c o u n t r i e s  and 

companies  t o  a t r a d i n g  i n t e r f a c e ,  o p e n i n g  up o p p o r t u n i t i e s  for 

bargaining,  t h a t  i s  f o r  t h e  emergence of market-inf luenced, non 

p u r e l y  adminis tered p r i ces .  The shee r  i nc rease  i n  t h e  number of 

p r imary  l i f t e r s  f u r t h e r  i n c r e a s e d  t h e  s c o p e  f o r  s e c o n d a r y  

t r a d i n g  . 
P a r a d o x i c a l l y  i t  i s  OPEC which  c o n t r i b u t e d  t o  t h e  

growth of o i l  markets,  through t h e  l i t t l e  pub1 i c i s e d  r e v o l u t i o n  

wh ich  g r a d u a l l y  a b o l i s h e d  t h e  c o n c e s s i o n  s y s t e m .  The r i s e  of 

s i g n i f i c a n t  non-OPEC e x p o r t e r s  t o w a r d s  t h e  end of t h e  1 9 7 0 s  

hastened and completed t h i s  development. As it  happened non-OPEC 
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e x p o r t e r s ,  p a r t i c u l a r l y  Er i t a i n ,  Norway, Egypt  and Oman, 

con t r ibu ted  t o  changes i n  t h e  s t r u c t u r e  of t h e  o i l  i ndus t ry  which 

were i n i t i a t e d  by t h e i r  OPEC r i v a l s  j u s t  b e f o r e  they themselves  

emerged as  a s i g n i f i c a n t  force.  

Why s h o u l d  a g e n t s  w i t h  a c l e a r  v e s t e d  i n t e r e s t  i n  

maintaining t h e i r  a d m i n i s t r a t i v e  c o n t r o l  ove r  p r i c e s  open up an 

a r e n a  for m a r k e t  f o r c e s  t h a t  may c h a l l e n g e  t h e i r  c o n t r o l  i s  a n  

i n t r i g u i n g  quest ion.  Economists may be i n c l i n e d  t o  a t t r i b u t e  it 

a l l  t o  t h e  compe t i t i ve  i n s t i n c t ;  y e t  i n  t h i s  i n s t a n c e  t h e  i n i t i a l  

d r i v e  was p o l  i t  i c a l  , b e c a u s e  e x p o r t i n g  c o u n t r i e s  i n  t h e  1960s 

s i m p l y  wanted  t o  e x e r c i s e  f u l l  s o v e r e i g n t y  o v e r  t h e i r  n a t u r a l  

r e s o u r c e ,  f rom p r o d u c t i o n  t o  m a r k e t i n g ,  f rom i n v e s t m e n t  t o  

p r i ces .  They succeeded o v e r  t h e  broad f r o n t  and markets  emerged 

p a r t l y  as a by-product of t h e s e  endeavours. 

But now t h a t  t h e  m a r k e t s  a r e  t h e r e  and e x p a n d i n g ,  t h e  

t e m p t a t i o n  for o i l - e x p o r t i n g  c o u n t r i e s  t o  u s e  them t o  o b t a i n  

h i g h e r  p r i c e s  o r  t o  move h i g h e r  v o l u m e s  may be s t r o n g .  (To say 

t h a t  t h e  compe t i t i ve  i n s t i n c t  was not i n i t i a l l y  t h e  prime-mover 

does n o t  mean a t  a l l  t h a t  t h i s  i n s t i n c t  is b l u n t e d  and incapab le  

of man i fe s t ing  i t s e l f  subsequent ly) .  I n  f a c t  t h e  experience of 

d i r e c t  m a r k e t i n g  a c q u i r e d  i n  p a s t  y e a r s  by O P E C  N a t i o n a l  Oil 

Companies and s i m i l a r  agencies  h a s  enhanced  c o m p e t i t i v e  s k i 1  1 s  

and encouraged t h e i r  a p p l i c a t i o n .  

Hence t h e  dynamic and perhaps u n s t a b l e  s t a t e  of a f f a i r s  

which c h a r a c t e r i s e s  t h e  world of o i l  today. Two p r i c i n g  systems 

o b e y i n g  two d i f f e r e n t  l aws  c o - e x i s t ,  n o t  i n  i s o l a t i o n  f rom one  

a n o t h e r ,  b u t  w i t h i n  a web of complex  i n t e r a c t i o n s .  The v e s t e d  
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i n t e r e s t s  which  m a i n t a i n  one  of t h e s e  s y s t e m s  i n  e x i s t e n c e  a r e  

extremely powerful and extend well beyond OPEC, and w e l l  ou t s ide  

t h e  group of oi l -producing count r ies .  The powerful market f o r c e s  

a s s o c i a t e d  with t h e  second p r i c i n g  s y s t e m  t e n d  t o  b a t t e r ,  l i k e  

s t r o n g  and h i g h  waves ,  t h e  i n s t i t u t i o n a l  dyke  which p r i c e  

a d m i n i s t r a t o r s  h a v e  e r e c t e d  a g a i n s t  them. Though d e f a c e d ,  t h e  

dyke i s  s t i l l  ho ld ing  a g a i n s t  t h e  pressure .  

Whether t h i s  s t a t e  of a f f a i r s ,  however  uneasy  and 

p reca r ious ,  w i l l  maintain i t s e l f  f o r  years t o  come o r  whether t h e  

market will soon p r e v a i l  over  t h e  adminis tered p r i c e  system, i s  a 

q u e s t i o n  of c o n s i d e r a b l e  i n t e r e s t  t o  a l l  a c t o r s  on the ene rgy  

scene. Our purpose here ,  and one of t h e  o b j e c t i v e s  of our f u t u r e  

work, i s  t o  prepare  the ground f o r  a c l a r i f i c a t i o n  of t h i s  issue.  
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1. Kuwait and Libya a r e  n o t a b l e  exceptions.  Towards t h e  end of 
t h e  1960's t h e s e  two c o u n t r i e s  began  t o  worry a b o u t  t h e  
d e p l e t i o n  of t h e i r  r e s o u r c e s  and t a l k  a b o u t  o r  a p p l y  
conse rva t ion  measures. 

2. Whenever t h e  p r i c e s  a t  wh ich  a c t u a l  t r a n s a c t i o n s  a r e  done 
t u r n  out t o  be d i f f e r e n t  from t h e  p o s t e d  numbers ,  b e c a u s e  
t h e  s e l l e r  ( o r  t h e  b u y e r )  a c c e p t s  " p o s t i n g  plus a premium'' 
o r  "posting minus a discount",  one should s t a r t  t o  q u e s t i o n  
t h e  economic meaning o f  t h e  c o n c e p t .  I n  s u c h  i n s t a n c e s  
p o s t e d  p r i c e s  a r e  no l o n g e r  q u o t a t i o n s  b u t  t h e  s t a r t i n g  
p o i n t  of a b i d d i n g  p r o c e s s .  They may t e l l  us s o m e t h i n g  
a b o u t  t h e  i n i t i a l  p e r c e p t i o n s  of a g e n t s  o r  a b o u t  some 
i n s t i t u t i o n a l  covent ions;  but  they t e l l  us precious l i t t l e  
about movements i n  a c t u a l  p r i ces .  Continual v a r i a t i o n s  i n  
p remia  and d i s c o u n t s  d i s s o c i a t e  t h e  p o s t e d  p r i c e  f rom t h e  
a c t u a l  p r i c e  series;  and i n  such cases  it would be t o t a l l y  
m i s l e a d i n g  t o  draw any i n f e r e n c e  f r o m  t h e  b e h a v i o u r  of 
p o s t e d  p r i c e s .  The m e a n i n g f u l  d a t a  are changes  i n  p r e m i a  
and d i scoun t s  from a g i v e n  base. 

3. Many o b s e r v e r s  b e l i e v e  t h a t  OPEC members f a l l  n e a t l y  i n t o  
two ca tegor i e s :  modera t e / conse rva t ive  and m i l  i t a n t / r a d i c a l ,  
a s  i f  t h e s e  c h a r a c t e r i s t i c s  were i n d e l i b l e  birthmarks.  I n  
f a c t  b e h a v i o u r  va r i e s  c o n t i n u a l l y .  "Moderate" c o u n t r i e s  
h a v e  o f t e n  t a k e n  h a r d  s t a n c e s  and ' ' r a d i c a l "  members h a v e  
sometimes shown moderation. Behaviour depends on a h o s t  of 
f a c t o r s  o t h e r  t h a n  t h e  p o l i t i c a l  c o l o u r  of t h e  regime, and 
t e n d s  t o  v a r y  a c c o r d i n g  t o  t h e  i s s u e s  i n v o l v e d ,  t h e  
p o l i t i c a l ,  economic and f i n a n c i a l  c i r c u m s t a n c e s  of t h e  
country a t  t h e  t i m e ,  and more o f t e n  than not, according t o  
i n t  e rn8  t iona 1 r e 1 a t  ions. 

4. I an  Seymour, OPEC, Instrument of Change, Macmillan, 1980. 

5 .  S t r i c t l y  speaking, those who i n s i s t  on u s i n g  t h e  term "OPEC 
p r i c e "  a s  a s h o r t - h a n d  n o t a t i o n  o u g h t  t o  r e s e r v e  i t  t o  t h e  
m a r k e r  c r u d e .  This i s  t h e  o n l y  p r i c e  w h i c h  OPEC 
c o n s i s t e n t l y  a t tempts  t o  adminis ter .  To be su re ,  o t h e r  GSPs 
are sometimes determined by a c o l l e c t i v e  OPEC d e c i s i o n ,  but  
on many o c c a s i o n s  OPEC h a s  a l l o w e d  i t s  members t o  a d j u s t  
t h e i r  GSPs i n  t h e  l i g h t  of market developments.  And i n  some 
i n s t a n c e s  OPEC h a s  gone as  f a r  as t o  l e a v e  i t s  members 
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