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INTRODUCTION

This report deals with the immediate effects of the Arab
0il embargo, and oil price increase which took place during the
fourth quarter of 1973. It discusses briefly the uneasiness of
the international systems, seeking to cope with the major changes
in individual countries' payments positions, and the massive
surplus accruing to the oil exporters; the initial impact on
the advanced countries whose economies had been geared to a
high use of energy, and were thus prone to inflation, demand-
deficiency, unemployment, and problems of maintaining their
high standards of living. The report makes a special reference
to the plight of the oil-poor developing countries, their fight
for survival, and their attempt to replenish their dwindling
foreign exchange reserves. The non-oil developing countries
(NODs) have been further classified according to their develop-
ment levels, and dependence on foreign oil. Some forms of aid
to these countries have been referred to. The concluding para-
graphs show that recovery has been slow and would entail inter-
governmental co-operation in overcoming the problems facing the

world economy, and in reaching a new equilibrium.
BACKGROUND TO THE ENERGY CRISIS

No event in the period following the second world war had
so sharp and pervasive an impact on the world economy as the

series of shocks to the oil market that followed closely on the

outbreak of the Arab-Israeli war on October 6, 1973. This tragic



renewal of hostilities in the Middle East brought in its wake
extremely serious conseqﬁences for oil consumers the world

over. Abandoning the Teheran and Tripoli agreements, the Arab
governments imposed unprecedented increases in oil prices and
taxes, and started cutting production. The non-communist world
was posed with the urgent question as to whether it could adjust
to the new situation at a tolerable cost. For almost a year
uncertainty grew and pessimism seemed to feed on itself. How to
cope with the economic implications of the crisis became almost
overnight the major pre-occupation of governments all around

the world.

Man's progress from a primitive stage to the complex indus-
trialized society of today has required an increasing use of
non-human energy. To an ever increasing extent, energy has been
used to move machines and vehicles of transportation and to
provide heat and light for daily living. In fact, the development
of human civilization has been closely tied to the degree of
energy use per man, The relationship between economic growth and
energy consumption is brought out in figure 1 (page 3) in which
gross national product (GNP) per capita for selected countries
is plotted against their respective per capita energy consumption
levels.l The pattern observed clearly establishes a strong co-

relation between economic development and energy consumption.
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Crude o0il is the most important single commodity in world
commerce and in recent years has accounted for over fifth per-
cent by weight of all sea-borne international trade. In many
applications there are no substitutes for oil products.2 Was it
tolerable then, that energy supplies which are indispensable to
modern ways‘of life, should in the future be subject to the will
of a small group of exporting countries?

Let us consider what we mean by the term '"the energy
crisis". It encompasses the long and short term aspect of the
supply of non-renewable sources of energy. The sudden change
in relative prices of energy and its impact on other prices,
the impact of these price changes on the earnings and financial
reserves of both oil producing and oil consuming countries,
which in turn affect the international system of trade and
payments.3

In the history of mankind shortages have often developed
and were usually solved by new technology; this new technology
involving the use of massive additional quantities of energy in
some conventional or new form. This is one of the chief reasons
why demand for energy has escalated so rapidly. But now, when
the world economy depends almost entirely on fossil fuels for
its energy, we are facing a decline in its availability. The
supplies and demands for energy are intricately connected in
terms of both fuels and locations, so that marginal changes in

one part. of the system elicit responses in other parts.



The stress on the system became apparent in 1973 and 1974

when world oil prices were raised sharply, intensifying
interest in reducing the importing country's dependence on
foreign supplies. Events since then bear plain witness to this
phenomenon, as well as to the profound influence that govern-
ment policies can have.

Leaving aside the much publicized role of o0il as a
political weapon, there were several very ligitimate causes
which gave rise to the crisis. First was the determination
of the oil producing countries to obtain control over the
extraction and disposition of their major natural resource,
rather than delegate that power to others. 1In 1960, at a time
of surplus production, the o0il companies succeeded in reducing
posted prices. Irritated by this action and alarmed by the
drop in their revenues the producing countries formed OPEC
in the same year. Its members were Iran, Iraq, Saudi Arabia,
Kuwait, Venezuela, Indonesia, Libya, Qatar, and Abu Dhabi.
Secondly, towards :the end of the decade there was a shift
in the balance befween supply and demand, largely as a
result of the U.S. becoming an increasingly large importer
and also the Japanese market growing comsiderably. Thirdly,
the price level in the big industrial countries had been
rising for many years, so the price of industrial products
needed by o0il exporters had been rising. In other words the

value and purchasing power of the o0il dollar was gradually



diminishing as a result of this inflation. Arthur Little Inc.,
which was commissioned by OPEC to study the economics of the oil
industry, recommended that oil prices be linked to the price
of industrial goods.4 The bargaining position of the oil
producing countries in 1970 was considerably strengthened by
the economic growth in industrialized countries and also by
temporary interruptions of piped supplies of Arabian crude
0il to the ports of the Eastern Mediterranean and they lost
no time in taking advantage of it.

Accordingly there began a significant transfer of economic
power from the oil importing to the exporting countries.
This shoft will continue until such time as the more fortunate
oil importing countries can bring into production additional
sources of energy to meet their domestic requirements. Many of
these countries are not likely to have much room for manoever.
In the short term at least, oil exporting countries will be
able to exercise considerable control over both the supply and
price of oil since its elasticity of demand is low. It is
likely however, to be much higher in the long run because of
a wide range of substitutes that can be expected to become
available.5

In September 1973 the posted prices of crude oil were
increased by seventy percent following negotiations under the
Teheran, Tripoli, and Geneva agreements between the international

oil industry and the governments of OPEC.6 The quantitative



restrictions on o0il supplies were firmly tied to political
objectives. Countries friendly towards Israel, especially the
U.S5. and Netherlands, were formally boycotted. Loopholes and
manoceuverings, however, greatly lessened the impact on these
countries relative to what OPEC intended. For example,
oil shipments to western Europe were received and processed
at the port of Rotterdam (in the Netherlands). The countries
of western Europe decided to share the burden of the increased
oil prices. The U.S. received some oil by way of Europe.
The major oil companies involved in o0il distribution also
helped in reducing the adverse impact on the boycotted
countries. The allies of the Arab world were given preferential
treatment while the rest of the world was to receive reduced
supplies until a settlement of the Arab-Israeli problem was
reached. On December 16, 1973 the new price was doubled
again, Thus, at the beginning of 1974 the importing countries
were faced with crude oil prices three and a half to four
times what they had been three months earlier. Taking Arabian
light crude as a representative marker, the revenue per
barrel for producing countries rose from $0.90 in 1970 to
$1.27 under the Teheran agreement in 1971, to about $3.30
in October 1973, and to around $8.00 in January 1974.7

Table 1 (page 8) shows the size of surplus revenue in

Just that year.8



Table 1.

Size of OPEC Surplus Revenues

1973 1974
OPEC exports (million barrels per day) 28.4  28.4
Revenue per barrel* $2.60 $9.00
Expenditure kimports—goods and services;
$1,000 million) 20.0 23.5
Surplus ($1,000 million)*%* 7.00 70.00

* The U.S. dollar is used as the basis for fixing oil prices.
%% Surplus is defined as petroleum exports minus current account

imports.

IMPACT ON THE INTERNATIONAL FINANCIAL MECHANISM

It was difficult to say whether the oil importing countries
and the international monetary system could adjust to the shock
of the quadrupling of oil prices witliout serious economic dis-
ruptions. OPEC's surplus means a corresponding payments deficit
for the non-OPEC or oil importing countries. The growing burden
of 0il payments is being felt in terms of inflation, demand,
deficiency, balance of payments adversity, and detriment to the
standard of living. International financial markets such as
the Euro-currency and Euro-bond markets have been undergoing severe

stress in seeking to cope with the re-cycling of oil money.



The foreign exchange markets are extremely uneasy because of
the serious implications of oil payments for the currencies
of the oil importing countries. The international banking
community is experiencing a difficult adjustment period in
intermediating huge o0il money deposits. The international
monetary reform was set back seriously by the monetary and
financial turmoil caused by o0il money flows. It was not even
certain as to whether all the main aspects of the new economic
situation were sufficiently understood by either economists
or policy mak.ers.9

The oil price increase brought about major changes in the
international payments positions and provoked much public
discussion and disagreement about the problems that these
changes could pose for the international economy. As a result
of higher oil prices, the o0il revenue of the eleven major
oil exporters that dominate the OPEC, namely, Saudi Arabia,
Iran, Iraq, Kuwait, United Arab Emirates, Qatar, Libya,
Nigeria, Algeria, Venezuela, and Indonesia, had been estimated
by the International Monetary Fund and Organization for Economic
Co-operation and Development (OECD) to have increased in 1974
by some 70-75 billion dollars.10 All the members of OPEC
expanded their imports in response to their increased revenue,
but the size and speed of this response vary greatly. At one

extreme are Indonesia and Nigeria where per capita income is low
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and development possibilities enormous. The imports of these
countries increase with sufficient rapidity to prevent large
and prolonged accumulation of reserves. Although with a higher
per capita income, Algeria belongs to this group, as her oil
revenues are modest and development expenditures large. At the
other extreme lie Kuwait, Libya, Qatar, Saudi Arabia and the
United Arab Emirates where per capita income is high and
absorptive capacity is low in relation to the size of oil
revenues. Although their imports expanded rapidly in percentage
terms, these countries will continue to run current account
surpluses. In between these extremes lie Iran, Iraq, and
Venezuela, being middle-income countries with substantial
possibilities for development, but their o0il revenues are so
large that it would be some years before their current
account surpluses can be expected to disappear.ll

It has been suggested periodically, and feared in view
of these enormous surpluses accruing to the oil exporting
countries, that the current level of oil prices threatens
some of the importing countries with "national bankruptcy“.12
There are two ways in which this phrase may be interpreted.
The notion of insolvency: if an o0il importing country were
only able to finance the oil imports required for the main-
tenance of a full capacity level of output by borrowing,

and were only able to service that loan by further borrowing,

so that it gradually surrendered an ever increasing share



of its assets to the foreign control. In such a situation

the country's net worth would tend in the course of time to
approach zero, in that the whole of its capital stock would
ultimately be owned by foreigners. There is however, no
prospect that oil deficits alone will drive some of the

o0il important countries to national bankruptcy in the sense

of insolvency. In the aggregate, oil importers face the
prospect of losing title to a proportion of the increment in
their capital stock, rather than to a progressive absolute
reduction in net worth. They will of course have to make
psychological adjustment to a new situation of substantial
foreign indebtedness, but this is nothing novel in modern
economic history, The possibility remains that there are

some individual countries for which the picture of growing
improverishment is accurate. None of the industrialized
countries have to borrow a sum approaching the size of its new
investment, but some of the developing countries are in a less
happy situation. They have to reduce their consumption

to increase savings, to step up domestic investment, and
reduce their current deficits, or else they face the prospect
of a severe slowdown in the rate at which they can accummulate
wealth. But their consumption is already often below the

subsistence level.

11
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There is however, a second, less dramatic and more possible
form of national bankruptcy: the concept of illiquidity. Some
oil importing countries would be unable to meet their contractual
obligations to the outside world, or more generally, would be
faced with an acute liquidity problem. This cannot arise for
oil importing countries in the aggregate, since all the important
methods by which the members of OPEC receive payment involve
their acquisition of some form of claim on one or more oil
importing countries. It could however arise for individual
countries if the process of financial mediation were to operate
in such a way as to deny certain countries adequate access to
credit. Again, the threat of illiquidity is greatest for non-
oil developing countries.13

The question which posed itself then, was whether the
financial mechanism would be capable of recycling the oil
revenues in such a way as to finance the current account
deficits on the part of oil importers. Failure to achieve an
appropriate distribution would involve at best a misallocation
of resources, and at worst, a major slump or acute liquidity
shortage.

0il payments are made almost entirely by countries
drawing on their foreign exchange reserves and transferring
foreign exchange to the members of OPEC. The use of primary

reserve assets— gold and special drawing rights (SDR's)-——



is minimal and seems likely to remain so in view of the
financial sophistication of the oil exporters, the low
interest rate on the SDRs, and no interest on gold. Some
countries, principally certain developing countries with close
ties to the QPEC members and some industrial countries, con-
cluded barter arrangements having lines of credit which avoid
or reduce the need for transfers of foreign exchange. But
these are not large enough to influence the assumption that
most o0ill payments are made in terms of foreign exchange.l4
Until now, the principal recycling mechanism has been
the Euro-currency market. If an oil importer draws on reserves
held in a reserve center, while the OPEC members place their
new reserves in the Euro-market, the Euro-bank acquires
additional funds which can be lent to the oil importers. If
public or private sectors in each oil importing country borrow
from the Euro-banks, funds equal to the amount of each
country's oil deficit, and convert these funds into domestic
currency, and if the central banks then place their additional
reserves in the reserve center, global reserves will rise by
the size of the aggregate oil deficit and oil importers'
reserves remain unchanged. No liquidity problems will arise
so long as this process continues. There are however, other
ways in which the intermediation process could work, and some
of these lead to different conclusions. For example, the oil

exporters may invest directly in the oil importing countries

13
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rather than in the Euro-currency markets. This decreases the
reserves, and thus the lending power of the Euro—market.14
Where members of OPEC place their increased revenues and
whence the oil importing countries draw their reserves, will
have some impact on the ease with which the importers can
finance their deficits. 1If the OPEC nations invest in each
0il importing country to the full extent of its surplus with
that country, no problems would arise because, the importing
countries are attracting a capital in-flow in the form of
OPEC investment equal to the size of its current deficit with
the o0il producers. But a majority of the OPEC investments are
likely to be directed to the industrial countries. It is gain
the non-OPEC, less developed countries which have trouble in
matching their current deficits with capital in-flows and/or
loans from the Euro-market. However, as long:as there is
reasonable mobility of capital among the oil importers,
including the reserve centers, there is no real danger that a
creditworthy country prepared to borrow will face the prospect
of an inability to do so as the comsequence of a global
liquidity shortage. The real danger then is that certain
individual countries may cease to be creditworthy and there-
fore unable to borrow despite the continuing adequacy of
global liquidity. An appropriate criteria as to what constitutes
creditworthiness is that indebtedness will not grow faster

than debt servicing capacity, i.e. the country remains solvent.
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Individual countries can certainly hope to meet this criterion
provided the current account deficit is appropriately distri-
buted.l5

Playing its role as the foremost international market,
the Euro-market has certainly aided the cycle of oil money.
To the extent that the Euro-currency market has fulfilled
the recycling task, it has helped to reduce the painful adjust-
ment costs of many oil importers in terms of deflationary
economic policies, external trade barriers, competitive currency
depreciations, and other "beggar they neighbor" policies. But
the Euro-market has its limitations as a recycling channel.
Being a free, private, financial market, it is a difficult
place to borrow money for many poor, developing countries that
may carry a low credit rating but are nevertheless in most
serious need of oil money. The creditworthiness of a borrower
is not necessarily correlated with the welfare effects of the
loan in terms of economic efficiency. Also, there is a definite
limit to the extent to which the Euro-market can play a
recycling role. The task of oil money recycling is simply too
big for the market to perform single-handedly, or for that
matter, too big for any free market mechanism. The basic
problem is that the loans involved are not self-liquidating.
Unlike a project loan or a trade credit, a bank loan to

finance o0il imports belongs to the consumer loan category:
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the loan enables an oil importing country to buy oil and
consume it. For poor developing countries with low foreign
exchange reserves, such consumption loans may have very
low repayment priority.l6
There arises therefore, a legitimate role for "lender of
last resort" facilities provided under official auspices.
There are likely to be countries which periodically have a
need for credit from official sources. There is no certainty
that banks will not insist upon an inappropriately rigorous
standard of creditworthiness. Confidence is also to some
extent dependent on psychological attitudes that may not always
be entirely ratiomal. Adequate official recycling facilities
are therefore an important safeguard for the stability of the
system. But at the same time, official recycling facilities
too easily made use of could be dangerous. The reason is that
it decreases the pressure upon countries, and weakens their
determination to achieve appropriate current account targets.
Official recycling should not be conducted on particularly
favorable terms, and a program offering a clear prospect of
pruning back the size of current account deficits to internationally
agreed upon target levels should be a condition of its use.l?
There were three major policy initiatives addressed to
the problem of finanical intermediation during the first
half of 1974. The first was the action of the U.S. in abolish-

ing controls over capital outflows, This had the effect of
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greatly reducing the importance of decisions by members of
OPEC as to where to place their funds, since it meant that

a failure by some oil importing countries to attract OPEC
investments, directly or through the Euro-markets, could be
compensated for by increased borrowing from the U.S. The
second initiative was the creation of the IMF "oil facility"
following the final meeting of the Committee of Twenty in
June, 1974, This facility borrows funds directly from the

0il exporters and lends them to those importers with a balance
of payments need, up to a maximum determined by a formula that
takes into account the increased cost of oil imports, the
strength of the country's reserve position, and its fund
quota. This facility is of particular usefulness to those
countries faced with problems of creditworthiness., The third
initiative was the active solicitation of OPEC investments by
the International Bank for Reconstruction and Development
(IBRD). This can be expected to benefit principally the
higher income developing countries.

The severity of the problems facing certain countries on
account of diminished creditworthiness suggest that, there is
need for additional mechanisms to supplement the IMF oil
facility. There could be two general patterns with such new
mechanisms might follow. One could involve the o0il exporters
taking equity type investments in the countries involved. This

would give investors protection against unforeseeable changes
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in the rate of inflation and an expectation of good returns in
the long run without adding correspondingly to the medium term
indebtedness of the host countries, and thereby imparing their
problem of creditworthiness. The second pattern could involve
further use of the international financial institutions. The
risk of defaﬁlt would thereby be reduced so far as the OPEC lenders
are concerned, and perhaps, given the reluctance of countries

to incur the disapproval of the whole international community,
the risk of default by the borrower would also be reduced.

There are a wide variety of organizational forms that could

be utilized: the sale of additional IBRD bonds, the issue of
additional SDRs (although these would have to bear a sufficiently
high rate of interest to make them appealing to the oil

exporters as an investment medium), or the expansion of the

oil facility as agreed upon by the IMF Interim Committee in

January, 1975.18
IMPACT ON INDUSTRIAL COUNTRIES

Because they operate in such different economic environ-
ments, it is helpful to consider the industrial countries and
the non-oil developing countries_(i.e. the oil importing
developing countries), separately, in analyzing the effects of
the oil price increase. In the case of the industrial countries
the adjustment process can be thought of as taking place in
several distinct phases. First, there is an initial phase, during
which the large increase in the price of o0il raises the general

price level, and simultaneously transfers income from consumers
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to producers of energy, who in turn accummulate a large fraction
of their suddenly swollen incomes in unspent financial surpluses.
Second there is a transition phase, in which producers of
energy gradually increase their spending out of the higher
receipts; oil exporting countries increase their purchases
from the importers, and producers of energy within the con-
suming countries expand their production facilities in response
to the higher prices of their products, Third, a final phase,
in which the tramsition is completed, and consumers of energy
are fully paying for the higher prices through a transfer of
real resources, as reflected in higher exports to foreign
producers, and higher resource costs for domestic production
of primary sources of energy.1

Consumers in the importing nations paid more for energy
and thus had less to spend on othef products. Due to low
elasticity of demand for oil in the short run, there can only
be a small reduction in quantity demanded and imported, but
expenditures go up due to increased prices. Thus, money incomes
remaining constant, expenditures on domestic goods and services
of non-OPEC countries decline. So the oil price rise results in
demand deflation. An offsetting effect is that some part of
the extra income of the OPEC countries will be spent on imports
from non-0OPEC countries. But these imports account for only a
small fraction of their increased oil revenues, as their
capacity to absorb imports is very limited. These 0il producing

countries will have to keep their extra proceeds in some form
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of assets until their domestic economic activity expands and
diversifies enough to absorb in the form of imports, the

whole of the savings which these assets represent. The direct
deflationary impact on demand stemmed therefore, from the
increased saving being undertaken by oil exporters. This direct
impact is increased by the usual multiplier effect, which is
calculated on the assumption that monetary policies maintain

a constant interest rate. This rate is modified by the monetary
repurcussions of a tax change, these repurcussions depending
upon the government fiscal policy regarding the use to which
the tax revenue is put.20 If it is used to reduce debt held by
the public, interest rates will fall and stimulate a rise in
spending that will partially offset the initial decline in
demand, If it is used to reduce the money supply (example, by
paying off debt held by the central bank) interest rates will
rise, thereby intensifying the initial decline in demand.

In the case of the o0il surplus, equivalent to debt reduction

in increasing demand, is the increase in 0il funds seeking
investment outlets. What had happened in effect, was that the
world's propensity to save had gone up, owing to redistribution
of some towards high savers. To maintain aggregate demand
therefore, the extra savings must be matched by extra invest-
ment. The OPEC countries must deposit their surplus revenues
somewhere, so that for the non-OPEC world as a whole, there

results a capital inflow equal to its current deficit with OPEC.
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To the extent that these funds are lent out and lead to extra
private investment spending, they have a stimulating effect
on aggregate demand. The investment opportunities will have
increased by the need for oil substitutes; on the other hand,
are there sufficient opportunities to absorb the extra savings?
It is doubtful as to whether the private sector motivated by
profit would invest at a time of economic uncertainty and low
profit expectations.Zl Initially there had been no sharp
rise in domestic energy investment. As a consequence sales,
output, and employment were reduced in consumer goods industries.
Total demand and output fell not only the amount of the initial
loss in consumer demand, but still further through the typical
cyclical process in which the initial reductions in employment
and income cause further decline in demand, output, and jobs.
Moreover, the loss of output and income in each country tended
to be reinforcing, since each country provides an export market
for the others.22

The more expensive energy decreased the real incomes of
0il importers by increasing the costs per unit of output.
The sharp increase in the price of oil was passed through
to the prices of gasoline, heating oil, electricity, petro-
chemicals, and other petroleum using products. Prices of
domestically produced fuels increased partly or fully in

line with imported oil prices. Wage increases accelerated



in response to higher prices, leading to additional price
increase in areas outside the energy industries. Cost-push
inflation was given a substantial thrust.23

This brings us to the question of structural changes and
the accompanying problems of alterations. The basic reason
for these alferations is the changes in relative factor costs
due to sudden rise in oil prices. Any oil substitute, for
example, coal, will be in high demand; relatively energy
intensive goods and services more expensive and its consumption
therefore, relatively reduced in favor of lower cost less-
energy intensive goods. The implications of these changes
could be far reaching. To give an example energy saving forms
of tramsportation, including the bicycle, would receive an
impetus; insulation materials will be used more widely, and
building standards might change. These shifts will change
production and demand patterns, resulting in contraction and
unemployment in certain industries, and new jobs and relative
boom in other. Countries specializing in energy saving

products will gain export markets, while others will have to

accept new import burdens.za
IMPACT ON NON-OIL DEVELOPING COUNTRIES

Whereas concerns were raised in the developed world with
respect to maintenance of the high standards of living that

had been attained in the twentieth century, the oil poor

22



