Analysis of OPEC/Non-OPEC Cooperation
By William R. Edwards*

The petroleum producers of the world are understand-
ably distressed with their inability to reverse the continuing
underlying trend of lower and lower crude prices. There has
been much said and written about the causes of the low prices
and the action needed to correct the situation. Most commen-
tators agree that if OPEC and non-OPEC producers could
agree on a joint production control agreement the problem
would be solved. Some officials, such as the Oil Minister of
Oman, have actively lobbied OPEC and non-OPEC partici-
pants in an effort to get agreement on cooperative measures
to rectify the situation. All participants and commentators
seem to be in agreement that the problem is overproduction
and the solution is a cooperative production cut.

While the imposition of a restriction on crude supply
would indeed provide temporary alleviation of the price
problems, this relief would be of very short duration (several
weeks to a few months) because it does not address the
problem in a fundamentally sound fashion. Thus it behooves
the industry leaders to look more realistically at the results of
an orchestrated supply restraint and alter their strategy to
produce a more lasting and desirable result.

To better understand the reasons why conventional
wisdom does not apply in the case of an OPEC/non-OPEC
production cut, let us think through the expected sequence of
events beginning with a coordinated agreement by OPEC and
non-OPEC producers to restrain production. For our think-
ing purposes, let us assume that the agreement is for each
group to reduce production by 5 percent, or a total worldwide
reduction of 1.5 to 2 million barrels per day of crude oil. This
would result in crude supplies being short of meeting demand
by more than 1 million barrels per day.

Sufficient crude inventories exist worldwide to compen-
sate for a million barrel per day drawdown for some months.
On a superficial basis, then, there would be little impact from
a 5 percent cut by half of the world’s producers. In actual
practice, however, the impact would not be so mild. Because
the world’s petroleum system is not one homogenous mix of
completely flexible entities, dislocations and problems would
appear almost immediately to some operators, resulting in
some panic driven actions.

Panic is contagious! Shortly after the curtailment had
begun, prices would respond and the response would not be
gradual and orderly. Because of the enhanced volatility
contributed by the futures markets, the price response would
be exaggerated. This exaggerated price response would
further feed the panic. Before long, commentaries on the
reasons for the price move would convince the industry that
there was, in fact, a significant shortage of production. This
belief would be widely adopted, further feeding the panic and
causing further upward price moves.

The prevailing attitude would shift from one of supply
complacency to one of supply concern, and the industry
would begin increasing inventories out of fear of being caught
short. This action would create an added apparent demand on
the system, exacerbating the contrived shortage of supply.
The price increase hoped for by the OPEC and non-OPEC
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producers would exceed their fondest wish in a relatively
short time.

But the story does not stop there. The industry at that
point would not be a stable, smoothly functioning industry
responsibly supplying the needs of its consumers. Instead the
industry would be involved in an erratic, panic inspired
operation and would be participating in an action that had
produced great uncertainty in both supply availability and
price. This is certainly not the image the industry wants to
display.

However, while significant, the image problem is not the
only concern. Let us continue thinking through the dynamics
of the petroleum supply system. One of the fundamental laws
of economics, of physics, or of nature is that supply and
demand ultimately must be in balance. Inventory swings can
adjust for differences in supply and demand temporarily, but
in the long run the two elements must be equal. There is no
such thing as a permanent shortage. 1f one element of supply
or demand changes, then the other will follow accordingly.

So what of the abrupt change in supply resulting from a
5 percent cutback? Will worldwide demand drop a corre-
sponding amount instantly? The acknowledged impact of
higher prices on demand suggests that if prices rise high
enough, demand will decrease accordingly. Assuming this to
be the case, what happens after the system has adjusted to the
new supply level? Since ultimately the system will come back
into balance, prices will again plummet, and we’re back
where we started, only at lower demand and production
levels, hence lower total revenue levels. The curtailment
provided a positive result which was only temporary; how-
ever it produced a negative result which was permanent, a
loss of confidence by the consurner in the role of the producer
as a responsible, dependable supplier. Is this the desired
result? I think not!

Historical data indicate that even the results described
above are only a portion of the negative aspects of an
orchestrated restriction in crude supplies. There is more bad
news to come. The crude price increase required to create an
immediate 5 percent reduction in demand is very large,
probably $20 to $30 per barrel. An increase in crude price
of this magnitude cannot occur without causing dramatic
changes in the thoughts and actions of the producers long
before such an increase reaches its peak. In fact, the
documented certainty is that some producers will abandon
their resolve and breach the agreement long before such an
increase can develop. Let us think through how and why this
will happen.

In analyzing the process whereby some producers ulti-
mately abandon production restraint agreements, it is helpful
to select some arbitrary prices to work with in our thinking
process. Let us suppose the price of a given crude is $14 per
barrel prior to the beginning of production restraint, and the
desired price target is $18 per barrel. The market price will
move upward at a fairly rapid pace as lifters’ desired
nominations for crude are denied. At some point customers

i whose requirements are not being filled will begin to offer

prices above the $18 target. As the offered prices climb
higher above the target price, it becomes much more difficult
for an individual producer to cortinue to say “no” to attractive
offers of $20 to 25 per barrel. After all, the producer will
rationalize, the agreement on production restraint has done its
job and it won’t hurt to cash in on the opportunity for a little




more revenue from an increased production level. Since all
producers are inclined to respond in a like manner, it won’t
be long before the market is again satisfied and prices will
plummet to preagreement levels or lower.

The case described above is not merely speculative. It
is based on historical fact. The description of events merely
chronicles OPEC s past actions when production restraint has
been effectively applied for short periods during the last
decade. The positive results have consistently been of limited
duration.

Let us consider a best case alternative, the highly
optimistic case in which, for whatever reason, OPEC and
non-OPEC producers maintain their production restraint and
magically achieve the target price level or a level only slightly
higher than the target. At this level there should be almost no
impact on demand, hence the shortfall in supply precipitated
by the 5 percent production restraint will cause inventories to
eventually reach tank bottoms. At this point someone must
increase production to fill the gap. Who will decide who gets
the production increase? Who will decide how much addi-
tional production each producer is allowed? Will OPEC
merely fill the gap in supplies created by the 5 percent
reduction implemented by non-OPEC? Would non-OPEC
producers feel cheated if the ultimate result of a million barrel
voluntary cut in their output merely becomes a corresponding
million barrel increase by OPEC countries? Unless these
questions are satisfactorily resolved prior to an agreement on
production restraint, the agreement will disintegrate.

The main point being made here is that the entire process |
must be thought through - not just the first step. If a thorough
analysis of the entire process does not result in a convincing
answer to the potential problems, then an alternative strategy,
other than production cuts, must be adopted.

While the description of expected events resulting from
the implementation of production restraint portrays a bleak
outlook, this should not imply that there is no means for
achieving an attractive, stable price. Infact, if anenlightened
application of fundamentally sound pricing principles is
applied along with a practical, working knowledge of com-
mercial marketing practices, then an attractive, stable price
can result. The real challenge facing the producers is to
acquire the assistance of a person or a group who can provide
and apply the necessary pricing and marketing competence.
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