OIL REVENUES AND THE 'DUTCH DISEASE' IN NIGERIA.

A thesis submitted for the degree of Doctor of Philosophy

by

CHARLES THEANYICHUKWU KEJEH.

Department of Economics, Brunel, The University of West Londo

August 1986.



IN MEMORY OF MY BROTHER AND FRIEND,
MR. EDMUND OBIOMA KEJEH, WHO WOULD

HAVE UNDERSTOOD.

11



ABSTRACT

This study discusses the performance and prospects of

the Nigerian economy in the wake of the oil euphoria. It

produces some empirical evidence for the rapid destruction
of Nigerian agriculture in the past ten years or more and
1t demonstrates that the plight of the Nigerian economy in
general and the rural sector in particular was 1in part a
direct consequence of the increase in oil revenue which
pushed up the exchange rate and made it unprofitable to
grow crops for export. It concludes that unless a radical
change 1in government policy is effected to revive the
agricultural sector, Nigeria wilill experience a depletion
of both her o0il and her agricultural resources to the
extent that the economy could eventually face a food
crisis like those recently experienced in Ethiopia, Sudan,
Mali or Chad, and without an industrial base. The study
argues that contrary to the view commonly held in Nigeria,
the benefits in the medium and long term of devaluing the
Nigerian currency(nalra) willl greatly outweigh the costs
which are likely to be only temporary. We use the term
"Dutch disease!", as it was 1in the Netherlands, that the
phenomenon of the adverse effects on the rest of the

economy of a rise in the exchange rate, brought about by

the discovery of natural gas, was first observed.

iii



3

4

CONTENTS

CHAPTER
1 INTRODUCTION
2 THE INTERNATIONAL ASPECTS OF THE OIL INDUSTRY
2.1 Introduction

Major Petroleum Companies

Large Independents

Small Independents

Financing Companies

Promoters

National Petroleum Companies
2.2 Winter 1978-9 The Iranian Revolution
2.3 Mid-May 1979 Epilisode
2.4 November 1979

2.5 The consuming Countries' Response

THE DISCOVERY AND DEVELOPMENT OF CRUDE OIL IN NIGERIA

3.1 Introduction

3.2 The importance of Oloibiri Discovery.

3.3 Quality of crude oil in Nigeria.

3.4 Production sharing arrangement/Contract.

3.5 Risk Service Contract (RSC).

3.6 Crude oil sales.

3.7 Setting of oil price.

DIRECT CONTRIBUTION OF THE OIL SECTOR TO THE NIGERIAN
ECONOMY.

4.1 Introduction

14

14

14

15

15

15

15

20

22

23

25

29

29

31

33

35

37

38

38

42

4 ¢

4.2 0il sector's Contribution to Gross Domestic Product 4z

1V



7

8

4.3 011 sector's Contribution to Government Revenue.
4.4 011 sector's Contribution to External Transations.

4.5 011 sector's linkage with other domestic industries
4.6 011 sector's Contribution to local Employment.

4.7 Provision of basic infrastructure.

THE THEORIES OF THE DUTCH DISEASE SYNDROME

5.1 Introduction

5.2 The Model.

5.3 The Resource movement Effects theory.
5.4 The Spending Effects .

5.5 Why Treat the Disease.

THE DUTCH DISEASE SYNDROME AND CENTRAL GOVERNMENT

POLICIES: EFFECTS ON THE MACRO-ECONOMY OF NIGERIA. 7

6.1 Introduction
6.2 How the exchange rate is determined 1n Nilgeria.

6.3 Measurement of real exchange rate 1n Nigeria.

6.4 Effects on Imports.
6.5 Effects on agricultural Exports.
6.6 State Marketing Boards and their Functions.

6.7 Socio-Economic Effects.

WHAT NIGERTIA MIGHT HAVE DONE TO PROTECT HER AGRICULTURE

7.1 What can Nigeria do now.
THE AFTERMATH OF THE DUTCH DISEASE SYNDROME IN NIGERIA.
8.1 Introduction

8.2 Scope of the Study.

44
45
51
54
56
59
59

60

67/
70

75

8

8
81
84
87
90
9 i

102

.10

11

11

11

12



8.3 The Specification of the Equation. 127

8.4 The Import Demand Function. 12¢
8.5 The Export Demand Equations. 13¢
8.6 Disaggregated Export Equations. 13:
8.7 Method of Estimation. 13-
8.8 Results of the Estimations. 13¢5
8.9 The i1mplications of the results for Nigeria. 13¢
8.10 Implications for the Balance of Payments. 14
8.11 Supply-side assumptions. 14¢

8.12 The pressure of domestic demand and the balance of

payments: a policy of domestic deflation. 15¢
CONCLUSIONS 157
BIBLIOGRAPHY 162

APPENDICES 167

v



LIST OF TABLES

NO PAGE
1.1 Natural Gas and State Budget. 8
1.2 Changes 1n the value of the quilder 1971-78. 9
2.1 World Trade Balances 1n 1973 and 1974. 26
4.1 Gross Domestic Product by Industrial Origin
at constant 1977 prices. 43
4.2 Crude o1l Export as a Percentage of Total
Exports 1n Nigeria. 48
4.3 Nigeria-Crude 01l production and exports
1960-1982 (metric tons). 49
4.4 Estimated total Employment in different
sectors 1975 and 1980. 55
6.1 Consumer price 1ndex 1n Nigeria and her major
Trading partners. 83
6.2 Nigeria-Exchange rate movements December 1973-
June 1984, (Monthly Averages). 85
6.3 Nigeria-Imports of selected commodities(metric tons).8
6.4 Nigeria-Value received by farmers for crops they
produce for exports,1960-1977. 21
6.5 Nigeria-Average food production costs and returns
1975-1984. 23
6.6 Nigeria-Exports of major commodities(metric tons.). 23
6.7 Estimated annual total production of food crops(tons.)
1960-1982. 100
6.8 Fertilizer imports- Nigeria. 103
8.1 Nigeria- Balance of Payments. 117

vil



8.4

8.5

8.6

2.1

3.1

4.1

4.1A

The Equilibrium and Disequilibrium Two-Stage
Least Squares Estimate. 13
The Estimated price and Income Elasticities-
Disequilibrium Two-Stage Least Squares estimate
with lagged imports and exports. 137
The Estimated price and income elasticities
-Equilibrium Two-Stage Least Squares estimates
without lagged imports and exports. 13
Overall change in export values of non-o1l
sector due to devaluation. 13
Adjusted balance of payments- selected years. 14
Estimated current Account position in 1983,
1984 and 1985 had Nigeria devalued 1n 1982. 14

APPENDIX TABLES.

The Seven Sisters' Shares of World Crude o1l

production. 167
Joint Venture Participation interests of the
Nigerian Government in the Exploratary and
Exploitation Sector of the Industry. 168
Gross Domestic Product by Industrial origin at
constant 1977 prices. 169

Gross Domestic Product by Industrial origin at

constant 1977 prices (percent). 171

0il Revenue Contribution to Government Revenue. 173
Government 011 Revenues 1960-1984. 174
Nigeria:0il industry production and expenditure

on goods and services 1938-1974. 17¢



4.5 O1l Industry's local Expenditure on goods and
services:selected financial years. 17

4.6 Employment 1n Nigerian oil industry 1960-1977. 17°

X1



LIST OF FIGURES

TITLE PAG]

A graphic relationship between total Exports

and 011 Exports. 50

The price of oil and other tradeables in relation

to the price of non-tradeables. 64
An exogenous increase in the price of Oil. 66
Effect of the boom on the Labour Market. 69

The short-run effect of an exogenous increase

in the price of oil. 74
The Mechanism of Exchang Rate adjustments. 79
The supply of Fertilizer 1inputs. 10



ACKNOWLEDGEMENT

Throughout the period of this study, I have received
much help 1n several ways and from several individuals. I
wish to express my sincere gratitude to them all. In
particular, I am greatly indebted to my two supervisors,
Professor Walter Elkan, at Brunel, the University of West
London and Dr. Alexander Bowen of the London School of
Economics, the University of London. Their constructive
suggestions, stimulating criticisms, and unyielding
insistence on brevity, precision of expression and clarity
of presentation have been i1nvaluable to me. I am also

grateful to Mr.J.J.Thomas, senior lecturer 1n Econometrics
at the London School of Economics for reading my
econometrics chapters and making valuable suggestions for
improvement; to Professor Peter R.0Odell, visiting
professor,London school of Economics, Dr. D.Rimmer,
Director of African studies, University of Birmingham,
Dr.Christopher Stevens of the Overseas Development
Institute (ODI) and members of the International Resources
Programme-Research Group at the London school of Economics
for helpful criticisms; Mr.F.Teal, formerly lecturer 1n
Development Economics at the School of Oriental and
African studies, the University of London, for reading my
initial chapter headings and making useful suggestions.

I am also grateful to the entire staff of the Nigerian

National Petroleum Corporation(NNPC) Lagos for making
available to me some vital statistics about petroleum 1n

Nigeria; to Dr.0.Ogunsola, Mr.M.A.Olorunfemi and

X 1



Mr.C.C.Ozumba all of the Economic Research Department of
the NNPC for their lively interests in my work and
readiness to help at all times. Dr.D.Owei, formerly the
Director of budget at the Rivers State Ministry of
Finance, but now of the Nigerian Agip 0il Company Limited
in Port Harcourt, for making certain materials available
to me and for his readiness to discuss a number of issues
with me. I am also grateful to the staff at the Petroleum
Research department, the Central Bank of Nigeria Lagos and
the local farmers who were kind enough to answer my
questions to them. My thanks also go to the Institute of
Petroleum for permission to use their excellent library at
61 New Cavendish street London WI, and I wish to thank
members of the library staff for their helpful assistance
at different times. My thanks also go to the library staff
at the following libraries for thelr assitance at
different times: the British library of Political and
Economic Science, London school of Economics, the Royal
Commonwealth Society library, the British library, Brunel

University library and the School of Oriental and African

studies library.

I wish also to record my very sincere thanks to
Professor Walter Elkan for his invaluable assistance 1in
non-academic matters. His assistance to me 1n this regard
can not be fully expressed. I must say that throughout
this period, we established a relationship far beyond mere
academic supervision. My thanks also go to members of the

computer unit at the London school of Economics;



Mr.P:Wakeford, Head of the computer service, Mr.Richard
Kaczynski, Adam Lubanski and Yvonne Shodeke advisers on
computer programming. Also to the office of cartography,
the London school of Economics; Jane Pugh and Gary
Llewellyn for giving me couple of sessions on cartography.
Finally, I must express my thanks to Mrs Irosi Young and
Susan Kirkbride for thelr excellent typing of the
manuscript. But above all, I wish to express my very
sincere gratitude to my wife, Chinyere, and to my two
little children, Wannaburuoma and Okachi, who have had to
live with the endless inconvenience engendered by this
study and who have had to forgo a great deal throughout

the entire period of this study.

I must state, however, that whilst acknowledging the
help given to me by all the above-mentioned individuals
and Organizations, I am alone responsible for all the
views expressed in this study and for any errors that

remalin.

Xxii1l



1. INTRODUCTION

The 011 price revolution of 1973 suddenly changed the
balance of political and economic power and threw the

limelight on the relatively small number of countries that
had reserves of 01l - many of them Third World countries.
These countries suddenly saw themselves, and were seen by
others as having found a short cut to the Golden Era.
However, while thilis represented a great problem to oil
importing countries of the west,the 01l producing

countries themselves welcomed the sudden rise in theilr

material fortunes.

Among the OPEC countries that welcomed this sudden
change in their fortune was Nlgeria. Between 1958, the

vear Nigeria first exported crude o1l, and 1973 Nigeria

earned over N5 bn from petroleum exports; but between 1974
to 1982 she earned over N70 bn,making a total of more than
N75 bn. since oil first started to be exported. The
thesis examines whether or not Nigeria made the most of
the opportunities presented by the fact that Nigeria was

one of the few sub-saharan African countries which had

0il. Shakespeare's Julius Caesar provides an apt

quotation to set the scene:l-



"There 1is a tide in the affairs of men,which
taken at the flood, leads onto fortune:

omitted, all the voyage of their life is
bound 1n shallows and in miseries. On

such a full sea are we now afloat, and we

must take the current when it services, or
lose our ventures.™

SHAKESPEARE; JULIUS CAESAR

As the o1l revenue started to flow it should have
immediately started to raise the standard of life for
Nigerians. Unfortunately, successive governments pursued
policies which have reduced the beneficial impact which
01l should have had on the economy and society of Nigeria
and which have had undesirable consequences for the
longterm development of her political economy. The most
direct and destructive result of this impact [although by
no means the only one] has been 1ts devastating effect for

the agricultural sector.

Prior to the advent of o0il in Nigeria, life was mainly
rural and agriculture was the dominant economic activity.
About 70-80 per cent of the population lived in the rural
areas and were engaged 1n one kind of agricultural
activity or another. Though relatively poor by today's
standards, the populace had both cheap and plenty of food.
In 1960, the country's GDP, valued at 1977 constant
prices, amounted to N11369.5 million, the equivalent of
N220 (U.S $341.5) per head. Of this total, agriculture
accounted for 56 per cent while Transport and
Communication, the second largest sector contributed about

5 per cent. Mining, including Petroleum, contributed 4



per cent. Construction accounted for 3 per cent while
manufacturing accounted for 2 per cent. Agriculture
therefore was the largest single activity. It also made a
significant contribution to exports. Until the late
sixties and early seventies agricultural produce accounted
for about 80 per cent of the total volume of exports. In
1965 for example, groundnuts exports was 986 thousand
metric tons, palm o0il was 600 thousand metric tons, palm
Kernel was 416 thousand metric tons, etc. From the 1970's,
01l started to play an ever more important role in
exports, though agricultural exports continued to
increase. But from 1973 onwards the volume of
agricultural exports started to decline 1n absolute terms.
By the mid '70's most agricultural produce like palm oil,
cotton, groundnuts, etc, had virtually disappeared from
the export scene(see Table 6.6). Some of them now
represent significant import 1tems as Table 6.3 shows.
Agricultural exports had been completely displaced from
the pre-eminent scene they had occupied at the time of
Independence. While the growth in population and the
recent drought in the northern parts of Nigeria may partly
be blamed for this disappearance, the foundamental reason
(and by far the most important in our view) 1is the effects

petroleum, and the use made of 1t, has had on the

production of these commodities.

Tt all started in 1956 when Shell-BP discovered o1l at

Oloibiri and Afam in the Eastern part of Nigeria. It was



then thought by most experts that Nigeria had at last
found a huge resource with which to initiate industrial
expansion, and to provide additional resources to
agriculture which had been the corner stone of the
economy. It was also thought that petroleum would
transform the Nigerian balance sheet and her entire
economy, and hence provide a short cut to economic
development. Withilin a few years of the discovery, oil
revenues started to flow 1n and the consequences of

increased earning from o1l are what this thesis sets out

to explore.

In our view,what happened resulted from a combination
of economic and non-economic factors. The economic factors
relate to inappropriate economic policies and planning,
while the non-economic factors have more to do with

mismanagement of public funds.®

On the economic front, the petroleum export sector led
to the creation of a dual economy by giving rise to a new
enclave which was only loosely tied 1nto the rest of the
economy but exerted a very undesirable influence as we
shall arque. The expansion of Nigerlia's petroleum exports,

as we shall see, squeezed other parts of the economy. It

1. This study,however, paid particular attention to the Dutcl!

disease syndrome created by increased oill revenue.



Produced a negative impact on the domestic " terms of
trade " favouring petroleum and squeezing agriculture.
The o1l sector generated an exchange rate drift upwards
that culminated in a fatal drop in the competitiveness of
exports and of import- competing industries. It also
brought about a regional imbalance created by large
migrations to the new oil towns or centres. Employment
increased in protected industries such as construction,
internal trade and other private services, and decreased
1n export industries such as metals, and pulp and paper

and 1n import- competing industries such as textile and

clothing. Consumption of domestically produced goods
declined, so did agricultural employment and output. The
rise in the exchange rate caused Nigeria to become an ever
larger 1mporter of food in which previously she had been
largely self-sufficient, and it also led to a large
increase in imports of industrial goods, thus compounding
the negative aspects of the scenario. Nigeria became the "
Mecca of the salesmen of the industrial world "¢ . Rice
imports rose dramatically from 35 thousand metric tons in
1970 to 7 million metric tons in 1975 and 313 million
metric tons in 1983. So did wheat, maize and vegetable oil
(See Table 6.3). The dependence of Nigeria on externally
2. Stevens,C.(1982)Nigeria:Economlic Prospects to 1985;After t

0il glut, Economic Intellegence Unit (ETU) Special Reports No.



produced staples grew markedly after 1972. As Nigerian
agriculture stagnated, so previous self-sufficiency gave
way to ever increasing 1mports of food and the payment for
imported food was less of a problem, at least for a time
because of i1ncreased o1l revenue and the highly wvalued
currency 1t engendered. The high valued naira was
consumer—- biased as 1t became apparently cheaper to import
food than to grow it. In any case, cheap i1mports depressed
local food production,and the low prices offered by the
marketing Boards had all but gquashed export commodity
production. With too much of imports and almost a single
export item, petroleum, Nigeria started to develop a
current account balance of payments deficit 1n 1982. As
imports continued unabated, Nigeria 1ncurred more and
more foreign debt. In order to remedy the current account
deficit, import controls were instituted which
precipitated a black market economy. The theme of this
study is the squeeze on the tradeable sector (other

exports apart from oil)of the Nigerian economy since the
early 1970s brought about by the combination of nominal
appreciation of naira and continuous neglect of the rural
sector. We call this the "Dutch disease" syndrome. Our aim
therefore is to provide a theoretical and empirical
framework for analysing this type of phenomenon. The name
" putch disease" was derived from the rapidly growing
natural gas sector of the Netherlands economy and the
damage it inflicted on the entire structure of the

economy. The Netherlands is small and densely populated,



and one of the most highly developed countries in the
world. She also depends very much on foreign trade and has
one of the highest living standards in Europe. In the late

1950s, the Netherland discovered a very large natural gas

in north of the country and started rapid development of
the resource 1in 1963. Since then some new finds have been
made both onshore and offshore. By the 1970s, what was
origlinally a natural gas 1mporting country, started to
export gas and by 1976, which represented a peak year for

natural gas exports, she exported about 51 billion cubic

metres or about 44 million tonnes of 01l equivalent
(mtoe). In addition, massive long-term export contracts
were drawn up, with prices linked to the o1l price. The
balance of payments current account benefited accordingly.
Apart from natural gas earning foreign exchange to the
Netherlands as a result of increased exports, 1t also made
a lot of contributions to the national budget. (see
Table 1.1).

But the euphoria started to wane 1n the late 1970s and
early 1980s. The balance of payments surplus generated by
the export of gas pushed up the value of the guilder 1n
relation to other currencies. As the guilder apprecilated

(see Table 1.2), imports became cheaper and subsequently

rose dramatically.

The exchange rate rose steadily over the period 1971-78.
Initially many Dutch policymakers welcomed the
appreciation because of the benefits of cheap imports. It

was thought that a drastic fall 1in the price of imports



would dampen inflation so long as domestilc costs

(predominantly wages) fully adjust to the higher external

values.

Table 1.1: Natural Gas and the State Budget

Central government i1ncome from Natural Gas sales

Year as Percent of as Percent of

the total of National Income

the Central

Government 1i1ncome

1974 4.4 1.
1975 8.6 2.
1976 11.0 3.
1977 11.0 3.
1978 9.9 3.
1979 8.8 3.
1980 11.3 4 .
1981 14.5 5.

Source: Barker, T and Brailovsky, V (eds) 1981, '01l or

Industry?’ Academic Press.



Table 1.2:Changes in the value of the guilder

1971-78

DeYr cent changes over previous vear

1971 1972 1973 1974 1975 1976 1977 1978 Cumulative

Relative

to

supply 1.0 1.5 3.0 4.5 2.0 1.0 4.0 5.5 24.5

Relative

to

Competitors

1n foreign

markets 1.5 2.5 5.5 6.0 2.5 1.5 6.5 3.5 33.5

Source: Barker and Brailovsky (eds)1981

But unit wage costs rose faster than import prices
(in guilder terms), pushing up real i1ncomes and lowering
profit margins. Prices of Dutch goods became
significantly less competitive, which caused 1industrial

exports and output to decline. As industrial output

declined, unemployment rose rapidly. Government spending

had grown very rapidly too and was now taking a larger
share of GDP than in most West European countries. The
great bulk of this increase went on transfer payments

(pensions, unemployment benefits etc), while public



lnvestment has actually been taking a smaller slice of the
national income. In view of thils, 1t was argued, the
benefit of natural gas, 1instead of being put into more
productive use, was being wasted. Natural gas became a
major export sector squeezing the 'traditional'! sector
such as manufactures and food exports. In other words,

the improvement in the gas balance was matched by an equal
or worse deterioration in the manufacturing trade of the
Netherlands.

The 'Dutch disease' phenomenon 1s not confined
to any particular country, be it developed or developing.
In short many oil producing countries have suffered from
the so called disease in one way or another. However, one
cannot completely deny the fact that oil brought some
benefits to each of the countries 1n one way or the other.
Indeed it has. For example, oil transformed the Nigerian
economy during its heydays 1in many respects. It provided
employment, albeit small compared with agriculture, 1t
provided some infrastructural development and increased
Nigeria's Gross domestic Product from what it was in the
1960s and early 1970s (see chapter 4). But these benefits
were very patchy and short lived indeed.

It is important to note that the principles and
symptoms of the "Dutch disease" are the same 1n every
economy. What are different are the structural
ramifications. While we talk about "de-industrialization"
in the industrial countries like the Netherlands and

Rritain, it is a case of "de-agriculturalization" 1in

10



Nigeria. This study attempts to translate what happened
in the Dutch industrial economy to the Nigerian
agricultural economy. Therefore, the object of the
research has been to examine the 1mpact of the oil export
sector on the traditional export sector, agriculture,
particularly for the period 1973 to 1982. The reason for
choosing 1973 is that it coinsided with the period that
Nigeria joined the Organisation of the Petroleum Exporting
Countries (OPEC) (Nigeria actually joined OPEC in 1971)
and started to earn huge increases in foreign exchange.
Nigeria's oil, now account for over 95 per cent of total
export earnings, and for over 35 per cent of its GDP.
Hence, the role of o0i1l, which forms the material base of
the export sector, is examined, using Nigeria as a
contemporary example of a developing country depending
primarily on the export resource sector for econonmic

growth.

METHODOLOGY
This study employs both descriptive and statistical
analysis. The descriptive method will be used to analyse
the international aspect of the o0il industry, the
historical development of the 01l industry in Nigeria, the
direct contribution of o0il to the economy, the theory of
Dutch disease and application of the Dutch disease
syndrome in Nigeria. Statistical methods are used to
analyse the aftermath of the Dutch disease syndrome in

Nigeria, by using multiple regression techniques. The

11



regression analysis will be used to investigate the
following;
1. whether or not relative price changes have had a
significant impact on the Nigerian external trade
2. Wwhether or not the Marshall-Lerner Condition for
successful devaluation can be satisfied in the Nigerian
case.

SOURCES OF DATA
The main sources of data for this study are the Central
Bank of Nigeria, the Federal Ministry of Agriculture and
Natural Resources, the Nigerian National Petroleum
Corporation, Federal Ministry of Finance, International
Financial Statistics and various other publications and

periodicals of international nature. The data are limited

to the period 1960-82.

CHAPTER OUTLINE
Chapter 2 will review some of the activities of the o1l
companies up to the formation of the Organization of
Petroleum Exporting Countries (OPEC). The chapter will
also include the causes of the 0il price rises 1n the
1970s and the response of the consuming countries.
Chapter 3 will present a historical review of the Nigerian
0il industry up to the formation of the Nigerian Natlonal
Petroleum Corporation and the relationship between Nigeria
and the oil companies thereafter.

Chapter 4 will present the direct contribution of o1l

exports to the economy. This includes the contribution of

12



the o0il industry to total exports, employment in the oil

sector, retained value added in the 01l sector, and

government revenue from oil. Chapter 5 will discuss the
theory of Dutch disease in terms of spending and resource
movement effects. Chapter 6 will examline the impacts of
exchange and other central government policies on the
macro- economy of Nigeria. Chapter 7 will examline what
Nigeria might have done to protect the agricultural
sector. Chapter 8 will analyse the Nigerian foreign
sector by employing multiple regression techniques and by
using time-series data for the period 1960-82 with the
view to investigating the significance of relative prices
to the Nigerian foreign sector; and also to examine
whether or not the Marshall-Lerner condition for a

successful devaluation is satisfied in the Nigerian case.

Chapter 9 will conclude the study.

13



2 THE TINTERNATIONAL ASPECTS OF THE OIL INDUSTRY

2.1 Introduction

The effect of o0il on the Nigerian economy must be put into
a world context of the organization of the o0il industry

and also requires a brief account of the history of world
market o1l prices since the early 1970's and their effect.

That 1s what the present chapter sets out to do.

Over the past 30 years,crude o1l has become the single
most important raw material traded in the world, both in
volume and in value. It is the world's most important
energy resource and as such holds a strategic position
near the centre of the world economy, contributing about
half of all commercial energy consumption.It 1s sold by
petroleum companies which vary both in size and type and

which are usually classified as follows:-

Major petroleum companies: these are the very large

0il companies like Standard 01l of New Jersey (sometimes
called EXXON, ESSO or Jersey), Royal Dutch/shell, British
petroleum, Texas oil Company (or Texaco for short), Gulf,

Mobil, and Standard O1il of California (sometimes called
socal or Chevron). These seven big oill companies are

<cometimes known as the "Seven Sisters”.

larqe Independents: these are large private petroleum

companies which are generally integrated (operating 1in all

14



Phases of the petroleum industry from exploration to
marketing and operating on a worldwide basis, such as
Atlantic Richfield, Conoco, or Petrofina.

Small Tndependents: these are small private petroleum
companies that specialize in certain aspects of the

petroleum industrys' activities such as exploration,

production, or marketing.
Financing Companies: these are companies which
speclalize in investing in the petroleum industry such as

drilling fund companies.

Promoters: these are small, sometimes one-man, companies
which specialize i1n the acquisition and transfer of
prospective o0il fields.

National Petroleum companies: these are owned by
individual o0il producing countries (or state)
governments.Besides the above classifications, companies
can also be classified according to their areas of
specialization such as refining, pilpeline, or gas
distribution companies.

However, the major petroleum companlies (the
"Seven Sisters") are the largest and most influencial 1n
the world. They represent some of the largest commercial
enterprises the world has ever seen. At the peak of their
power, no other international commercial enterprises could
match the kind of control that a handful of these
companies were able to maintain over the world's o1l

industry. Sampson(1985) puts it this way;

15



" Thelr supranational expertise was beyond the
abillity of national governments. Their incomes
were greater than those of most countries where
they operated, their fleets of tankers had more

tonnage than any navy,they owned and administered
whole Clties in the desert. In dealing with oil

they were virtually self-sufficient, invulnerable

to the laws of supply and demand, and to the
vagaries of the stock markets, controlling all

the functions of their business ?nd selling oil
from one subsidiary to another."

Until the early 1970s the industry was dominated by
these seven i1nternational majors who were able to maintain
control through a well developed and sophisticated
vertical integration of their operations. Thils vertical
integration covered the full range of upstream and
downstream activities, extending all the way from
exploration and production, through transportation and
refining to the marketing and retail outlets for products.
Despite the large volume of international trade 1in o1il,
l1ittle crude oil was actually traded. Most of the o1l
produced and refined was turned over to the parent
companies or to affiliates under theilr control. Thus, the
operating companies rarely sold any oil in the open
market. It was estimated that, until recently, over 90
per cent of oil exports by the major companles were

composed of transfers from the parent companies to theilr

1. Sampson,A.(1985), The Seven Sisters: The great o0il Companie

and the World they made, (Coronet Books).
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respective subsidiaries. Less than 10 percent of the oil
pProduced was sold in the open market. The highly
concentrated structure of the oil industry was
Characterized as a perfect case of oligopoly.2 For the
world crude oil production shares of the majors in 1972

see appendix Table 2.1.

However, whille we acknowledge the crucial role played
by these companies in discovering the resource in the
first place, they did little, if anything, to help their
host countries in terms of technological and manpower
developments. Like most businesses, their primary concern
was thelr own financial balance sheets, the satisfaction
of their shareholders and the continued growth and
strength of their firms world-wide. The allocation of
benefits between them and their host countries was gravely
unbalanced and oil prices remalined continuously low. The
continuous low prices of crude oil resulted in low oil
revenues for the host countries. 1In 1960 Iraq issued a
call for action and a number of producing countries formed
themselves into The Organisation of petroleum Exporting

Countries (OPEC). The original members were Venezuela,

Saudi Arabia, Kuwait, Iran, and Iraq, to which have been

2. Penrose,E.(1968)The International oil Industry in the Middl

East,Middle East Economic Survey (supplement) August p.6
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added Indonesia, Libya, Qatar, Gabon, Nigeria, Algeria,

Ecuador and United Arab Emirate.

At a meeting of the Organization held in June 1962 a
call was made to abandon the low crude o0il price policies,
and a recommendation was made instead for an
administrative price system which links crude oil prices
to an i1ndex of the prices of goods which the member
countries need to import. With this in mind, OPEC member
nations exploited every opportunity to push up prices 1n
the 1970s. The opportunities were avallable through

recurring supply disruptions during the 1970s.

Some OPEC members, like Libya, Iran,etc, thought that
the formation of OPEC meant taking control of theilr own
destiny as far as oll prices were concerned. OPEC was
able to take advantage of the increasing hostilities 1n

the Middle East. This subsequently led to a fundamental

change in the history of international oil pricing.

It all started during the "Yom Kippur" war on October
6, 1973 as a result of the Egyptian and Syrian invasion of

Israel. Members of the Organisation of Arab Petroleum

Exporting Countries (OAPEC)3 in support of Egypt and Syrila

3. OAPEC is an Organization 1n existence before OPEC and consl

mainly of Arab Countries.
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agreed to cut oil supplies by 5 per cent each month and to
lmpose a total embargo on friends of Israel. The embargo
and supply reduction would only end when Israel withdrew
from all occupied territories and restored Palestinian
rights. They also agreed to increase posted prices from
$3 to $5.12 per barrel; an increase of 70.<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>