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0IL SUPPLY/DEMAND PRICING TRENDS

COAL CONFERENCE — AUGUST 3, 1982 FILE

PRESENTATION OF JAMES E. BARNES

GOOD MORNING! I WELCOME THIS OPPORTUNITY TO DISCUSS A TOPIC

OF SEEMINGLY NEVER ENDING SPECULATION - OIL SUPPLY/DEMAND
AND PRICING TRENDS, I WILL FIRST REVIEW SOME OF THE
PROMINENT TRENDS OF THE LAST SEVERAL YEARS AND SPECULATE ON
WHAT*S IN STORE FOR THE PETROLEUM INDUSTRY IN THE NEAR TERM
FUTURE., THEN I’LL HAZARD A GUESS AT WHAT MIGHT BE THE
PROSPECTS FGR THE LONGER TERM, AND FIWALLY, I'LL TRY TO
RELATE THE PETROLEUM INDUSTRY OUTLOOK TO THE COAL AND
SYNTHETIC FUELS ENVIRONMENT WITH PARTICULAR EMPHASIS ON THE

LIKELY ECONOMICS OF SUBSTITUTION,

CRYSTAL BALL GAZING, WHICH HAS NEVER BEEN PARTICULARLY EASY
IN THE QIL BUSINESS, HAS BEEN ESPECIALLY TRYING THUS FAR IN
1982, AS VISIONS OF A PROLONGED OIL GLUT HAVE APPEARED
RATHER SUDDENLY ONLY TO SEEM TO DISAPPEAR AS QUICKLY IN THE
FOLLOWING WEEKS. NEVERTHELESS, THAT'S THE ASSIGNMENT I'VE

DRAWN TODAY AND I’LL TRY TO READ THE CARDS AS CONOCO SEES

THEM.
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PERHAPS THE BEST WAY TO COVER THE NEAR TERM PETROLEUM
OUTLOOK IS fO ADDRESS THE PROMINENT GUESTIONS BEING ASKED
FOLLOWING THE LAST TUMULTUOUS OPEC MEETING IN EARLY JULY. !’

THESE KEY QUESTIONS ARE:

WHAT DOES THE DEMAND PICTURE REALLY LOOK LIKE?

NHA% IS HAPPENING WITH INVENTORIES AND HOW FAR CAN THEY
DECLINE?

WHAT LEVEL OF OPEC SUPPLY WILL BE REQUIRED IN THE COMING
MONTHS?

AND. FINALLY, WILL OPEC MAINTAIN CONTROL UF PRICES?

TURNING FIRST TC THE DEMAND PICTURE, WE ARE NOW PROJECTING
1982 FREE WORLD OIL DEMAND OF ABOUT 46 MMBD DR A 3% DECLINE
FROM 1981 LEVELS. THIS REDUCTION COMPARES TO DECREASES OF
ROUGHLY 5% AND 4% IN 1980 AND 1981 RESPECTIVELY. FIRST
QUARTER 1982 FREE WORLD DEMAND PROBABLY DECLINED AT ABOUT A
6% RATE. FOR THE U.S., THE FIRST QUARTER DEMAND DROP WAS
EVEN GREATER AT 8%. WHILE THOSE RATES OF DECLINE MAY

INCLUDE SOME REDUCTIONS IN SECONDARY STOCK LEVELS RATHER
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THAN REING TGTALLY A DROP IN CONSUMPTION, THE PROLONGED
SLACK DEMAND SURPRISED US AS IT DID MOST INDUSTRY ANALYSTS.
THIS WEAKER DEMAND CAM FRINCIPALLY BE ATTRIBUTtD TO THE
CONTINUED ECGNOMIC RECESSION, PARTICULARLY IN THE U.S., AND
THE ONGOING EFFECTS OF CONSERVATION AND SUBSTITUTION OF

NON-OIL ENERGY SOURCES,

| WOULD LIKE TO STRESS THAT DEMAND STATISTICS CAN BE
DIFFICULT TO INTERPRET. AS I JUST MENTIONED, THE DEMAND OR
APPARENT CONSUMPTION DECLINES OF THE FIRST QUARTER WERE —
LIKELY OVERSTATED AS SECONDARY STOCKS WERE DRAWN DOWN. THE
TRUE CONSUMPTION FALLOFF WAS LESS SEVERE. SIMILARLY, IF
PERCEPTIONS CHANGE IN THE MARKETPLACE, THIRD OR FOURTH
GUARTER APPARENT CONSUMPTION COULD BE EASILY STIHULATEBtBY A
REBUILDING OF SECCNDARY STOCKS TO PROVIDE A CUSHION AGAINST
FUTURE SHORTAGES. THIS PHENOMENON PROBABLY ACCOUNTED FOR
THE SURPRISING STRENGTH IN APPARENT U.S. PETROLEUM PRODUCT

DEMAND AS SHOWN BY PRIMARY STOCK CHANGES IMMEDIATELY

FOLLOWING THE MARCH ANNOUNCEMENT OF OPEC PRODUCTION

T

CEILINGS.
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THIS SLIDE VIVIDLY ILLUSTRATES HOW THE DECLINING DEMAND OF
THE LAST THREE YEARS HAS BEEN ACCOMPANIED BY A CHANGING
WORLD OTL PRODUCTIOW PATTERN., NON-OPEC PRODUCTION HAS BEEN
RISING STEADILY WITH MEXICAN AND NORTH SEA SUPPLIES SHOWING
THE LARGEST INCREASES AND THE U.S, ARRESTIRG ITS PREVIOUS
DECLINE TREND. THIS INCREASE HAS FORCED THE OPEC COUNTRIES
TO SHARPLY REDUCE THEIR PRODUCTION TO MEET THE BURDEN OF
FALLING DEMAND. THE IRAN-IRA@ WAR HAS RELIEVED SOME OF THE
PRESSURE FROM OTHER OPEC PRODUCERS: BUT THEY HAVE
NEVERTHELESS SEEN A SIGNIFICANT EROSION IN THEIR PRODUCTION,
AS HIGH PRICES HAVE INDUCED CUSTOMERS TO CURTAIL THEIR
LIFTINGS. COMPARED TO THE SECOND QUARTER OF 1979 WHEN OPEC
CRUDE PRODUCTION WAS 31,1 MMBD, IT AVERAGED ROUGHLY -17.0
MMBD IN THE SECOND GUARTER OF 1982. A SUBSTANTIAL UPTURN IN
OPEC PRODUCTION IS NOW ANTICIPATED FOR THE SECOND HALF OF
1982, THIS TURNAROUND WILL BE ADDRESSED IN MORE DETAIL IN A

FEW MINUTES,
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BY COMBINING THE PRECEDING SUPPLY AND DEMAND ANALYSES, WE
CAN CONSTRUCT THE INVENTORY PICTURE THAT IS SUCH AN
IMPORTANT INFLUENCE ON MARKET PRICES. TRADITIONALLY,
PETROLEUM IﬂVENTORIES HAVE BEEN ACCUMULATED IN THE SECOND
AND THIRD QUARTERS AND DEPLETED IN THE FIRST AND FOURTH
QUARTERS. THIS CYCLICAL PROCESS REFLECTS THE NEED TO BUILD

STOCKS FOR HIGH WINTER-TIME HOME HEATING FUEL REQUIREMENTS.

THIS SLIDE INDICATES, HOWEVER, THAT IN 1875 AND 1980 THE
WIDESPREAD CONCERN FOR SECURITY OF SUPPLIES LED TO A NEARLY
CONTINUOUS BUILD-UP OF STOCKS UNTIL LATE 1980. STOCKS
INCREASED AGAIN IN EARLY 1981 AS THE INDUSTRY WAS SLUW IN
-ADJUSTING TG THE SECOND CONSECUTIVE YEAR OF REDUCED DEMAND.
THE INVENTORY ADJUSTMENT PROCESS - HELPED ALCNG BY DECLIKING
PROFITABILITY AND HIGH INTEREST RATES - FINALLY BEGAN TO
DRAW STOCKS DOWN IN THE THIRD QUARTER. THE DESTOCKING
ACCELERATED AT THE BEGINNING OF THIS YEAR AS SUPPLY SHORTAGE

FEARS WERE REPLACED BY REALIZATIONS OF AN OVERSUPPLY
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RELATIVE TO THE NEWLY REDUCED LEVELS OF DEMAND, IF
SECONDARY STOCKS COULD BE INCLUDED IN THIS PICTURE, THE

DESTOCKING WOULD HAVE APPEARED EVEN MORE PRECIPITOUS. WE

- EXPECT THAT PRIMARY INVENTORIES WILL TREND DOWNWARD THIS

YEAR WITHOUT THE NORMAL MID-YEAR BUILDUP, SOME TIME IN THE
FOURTH QUARTER, INVENTORIES MEASURED IN DAYS OF SALES SHOULD
REACH A THREE-YEAR LOW OF UNDER 75 DAYS SALES, AND THE
INDUSTRY WILL FINALLY HAVE ELIMINATED THE 1976-1S81 STOCK
BUILDUP, THIS REDUCTION IS ESSENTIAL IN RESTORING STABILITY

TO THE PETROLEUM MARKETS,

-1 THIRK IT’S WORTH TAKING A CLOSER LOOK AT U.S. AND EURDPEAN

INVENTORIES TO FULLY APPRECIATE HOW LITTLE ROOM IS LEFT FOR
FURTHER IWVENTORY DEPLETIONS, THIS SLIDE INDICATES THAT
U.S. PETROLEUM STOCKS DECLINED 142 MILLION BARRELS IN THE
FIRST HALF OF 1982, ALMOST ENTIRELY IN THE VARIOUS PRODUCT
CATEGORIES, IN THE SECOND HALF OF THE YEAR, NO SIGNIFICANT

FURTHER DECLIRE IS FEASIBLE SINCE GASOLINE, RESID, AND OTHER
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PRODUCTS ARE ALREADY NEAR LIKELY MININUH QPERATING LEVELS
AND DISTILLATE STOCKS MUST BE REPLENISHED TO MEET SEASONAL
DEMAND REQUIRENENTS. THE SFALL SURPLUS IN CRUDE STOCKS CAR
BE CONVERTED TO MEET THE INCREASED DISTILLATZ DEMAND.
LEAVING COMBINED U.S. CRUDE AND PRODUCT INVENTORIES

ESSENTIALLY UNCHANGED FROM JUNE TO DECEFBER.

IN WESTERN EUROPE, SOME FURTHER DESTOCKING IS POSSIBLE BUT
AT A SLOWER RATE THAN WAS EXPERIENCED IN THE FIRST HALF OF
1982, FUROPEAN INVENTORIES ENTERED 1982 AT EVEN HIGHER
RELATIVE LEVELS THAN THE U.S. AND, THUS, ARE TAKING LONGER
T0 BE REDUCED TO MINIMUM LEVELS, EVEN WITH THE FORECASTED
SECOND HALF DECLINE, YEAR END 1982 EUROPEAN STOCKS,
INCLUDING STRICT MANDATCRY STORAGE CSLIGATIONS, WILL

REPRESENT A HIGHER NUMBER OF DAYS SUPPLY THAN THE U.S.

NOW THAT WE‘VE COVERED THE DEMAND AND INVENTORY FORECASTS,

THE SUPPLY SIDE SHOULD FALL RIGHT INTO PLACE. WELL, FOR
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TOTAL SUPPLY THE MATHEMATICS ARE EASY; IT'S ALLOCATING THE
TOTAL THAT HAS CAUSED ALL THE RECENT COMMOTION WITHIN CPEC,
THIS NEXT SLIDE INDICATES THAT THE FOURTH QUARTER OPEC CRUDE
SUPPLY REQUIREMENTS SHOULD BE ABOUT 3,0 MILLION BD HIGHER
THAN THE THIRD QUARTER. THESE REQUIREMENTS RESULT FROM
HIGHER SEASONAL DEMAND WHICH CANNOT BE FULLY SATISFIED BY

FURTHER DESTOCKING.

THE HIGHER PRGDUCTION TOTAL OF 21.4 MILLION BD COULD ALLOW
OPEC MEMBERS TO PRODUCE VERY CLGSE TO THEIR PUBLICLY
EXPRESSED SKORT-TERM DESIRED PRODUCTION LEVELS. IT WOULD
THUS SEEM THAT OPEC IS InN A RELATIVELY GOOD POSITION TO
BRING ABOUT AND SUSTAIN MARKET BALANCE. AS USUAL, SAUDI
ARABIA IS THE KEY TO THE RESOLUTION OF OPEC’S INTERNAL

SUPPLY BALANCE.

THIS SLIDE SHOWS HOW SAUDI ARABIA HAS HISTORICALLY ALJUSTED

ITS PRODUCTION LEVELS RELATIVE TO TOTAL OPEC. REQUIREMENTS.

SAUDI ARABIA PURPOSEFULLY INCREASED ITS PRODUCTION AT A TIME
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WHEN OPEC WAS FACING THE NEED TO DECREASE SUPPLIES DUE T0
DECLINING DEMAND. WE BELIEVE THIS ACTION WAS INTENDED TO

BRING THE PRICE HAWKS WITRIN OPEC INTO LINE. THE OPZC

" PRODUCERS WHO MATNTAINED HIGHER PRICES SAW THEIR VOLUMES

DECLINE. AS THESE VOLUME DECLINES BECAME MORE SEVERE ﬁNDi
THE SPOT PRICES OF CRUDE FELL EARLIER THIS YEAR TO $7~8iﬁBL
BELOW CFFICIAL PRICES, SAUDI ARABIA DECIDED TO CUT BACK ITS
PRODUCTION TO HELP BALANCE THE MARKET. THE INCREASE IN SPOT

PRICES IN APRIL AND MAY REFLECTED THE INITIAL IMPACT OF N

SAUDI ARABIA REDUCING ITIQRODUCTION.

-

YOU MIGHT NOTE FROM THIS SLIDE THAT EVEN AT TODAY'S
ESTIMATED 5.5 MMBD, SAUDI PRODUCTION, AS A PERCENT OF TOTAL
OPEC PRODUCTION, IS SUBSTANTIALLY HIGHER THAN HISTORICAL
LEVELS. THE SAUDI FLEXIBILITY IN PRODUCTION LEVELS -- FROM
A SUSTAINED CAPACITY APPROACKING il FMBD TG A LEVEL OF ABOUT
5 HMBD, WHICH IS SUFFICIENT TO GEWERATE MIMIFUM CURRENT
REVENUE REGUIREFENTS —- PROVIDES A CONSIDERABLE BUFFER FOR

OPEC., HOWEVER, THE USE OF THIS FLEXIBILITY DEPENDS CK THE o
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SAUDIS’ POLITICAL AND ECOMOMIC MOTIVATIONS AND iS ALSC THE

KEY TO WHETHER OPEC CAR HOLD ONTG CURRENT PRICE LEVELS,

THE SAUDIS NOW APPEAR TO BE FIRMLY RESOLVED TO MAINTAIN
THEIR PRODUCTION AT WHATEVER LEVEL IS NECESSARY TO SUPPORT
THEIR PRICING CORCEPTS. WE BELIEVE SAUDI ARABIA WILL STRIVE
TO MAINTAIN THE $34 MARKER PRICE FOR THE REMAINDER OF 1982
AND LIKELY 1985 AS WELL, ADJUSTING ITS PRODUCTION AS
NECESSARY. SUCH ADJUSTMENTS WILL BE DESIGNED TO PREVENT
SPGT PRICES AND OTHER OFFICIAL PRICES FROM MOVING VERY FAR
CUT OF LIRE WITH THE MARKER CRUDE, HOWEVER, OPEC #AS
ISTORICALLY BEEN RATHER INEFFECTIVE IN FINE TUMING ITS
PKGDUCTION TO BALANCE DEMAND, AND THUS PERIODi( DEVIATIONS
IN SPOT PRICES.HAVE BEEN AND SHOULD CONTINMUE TO BE

EXPERIENCED.

OTHER OPEC MEMBERS, INCLUDING LIBYA, IRAN AND NIGERIA,
SHOULD BE CONTENT WITH CURRENT PRICE LEVELS PROVIDED THEY

CAN MARKET PRCDUCTION CLOSE TO THEIR DESIRED REVENUE LEVELS.



ANY LACK OF SUCH MARKETABILITY WILL CONTINUE TO LEAD TO
BEHIND THE SCENES PRICE CUTTING AS HAS RECENTLY BEEN
PREVALENT. IF SAUDI ARABIA SHOULD) INSIST ON PRODUCING

AT SUCH A LEVEL WHEREBY TOTAL OPEC PRODUCTION IS IN EXCESS
OF MARKET REQUIREMENTS, THIS HdULD LEAD TO SPOT PRICES

| FALLING BELOW OFFICIAL PRICE LEVELS AND FIGHT EVENTUALLY
RESULT IN OFFICIAL PRICE REDUCTIONS. AS PREVIQUSLY STATED
THOUGH, WE BELIEVE THE SAUDIS ARE MORE LIKELY TO ALLOW THEIR
PRODUCT IO fO DRIFT DOWNWARD, WITHIN LIMITS, SO AS T0

PROTECT THE $34 PER BARREL PRICE.

BUT WHAT OF THE LONGER TERi SURVIVAL OF OPEC? WILL ITS
POSITION BE TOTALLY ERODED BY THE ERD OF THE EIGHTIES? WE
THINK NGT. FREE WORLD OIL DEMAND IS FORECAST TO GROW TO A
LEVEL QF ABGUT 51.7 MﬁBD BY 1990. AS THE SLIDE SHOWS, THE
STRONGER GROWTH RATES ARE IN OPEC AND LESSER DEVELOPED

_ CGUNTRIES, BY MOST ANY STANDARD., THIS GROWTH WOULD BE
CONSIDERED QUITE MODEST AMD INCLUDES DEMAND THAT COULD BE

MET BY SYNTHETIC FUELS PRODUCTIOH.
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DURIRG THE SAME PERICD, NON-OPEC SUPPLY IS PROJECTED 70

INCREASE L.6 MMBD TO 28.5 MMBD, RECENT DELAYS IN HEW
PRGDUCTION DEVELOPMENT PROGRAMS AS WELL AS THE TABLING OF B
MAJOR SYNTHETIC FUELS PROJECTS WOULD SUGGEST A LOWER FIGURE

MIGHT BE LIKELY.

OPEC WOULD THUS BE LEFT WITH REQUIREMENTS OF AT LEAST —
23 MMBD -- CERTAINLY A LEVEL WITH WHICH OPEC CAN LIVE, EVEN

WITH A RESOLUTION. OF THE IRAN-IRAQ CONFLICT. OPEC, THUS,

SHOULD BE ABLE TO SUPPORT ITS PRICING OVER THE NEXT SEVERAL

YEARS EVEN IF IT HAS LOST SOME OF ITS ABILITY TO RAISE.

PRICES., WITH ITS PROVEN FLEXIBILITY, SAUDI ARABIA CAN

ADJUST ITS PRCDUCTION TO KEEP SUPPLY AND DEMARD ROUGHLY IN

bALANCE.

GIL PRICES SHOULD DECLINE SOmEWSEAT IN REAL TERMS ThROUGH THE
END OF NEXT YEAR UNLESS SOFME POLITICAL EVENT SIGNIFICANTLY
ALTEKRS THE SUPPLY SIDE OF THE PETROLEUM PRICIAG EQUATION.
PRICE INCREASES FOR THE REST OF THE DECADE SHCULD RANGE FROM

MATCHIRG INFLATION TRENDS TO PERHAPS 1-1%Z ABOVE INFLATION.
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UBVIQUSLY THERE WILL BE PERICDIC SPURTé hHERE 0IL PRICE
INCREASES JUMP AHEAD OF THE INFLATION TRERD LINE DUE TO
BISRUPTIONS TG SUPPLY/DEMAND BALAMCES. BUT THESE PERIODS
SHOULD BE FOLLOWED BY MARKET INDUCED REALIGNMENT PERIODS
SUCH AS WE ARE EXPERIENCING NOW AND ALSO ENCOUNTERED IN THE

MID-70'S AFTER THE INITIAL OIL PRICE SHOCK.

THE ABOVE PRICING SCENARIO HAS SOME DIRECT IMPLICATIONS FOR
THE COAL AND SYNTHETIC FUELS INDUSTRIES., PETROLEUM PRICE
INCREASES WILL PROVIDE LESS INCENTIVE FOR ALTERNATIVE FUEL
DEVELOPMENT THAH PREVIOUSLY THOUGHT. THERE WILL, OF CdURSE,
BE SOME SPECIFIC AREAS, SUCH AS MATURAL GAS, WHERE
SUBSTITUTION WILL STILL BE PRACTICAL., 8UT THE WIDESPREAD
BELIEF GF JUST A FEW YEARS AGG THAT SKYROCKETING PETRDLEUM
PRICES WOULD PROVIDE UNLIMITED OPPDRTUEITIES FOR COAL AnD
SYRTHETIC FUELS SUBSTITUTION IS NG LGNGER VALID. ThE
ECONOWMICS HAVE BEEN DIMINISHED NOT UNLY FOR COAL SYNTHETICS
OR EXXON’S COLONY OIL AND OTHER SHALE OIL AND TAR SANDS

PRCJECTS, BUT ALSO FOR DEVELOPMENT OF SOME RATHER LARGE
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PETROLEUM DISCOVERIES. SAUDI ARABIA AND OTHEé WELL ENDOWED
OPEC MEMBERS AS WELL AS MEXICO ARE QUITE AWARE THAT THEIR
LONG-TERM PRICING STRATEGY SHOULD BE SET SO AS TO MAKE
PETROLEUM THE MOST COMPETITIVE FUEL SQURCE AND, THUS, ENSURE
THE MARKETABILITY OF THEIR VAST RESOURCES. AMY EXAGGERATED
INCREASES IN THE PRICE OF OIL THAT WOULD PROVIDE IMCENTIVES
FOR ALTERNATIVE FUEL SUBSTITUTION WOULD AT THE SAME TIME
THREATEN THESE COUNTRIES’ ABILITY TO MARKET VOLUMES

SUFFICIENT TO GENERATE REQUIRED REVENUES.

ONE OTHER SIGNIFICANT CONCLUSION THAT CAN BE DRAWN FROM THE
EVENTS OF THE PAST YEAR OR SO IS THAT MARKET FORCES DD WORK
EVEH IN THE FACE OF AN OLIGOPQLISTIC CARTEL. THESE FORCES
SOMETIMES DON’T WORK AS FAST AS WE’D LIKE AND OTHER TIMES
PERHAPS TOO FAST, BUT THE IMPORTANT THING IS fHAT THE
MARKETPLACE DOES EVENTUALLY ATTAIN EQUILIBRIUM. OPEC WAS
NOT ABLE TO MAINTAIN EXCESSIVE PRICE INCREASES BECAUSE
LONGER TERM DEMAND FOR PETROLEUM PRODUCTS DID NOT JUSTIFY.

CONTINUING THESE INCREASES. SIKILARLY, THE CONSUMING

26



NATIORS WEKE NOT ABLE 7O BREAK OPEC EARLIER THIS YEAR WHEN
THERE WAS MUCH TALK OF $20/BBL QIL. EXCEPT IN THE VERY
SHORT RUN, SUPPLY/DEMAND INTERACTION KEEPS EITHER SIDE FROM

ASSUMING TOTAL DOMINATION,

IN SUMMARY. THE PETROLEUM MARKET SHOULD CONTINUE TO BE
SLOPPY FOR THE NEXT YEAR TO YEAR AND A HALF, FOLLOWED BY A
SOMEWHAT TIGHTER BALANCE FOR THE REST OF THE EIGHTIES. THIS
SCENARIO IS UNLIKELY TO RESULT IN PRICE INCREASES SUFFICIENT
TO JUSTIFY MOST MAJOR INVESTMENTS IN COAL OR SYNTHETIC FUELS

SUBSTITUTION,

AGAIN, 1 APPRECIATE HAVING HAD THE OPPGRTUNITY T0
PARTICIPATE IN THIS CONFERENCE AND 1‘M PREPAREL NOW TO

DISCUSS ANY QUESTIONS YOU MIGHT HAVE AT THIS TINME.

JAS/CAM:8-16-82 (AS GIVEN)
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