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OIL PTICES_AND JORLD MONETA™” SCENE

I.3.Culati

Towards the c¢lose of the year, 1973, the Organization of
Petroleun Exporting Countries,_OPEC for shori, decided to quadruple
the interngtional price of oil, The price rise thus decided upon
become effective from the beginning of 1974, As can be seexn fron
Table 1, over the next five years, 1974-T78,both years included, the
price receiwed by OPEC for its oil_registered an improvenent of only
35%, In nid=1979, however, Lhe price was raised by 60i,to be followed
by a further rise of 60% effective from the beginninz of 1980, The
result of the two successive hikes de&ided upon «ithin a short span
of =ix, seven months, i.e. between June and Decenber 1979, has been
that the price of oil has more than doubled; Tnis naturally will
lead to an increase in the OPEC oil revenues from $ 125 billion in
1978 to § 277 billion in 16T0, assuning no increase in the offtake of

0il from PEC whicl was ceziinmatel at 10.14 billion barrles in 1978.

That the increase in oil revenues accruiug to OPEC in 1930

is quite substantial, at least in absolute wmonetary terms, can easily
be seen, when one conpares it with the increase accruing to them in
1974, after the o0il price wae quadrupled., Then the OPEC 0il revenues
had gone up from $ 23 billion to & 92 billion i.e. by & 69 billion.
But there can be little arpument that the additional dollar on oil
revenues in 1980 does not mean the same in real terms as it did in
1974.since, among other things, the prices of goods and services that
OPEC imports have gone up considerably in the meanwhile, In fact

that is the principal justification OPEC have adduced in defence of
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the price rises decided upon in 1979, S%ill the storn signals have

gone up practically all round o warn that a very serious, almest

¢ ataclysmic eeoﬁ@mie situation has arisen for the oil imperting world,
facing ap it muldef:ery mich ‘Latger StPain on its balance of payments,
In.f&@&, volees have now been raised forebsding that the new crisis
pesed by the oil exporting world will be far fiore serious than the one
in 1973, In particular, the fear Has been expressed that the global
nonetary and finencial systen "that is perhaps terminably sick and cer—
4ainly much weaker than it e¥er #as hadk.iﬁ‘f§%4~75" night collapse vndex

1/

the welght of the rew c¢rigsis,.-

Hot that there is anything particularly to sacrosanct shoul
the present global monetary and finamncial system. But it certainly
‘has served the developed industrial countries, as a group, very wells
8o it is quite understandable that people there who see this systenm
collapsing feel alarmed. 0n the other hand, for the wast non-develobed,
non-industrialised world which gets a raw deal under the dispensation
'qf the present finaneial znd monetary system its collanse could posgibly
hold a prospect of somethins hetter emerging. In any case, »eople in
the deprived two~thirds of the world need not éhed any tears shiould

this system eollapse.

But are we so sure that ihe present nmonetary and finomeial
system is really in- danger of. imminent collapse and that too under the
welgh't of the price nressures from *he oil exporting countries? It is
to' this guestion that this paper addresses itself first amd forenmocat,
'drs.urFilng‘on the experience gained sinece the price of oil was raised |

towards the end of 1973,



The First Round

Let us start with a quick over-viewr of the world nonetary
scene that obtained at the time of the increase in the price of oil
in October 1973. The Qlﬁnregiﬁe of fixed exchange rates, often referred
to as the Bretton Words Systen, was already in éhaables and for no fault

of the o0il expcrters. Flexible exchange rates were very nueh the order

of the day at least amohy the principal treding nations of the
world, . Though the principal reserve currency, the U.3, dollar,

was no longer convertible into gold, it continued to be the major source
of monetary reserves even after the shift from fixed to flexible exchange
rates.r Thus the centre-piece of the World nonetary system, nanely the
dependence on a few natianal currencies, one or two, for the settle-
nent of accounts between different countries and for monetary reserves
rensined very much intact. Theie was no shift fron this, not even from

the old reserve currency, th. dollar.

When the oil price was guadrupled in 1973, it did innediately
create apprehensions cbout the ability of the nonetory system to cope
with the payments inbalances that would ensue as a rosulf bebween the
oll exporters and the oil importiﬁg countries, Thene inbalonces were
expected to be both large soné versistent. Actuaily, however, while
‘they did turn out to be large -to start with, they started declining
quite fast so that by 1978, they hzad altogether been absorbed. As
can be seen from Table 2sthe balance of payments surplus on current
account of the major oil expérting countries had declined from $ 68
billion in 1974 to § 6 billions in 1978, to the same leovel as

obtained in 1973, This came about principally because o7 considersbly



increascd inports by oil exporters st significently erhanced prices.a/
Unfortunately, howevecr, the benefits of this incrcascd OPIC derand for
goods and services accrued almost entirely to the industrialised countries,
accounting as they did for alnost 85% of the additional inmports by the
oil éxporters.z/ The result hos been tha} vhile the industrialised
counfries, as a gfoup, were able %o regain'the position of a commaonding
surplus by 1978, the non-oil developing countries were as badly off in
1978 as in 1974, In 1978 they paid higher prices for not only their oil
inports but also thelr imports from the developed world., In the end,
therefore, it is this latter group of countries that has cone out

rather badly after the a2djustments to the oll price rise of 1973 have
worked themselves out. The other group of. countries to suffer has boen
that of the mcre developed prinary producing countries, The owverall
result naturally has becn thot in 1978 theough the oil exporting countries
had a surplus in balancs of j%yments no lafgcr then in 1973, the gross
global inter-sroup zro3s inb-lance in poynonts on current account

was s8till norc than four tines ds high as in 1973,

IMFts Abdication

Fron the point of wview of thc world nmonetary snd finoneiol
systen, howvever, it is the gross imbalesnce in paynents between countries
that is significant because it indicates the extent of financial inter-

for
nediation that is called for/t;o sdtlenent of international poyments.
Thus, for instance, since %lic intor-group gross inmbalance in 1974 was
rnore than four tines as Lhigh as in 1973, the extent of financioal
internediation required between the group ¢an be sold te bo correspond-

ingly higher,



In order to moet this densnd for financial inbtermediation
on the new scale a nunber of nroposals were mooted for a substantial
recyeling of {funds from the couniries with paynonts surpluses to the
countrics with payments deficits under nulti-leteral auspices. ﬁowever,
81l that could be organised for the pawposc was the 0il Facility in the
International Monetary Fund, Conparcd te the greoss inter-group imbalance
of § 101 billion in 1974 and 1975, this special IMF faocilitioes could
cone forth with something like & 7.9 (SDR 6.5) biilion. Other drawings
frém the Fund, in the course of‘the same two yoars, anounted to ¥ 6.3
{sRD 5.2) billion.i/_ Thus the Fund!s response to the uenber countries
rto meet probably the nmost exftra-ordinary situation fécéd by then
Since its cstablishnents turned out to be pitifully inadequate. In
the iigiﬁgafances, the nain task of settling the larze belance of pay-~
nents /had to be uniertaken under some other suspices, " These auspices

were provided by the intermntioncl capital narket,

Turo-currency Bxpansion

Cross border borrowings on the intornetional canital nurket
had becn rising rapidly during nuclh of the period froa the aid-1960's
through the early 19270's, the puriod sponmning the dying phase of tho
Bretton Yoods per waluc ayvaten., Jince these lendings, though orzo-
niged in European couniries, wore denomineted in doll:ir, they wers
generally rcferred to as Buro-dollar oporations, XHowever, the roal

upsurpe in these omerations game about after 1973,

As can bo seen from Table 3, net external lendins by hapk

Cexcluding bond finaneing by the narket) was nldost tiwice as largo



during the quinguennium éndin; with 1978 as the anount of net bank
claims outstanding at the end of 1973. A substantial, thoush not all,

of this bank lending went to help countrigs settle their large bhalance

©of poyments deficits on curresb asscount.

What exactly spurred. the Buro-dollar market to take on this
najor role of financing balance of poymonts deficits is @ rfatber one
can speculate about. . Buk thc situation was basicelly like this. On
~ the ¢ne hand, wore. these oil exporbting counbtries with o large accretion
of funds Whigh thoy could net immediately absorb and which they wers
willing to place, in large proportion, in this norket. On the other
hand ythere wére,_ several countries fa.c:egl with an- snormous dpsurge in
their balance of payments deficits to finance which they had nowhate
else t‘o turn 1:@,.: 5o the private banks ond other institations pireddy
specialising in 1ntern:xtlonai .'lg'gnding-, even though it wag meant largely

for project financingstepped in to the bremhe
will show that
& reference back to Tabls 2 _[ rnorc than-two-thirds. of .Ehe inter-

group gross irhalance (i.e. the aggrognte of imtor-group deficits
ignoring the surpluses) durins 1974 and 1975 were accounted for by
the ﬁon—-oi‘l develeping countries, Jn the foll:oyzing three yaéaz:a, 1976
to 1978 though the groas irzb.alaﬁce was somewhat l_-c?Wer, with ﬂm nop-
0il developing cogn*‘cri;cs 8%ill v,'cumting for 'two-thir_ds thercof, the
expansicn in Buro-doller lemdin: was very mach - lorger than in the two
years ime&iate;y preceding, 1974 and 1975, relative to the gross
inbalonce. As sgainst the gross paynents inbalance of & 111 billiom,
Euro<dollar  lending expandsd by & 100 billion during 1974 cnd 1975

Whereeﬁr duriﬁg 1976 to 1978 Buro-~dollor lending exinenc‘léd. by & 255 billion



as against the gross payments imbalance of $110 billion.

It is aiso vorthwhile noting in cur context that during this
latter part of the quingquennium, 1974 to 1978, the surplus in balance
of paynents of the oil exporting countries declined draétically'frmm
% 40 billion in 1976 to & 6 billion in 1978 while the surplus of &
industrial countries recovercd significéntly from % 7 billion to § 33

billion.

Two points can be nade straightaway. Firstly, vhatever rsush
the initial placement of the OPEC surplus funds in the Buro-dollar
narket nay have provided for the nmarket to oxpand its leonding, the sub-
sequant, expansion of the mﬁrﬁet‘lending can be ascrided only prrtly
to that souree of suppiy Qf furids. Secondly, increasingly the oxvan-
sion of Euro-dollar narket londin: seoms to have taoken place out of
proportion to, ~nd guitec indenendently of, the doficits in the balince

of paymonts on current sccount,

The Second Round

Given the incrcases in oil prige already decided upon in 1979
and with the prospect now of fﬁrthpr inereases to follow, how will the
world rnionetary systen i gencral and the Buro-dollar noried in parti-
cular - cope up with the coasequential inbalance in the balonce of

paynents of the countrics., Thore is absolutely no indication  that

the International Monctory Fund ecitiicr is prepared or is preparing to nmeet

tho'possible new demands forxr finsucisl intermediation, True, that
(a) Fund quotas will soon be reviscd from SDR 39 billion to SDR 59

billion and (b) & supplenmentory financing facility has beon set up



with funds amounting to 3DR 7,75 billion to assist nembers with

balance of pajicits prﬁbleu that are larger relaﬁive'hithﬂﬁ?quotaa.é/

But these steps have to be seen In the genbext of a Ilikely OPEC surplus of
over 3 80. billion in 1980 mndlg much larger gross inbeolance for the oil
inporting countries. At the same tine it cannot be overiqok@d thot

even a $ 100 billion deficit of tho oil imperting world, in 1980 as
against $ 53 billion estinated for 1979, Wili he less than the net

inerease in FBuro-4ollar - iending of $ 110 billion in 18784

0f coursesthe nore the world cones fto depend om tho Buro-dollar
narket for financing its balanece of paynents the greater wll becone
its hold on the world nonetary seenc but $his is net soncthing That
those in eontrel of the private banks will not really welcome. Though
the International Mpnetary Fund is o multi-latoral institntion in cone
ception, in effect it is wery nuch in the eontrsl of tho sane grovp
of countrics that centrols the Hure~dollar narket. T4 should be quite
understandable if insnite of the fact that the Pund has Deon reduced to
the role of o bystander it .has linrdly ;éised any protest,, Nor

will it protest in the future.é/

The likelihood secns to be that fhe world will be atuck with
the systen of liguidity genceratisn thot has evolved over the nast five
yoars, houvever nuch one docs not approve of it, And, the developing
countrics, especislly the non-oil doveloping countrics,hove every
reason to worry on this score-because;(a) they arce the ones likely
to be worst hit over the coriig: yoors &5 this vichous-procell of pil
price rise leadin:s to thc-risc of industrial inporis which causes a furthor
up.urge in cil prices continues unabated and (b) this oyotenm of
gencroting liquidity is 2o, gréuﬂié unjust as, pou:Ably morce than,

that under the old system.Z/ The major difference it has nade



now iu that the banks, largely U .3. owned, instead of the U.S.

governnent, gencrates the nscessary finance.

Gold price.

Ong shpuld toke noto, however, of the major agswaption
underlying the question posed in tﬁe préocding scetion. The 288WI-
ption is that the oil oxporting countrieos will continﬁa to plaoce
their surplus funds in the BEuro-dollar market in the seonc wroportion
at lanst as before. How far will this assunption hold good in the

future?

The currcnt phenonenal sﬁurf in the international norlket
price of zold fron loss the % 300 to over § 850 mn ouuce within
o short spaﬁ of 6 to 7 montta (Sce Table 4) is being widely ~ttri-
buted to the attenpt on the part of tho oil exporting.countrius to
nove into 14, It is goitc wndersiandable that these countrics
shou;d ﬁant to move out ol currcneics, especinlly dollar, holding
vhich has provided them with little hedge ageinst continsdag world
wide imfletion, whatcver may bo the role of the concerncd countries
thenselves in keeping the fire aflane, At the sane tims, the nonner
and pace ot which the price of £old has rocketed should loave mone
in doubt about the prospects of success tho o0il exporting countrics will

have in opaking asy narled shifi into zold.

The likelihood, on ftho sther hand, scons to be that tlie nore
: in ,
thls realisation sinks inZth 0il exporting countrics, particularly
tiwse of then with sizmeable surplus funds, the wore thoey noy ot long

1ast get round to the wiew,g 1S Ayotolleh Khoneini, th~t surpluses

had best be loft stored undersround until sueh tino ns thicy éctually
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nged then either for their donestic use or 4o czchonge then for
imports of goods and serviceés. But this will neet strons resistance
from the oil impnrtiﬁg,ﬁéil&; yﬁrtiﬁglarly the segnent that gobbles
up threco-fourths of the‘quantity>expomte&, I% nay net bo prepared
to rcduce its denond for oil below the lovel already reached beeause
it secc in oil.a basc for ity  current life style, Ir the cir-
cunstances, for tho oil exporting countrics to significantly réduce
the volunc of their oil exports night bring then foce to foce with
nilitary threaté. If thesc threots naoterialise, it will certainly
not leave the world nonctary scehe wnoeffected but the ond result

can thén be anybody's guess,
Concluding O bsetvntions

Howover “iatcteful tho developnents in the world nonetary
field in recent yoears, especially the ovolution of the systen of
rocycling ond generating finance %hrough the Buro-doller narket,'it
is highly unlikely that the new surplusces gencrated by.ﬁ1e incrcase
in oil priccs jJjust deedided upon(aﬁ@ oven thie increcses that night
well follow) will thrgw tlis systom out of gear. Tho danger possibly
lurks in-anjther'corner,.a corner to which thoe recont upsurge in the
price of zold is a pointer thoush o rothor indirect onc. T> tho
extont that this upsurge in.tho price of gold rgflects (a) %no
decision on the nort of the coil exporters to hold their surpnluses
herecafter in £old ond ast in ﬁuro—dollaf de 4 or noational
currcncics of other countrioq??i} the oxbrene wawillingness on the
part of the holders of cxzisting gold and traditional buyers of newly

nined old to nrke woy in fovour of the o1l exporiing countricse



it oy well lead to dovelopnonts which @ﬁd&ﬂgézi' world peace and
through that the whole inetitutional order including the world
nonetary order, But tho Preseﬂtw@rlﬂmﬁne;bm order is tho one abdut
whose doRise & least Ve iam the. devalePlﬁg #orlé should lecst be

g winwud,

© 000
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Wotes 11 Deferences

peo The Petrg-Crash of the 808, Business Weel, Novgnber 19,
1979. ' Though written in advance of the OPEC moctinﬂ in Deceober
1979, the article GV1dent1y hat’ strong 3 prenonition of the order
of price rise round the corner. I#s nain conclusion scons to be
that the OPEC by using its control over the supnly ond price of
eil in this mammer is so rushing theé Yedt towards tho cdge of .
scononic survival that “the option of a military response bpconbs
fnore and nmore reasonable,”

See Rehnan Sobhan, Financinl Flows botweon Develoning Countrics:

" Prospects for Econoiic Cooperation betweoen OPEC and the Third

Horld, Centre for Research on New International 3conenie Order,
1979 nlnco) According to Rehnap Sobhan's caleulation, out of
451 billion recelved by 0PEC by woy of additional rovenue in
1974 78 in consequence of the hike in the price of oil, as nuch
as § 274 billions or 61% was absorbed by inflotion in the prices
of gooda mnd services that OFEC inported during the sone pericd.
This assocssnent differs totally from the asseéssuont of the IMT,
which fseribesg the deeline in the OPEC current account surplus
betweoen 1974 and 1977 to the uubstantial cxponsion in the volume
of OFEC inports, althoush ot o decelerating prce and tho t in 1978
rlnost cntlrely the fa ll i%n thb voloie of oil exports. See INMP,

ARy

Luﬂzlhg Lo Ry k" 1 (Y

2c Hanion Sobhon, op.cit.

w

Seo International Monctary Fund, Amnuasl Renarg 1978, Chapter 3,
Activities of the Fund,

See Internntional Monetary Fund, Annual Report 1979, Chapter 2,
Developnionts in the Intornational Monctory Systoen,

The latest Annual Rejort (ibid) of the Fund observer 2s follows
on the xported jrowth in the provision of credit by the interna-
tionnd capital merket during the decade of the 1970'a:
"It is videly recormiaod that private banking ingtitutiona
contributed gjreatly to the snooth functioning of the world
trade and paynenis systen in the years 197476 by reeyelins
the funds deposited by oil exporting countries omd they
can be czpected to continue to ploy o najsr role in inter-
national finonciszl internediation in the future,"

Sege I,S.Gulati, Intornationel Monetgry Developnent ond

Third Yorld: 4 pronosal to reduces the inbalanga, R,WC.Duti Menorial

Lecture, Fecbrucry 1979,




Yeighted ‘ -
average prlce

9.00 10,29 - $1.44 12,25 12,29 1617 27.30

Index 1) 100 435 492 533 585 588  TT4 1306
2) -~ 100 13 123 135 135 173 300
3) - - - - - 100 132 222

_zae

ey

Prices for 1978 and 1980 have been worked out by the zuthor,

Though the price rise decided upon ip June 1979 was of the ordar

of 60%, only half of it iz reflectéd in the index since -the sriee
rise became effective in July 1979. The estinate for 1980 is

based on the gssumpbtion thet the priee decided wpon in Decenber 1979
will hold nsood throushout ithe 7ear,

Source: Chase Manbettad, Clrréent Accounts of OPIC Countrics,

1975-79, November 1978,
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Group 1973 ___ 19741975 __ _1976___ 1977 _ 1978 __ 19797
Industrial - |
countries 19 —~d 25 T _ 4 33 10

More developed

nrimary producing -

countries 1 =14 ~15 . =14 -13 =6 -10
Major oil experting _

c ountries 2 63 35 40 %2 66 43
lon 0il developing _

countries 11 ~30 -38 ~26 =21, ~31 =43
Net position & 15 20 i 8 2 2 -

' (6ross imbalmce & (11)  (48) (537  (40) (33 (310 (53)

Hotes:

Sourcea

1/

Ln geods, services gnd private tromsfers

As projected by IMF staff on e basis of the price rise
of o0il decided upon in June 1979, I+t is estinated that
the surplus of oil exporting eountrics will be as high
as & 80 billion in 1980 tsking into account the further
rise in the price of oil decided upon in Decenber 1979,

Reflects exrors, omdesions and asyrmetries,

These are yearly totals of group defieilts on current
account only. The imbalance these fijures reflect

from year to year is probably very much wnderstated becouse
the figures for cach group is still that of deficit net

of surplus, if any, enjoyed by @ country within the group.

: Internations]l Honetary Fund, Annual Report 1579.



Tople 3

Growth of Buro-deollar Lending or External Bank
Clains, 1970-1979

U,S. & billion

end end end end end end end June
- - 19790 13 T4 M5 __ % (A B 1979
Gross claims 180.0 290.0 394.0 475.0 580.6 689.7 903.0 946.5

Net claims after

ad justment for )

double counting 95.0 185.0 245.0 285,0 355.0 430.0 540.0 585.0
due to redeposi-

ting among report-

ing banks N

Tet new lending +60,0 +40.0 +70,0 +75.0 +110,0

Source: IMF Survey, September 3, 1979

Table 4

Gold Prics'in the Léndon.ﬁarkefﬂ 1972-1930

1972 197% 1974 1975 1976 1977 1978 1979 1980
end— Jol.,

June 22,

e e e e e R — e —— e e e 8 A i, e ey e o e et b gy

—————— e —— i —— ———

U .S.dollars
per ounce 54,90 112.25 186.50 140,25 136,75 164,05 226.50 277.50 850,00

Rate of change

2

+72.96 +06.15 -24,80 ~3.25 +20.62 +37,31 422,52

*  These prices are for the ond of the year excent for
1979 and 1580,

Jource: Intcornational Mpynetary Fund, Annmual Report 1979.
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