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Oil — Prices, Profits & Choices
On December 16, 1976 representatives of the 13

member states of the Organization of Petroleum Ex-
porting Countries (OPEC) concluded a meeting held at
Doha, Qatar. The announced purpose of the meeting was
to establish higher prices for their crude oil. Following
the meeting, the leaders of two OPEC member states
(Saudi Arabia and United Arab Emirates) announced that
they would raise their prices 5 percent, and authorities of
the other members announced 10-percent increases.
Inasmuch as OPEC has functioned as a cartel since late
1973, this new "two tier" pricing schedule surprised
nearly all, if not all, analysts. Moreover, it raised
doubts concerning the ability of OPEC to extract
monopoly profits from the oil-importing nations. Such
doubts heightened after Saudi Arabia, which has
absorbed most of the production cuts required to
make the cartel effective, announced that it would
expand its production ceiling to 10 million barrels per
day, which is nearly 85 percent of its technical
capacity. Previously this ceiling had been 8.5 million
barrels per day, but actual production has been as
little as 5.6 million barrels per day.
^ Although history clearly suggests that the OPEC cartel
ultimately will collapse, the date of its disintegration
cannot be predicted with any confidence. It might take
place in a matter of months, or it might occur years in
the future.

Herein we review some fundamental economic aspects
of the petroleum situation so that -4*c readers might
better understand the alternatives available to U.S.
officials and citizens.

The Price of Petroleum

The increases announced by OPEC member nations
indicate that imported crude oil will cost $13 to $14 per
barrel in the United States. Prior to the recent OPEC
meeting, the "benchmark" price of crude oil (that of
Saudi Arabian 'light" delivered in the Persian Gulf) was
$11.50 per barrel. Increases of 5 and 10 percent on the
benchmark amount to $12.08 per barrel and $12.65 per
barrel, respectively. These prices are before transportation
costs. However, actual transactions involve many types
and grades of crude oil and a variety of delivery and
credit terms; therefore, the actual effective prices of crude
oil are known only by the parties to the specific
transactions. Sheik Yamani, the Saudi Arabian Minister of
Petroleum, has asserted that discounting by other OPEC
members has been so pervasive that after the latter's
10-percent increase and the Saudi's 5-percent increase,
transaction prices would be about equal. In short,
outsiders to transactions appear to have no way of
ascertaining actual prices of imported crude oil. Of
course, we are not asserting that the actions of OPEC
during the past 3 years have not been effective in raising

the price of crude oil to a multiple of what the
economics of the situation would appear to indicate.

The price of oil, or of any other commodity,
ultimately reflects, among other things, the cost of
production and delivery to the consumer. Specifically, the
price tends toward that of the highest-cost units of
production, which, together with less costly units of
production, comprise total production sufficient to satisfy
total consumer demand at a given price.

The costs of extracting crude oil in areas around the
Persian Gulf reportedly are among the lower throughout
the world. The costs for some wells there have been
estimated to be as little as $.25 (note the decimal point)
per barrel or less. Because this area is distant from the
major oil-consuming areas, substantial transportation costs
(perhaps several dollars per barrel), are incurred in
delivering Persian Gulf oil to the ultimate consumer.
Similar, although less advantageous, cost relationships
prevail for OPEC members in other parts of the world,
which include only countries in which oil production
greatly exceeds consumption.

During the years prior to 1973, oil production in OPEC
countries increased, but the price of oil reflected the
higher-cost supplies available within the consuming
nations, including the United States. During the 3 years
just ended, the situation was reversed; the price of oil
reflected the higher prices set by OPEC (except insofar as
price controls were imposed on domestic production
within some importing nations).

Running Out of Oil?

Assertions that the United States has or soon will "run
out of oil" are sheer nonsense. The technology exists to
extract petroleum or synthesize petroleum-like substances
in almost any amount. The problem is the cost to do so.
Even the more sensible assertion that the U.S. has run out
of "cheap oil" probably is not completely accurate, for
there probably remain some U.S. wells, say in East Texas,
with very low production costs. What the U.S. ran out of
long ago was enough "cheap oil" to satisfy demand,
which is why U.S. firms initially invested in places
such as Saudi Arabia many years ago. There is little
reason to believe that the petroleum deposits of the
OPEC countries ever would have been developed had
the "hosts" initially demanded the export prices that
they now receive. Domestic alternatives would have
been developed instead.

The actions of OPEC have not changed the basic
economics of the situation; the exploitation of oil
deposits is among the most efficient ways of meeting
the energy needs of mankind, given the present state
of technology and the current capital investment in
the field of energy. However, neither of these is
unchanging.



With reference to the consumption of irreplaceable
resources, Ludwig von Mises made this trenchant
comment:

"Many people are alarmed by the reckless use of the
deposits of minerals and oil which cannot be replaced.
Our contemporaries, they say, squander an exhaustible
stock without any regard for the coming generations. We
are consuming our own birthright and that of the future.
Now these complaints make little sense. We do not
know whether later ages will still rely upon the same
raw materials on which we depend today. It is true
that the exhaustion of the oil deposits and even those
of coal is progressing at a quick rate. But it is very
likely that in a hundred or five hundred years people
will resort to other methods of producing heat and
power. Nobody knows whether we, in being less
profligate with these deposits, would not deprive
ourselves without any advantage to men of the
twenty-first or of the twenty-fourth centuries. It is
vain to provide for the needs of ages the technological
abilities of which we cannot even dream.'**

"Obscene" Profits

The rapid increases in petroleum prices during recent
years were accompanied by large increases in reported
profits by oil companies. At the time, many com-
mentators labeled such profits "obscene." We do not
know exactly what makes profits "obscene" or other-
wise, but consider these two ways in which profits
increased. First, by the nature of their business, oil
companies held inventories of petroleum, and these
appreciated in value as prices increased. As readers
should be well aware, this type of reported profit is
largely illusory, because inventories must be replaced at
higher prices. To the extent that such profits are
taxed, inventory profits actually represent a loss, or a
drain on the resources of a business.

Second, when the price of oil began to reflect the
prices demanded by OPEC nations rather than the cost of
other marginal sources, the income of all owners of
domestic wells (including individuals, partnerships and
closely held corporations, as well as the major oil
companies) increased. Such "obscene" profits were the
result of the limited-space monopoly of anyone who
happened to own an oil well, not the result of the
existence of large vertically-integrated companies in the
industry or of some conspiracy among them. Insofar as
society would want to limit such gains, taxing the site
values of the wells would appear to be the most desirable
procedure, rather than taxing profits in general or forcing
divestiture of large companies. The taxation of the
limited-space monopoly of oil producers apparently did
not occur except in those instances where monopolies
recently have been granted on Federal property.
Increased site-value taxation is reflected in the
proceeds of "mineral rights" auctions conducted by
the Federal Government. These proceeds increased to
$11.5 billion during the most recent 3 years from
$4.7 billion during tide preceding 3 years.

Price controls on "old" production might be viewed
as a tax on the proprietors of oil wells. Although
such controls limit the "windfall" profits accruing to
such persons, the controls do not yield tax revenue.
Indeed, their primary purpose appears to be to limit
the costs of oil to consumers. However, subsidizing
consumers in this way only serves to foster increased

*Ludwig von Mises, Human Action. Chicago: Henry Regnery
Company, 1966, p. 386.
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consumption. That the most vociferous proponents of
price control often also raise the greatest alarm about
the depletion of natural resources seems contradictory,
inasmuch as lower prices speed such depletion and
higher prices retard it.

The accompanying chart shows the index of refined
petroleum products (a component of the Wholesale Price
Index) as a percent of the all-items WPI. That the increase
from roughly 90 to about 150 since 1972 is substantially
less than the percentage increase in the price of imported
crude oil during that period reflects these additional
aspects: (1) The increase in the WPI during the past 3
years has been substantial. (2) The controlled and lower
price of some domestic crude production is reflected in
domestic petroleum prices. (3) The component index
comprises refined petroleum products, which reflects
manufacturing and distribution costs as well as the
cost of raw petroleum products. Readers are invited to
note that the 1976 level of this relative-price series is
not a record for the period shown; the recent relative
price of refined petroleum products is somewhat less
than that during the period 1913 to 1925. Thus, the
profits earned by the oil companies during recent
years are not attributable to unprecedentedly high prices
for petroleum products in terms of the exchange value
of such products for other things.

Finally, reports in the press like, "The profits of the
XYZ Multinational Oil Company increased 50 percent,"
usually are based on comparisons of profits during
corresponding quarters of successive years, which often
are largely influenced by inventory changes and ex-
change-rate fluctuations. Such reports do not indicate
that profits were 50 percent of sales, of investment, or of
anything else. Such reports simply indicate that profits in
one period were one and one-half times those in another
period. For the illustration above, the profit margin on
sales might have decreased, if sales had increased by
more than 50 percent. In any event, the extent of
any "windfall" profits accruing to the owners of
domestic low-cost oil wells probably cannot be
ascertained by examining the reports of publicly-held
oil companies, because of the complex financial
arrangements usually associated with such properties.

Conservation and Alternatives

As the accompanying chart shows, the increase in



relative petroleum prices during 1974 was large, and it
occurred after more than 4 decades of comparative
stability. Because domestic consumption of petroleum
products has changed little in spite of the marked increase
in prices, some commentators have asserted that direct
intervention (mandatory allocations and controls) is
required if consumption is to be curtailed. We disagree.
That petroleum consumption during the past 3 years has
not increased is in marked contrast to the remarkably
consistent annual increase in such consumption of about
4.3 percent during previous decades. Consumption
currently is about 10 percent less than that suggested by
the long-term growth trend. Such consumption most
probably would have been curtailed further if some
petroleum prices had not been held down by Government
controls.

However, that petroleum demand could have been
curtailed markedly is improbable, except during a period
of years. The furnaces and engines that burn petroleum
have been built and are in use. Although the present level
of petroleum prices enhances the viability of alternative
means of large-scale energy conversion, the imple-
mentation of them will take time not only for planning
(by individual businessmen and consumers, not bureau-
crats) but also for producing the new plant and
equipment.

The capital outlays required for implementing most
alternatives are enormous. Moreover, the economic
advantages of such alternatives do not appear to be large,
even at the current level of petroleum prices. For
example, solar devices for the home, which increasingly
are featured in the pages of slick magazines, appear to be
largely playthings for the well-to-do. Their costs can be
justified only insofar as their benefits are tax-free and
thus are more valuable than the returns from other
investments to high-bracket taxpayers. Using funds for
purchasing such devices can only be justified when capital
costs are low.

Nevertheless, there is little doubt that, given sufficient
time, effort, and capital investment, the United States
could meet its energy requirements without imports.
However, officials, businessmen, and consumers should
understand what that would involve. It would involve
replacing oil-powered equipment with something else and
developing additional domestic petroleum reserves at high
costs.

Conclusion

If the United States substantially reduced oil imports,
OPEC most probably would collapse, the price of crude
oil would drop, and the cost of petroleum products to
consumers probably would fall to or below the relative
level that prevailed before 1974. These developments
would make uneconomic nearly all investment in
alternatives. They would be uneconomic for the very
reason that they were prior to 1973: oil could do the job
for less money. Therefore, the potential for losses on
investment in domestic import-replacing energy resources
is great. If such investment achieved its purpose, it would
be its own undoing.

The immediate collapse of OPEC would be the best
resolution of this dilemma from the point of view of
energy consumers. That this could occur without massive
investment in high-cost energy resources by the con-
suming nations would be preferable. Although many
analysts believe that our problems with OPEC are mostly
political, the vital issue is economics. Our diplomatic
initiatives to date have not been effective. Indeed, some

of Dr. Kissinger's pronouncements suggest that he favors
cartels. Although the United States no longer is willing to
end piracy by extending the force of arms "to the shores
of Tripoli," there is no reason not to exploit to the
fullest the essential weakness of any cartel, which is the
desire of each member to maximize its own income. If
one day an oil exporter found that he had no customers,
he would have no alternative but to lower his price.

Decontrol of domestic oil prices, as advocated by
President Ford, would serve not only to further curtail
demand but also to increase domestic crude production.
Under current Government policy, the owner of a
controlled well has reason to minimize output in the hope
of eventually receiving a higher price for his oil still in the
ground. Coming at a time when the OPEC nations again
have raised prices and worldwide oil inventories re-
portedly are very large, decontrol could prove to be very
timely.

BOOK REVIEW

The Health Hazard of NOT Going Nuclear, by Petr
Beckmann, Colorado: The Golem Press, 1976, prices:
cloth $10.95, paper $5.95.*

Western civilization (is different^in at least two
important respects jtrom\ any of the numerous civiliza-
tions thUT preceded it. One is the development of
useful procedures of inquiry, which have been
successfully applied in the physical sciences and in the
physiological sciences. (We often have described these
procedures.) Applications of the useful methods of
inquiry in the behavioral sciences concerned with the
problems of men in society have only begun to yield
useful results.

The second distinguishing feature of Western civiliza-
tion is the remarkable increase in the use of energy. The
pyramids are a long-lasting example of what could be
achieved largely by human muscle power assisted in some
degree by beasts of burden during an earlier civilization.
Domestication of the horse, the invention of sailing ships
that used wind power, the primitive applications of water
power, and the application of fire in the processing of
ores were the principal energy sources supplementary to
human muscle power until 2 centuries ago.

The combination of social organization fostering
individual enterprise and the application of useful
procedures of inquiry has resulted in making energy
available on a rapidly increasing scale never before
experienced by mankind. The earlier supplements to
human muscle power increased the total energy available
by only a small multiple, probably less than 10, but the
energy now used in the leading industrial nations is
thousands of times the power of human muscle. In the
United States alone the energy supplementary to human
and animal muscle power that is potentially available
from existing power units has multiplied one million
times in the past 100 years.

The continued availability of energy on the present
scale of use is essential to the maintenance of the
current standard of living in Western civilization.
Presumably, further progress in providing what people
want will require still more energy per capita than
now is available.

At present, nuclear power is by far the least costly
of the possible sources of energy, measured in terms

*This book generally is not available at bookstores. Orders for it
should be sent directly to: The Golem Press, Box 1342, Boulder,
Colorado 80302. The publisher promises shipment within 24
hours.



of human lives and health. This may startle many
readers, since the American public has been subjected
to repeated assertions in the popular news media that
nuclear power is highly dangerous. Dr. Beckmann has
analyzed the arguments of the opponents of nuclear
power and demonstrates that the human costs of the
fossil fuels have been disregarded by such opponents.
The author compares the human costs of nuclear fuel
with those of fossil fuels. He deals not with "theory"
but with data accumulated to date. Fortunately, with
oil priced about $13 per barrel, nuclear power now is
competitive with power from fossil fuels in dollar
costs also.

This extract indicates the thrust of the book:
". . .There is no such thing as safe energy conversion

on a large scale; it is almost a contradiction in terms.
Energy is the capacity for doing work, and as long as man
is fallible, there is always the possibility that it will do
the wrong kind of work; to ask for absolutely safe
energy, therefore, is much the same thing as asking for
incombustible fuel.

"This book never tries to make the point that
nuclear power is safe; the point it makes is that it is far
safer than any other form of large-scale energy conversion
yet invented." (p. 11.)

With reference to the probability of deaths occurring
from a major nuclear accident, Dr. Beckmann presents the
results of a large study showing the probabilities to be
about the same as those associated with meteors striking
the earth. Compared to the probabilities of deaths from
accidents associated with other forms of energy (such as
dam failures, explosions, and fires), the probabilities from
nuclear accidents are much smaller.

Dr. Beckmann also attempts to analyze the motives
of the various groups opposing nuclear power and
offers the explanation that self-interest of the "Pent-
house Proletariat" is the motivating influence. He
argues that the ". . .self-interest of a group whose
privileges are threatened. . . " by the relentless advance
of the masses who want a better life accounts for the
frantic stridency that characterizes many opponents of
nuclear power. Possibly Dr. Beckmann's analysis of at
least one aspect of these opponents' motivation is
correct; however, his guesses about motives are not
important in our view. The usefulness of his book,
from our point of view, is his mass of evidence that
the health hazards of not going nuclear vastly exceed
the health hazards of using the only means presently
available for assuring that the minimum energy
requirements of Western civilization will be met for a
long time to come.

Dr. Beckmann has been publishing a newsletter, "Access
to Energy," during the past several years. We have found it
to be the best source of information available on current
energy developments. Moreover, he writes both forcefully
and entertainingly. He "pulls no punches" as he exposes the
falsehoods and otherwise distorted publicity offered by the
opponents of nuclear power.

We highly recommend not only this book but also Dr.
Beckmann's newsletter. The latter is only $9 per year.
Therefore, an expenditure of $14.95 will bring to you
both the book and the newsletter for one year. The
address for the newsletter is: "Access to Energy," Box
2298 H, Boulder, Colorado 80302.

STATISTICAL INDICATORS

Among the primary leading indicators of business-cycle
changes, the inverted layoff rate in manufacturing

increased during November. Nevertheless, the trend of the
moving average of this series has been downward for 8
months, and this series clearly is contracting cyclically.
The index of common stock prices increased during
December, and this series remains appraised as expanding
cyclically. The percentage of primary leaders so appraised
remains 58.

No new data were received for any of the primary
coincident or lagging indicators. The percentages of these
groups appraised as expanding cyclically remain 100 and
83, respectively.

Recent adverse changes in the leading indicators have
raised doubt that the expansion of general business
activity will continue. However, there is not sufficient
evidence at this time to warrant the conclusion that a
business-cycle contraction will begin soon.

SUPPLY
INDUSTRIAL PRODUCTION

Production of steel, automobiles, and electric power (1)
in the 1- and 4-week periods ended on the indicated dates
in the current year and (2) in the corresponding periods
of earlier years was as follows:

1972 1973 1974 1975 1976 1977

2.00 2.60 2.79 2.48 2.00 2.05
7.94 10.74 11.48 9.94 8.07 8.33

0 0 0 53 0 8p
416 631 519 294 409 585p

Steel
Ingots (million tons)
1 week: January 1
4 weeks: January 1

Automobiles
Vehicles (thousands)
1 week: January 1
4 weeks: January 1

Electric Power
Kilowatt-hours (billions)
1 week: January 1 29.5 32.4 32.0 34.3 36.0 43.8
4 weeks: January 1 124.4 141.1 139.6 144.2 150.9 169.3

Percent change from 4 weeks a year earlier: +12.2
p Preliminary.

DEMAND
RETAIL SALES

Estimates of retail sales during the most recent week
and 4 weeks compare with such sales during the
corresponding periods a year earlier as follows:

Period Percent change
Week ended January 1 + 9
Four weeks ended January 1 +10

PRICES
COMMODITIES PRICES

1975 1976
Index Dec. 29 Dec. 20 Dec. 27

Spot-market, 22 commodities* 497 520 n.a.
Commodity-futures 594 765 770
Steel-scrap $68.50 $70.50 $77.17
*For the preceding Tuesday, n.a. Not available.
Note: The indexes are, respectively, those of the U.S. Bureau of
Labor Statistics, Dow-Jones, and Iron Age. The spot-market and
futures indexes are converted so that their August 1939 daily
averages equal 100. The steel-scrap index is a composite price for
No. 1 heavy melting scrap.

PRICE OF GOLD

1976 1977
Jan. 8 Dec. 30 Jan. 6

Final fixing in London $135.80 $134.75 $132.60
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