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IRAN=~IRAQ WAR: INCREASED THREAT TO
GULF OIL EXPORTS

summary

The delivery o] five Frencn Super Etendard
airera;cs to Iruq woulid inerease signijficantly tae
poscioility of a disruption oj Persian Culf oil exporta
vizal to tae Jest. Ij Iraq receives the Super
Ztendarde--winich we believe 18 litkely-~-and 13 unadle to
signijteantly ameliorate its [inaneial difjieculties
witain vie next Jew months, it almost certainly will
attack oil tankevs calling at Iran's Xharg Island. By
avtacxking Iran's oil lifeline, Ivaq would hope to foree
Irarn to tne negotiating tavble or, jailing that, to
Joree Western Powers to interveneé in tre Gul] to ensure
the eajety o] all oil exports, ineluding those ‘rom
Irag.
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2rolonged elosure o the Gulj would have economic
repareussions jor tne West even more severe than those
oj the 1973 and 19739 supply disruptiona. Closure of
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Irac's Precicament

The war with Iran 1s slowly strangling Irag's economy.
reducing
anhual revenue py two-thirds, and saddling the economy with
We estimate

o

25 severea two of iray's three oil export routes,
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related costs that may reach 31 pillion per month.
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tnat [ragi roreiyn exchanye reserves will fall to bDetween $3—4

the

war,

biliion bv tnhe end of lY¥3 trom $3> billion before ;
Baghcaad has
T N _owea 15 year to toreign

suppliers,

Iray's current account aeficit this year will be an

estimatea $1lb pillion,

its ampitious aevelopment program has been

shelvea, ana imports have peen sharply reduced. [:::::]

lrayg,

|faces the prospect of a

current account dericit in I984 nearly as large as this year's

unless it

consumer yoods.

takes the political risks of deeper cuts in imports of
Meanwhile, its reserves will be further depleted

ana the Gulf states probably will be less able than this year to

provide rinancial support.

The cause ot Iray's financial bind is insufficient oil

The loss of its Persian Gult oil export terminals at

expcrts.,

the Deglnnlng or the war and the closure of the pipeline across
syria in April 1982 have reducea Iragi oil export capacity by 80

percent.
Turkey,

Iray's one oi
has a current t

Irayi Strategy

Iray now believes

i1 export route,
hroughput ot about 800,000

the pipeline across

that attacking Iran's oil lifeline is its

onily hope tor endiny the war Or reopening the Gulf to Iraqi oil

- exports
attackl

Baghdad's objectives in

Lg—TTEn*s‘ﬁTI‘ITTETTﬁE‘TEEBTEEaIy would be to force Iran

to the neyotiating table

or to compel the Western powers to

o
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ydarantee Lree passage nor Iragl oil exports in the Gulr,
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Irayi Uptions tor Increased Uil Exports’

veopen bult oil terminals. lfayg nas purchasea and stored in
ganrain tour temperdry tloating oil export terminals callea
single=-puint mourinyg buoys. . Two OT tne buoys, with a capacity or
L willion vbpa could pe installed in 4-0 months, The two remaining
buoys could de installed witnin a year, increasing I[rayi Gult
2XpPOrt CdpdCity another 1 million ppd,

deopen the Pipeline Across Syria. Tne pipeiine nas e
CapdCily or 1.2 mil1ion Dpd DUl was Closed by the Syrians in April
1382, Tnre dyrians are unlikely to reopen tne pipeline on their
uwn 1nitiative as lony as Saddam Hussein remains in pewer, and
iray goes aot have the military capadbility to force then to do
so. [Ine doviets and the Gulf states have approacnhed tne Syrians
on [ray's behalt out without success. Syria is now receiving oil
trom Iran wortn $1.8 billion annually.

Buila Wew Pipelines, Building pipelines across Saudi Arapia,
Kuwai®, Jorddn, or lurkey would reguire several years. lIray has
nela aiscussions with the Saudis and Joraanians. We see little
chance ot proyress soon. A key oonstacle is financing,
[mprovems=nts to the pipeline across Turkey will increase its
CapdcCiLy TO about Y5HU,U0U Dpd Dy tne end of this yedr, proviaing
adaitional annual revenue of about 32.»> pillion,

Another possibility is that Iraq will attempt to resume oil

exports rrom the Gulr, using the threat of attacks by the Super
ptendards to aeter Iranian interference

'ECELT [::::]




A Possiple Atteagt to Reopen tne Gult
LU Irdayl Ui LXpPOrLS

Bdyldad w3y plan to use the Super Elendards primarily to
Jissuade the Irenians from interferiny with a resumption of Irayi
oil exports trom the Gulf,

[If
Iran altempled 10 Interfere with Iray's oif exports from tne Gult,
iray would use its Super ttendaras to strike at Iranian tankers,
This scenario would permit Bagyhdad vo justity its strikes as
retaliation for Iranian escalation or the war, [ ]

Iraylr Options for S$toppiny Iranian 0il Exports
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Super ttencard-cxocet Weapons System

The response or the international shipping industry to Iragi
attacks on tankers is uncertain. Ve believe a reduction in
service 1s certain atter the tirst Irayi attacks but some
snippers propably would resume service to Kharg if the attacks
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were intermittent or inediectual. ‘the cepressed state of the
woriq tanker market might encourage owners to acCept the risks
involvea as lony as insurance and crews waore available. To keep
tne Khary run attractive to sinippers, Iran would reduce cruce
prices to ortset increases in insurance rates. Companies have
peen willing to send their ships to Iran's port of Bandar-e
Khomeini in the northern Gult even in*the face of repeated Iragi
attacks, some using Super trelon helicoprers firing Exocats. [:]

[ ]

Iran's Reaction

It international tankers stopped serving Kharg Island, Iran
coula still export ZU percent orf its current level of exports. It
could continue to load its own ships at Kharg and shuttle oil
from there to anchorages in the southern Gulf, outside the range
or the Super Etendard. Iran did this in the early days of the
war ang was able to snip at least 200,000 bpd. In addition,
loadiny terminals at sirri and Lavan Islands, at the outer limit
oL the range of the Super Etendard, can export about 200,000
bpd.
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Potential Targets on the Iray-Turkey Pipeline
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Harassment ot Gulr Shipning.

Attacks on Gulf 0Oil Facilities.
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Vulneraoility or Guit 0il Facilities
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Critical Targets
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Economic Impact of Closingy the Gulf

Prolonged closure of the Persian Gulf could have more severe
economic repercussions for the West than the 1973 and 1979 supply
aisruptions. Given the impertance of Persian Gulf oil, there is
no way the United States could insulate itself from the economic
reververations of a major reduction in exports from the Gulf., We
estimate that each year for every 1 million bpd net loss in oil
exports rfrom the Gulf oil prices would increase by about $8 per
barrel ang OECD GNP yrowth would decline by .3 percentage
points. Moreover, we believe a major runup in oil prices
resulting from a prolonged interception of Persian Gulf oil
supplies would have severe repercussions on the international
tinancial system

The economic impact of any disruption of Gulf oil exports in
the near term will depend heavily on:

The extent and duration of the disruption.

The availability of non-Gulf energy supplies from surplus
productive capacity.

° The availability of alternative fuels such as coal and
yas.

¢ Worldwide petroleum stock levels and stockholder
resnonse,

The present ccombination of surplus productive capacity and weak
consumption arfords OECD countries some protection against a
short-term oil supply disruption. Persian Gulf countries have
been produciny some 12 million bpd in recent months, although
present production capacity is about 17 million bpd. Nine or 10
million bpd are now exported from the Gulf, of which about 1

18
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million ppd are sent throuyh pipelines, Free Worid surplus
capacity cutside the Gulf that could offseat a supply cutback Gulf
stands at aoout 3 million bpd, mainly in Nigeria, Libya,
Venezuela, ana Indonesia

Western Dependence en Gulf 0il. The Free World depends on
Persian Gulr oll for about 30 percent of its needs. The US,
however, is not as dependent on Persian Gulf oil as are most of
its Western allies and some Third World countries. US imports of
Guit oil this year are about 200,000 bpd. US dependence on
Persian Gulf oil has dropped to only 5 percent of total oil
imports and 1 percent of oil consumption. ]

The other countries in the OECD~-mainly Western Europe ané
Japan--received 8 million bpd from the Gulf last vear, about 55
percent of tneir total oil imports and 40 percent orf their total
consumption. dost of the remainder of the Gulf's oil output is
consumed by the ulf countries or exported to the LDCs.

1
Manauing an 0il Crisis. The United States theoretically
could do without Gulf oil by drawiny on the 3 million bpd of
surplus capacity available cutside the Gulf, including 1 million
bpd among major producers in the Western Hemisphere. Because of
the heavy t'ree Viorld adependence on Persian Gulf oil, however, the
Us would not be immune to the shocks of a major disruption of
Middle East oil supplies. Such disruptions would lead to a
sharing of the burden of the shortfall through adjustments in
company distribution systems, intervention of consuming
governments, or implementing tnhe formal IEA oil sharing
proyram. '

Our analysis indicates that the demand response to rising
oil prices and private stock behavior are the main determinants
of the price impact of a major, prolonged supply disruption,
Price runups tollowing the Arab oil embargo and the Iranian
revolution were aQue in part to demand pressures resulting from
stockholder efforts to rebuild and add to inventories., 1In
contrast, the oil market remained fairly stable following the
outbreak of the Iran-Irag war, reflecting falling consumption and
the existence of about 400 million barrels of excess stocks that
stockholders were willing to deplete. [:::]
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TABLE 2

-

Non-Communist Oil Suppilies
(millions or barrels per day)

Availabie Current
Capacity Production

Surplus
Capacity

Persian Gulf

Irag 1.0 0.9

u.1

Non-Persian Gull

Total

Net Communist Exports
and Refinery Gain

Total sSupply
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Comerciral stecks now vepresent the hulk or @il i{aventoriasg
neid in consuming countries. Sizapdle strategic stockpilues-=-oil
purcnasea and owned by yovermments as opposed to inventories hald
by commercial firis--are locatea only in the United States,
Japan, and West Germany. Non-oil supplies, especially natural
yas, also coula make a contribution to ofrsetting oil losses
auring a cisruption, as happenea in the United States rollowing
the lranian revolution.

stock arawdowns play a major role in reducing the price
impact or an oil supply disruption. If oil users anticipate a
snorct-liveu aisrupelon ana a rairly quick release ot oil irom
stockpiles, the 1nitial scramole vo build and hoard inventories
that resulted 1n the severe economic impact of the 1973 and 197y
supply alsruptions may ve toned down or averted. As a result,
the sharp uscalation in spot prices and the ensuing rise in
orricial prices may be campened considerably. [:::::]

wWe believe a aisruption of oil flows from the Persian Gulf,
however, propaioly would reverse the glut mentality that has
yrlpped the o1l market cor the last two years. Industry
expectations or a price aecline combined with the high cost ot
holding o1il caused a larye ilnventory liquidation since the
beyinning or the year. With current commercial stockpiles near
normal levels, we woula expect stockholders to be less willing to
sharply reauce inventories if there were a supply disruption. In
our judygment, there 1s a yood possibility that attempts would be
made to aaad to inventories because of the prospects tor highner
prices and the uncertainty surrounding the duration ot the
disvuption. This pehavior would add to our oil demand estimates
ana projected supply snortralls.,

Sensitivity Analysis. Despite these uncertainties, we have
attemptea to assess the sensitivity of price and economic yrowth
to a major supply cutort We sougnt
to determine now tar OilLpTTCES_WUUIU_UEVE_tU_TTSE_tJ balance
supply ana demana under varying levels of disruption, but
particularly it the Gulf were closed. Our analysis revealed that
ir the Gult were closea tor a year, oil prices could easily
double or triple. Dbepenaing on the level of demand, the net
reduction in exports from a Gulf closure could be between 5 and 9
intllion bpa. Hore speciiically, our analysis suygests that for
every L million bpd net loss in supplies for one year, prices
coula increase approximately %8 per barrel causing a reduction in
OECD GNP yrowth of U.3 percentage points.
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APPENDIX

Impact of Oil Supply Disruntion on the
International Financial svstem

We believe a major runup in oil prices resulting from a
prolonged incerruption of Persian Gulf oil supplies would have
Severe repercussions on the international financial system, which
is already strained from LDC payments problems. While on balance
commercial lencers would be trading the recovery of one group ot
troubled debtors tor worse coanditions in another, the initial cil
price shock would be destabilizing in our judgment, particularly
tor tnose banking centers and countries with high exposure to
non-oil LLCs. #Moreover, recent banker experience with LDC debt
moratoriums and reschedulings could hamper recyling of surpluses
elsewhere to the ncn-oil LDCs. 1In addition, unlike the last two
major oii price increases, financial surpluses would accrue
largely to the OPEC members with high financial requirements for
debt servicing instead of the wealthier members who in the past
have provided immediate liqguidity to the international hanking
system. OECD governments, taced with the prospect of full
fledged recessions, are unlikely to increase aid substantially.
We also are concerned that IMF funds may be inadequate to handle
largye new loan requests at this time and that the prospects for
increasing IMF resources are unfavorable. [:::::]

OPEC itlembers

If the strait of Hormuz were closed, we project that the
OPEC current account surplus over the course of a year would
range from $6U-180 billion assuming the Free World demand
shortfall is 5-9 million bpd, oil prices rise $¥ per barrel for
every 1 million bpd shortfall, and imports of the non-Gulf
members are allowed to rise in real terms to 1979-80 levels.
This would be in sharp contrast to the $20-30 billion deficit we
currently project for 1983-84 with current oil prices remaining
stable, and it could surpass the 1Y80 record OPEC current surplus

of $11U billion. [:::::]

We project that a smaller disruption of Persian Gulf 0il
leading to a 1 million bpd shortfall would result in a near
balanced current account to a $30 billion surplus depending on

the import behavior of non-Gulf members. |
: 1
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Of the six Persian Gulf producers, Iraq
could experience financial yains from the c¢l C rart
or Hormuz provided currently operating pipelines continue to
function and major oil price increases occur.

Despite large toreiyn reserves, the need for economic
stringency under these circumstances will pose difficult
questions tor these governments concerning domestic spending,
asset manayement, and foreign aid levels., In the past, control
over massive oil revenues has been a politically and socially
stabilizinyg ractor for these governments, and ruling royal
tamilies will have to be cautious to minimize criticism that
could question the government's leyitimacy.
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Non-uPEC LDC OiL Exporters

Non-0il LDCs

We pelieve that many of these LDCs will have difficulty
obtaining loans to finance their higher oil bills. Given their
recent experience with LDC cebtors, bankers, in our opinion, will
be reluctant to increase LLC debt exposure and risk another round
ot moratoriums and reschedulings. We are concerned that IMF
resources could be inadequate to meet large new Linancing
reguests, Duriny past oil price hikes, the IMF helped defray
rising LDC oil imports throuyh special lending facilities funded
by the wealthier OPEC members. Under this ciurrent scenario,
however, the traditionally surplus Gulf econcmies are losing oil
revenue and many are in deficit themselves. With relatively low
levels ot foreiyn reserves, it is not clear that the non-Gulf oil
exporters would be as forthcoming with aid to other LDCs. E::::j
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We expect that many or these non-oil LDCs would turn to
Wasnington tor funding and leacership in handling the oil pric=
crisis. Lackiny adequate financing, non+oil LDCs would face
severe recessions and growing unemployment, which for many
sovernments has the potential ror stimulating serious political

ana social unrest. '[:::::]
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