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'FINANCIAL CONSEQUENCES OF OPEC INVESTMENT FUNDS

Under a wide range of circumstances, the members of
the Organization of Petroleum Exporting Countries (OPEC)
will accumulate vast holdings of financial assets over
the next several years. Between now and 1980, OPEC mem-
bers will have under a set of assumptions suggesting
relatively low oil prices and high OPEC imports between
$35 and $47 billion to invest annually and under
assumptions allowing for high prices and low imports
between $47 and $180 billion to invest each year. Not
only will the size of their total holdings be quite
large in absolute terms by 1980 -- roughly $284 to
$657 billion -- but large in relative terms -- anv-
where between 5.0 and 11 percent of the value of OECD
country marketable assets -- under many sets of reason-
able assumptions concerning the size of the world
capital markets by 1980. Improper management of these
funds will prove quite costly to the OPEC members and
is potentially quite disruptive to world financial and
exchange markets. The use of this wealth as a political
weapon is not beyond the scope of imagination, although
the so-called o0il weapon is a much more powerful tool
for disrupting the world economy.

Under a fixed exchange rate system, many countries
could effectively neutralize the potentially damaging
long run effects of conscious attempts by OPEC members
to disrupt their capital or exchange markets by imple-
menting offsetting mwonetarv, fiscal or exchange rate
policies. 1In that OPEC efforts at disruption through
the use of their wealth can be thwarted, the most likely
effect of their pursuing an economically irrational
course of action would be that they would lose money.
Under flexible exchange rates, disturbances in the ex-
change market resulting from abrupt and economically
unjustified foreign currency trades will not effect
the domestic economy in that they are likely to be
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short-lived aberrations and because countries would still
be able to run independent monetary-fiscal policies.
Accordingly, it appears that OPEC members will most prob-
ably not view their wealth as a good tool for causing
disruption.

It is a far more likely situation that whatever
capital or foreign exchange market disruption occurs will
be primarily a result of the normal problems of managing
huge sums of money in relatively illiquid markets.

In the U.S. today, one of the major laments of pro-
fessional money managers -- the men and women who head
our nation's mutual funds and bank trust activities --
is the illiquidity of our capital markets. With respect
to trading large ($5-10 million) blocks of stock it is
not infrequent that the combination of commissions and
price concessions (discounts from market price in the
case of sales and premia in the case of purchases) total
five percent or more of the original market value of
the stock and often have the market price of the stock
changed for fairly long periods. More saliently, these
are trades of stocks listed on the New York Stock Ex-
change, a financial market reputed to be one of the
world's most efficient -- and are allegedly executed
by the most sophisticated money managers in the world.
Surely then the prospect of such large wealth concen-
trated in the hands of such a few countries may present
some problems for the world's money and capital markets.

The key problem, however, is not a function of the
investment inflows. Presuming OPEC states invest their
funds on a fairly regular basis, the markets will be
able to anticipate such events, discount them (evidence
pertaining to anticipated large block trades suggest
price changes of 2 to 3 percent) and absorb the incre-
mental funds with little or no sudden and spectacular
price effect in evidence. The]centréIfg;obleerelqus
to the movement of these funds once they have already been
invested. That is, while the incremental inflows may tend
to be predictable, trading among securities or markets
(e.g., moving funds from the U.S. stock market to the
Eurobond market) cannot be properly anticipated. Accord-
ingly, other traders in these markets will not be able
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to arbitrage the markets, and because of the potentially
massive volume of funds shifted and the supposedly limited
borrowing capacity of arbitrageurs some phenomonally large,
spontaneous and unjustified (i.e. random) price effects
will occur.

If one is of the view that OPEC's finance ministers
and their hirelings will behave economically rationally
and prudently, one can forecast that they will attempt to
minimize the price impacts of their trades principally
because they will find them quite costly: no finance
minister will want to report that he sold I.B.M. stock at
30 percent below the previous trading price so he could
put his money to work in Kentucky Fried Computer.

There is no easy way to prevent economically irra-
tional and irresponsible behavior in money management
matters. It is not a crime to lose money in the securities
markets purposely through reckless trading practices, how-
ever it is costly. One wav to minimize the probability
of such occurrences is to encourage OPEC countries to in-
vest heavily in financial institutions such as brokerage
houses, investment banks, and market-making operations so
that they will have a stake in the smooth functioning-of
the market i i Lvi i
costly -- in the first instance to the value of their
security portfolios and in the second instance to the
value of their direct investment. Moreover, the encourage-
ment of such investment need not take the form of special
inducements, but merely the elimination of restrictions on
foreign activity in financial markets, for example the
New York Stock Exchange rule prohibiting foreign member-
ship. It is also worth mentioning that the introduction
of new competition along with the vast financial wealth
of the OPEC states might bring the additional benefit
of making capital markets generally more efficient than
they currently are.

A second problem relating to OPEC wealth and world
capital markets concerns the possibility of security
price manipulation. Wealthy OPEC states will be able to
manipulate security prices and probably remain beyond the
detection of those national commissions and agencies whose

role it is to prevent such activity or prosecute its //’1653\
-
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perpetrators. However, scope for manipulation exists

today in many markets, especially the relatively less
liquid ones, and the recommended method for eliminating

it is not different from the prescription for dealing

with the OPEC states' possibility of doing it: better
market surveillance techniques and quicker action both

to suspend trading in the affected securities or markets
and to initiate judicial proceedings against the offenders.

Another important implication of OPEC wealth has to
do with the international monetary system., A large por-
tion of this wealth is likely to be quite mobile inter-
nationally. While one may question the likelihood of
whether the o0il countries will use their financial power
for noneconomic purposes, there is little question that
considerable amounts of oil funds may be expected to
move_in response to anticipation of exchange rate adjust-
ments. A large increase in oil country funds would seem
to assure the failure of any attempt to return to a sticky
adjustable pay exchange rate system. However, even in
the absence of an increase in oil country funds, inter-
national capital mobility has already reached a level at
which maintenance of exchange rate parities which the
market feels is inappropriate is virtually impossible
for a sustained period of time. Thus the increase in oil
country financial assets should serve to increase the
need for maintaining a high degree of exchange rate flexi-
bility, but this need already exists.

A final implication of OPEC wealth is that as the
OPEC countries accumulate financial assets in OECD coun-
tries and elsewhere, their stake in the continued economic
growth and stability of these countries will increase.
To the extent that OPEC members are concerned about the
aggregate size of their wealth, they will be significantly
less likely to attempt to disrupt the ecopomies where they
hold assets. Therefore as their wealth increases, the
probability of their pursuing policies designed to hamper
other economies like cutting off their oil -- is likely to
decline.
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OPEC INVESTMENT FLOWS AND THE CAPITAL AND INTEREST
ACCOUNT OF THE U.S., EUROPEAN ECONOMIC COMMUNITY'S
AND JAPANESE BALANCE OF PAYMENTS

While the capital accounts of industrialized
countries' balance of payments are likely to benefit
from inflows of OPEC investment funds, their interest
accounts are equally likely to become increasingly
detrimental as interest payments are made on OPEC
states' extremely large holdings of financial assets.
This analysis probes this question in some detail
and concludes that by 1980 a relatively large portion
of developed countries' capital inflows from OPEC will
be offset by interest outflows. The analvsis has been
conducted for a reasonably wide range of possible OPEC
investment strategies and potential OPEC capital in-
flows.

Table 1 presents both high and low estimates of
the OPEC revenues which will become available for
investment purposes each year from 1974-1980. The
estimates for each year include government oil related
revenues minus imports plus interest payments of 8
percent on the total accumulation of financial assets
as of the previous year. That is, Table 1 assumes
reinvestment of interest and dividends. The high
revenue estimates start at 66.5 billion dollars in
1974 and reach 170.9 billion dollars in 1980. On the
other hand, the low revenue estimates start with 52.6
billion in 1974 and eventually reach 143.4 billion in
1980.1/

The OPEC countries could allocate the revenues
available for investment purposes according to several
alternative investment strategies. The estimates in
Table 2 assume that OPEC countries follow a ''size of
market' investment strategy. Under this srategy, the

1/ These estimates have been superceded, however, they
fall within the range of the newer estimates; hence
analysis based upon them provides similar insights.



0il consuming countries receive funds from the OPEC
countries based on the size of their domestic capital
markets relative to the size of the world financial
market. In Table 2 the high and low revenue estimates
from Table 1 have been allocated to the U.S., Japan,
the EEC and other countries on this basis. The other
category includes most non-EEC OECD members as well
as the Eurocurrency market. The estimates in this
table and the ones which follow assume that the re-
lative sizes of each capital market remain constant
over the period 1974 through 198Q. Under a size of
market strategy, the U.S. would receive about 75%

of the available OPEC investment funds. It is,
however, unlikely that OPEC countries would invest
such a large share of their investment funds in any
one country.

It is considerably more probable that OPEC states
will follow some type of '"'constrained size of market"
investment strategy. The estimates in Table 3 are
based on the assumption that the U.S. has been con-
strained so that it receives only 257 of available
funds, while the remaining funds are allocated accord-
ing to the relative size of each of the remaining
capital markets.

Another possible method of allocating funds among
domestic markets is a ''mew issue ivestment strategy."
The estimates in Table 4 assume that each capital
market receives funds from the OPEC nations in propor-
tion to its share of the world market for new issues
of financial assets.

Each of these three investment strategies--size
of market, constrained investmept, and new issues--
would have a different impact on the interest account
of the countries containing the four financial markets--
U.S., Japan, EEC and others. Table 5 shows the pro-
jected impact on capital and interest account of a size
of market investment strategy for each of these four
markets. This table presents the estimated size of the
capital inflows for each market using the date developed
in Table 2, Possible Capital Inflows: Size of Market



Investment Strategy. The estimates were then used

to project the annual size of the 'Cumulative In-
vestest' and the size of the '"Interest Outflow'" at

8 percent. A similar detailed presentation has

been developed for the constrained investment strategy,

Table 5 and the new issue investment strategy, Table
6.

Although both the "constrained size of market"
investment strategy and the new issue proportional
investment strategy appear to be considerably more
reasonable strategies than the size of market approach,
both tell similar stories: the interest account will
worsen substantially in the future as a result of
currently quite beneficial capital inflows.,
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Table I

Projected Annual OPEC Revenues Available for Investment¥*
(billions of dollars)

Year High Revenue Estimate Low Revenue Estimate
1974 66.5 52.6
1975 76.4 58.5
1976 92.5 - R - T% <
1977 109.4 90.4
1978 128.7 1075
1979 149.0 125.3
1980 2709 143.4

*This includes government oil related revenues less imports
plus interest payments of 8 percent on the previous year's
accumulations of financial assets.
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1974
1975
1976
1977
1978
1979
1980

Possible Capital Inflows: Size of Market Investment Strategy

High Revenue Estimate

Table II

(billions of dollars)

U8, Japan EEC Other
50.78 3.78 11.46 ‘5.05
58.34 4,35 13.16 ' 5.81
70.63 5.26 15.94 7.03
83.54 - 6.22 18.85 8.31
98.28 7.32 22:18 9.71
113.74 8.48 25.66 11.32
130.46 9.72 29.44 12,98

Low Revenue Estimate

U.S.
40.17
44.67
56.20
68.99
82.09
95.64
109.50

Japan

2.99
3,33
4.19
5.14
6.17
7.13
8.16

EEC Other
9.06 4.00
10.08 4.45
12.68 5.59
15.87 6.87
18.52 8.17
21.58 9.52
24,71 10.90
AN
{3 %
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1974
1975
1976
1977
1978
1979
1980

-

Table III

Possible Capital Inflows: Constrained Size of Market Invesmtent Strategy (U.S.: 25%)
(billions of dollars)

High Revenue Estimate

u.S. Japan EEC Other
16.63 12.39 37.54 16.58
19.10 14.24 43,17 19.02
23.13 17.24 ‘52,22 23.30
27.35 20.39 61.76 27.24
32.18 23.90 72.65 32.05
37.22 27.76 84.08 37.09
42,71 31.85 96.44 42.50

Low Revenue Estimate

U.S.
13,10
14,60
18.40
22.59
26.88
31,31
38.85

Japan

9.80
10.90
13.72
16.84
20,03
23.35
26,73

LEEC Other
29.69 13.10
33.02 14.57
41.55 18.33
51.00 22.50
60.68 26.77
70.70 31,19
80.95 35,73
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1974
1975
1976
1977
1978
1979
1980

Possible Capital Inflows: New Issue Investment Strategy

High Revenue Estimate

Table IV

(billions of dollars)

u.s. Japan EEC Other
24,82 6.52 20.70 13.3¢
28.52 7.49 23,78 15,30
34.53 o 9.0¥ 28.80 18.53
40.84 10.73 34.06 21.91
48.04 12,63 40.06 25.78
55.60 14.61 46,37 29,83
63.78 16.76 53.19 34.22

g

Low Revenue Estimate

U.S.

19.64
21.84
27 .47
33.73
40.13
46.76

93,53

Japan
5.16
- Py
1.42
8.86
10.55
12.29

14.07

EEC
16.37
18.21
22.91
28.13
33.46
38.99

44.64




Table V

Possible Interest Account Impacts: Size of Market Investment Strategy
(billions of dollars):

High Revenue Estimate Low Revenue Estirate
Inflow Cumulative 8% Interest Payment Inflow Cumulative 8% Interest Payment
Investment Interest Outflow Investment Interest Outflow
U.SO
1974 50,78 50.78 4.06 30,37 40,17 .21
1975 58.34 189,12 B3 44.67 84,84 6.79
1976 70.63 179.75 14.38 56.20 141.04 11.28
12977 83.54 263.29 s 21 ;06 68.99 21003 16.80
1978 98.28 “y 361 .87 28,93 82.09 292,12 23.37
1979 1£3.74 475.31 38 .02 95.64 387.76 31.02
1980 130.46 605.77 48.46 109.50 497.26 39,18
JaEan
1974 : 3.78 «30 2.99 2,99 24
1975 4,35 8.13 .65 3,33 6.32 s+ 5l
1976 5.26 13.39 1:07 419 10,53 .84
1977 6.22 19.61 1.87 5.14 15,065 i 5P 4
1978 T.32 26.93 2.15 6.17 21,82 3.75
1979 8.48 35.41 2.83 T:13. 28,95 2.34
1980 9,72 45,13 3.61 .16 o i 2.97
EEC
1974 11.46 11.46 .92 9.06 9,06 ;T8
1975 x3.16 24 .62 1539 10.08 g . PRI 1.83
1976 35.94 40.56 3.24 12,68 31.82 2595
1977 18.85 59,41 4 .15 15,57 47,39 3.:79
1978 22.18 81,59 6.53 18,52 65,91 B2
1979 25.66 107.25 8.58 2 21.58 £7.49 7.00

1980 29.44 136.69 : 10.94 24.71 112.20 8.98



1974
1975
1976
1977
1978
1979
1980

Table V (cont'd.)

Possible Interest Account Impacts: Size of Market Investment Strateqy

(billions of dollars)-

High Revenue Estimate

Inflow

5.05
5.831
7.03
8.31
9.71
11.32
12.98

Cumulative
Investment

5.05
10.86
17.89
26.20

10 35.91
47.23
60.21

8% Interest Payment
Interest Outflow

.40
.88
1.43
’ 21.0
2.87
3.78
4,82

Other

Low Revenue FEstimate

Inflow

4.00
4.45
3:589
6.87
8.17
9.52
10.90

Cumulative
Investment

4.00

8.45
14.04
20.91
29.08
38.60
49.50

8% Interest Payment
Interest Outflow




1974
1975
1976
1977
1978
1979
1980

1974
1975
1976
1977
1978
1979
1980

1974
1975
1976
1977
1978
1979
1980

Table VI

-

Possible Interest Account Impact: Constrained Size of Market Investment Strateqy (U.S.=25%)
(billions of dollars)

High Revenue Estimate

Inflow

16.63
19.18
23.13
27.35
3238
37.22
42.71

12.39
14,24
17.24
20.39
23.98
27.76
31.85

37.54
43.17
52.22
61.76
72.65
84.08
96.44

Cumulative
Investment

16.63
35.73
58.86
86.21

*+ 118.39
155.61
198,32

12.39
26.63
43.87
64.26
88.21
115.97
147.82

37.54

80.71
132.93
194.69
267.34
351.42
447.86

8% Interest Payment
Interest Outflow

1,33
2.85

4.70

? 6.90
9.47

12.45
15.87

0.99
2:13
3.51
5.14
7.06
9.28
11.83

3.00

6.46
10.63
15.58
23439
28.11
35.83

U.S.

Jagan

EEC

Low Revenue Estimate

Inflow

13.10
14.60
18.40
22 .59
26.88
31.31
35.85

9.80
10.90
13.72
16.84
20.03

£3:35-

26.73

29.69
33.02
41.55
51.00
60.62
70.70
80.95

Cumulative
Investment

13.10
27.70
46.10
68.69
95.57
126.88
162.73

9.80
20.70
34.42
51,26
71.29
94.64

121.37

29.69
62.71
104 .26
155,20
215.94
286.64
367.59

8% Interest Payment
Interest Outflow

1.05
2,30
3.69
5.50
7.65
10.15%
13.02

0.78
1.66
2475
4.10
5,70
ST i
ek

2,38
5.02
8.324
12.42
17.28
22,93
29.41



1974
197%
1976
1977
1978
1973
1980

Table VI (cont'd.)

Possible Interest Account Impact: Constrained Size of Market Investment Strategy (U.S.=25%)

(billions of dollars)

High Revenue Estimate

Low Revenue IEstimate

Inflow Cumulative 8% Interest Payment Inflow
Investment Interest Outflow
Other
16.56 16.56 1.32 13.10
19.02 35.58 285 14 .57
23.30 58.88 4,71 18.33
27.24 86.12 ' 6.89 22:50
32.05 LB & 5 b 9.45 26.7¢2
37.09 155.26 12.42 31.19
42.50 197.76 15.82 3571

Cumulative 8% Interest Payment

Investment Interest Outflow

13.10 105
27.67 2,23
46.00 3.68
68.50 548
L ST b
126.46 10.12
162 <19 12,97
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1974
1975
1976
1977
1978
1979
1980

1974
1975
1976
1977
1978

- 3879

1980

1974
1975
1976
1977
1978
1979
1920

Table VII

Possible Interest Account Impact: New Issue Investment Strategy

(billions of dollars) -

High Revenue I[stimate

Inflow Cumulative 8% Interest Payment
Intestment Interest Outflow
u.8,
24.82 24,82 1.99
28.52 53 .34 427
34.53 87.87 7.03
40.84 12871 ' 10,308
48.04 i 376,75 14.14
55.60 238:35 Y859
63.78 296,13 23.69
JaEan
£.52 6.52 s 52
7.49 14,01 oid
9.07 23.08 1.85
10.73 33,81 2,10
12.63 46.44 P
14.61 61.05 4,88
16.76 77481 6.22
EEC
20.70 20.70 1.66
23.78 44,48 3,56
28.80 73.28 5.86
34,06 107.34 8.59
40.06 147.40 11.79
46.37 193.77 15:50
$3.19 246.96 19,76

Low Revenue Fstimate

Inflow

19.64
21.84
27 .47
33.37
40.13
46.76
53;53

5:16
5,74
Tola
8.86
10,85

12.29,

14,07

16,37
18.21
22.91
4B.13
33.46
38.99
44,64

Cumulative
Investment

19.64
41.48
68.95
102.68
142.81
189.57
243.10

5.16
10.90
18,12
26,98
37 .53
49 .82
63.89

16.37
34.58
57.49
85.62
119,08
158.07
202,71

8% Interest Payment

Interest Outflow

«57
.
5
s 2l
11.42
15.17
19.45

(oo IO, UV

.41

.87
1.45
2.16
3.00
3.99
S5.11

1.3])
27
4,60
6.85
92.53
12.65
16.22
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Table VII (cont'd.)

Possible Interest Account Impact: New Issue Investment Strateqy
(billions of dollars)

High Revenue Estimate Low Revenue Estimate
Inflow Cumulative ¢ Interest Payment Inflow Cumulative 8% Interest Payment
Investment Interest Outflow Investment Interest Outflow
Other

1974 13,32 13.32 1.07 30, 54 10.54 .84

1975 35 .30 28.62 2.29 31.72 22.26 1.78

1976 18.53 47.15 ‘ 3. 07 14.74 37.00 2.96

1977 21.91 69.06 5.52 18.10 55.10 4.40

1978 25.78 '1.94.84 T.39 2103 76.63 6,13

1979 29.83 124.67 9.97 25.09 101.72 8.14

1980 34.22 158.89 12.71 28.72 130.44 10.44
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SIZE AND POSSIBLE ALLOCATIONS (1
- OPEC EXCESS REVENUE RELATIVE 70U
WORLD CAPITAL MARKETS FOR
1974 and 1980

Table 1 shows the projected magnitudc £ OPEC
investment funds (current account surplus.s) for the
years 1974 through 1980 under several alternative
assumptions concerning the price of oil « imports.

For our purposes, world capital mark: s were
taken as the capital markets in OECD cou: . ies plus
the Eurocurrency or international market. This group
of countries was broken down into five = .ors: the
U.S., Japan, the European Economic' Comriity, the
International, and other OECD countries. J}Moreover,
for each sector, the capital market was . parated
into three categories: equity, bonds, an. short-term
capital.

Tables 2A and 2B show the absolute ad relative
sizes of world capital markets in 1972, Iquity was
taken as the book value of all publicly ¢ld corpora-
tions; this is likely to bear a reason: 'v close
relationship to market value, but prob:! 'y understates
market value slightly. Bonds include 211 public and
private long-term debt valued at nomin::! value. Short-
term comprised the short-term liabilit '« s of the entire
non-financial sector to the financial ‘tors., Of
great interest is that in 1972, the si.: of the world
capital market was roughly $2.9 trillirn and that the
U.S. capital market accounted for near ! ceventy-five
percent of the value of world capital . . ‘:ets.

Tables 3A and 3B show the absolut: 0d relative
volume of new issues (or net additions) in each of
these capital markets in 1972, 1In thar ar, slightly
more than $245 billion was raised and ¢ U.S. share
of this was approximately 37 percent. $,F0€}\
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Three rational investment strategies -- each of
which has foundations in modern portfolio theory --
are assumed to be relevant for OPEC investcrs,and
subsequent analysis is based on these. Thc first --
the size of market investment strategy =-- suggests
that OPEC countries invest their funds in proportion
to the size of the relevant capital market. The
second -- the new issue investment strategy -- requires
that funds are invested in proportion to the volume of
new issues in a particular market. The third is a

hybrid strategy which assumes that funds wi:il be in-
vested according to the relative size of tlic market
but constrains investment in the U.S. to be no greater

than 25 percent of investable funds. Thic 7ay be
dictated by political considerations.

In addition to capital market investw nts, OPEC:
members are likely to invest a portion c¢{ i(lieir in-

vestable funds in direct investments and 'iue some
portion for foreign aid. For illustrative purposes,
it was assumed that 15 percent of their investable
funds will be used for direct investment, including

investment in real estate, and 5 percent =ill be used
for foreign aid.

Tables 4, 5, and 6 show the proport: ... of avail-
able funds which OPEC members will inve © in the
various financial markets under each of the three
alternative investment strategies and accuvming direct

investment of 15 percent and foreign aid o{ 5 percent.

Tables 7A and 7B show, for alternctive projections
of OPEC revenues, the magnitude of inve¢: tment funds
flowing to each financial market undcy 1o size of
market investment strategy in 1974 (A) and 1980 (B).
Tables 8A and 8B show inflows into the financial
market for 1974 and 1980, respectively. if the new
issue investment strategy is followed. Finally Tables
9A and 9B show inflows if a constrained (U.S. = 25%)
size of market investment strategy is puirsued.

For 1974, the U.S. may experience capital inflows
from OPEC countries in the range of neirly $12 to as



much as $28 billion depending on the investment strategy
pursued and the precise magnitude of OPEC revenues.

For 1980, tl.e three revenue projections and assumed
investment strategies reveal that capital inflows may
range from $9 billion to $108 billion. In short, under
a wide variety of projections concerning OPEC revenue
and under three different but quite rational investment
strategies, the U.S. should experience substantial
capital inflows from OPEC members over the remainder of
the decade.

In an effort to develop some idea as to the possi-
ble capital market impacts of these inflows, Tables10A
and 10B have been constructed. Table 10A relates the
possible OPEC investment flows to the projected size of
each capital market in 1974 under alternative revenue
projections and investment strategies. For these pur-
poses, it was assumed that the aggregate financial
market in each sector would grow at 10 percent annually.
Table 10B relates OPEC investment flows to the pro-
jected size of financial markets in 1980. (Once again_
10 percent annual growth was assumed.) For 1974, OPEC |
flows into the U.S. may approximate .4 to 1.0 percent
of the projected size of the market, depending on
revenue estimates and investment strategy. For 1980,
OPEC nations' investment inflows may equal anywhere
from .2 to 2.3 percent of the U.S. market's projected l
gsize, =

Finally, Table 11 relates OPEC investment inflows
under each of the three revenue projections to the
projected flows of new issues (a 10 percent growth rate
is again assumed) for each of the three alternative
investment strategies. One of the prime highlights
of this table is that OPEC inflows relative to U.S.

new issues may approximate 10.5 to 25.1 percenf, de-

pending on revenue projections and investment strategies.

In sum, no matter how one views the situation, OPEC
members are likely to become quite important investors
and will be a substantial force in world capital markets
in years to come.




TABLE 1
Projected OPEC Current Account, 1974-801/
(Bil. of $)

y “High"g/ "Moderati"g/ "Low"2/
1974 46.76 46.76 46.76
1975 52.86 36.26 3100
1976 60.86 4281 35.16
1977 YA 5 50.43 39,21
1978 105,54 58 .75 : 43.78
1979 L3637 56 .55 36.54
1980 180.89 61.96 35.14

1/ 0il Export revenues less goods and services imports plus
interest income on prior year's stock of financial assets
at 8 percent.

2 Projection Assumptions
"High" ‘ "Moderate" "Low"

Price Exports Impcrts Price Exports Imports Price Exports Impc:

14 87.54  28.3 $32.4 §7.54 28.3 $32.4 7.54 28.3 $32.4
1275 754 30.6 56.4 7.95 3.7 57.9 7+54 29,9 D3,
1976 9.03, 34.8 Ol 8.36 33,0 65.8 7.54 31 .4 5253
87T 10.58 37 .9 80.9 8.77 35.4 74.5 7.54 32.8 6.,
ave  12.02 40.2 89.5 9.18 37.8 83.3 7,54 s S 64."
L9779 k551 44 .4 107.7 8.50 40.1 88.0 6.25 36.0 62.
0 15.00 47 .6 117.8 8.00 42.6 87.1 5.00 37.0 59 =

i+ice - Government Revenue Exports - OPEC oil exports Imports - OPEC goois

S in dollars in mbd and services ir-
ports in bil of
dollars




Table 2A
Size of World Capital Markets: 1972 1/
(Billions of Dollars)

U.S. Japan EEC InternationaIZOther3 Total

Equity 1168.500 36.930 109.950 - 16.418 1331.798
633.971 97.450 185.889 33.000 54,640 1004,950
re-term  394.041 29,563 65.083 100.000 15.632 604.319

TCTAL 2196.512 163,943 360,922 133.000 86.690 2941.067

Table 2B
Relative Size of World Capital Markets: 1972
(Percent)
U.S. Japan EEC International Other Total
ey 39.17 1.25 3.76 - «33 45.26
-4 3.31 6.39 1.12 1.85 34,17
Short-term  13.4 1.00 2.24 3.40 s D3 20.57

I'OTAL 74,6 5436 12.39 4.52 2.93 100.00

wurce: OQECD
2/ Lurocurrency Markets

iiicludes all other OECD countries




Table 3A
New Capital Market Issues, 1972 1/
(Billions of Dollars)

z U.8. Japan EEC International Other Total
Equity 13.044 4,635  7.588 - 4.278  29.545
Bonds 43.773  19.495  29.639 4.276  11.292 108.475
Short-term 35.100  N/A 43.761  25.000  3.922% 107.783

TOTAL 91.917 24,130 80,988 29.276 19.492 245,803

Table 3B
Relative New Capital Market Issues, 1972

. (Percent)
i U.S. Japan EEC International Other Total
Equity 5.30 1.88 3.08 - 1.74 12.00
Bonds 17.80 193 12.05 1.73 4,59 44,10
Short-term 14,27 N/A 17.87 10.17 1,99 43,90
TOTAL 37.37 .81 33.00 11,90 PN 100.00

1/ Source: OECD

2/ Data incomplete




%

1.5,
Equity 31.76
Bonds 17.20

Short~tern 10.72

Direct "n-
vestmen:! -

Foreign 4id -

TOTAL 59.68

1/ Includes all other OECD countries

Japan
1.00

2,65

.80

&4.45

Table 4
Distribution of 0il Revenues
Size of Market Investment Strategy

(Percent)

EEC International Otherl Figgg;ial
3.01 o A &

.11 .90 1.48 -

1.79 2.72 42 -

. ¥ - 15.0

- i » 5,0

991 3.62 2.34 20.0




LI
Equity 4,24
Bonds 14,24

Short-term 11.42

Direct In-
vestment . -

Foreign Aid -

TOTAL 29.9

£

Table 5

Distribution of Qil Revec i s
New Issue Investment Stir .3y
(Percent)
Non-

Japan EEC International Other! Financial
1.50 2.46 g 1039 *

6.34 9.64 13 387 -

N/A 14.30 8.14 1.47 -

- - - - 15.0

- - - - 5.0
7.84 26.4 9,52 6.33 20.00

1/ Includes all other OECD countries
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Table 6

Distribution of 0il Revenues

Coustrained Size of Market Strategy - U.S. = 25%

U.3
13.30
7.20

4.50

25,0

Japan
2.3

7.20

2,18

12,11

(Percent)

Non=-

EEC International Otherl Financial

8.10
13.75

4.82

26.66

1es all other OECD countries

7.39

1.20
4.04

1.16

6.40

1508
5.0

20.0




Table 7A
Allocation of Financial Investment Funds
Size of Market Investment Strategy, 1974
(Billions of Docllars)

U.S, Japan EEC International Other
High _Est.
Equity 14.84 .47 1.41 0. 0.21
Bond 8.04 1.24 w38 0.42 0'69,
Short- i 5.01 0.38 0.84 1.27 0.20
27.90 2.08 4.63 1.70 1.09
Mod-rate Revenue Est.
15.350 0.47 1.41 0 9.21
8.05 1.26 2.39 0.42 0.69
m 5.01 0:.38 0.84 1.26 0.21
1 28.35 2.11 4.63 1.68 .11
w Revenue Est,
t 15.390 0.47 1.41 0 0.21
8.05 1.26 2.39 0.42 0.69
Short -term 5.01 0.38 0.84 1.26 0.21

28.35 2.11 4.63 1.68 1.11




Table 7B
Allocation of Financial Investment Funds
Size of Market Strategy, 1980

. (Billions of Dollars)
Uu.S. Japan EEC International Other
High Revenue Est.
Equity 57.45 1.84 5.45 0.00 0.80
Bonds a3l.11 d, 79 2.26 105 2:68
Short~-term 19.39 1.44 3«27 4.92 0.76
TOTAL 107.95 7.78 1797 6.55 4:23

Moderate Revenue Est.

Equity 19.068 0.62 1.87 0.00 .27
Bonds 10.66 1.64 2.17 0.56 0.92
Short-term 6.64 0.49 95 & | 1.69 0.20

TOTAL 36.97 2.76 6.14 2.24 1.45

Low Revenue Est,

Equity " 11.16 0.35 1.06 0.00 0.16
Bonds 6.04 0.93 1.80 0.32 0.52
Short-term 3.77 0.28 0.63 0.96 0.15

TOTAL et 27 1.56 5.49 ) I & 0.82 .




Table 8A
4! '~zation of Financial Investment Funds
wcw Issue Investment Strategy, 1974
(Billions of Dollars)

U.S. Japan EEC International Other
High Revenue Est
Equity 1.98 0.70 1.15 - 0.65
Bends 6.66 2.96 4.51 0.65 1.71
, Short-term 5.34 N/A 6.69 3.81 0.60
- TOTAL 13.98 3.67 12.34 4.46 2.96
Moderate Ro. Est.
Equity 1.98 0.70 1.15 4 0.65
—Bonds 6.66 2.97 4.50 0.65 1.7
Short-term 5.34 N/A 6.69 3.80 0.59
TOTAL 3.98 3.67 12.34 4.45 2.96
" .0w_Rever
Equity 1.98 0.70 1.15 = 0.65
Fonds 6.66 2.97 4.50 0.65 1.71
Short-term 5.34 N/A 6.69 3.80 0.59
TOTAL 3.98 3.67 12.34 4.45 2.96




Table 8B
Alloucation of Financial Investment Funds
New Issue Investment Strategy, 1980

- (Billions of Dnllars)
U.s. Japan EEC International Other
‘ligh Revenue Est.
Zquity 7.67 2.72 4.45 - 2.51
3onds 25.76 11.47 17.44 2.50 6.6
Short-tein :0.66 N/A 25.87 14.75 2.3)
TOT..L 34.09 14.19 47.76 17.22 11.45

Moderats Devenue Est.

Equity 2:63 - 0.93 1.52 % 0.86
Bonds 8§.82 393 BB 0.86 2.27
SQort-term 7.07 N/A 8.80 5.04 0.79
TOTAL 18.53 4.86 16.36 5.90 S92
Low Revenue Est.
Equity 1.49 0.53 0.87 = 0.49
Bonds 5.00 2.23 5.39 0.48 1:29
Short-term 4.01 N/A 5.02 2.86 0.45

TOTAL 10.50 &« 16 S.27 3.34 2.23




Table 9A

Allocation  i‘inancial Investment Funds: Constrained
Size of Iarket Investment Strategy, 1974
(bill. of §) (U.S. - 25%)

U.5. Japan EEC International Otner
»:1_Revenue Est.

quity 6.2 1.28 3.79 . W83
sonds 5.3 3.37 6.43 1.14 1.89
--zern 2 1.02 2.25 3.45 0.54
[T ] 5.66 12.47 4.59 3.00

raxe Revenuc
juity 1.28 3.78 - 0.56
ads 3.37  6.43 1.14 1.89
art-term | 1.02 2.25 3.46 0.54
IOTAL 5.67 12.47 4.59 2.93

}cﬁenue Est
uity 1.28 378 = 55
Js 3.37 6.43 1.14 1.82
¢ ] 1.02 2.25 3.46 0.54

5.67 12.47 4.59 293




Allocation of Financial Investment Funds:
Size of Market Investment Strategy,
(billions of dollars)

U
Revenue Est.
juity 2
onds 1
ari-~tern
Total 4

quity
vonds
1ort-tern

TOTAL L

™cvenue Est.

Lquity
sonds
shiort-term

TOTAL

e
rate Revenue kEst.

o
S e

4.

™~

(¥ ]

46
.79
‘49

.67
«33
«58
719

~

Japan

.69
.46
.35
.50

(921
b R |

(8]
wun

14.

316,

O = 5

Table 9B

EEC

65

.37

.85

.83
«H9

International

4.40

[
(&5 ]
(950 )
~J3

1.50
4.58

6.08

0.80
2.60

Constrained
1980

to
—
C\

%



w ~ Table 10A

Investment Flows Relative to larket Size: 1974

(Percent)
» U.S. Japan EEC Imiernational Other
High Revenuc Estimate
Size of 'tarket Investment 1.05 1.05 1.05 1.058 1.05
Strategy
New Issues Investment {535 5 2.83 207 2.82
Strategy
Constrained Size of !larket O.44 2486 2.86 2.86 2.86
Strategy
‘foderate Revenue LEstimate .
Sizc of larket Investment 1.06 1.06 1.056 1.06 1.06
Strategy
New Issues Investment G52 1.86 2.85 2l 2 .82
“rategy
Constrained Size of *Market 0.44 2.86 2.85 2:86 2.86
Strategy :
Low Revenue Estinmate
Size oif llarket Investment 1. 06 1.06 1,08 1.06 1.926
Strategy
New Issues Investment 0.52 1.86 2.85 2.77 2.32
Strategy
Constrained Size of arket 0.44 2.86 2 .86 2.86 2.80

Strategy




et Table 10B

Investment Flovs "lelative to 'farket Size: 1980
: (Percent)
5 Japan EEC International Other
iiign Revenuc Estimate
Size of 'larket Strategy “eed - 4 & 2.32 2l 2.28
New lssues Investment : - X5 4,04 6.18 6.05 6.17
Strategy
Constrained Size of ilarket 1. 56 6.24 6.24 6.26 6.24
Investment Strategy
Jdodcrate Revenue Estimate
Size of 'arket Strategy .79  0.78 0.79 0.79 0.78
New Issues Investment .39 1.38 2.1%¢ 207 2+31
Stratcgy
Constrained Size of !larket 33 2:14 2.14 2.14 2.14
Investment Strategy ‘
Low Revenue Estimate
Size of Market Stratcgy 0.44 0.44 0.45 0.44 0.44
New Issues Investment 0.22 0.78 1,20 1.37 1.20
Strategy
Constrained Size of Market 1.18 1.2} 121 b 5 | 1.Z1

Investment Strategy




Table 11

. Investment Flows Relative to
New Capital Market Issues, 1974
(Percent)

U.8. Japan EEC International Other
High Revenue Est,
Size of Market In- 25.09 7.13 4.73 4.78 0.37
vestment Strategy W—
New Issue Invest- 12.57 12.56 12.60 12.58 12.54
ment Strategy .
Constrained Size of 10,53 19.40 32073 12.96 12.72%
Market Strategy
Maderate Revenue Est.
Size of Market In- 25,50 Te22. o H23 4.76 0.37
vestment Strategy
New Issue Invest=- 32.57 12.59 12.60 12.57 12.53
ment Strategy
Constrained Size of 19.51 19.41 12.72 12.97 12.69
Market Strategy
Low Revenue Est.
Size of Market In- 25.50 7.22 4.73 4.76 0.37
vestment Strategy
New Issue Invest- 12.57 12.59 12.60 12.57 12.53
ment Strategy
Constrained Size of 39,51  19.41  12.72 12.97 12.69

Market Strategy
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gqt, L An Energy Financial Cooperatioh Facili;by “
1

This-paper assumes that: , :

1. The oil producing’countries (OPC) will wishato divide their
asscts among instruments providing security, yield_and,liquidity;

2+ 7The OPC, mith respcct‘to'é portion of ﬁheif funds, may wish
to takc.advantage of an international facility for investing oil
revenucé among oil conéuming‘countries (ocec) to avoid the politics
of picking and choosing couhtfies for investment and to gaih some
international approval'for their investments. ;

3. Ttowill b¢ impossible to operate an international agency with
wide decision-makiﬁg povers because of the wide divergence of interest
bétwcen OPC and OCC and that any international invéstmcnt fécility
Qould have to operate under rules agreed in_advance.

4, The OPC should be made to choose between security of investment
vwith lov yield and markct yield with un;ertainty concerniné such risks
as blocking, depreciation ahd expropriation (although an‘exception
could be made for investments in.lcss developed countries).

5. It is undcsifﬁble.to esteblish another large well financed

international burcaucracy.




Based on these assumptions the following Energy Financial
Cooperation Facility could be establisﬁéd:

: I. Structure

(a) The Three Windows

The Faéility could be established as an adjunct to an existing
agency such as the IMF or BIS. The Facility would have three
"windows." (1) banking, (2).¢quity, and (3) insurance.

The staffs of the administering agency would bg responsible for
making the arithmetic calculations called'for by the agreement and for
performing any other administrative tasks. No Boa;d of Governors or
other decision-making structure would be created.

. {b) Membership

Any OPC or OCC that is a member of the IMF (and imports oil

directly from an OPC) could registér as a member. IDCs would have a
~special category of membership fhat wéuld exempt them from sharing
insurance risks.

(¢) Deposits by 0il Producing Countries

OPC could dgposit all or part of their oil revenués into either
the banking or equity windoes of the Facility. The account would be
denominated in the currency deposited. Deposits held by the Facility
would not be shbject to tax, would enjoy immunity from judicial process,
shall be immmne from requisition, confiscation, expropriation, blocking,
or any other form of seizure by executive or legislative éction, and
would be {ree from any restrictions,_regulétion controls and moratoria

of any nature.




II. The Banking Window

(a) Terms of Dcposits‘

Deposits in the banking window by OPC members would carn Eurodollar

interest rates and could be withdrawn only after an ggreed fixed period

!
of years, say, 10 years., However, a portion of the deposits attributable

to the IDC share of oil imports could earn interest at a lower rate,
say, 3 percent, and have a longer maturity; say, 15 years.,

(b) Determination of 0il Trmort Costs

The Facility would determine the annual oil imperti costs of each
OCC member based on a formula vhich would take into account imports
over a base period plus a grouth factor.

(c) Iending of Deposits

The Facility would lend all of the funds deposited in the account
to the OCC members in proportion to their oil import costs to total
oil import costs of all OCC members. Any member could refuise an

allocation of a decposit and ils share would be rcalleceated anong

remaining members.

(d) Terms of lonns

Loans by the Facility would be denominated in the currency of
i \
deposit, intercst would be at the Eurodollar rate, and would be
repayable in ten years; loans to IDC consumer members vould be at

the 3 pcrcent rete and have a 15-ycar maturity.

(e) Prepayments and Extensions

Any nmember borroving from the Facility would have the right to
prepay any loan or extend repayment of any maturity by five ycars if
it formally represents that it is in serious balance of payments

difficulties.




il -

(f) PResponcibility for Repeyent

The Faciliiy would not be responsible for the repaymcnt'of any .
loan. Repayment would be the sole responsibility of the borrowing
country. Howcver, developad country consumer members that borrow
from the Facility would agrece to repay up to one-half of any default
by a devéloping country menber borrower with the loss sharcd among
the developed countries in p;oportion to their total borrowing froﬁ

the facility.

II1. The Equity Window

_(a) Until invested in equity securities, deposits of equity funds
would be held in liquid short-term government securities of
members on a competitive bid basis. 'Developed country OCC
and OPC members would guarantee the liquidity and return
these securities with developed countries bearing half the
loss in proporéion to IMF quotas and the OPC bearing the
remainder in proportion to oil revenues.

(b) Each member could establish a domestic agency to receive
equity investments from the Facility. The domestic agency
would be responsible for presenting equity investment
proposals to the Facility for investment in the domestic
agenéy or in private enterprises., The Staff would evaluate
the technical economic merits of any proposal but could not

made recommendations,




(¢) Decisions on whether to invest would be made solely by the

depositor. i

.

(d) Depositors making equity investments would exercise all the

normal incidencc of owvnership provided, however, that equity
investments would have to be held for ten years unless

earlier liquidation is approved by the domestic agency.

The Insurance Window

(a)

(v)

(c)

(a)

Any equity investment made under the equity window in a

less develéped country would be eligible for insurance for
political risks -~ expropriation, inconvertibility or armed
conflict.

A fixed premium would be set that would be reviewed by

the signatories every five years.

Losses would be shared ong—half by developed member countries
in proportion to IMF quotas and one-half by the OPC in
proportion to oil revenues, X

Any country that expropriated property of any foreign
investor without prompt, adequate and effective compensation,
would not be eligible for loans or equity investments from

the Facility.
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L. A JOINT PRODUCER-CONSUMER INVESTMENT AGENCY

(The Cooperative Resource Preservation Fund)

Groups of governments could establish an investment
fund or bank as a means of investing some portion of the
-
surplus funds of the oil-producing®states in such a way
as to:
-reduce the impact of the recent petroleum
price increases on the overall payments
; : positions of the consuming countriés.
i -help to maintain a stéble world paypents

.

equilibrium, ard

.A,‘,..H

-reduce the pressure for competitive deprecia-
;ion and restrictions on trade and capital
Elows.
Conceivably such an institution could be created by:
-a group of oil-consuming countries such as OECD
-a group of oil-producing countries such as OPEC
or OAPEC (Organization of Arab Petroleum Export-
ing Countries) ’

-by a group composed of both producer and consumer

countries
Although all three types of organizations are conceiva-

ble, it seems likely that the Arab states would be more willing

to place funds with an institution in which they had a sub-

LIMITED OFFICIAL USE
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stantial degree of control, while consumer countries would
feel the need to have a voice in the operation. This
memorandum, therefore, focuses on a joint adency.

Probable Lending Requirements =
=

A multilateral investment agency could be set up to

invest funds in a wide variety of ways:
-balance of payments loans to governments
adversely affected by the oil price increase
-a diversified portfolio of private equity and
both private and public debt inst;uments
-real estate and!other property
~-development loans to LDC's
- .~§evelopment projects within the oil-producing
countries themselves
Any multilateral investment agency would have to offer
terms and conditions attractive enough to persuade the oil-
producing states to place with it a significaht portion of

"< their surplus funds. It would have to provide lenders with

et /
Vyen

a high degree of safetv for their investments, a reasonable
—————— e — e

incone and probably some type of guarantece as to capital
valucs.
Some Arab states have implied that their m;jor concerns
in investing their funds are:
-to minimize the risk of cxpropriation, restriction

by host governments or of their being used as

LIMITED OFFICIAL USL
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leverage to influence Arab policies and
-to maintain the purchasing power of their
assets in terms of the price of industrial
goods. _

In the past these states have apparently followed
quite conservative investment poliies, using a number of
investment advisors and investment bankers. They have
attached a great deal of importance to anonymity.

Possible Advantages of a Multilateral 2Agency

Axrab states may find it virtually impossible to invest
the volunme of funds likely to become available, to them in
the near future in such a.%ay as to maintain.the anonymity
which they have sought. UWhile the extent of their invest-
ments }n a multilateral agency would obviously be known,
governnents of consumer s£ates which had accepted member-
ship in such an agency would find it extremely difficult to
subject the agency's investments to blocking or other forms
of special restrictions. It would be difficult for a country
to restrict the assets of a particular oil-producing country-
and difficult for a single consuncr couhtry to take restrictive
action without affecting the intcrests of other consumers.
Consecguently, an agency of this type might provide the Arab
states with a higher degree of security and pol&tical safecty
than could be achieved through normal investment chﬁnncls.

LIMITED OFFICIAL USE
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The economic risk would also be reduced by extending
credits thru a multilateral agency bécked by guarantées
of the governments of major industrial countries. v

A joint agency would serve as evidence of cooperation
between producer and consumer statQ§‘énd thus could have
political significance. By providing a forum for dialogue
between o0il importers and oil exporters it might even serve
to moderate some of the more extreme demands with respect
to the price of petroleum. It might also contribute to the
willingness of the producing states to produce oil in the
volure required for the ec§homic health of the’world.

There has been some concern that Arab governments might,
for either ecconomic or political reasons, transfer funds
among.countéies in a destabilizing manner. To the extent
that such risks exist, they might be reduced if funds were
invested in a multilateral in&estment agency. Such an
agency might also help to channel caéital in such a way
as to facilitate world econcmic stability and progress and
the orderly functicning of the international monetary system.
Furtherrore, the risk that Arab states might obtain control
over important sectors of the economies of individual in-

dustrial countries might be reduced if the Arabs could be

persuaded to use the Agency as a major channel for placing

their funds. SRORN
o 5]
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- Possible Disadvantages of a Multilateral Agency

There are, however, possible disadvantages in the
establishment of such an agency, depending on the terms
which might be demanded by the potential leﬁders. If the
Arab states should insist upon a guarantee of the value
of their investment in terms of tgz purchasing power of
industrial goods as well as an assured market rate or near
market rate of interest, there might‘be serious questions
as to whether such an agency would be in the best economic
interest of the oil-consuming states.

Furthernore, if the ézab states should §nsist on a high
degree of control over the placement of funds by the agency,
its creation might merely increase the leverage of the oil-
producing states by facilitating concerted action among

them with fespect to the manipulation of their funds.

Possible Tvnes of Institutional Arrangements

There are, of Eourse, many ways' in which an investment
agency could be organized. An agency designed to lend only
or primarily to governments might have a structurc similar
in many respects to the IMF. If it were to cmphasize
developnient lending, the existing development institutions
could scrve as a model. If intended to invest primarily in

marketable securities, however, a somewhat different

LIMITED OFFICIAL USE
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organizational structure might be required. This memoran-
dum focuses on this latter type of institution.

The critical qucstions center around (a) the terms
and conditions on which the governments of,dil-producing
states would make funds available and (b) control of invest-
ment policies and operations. B

An agency vhose primary function was to facilitate the
placement of surplus revenues in marketable securities and
property might be established through agreement among govern-
ments. It would need to be made clear that the agency was
not expected to make investments on concessiqnal tems. It

could not be both an aid égency and an investment fund.

Membership. The members or "owners" of the agency would

be governments of participating states. There would be two
types or classes of members:
-Class A - those which expected to place funds for
investment %
-Class B - those in whose territories the funds would
be invested.
Several questions Arise:
-should any government willing to place funds with
the agency be invited to become a member, or
~ should Class A membership be limited to those
few oil-producing countries expected to have

large firnancial surpluses? e FOR

SERALN
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-should any government willing to allow the
agency to invest in its territory be invited
to become a member, or shoula Class B member-
ship be limited to states with well developed
capital markets which are receptive to large-
scale investment? =

Operational efficiency suggesgé that only countries
supplying a significant amount of funds should be included
in the first category and only those likely to be recipients
of a substantial volume of capital should be included in the
second.

Membership would involve specific obligatdons, particu-
larly for the Class B mcmgérs who might be required to (a)
underwrite the liabilities of the agency through government
guarantees gnd (b) with specific exceptions, provide "national
treatmenf" for the investments of the agency.

Capital supplying countries would have to have some con-
fidence that the agency would provide a better combination
of safety and yield than unilaterally managed. funds. One
possible mean; of fostering such confidence might be to
require the capital recipient countries to subscribe at
least a token amount of capital for investment, thereby
giving them some financial interest in maximizing the pro-
fitability of the investments made by the agency.

Participation Shares. In the case of oil-producing countries,

participation shares could be allocated in proportion to the

amount of capital subscribed. For capital recipicent countries,

-
>
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afiw
shares might be allocated on the basis of the relative size
of the guarantees providéd. A

A country might be allocated both Class A'and Class B
shares. That is, an oil e#porting country interested in
having the agency make investmehts in its an territory
might be allocated some Class B shares as well as Class A
shares. Class B countries might b;.allocated Class A
shares in relation to any token capital subscriptions.

The size of capital subscriptions and the size of the
guarantees would have to be negotiated. Oil-producing coun-
tries might be urged to subscribe as much capital as they
wished, although it would seem desirable to gvbid a situa-
tion in which one single éountry (i.e. Saudi Arabia) had
majority control of the entire agency.

One possible basis for allocating the shares of capital
recipient countries mightAbe the relative size of their cap-
ital markets, subject to some negotiated limit on the shares
of any one country (i.e. the United §tates).

As a means of stressing the security of funds placed
with the agency, it might be necessary to provide initial

guarantees covering somewhat more than 100 percent of the

amount of the original capital subscriptions of the producers.
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Since the o0il producing states may continue to have
surplus income for a number of years, the agency would need
to be designed so as fo induce continuing contributions of
funds. It would be important, therefore, to provide for regular

or periodic-
/additions to the capital subscriptigns. This would no doubt

require increases in the guarantee;.supplied by the Class B
members, although it might not be necessary to maintain 100
percent coverages.

Control

In devising a management structure the task would be
to meet the minimum demands of the capital sgpplying
countries for control whiie giving the capital recipient
countries as much of a voice as possible in guiding the
flow of funds to those countries in need of capital.

It would have to be assumed that the producer coun-
tries would insist upon a majority interest. Conceivably,
it could be agreed that producer countries would be allocated
60 percent of the shares and consumer countries 40 percent,
although this would have to be negotiated.

It might be possible to develop a kind of bi-cameral
board or at least a dual voting system to run the agency.

Overall policies presumably would be set by a Board
of Governors reprcsénting all of the member states. It

night be possible to achieve an agreement that adoption of

LIMITED OFFICIAL USE

-




- =10~

such policieé would require not only a majority vote of
all shares, but also minimum percentage of the shares of
each voting class, counted separately. If this percéntage
were set at 40, for instance, a group of countries hblding
60 percent of the votes of conéumer countries could exer-
cise a veto and a group holding So_éZrcent of the votes

of the producer countries could exercise.a veto. In this
way it might be possible to protect the basic interests of
each group.

included among the policies ﬁo be determined by the
Board of Governois might be such matters as the amount of
additional subscriptions aﬁd guarantees to be ;alled, the
terms and conditions on which the agency would accept debt
funds for ipvestment, and the amount of such funds and the
objccéives of the agency in placing its funds.

It might prove possible to convince producer states
that specific investment strategies and guidclinés would be
of primary interest to the o0il consuming countries. They
might be wiliing to allow these "Class B" members to
develop strategies and guidelines subject to a veto by
a two-thirds or three-quartecrs vote of the "Class A"
(producer) countrics. It would be necessary to have pro-
visions which gave the producer countries reasconable as-

surance that its funds were being invested wisely, and in
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- a sincere effort to maximize profits.

Method of Operation. Presumably, the actual investment

operations would be conducted by a Fund Manager selected

by the Board of Governors and acceptable to both classes

of members. .Thc Fund Manager would, of coﬁrse, be assisted
by a staff of expert investment advigors and authorized to
employ consultants and agents to assist in handling con-
fidential transactions. Borrowing a leaf from the practice
of private funds, it might be advisable to provide financial

bonuses to the managers of the fund in relation to its per-

formance.
.

.

investment opcratioﬁs»might need to be divided into
various categories. Equity holdings raise speéial problemns
to the . extent they carry voting rights. Policies concerning
the eéerciég of these voting rights would have to be es-
tablished and precautions might need to be taken against
an effort to utilizc>the holdings of the agency to influence
the policies of private corporations.for non-econoniic reasons
(e.g., to boycott Israel or modify racial policies in South

Africa).

In some cases the agency might decide not to take an
active part in the manacement of a company in which it held

stock, either refraining from voting its stock or s pporting
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the existing management. Direct investment would, however,
probably have to be permitted. Given the volume of funds
which éould be made available and the sensitivity ot many
nations to forecign coﬁtrol, this question of "take over"
could assume very gréat significance. The basic agency
agreement might have to place specii?c limitations on the
proportion of the equity in any one company which could be
acquired without the consent of the government of that
country, although some understanding should be reached which
would ensure consent in all but highlyAsensitive cases.
Except for this limitation, however, the agency probably
should be treated as thougﬁ it were a domestic.resident inso-
far as investments in the territory of ecach member are con-
.cerned. No doubt the agency would have to be subject to the
?nti-érust iaws of individual member states.

Tax treatment of income from agency instruments would
be an important consideration. Exemption from all taxation
would provide an unfair advantage to.agency investments. On
the other hand, the cvasion of taxation on investments
placed through private channcls may be so large that the
agency could not compete for Arab producer funds without
sone tax concessions. Thus a modest withholding tax might

need to be negotiated.

N
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Income from investment of capital subscriptions could
be treated as equity income and distributed to member states
in proportion to their contributions. If necessary, the
agreerment could provide that only Class A mémbers would vote
on the retention or distribution of .earnings. Guarantees
supplied by Class B members would gfobably have to be appli-
cable both to capital subscriptions and to reinvested income.

Subscriptions of original capital would not be subject
to withdrawal except through withdrawal from the agency.
Additional capital subscriptions could be voted by two-thirds
or three-quarters majority vote of Class A members.

Oil-producing states:EOuld also be inviéed to place
additional funds with the agency for specific periods of time.
Funds provided on this basis would presumably be in the nature
of debt éapital rather than equity and would earn a specified
rate of interest rather than a share in the agency's earnirgs.
Thé Board of Governors would be empowered to set the terms on
wvhich beorrowing would be accepted, subject to majority vote
of both classés of members, voting scpa:ately. The debt
obligations incurred by the agency would have to be serviced
prior to the distribution of dividends. The guarantees pro-
vided by Class B members could be called upon as necessary

to repay the principal of debt obligations but not interest.
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In providing assurances needed to attract producing
states as lenders, it might be necessary_to offer some
type of guarantees against loss of value through changes
in relative exchange rates. This objective might be
achieved by denominating all assets and 1i§bilities in
SDR while authorizing transactions;gg take place in any
currency.deternined to be convertible into the currency of
any other member. If the producer states, some of which are
not currently participants in the SDRIscheme, were unwilling

to accept denc:zinationof theirclaims in SDR, it might be

possible to negotiate denomination in a basket of the

.
’

currencies of Class B members. In any event, an effort could
be nmade to meet the prodﬁcér states' desires for guarantces
by some such technique.

If thc;producer states were to insist on a purchasing
power guarantee - that is, the write up in the currenéy value
of their assets over time to reflect increases in the prices
of industrial goods, consumer countries might wnat to reasscss
the cdesirability of creating such an institution. A pur-
chasing power guarantee would be particularly inappropriate
if a sizcable percentage of the agency's assets were invested
in real ecstate, direct investment and other equities which

could rise in value as inflation occurred.
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Withdrawal of Equity Capital and Liquidation. The

agreement would have to contain provisions for withdrawal

of funds by a particular country for withdrawal from member-
ships and for complete liquidation of the aéency. This could
prove troublesome if the agency had,.during the period of
operation, acquired substantial diTect investments and im-
portant holdings in other firms.

In the event one country should wish to withdraw part
or all of its capital subscriptions, other Class A members
might be invited to purchase its shares. Should this not
be feasible the agency might be authorized to buy them back,
presumably at asset value.r The withdrawing éountry could
‘be offered either specific assets from the agency's port-
folio or payment in a member currency. Should the entire
agency be liquidated it would probably be necessary to
negotiate §ales from the portfolio over a considerable per-
iod of time unless the Class A member states were preparcd

to take the agency's assets in payment.

Revorts and Audits. The agency would have to provide
periodic recports on its holdings - composition, transactions,
profits and losses - to both classes of members. Records
should be subject to frequent audit by a team of auditors,

somc chosen by the Class A countries and others by the
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Class B countries. Members of the audit team should be
in a position to file minority reports if they so desired.
In this way perhaps both producer countries and recipient
countries might be reassured as to the propfiety of the

agency's actions. ~
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FOR TRADE REGOTIATIONS

EXecuTIVE OFFICE OF THE PRESIDENT
WASHINGTOR
20506

January 18, 1974

P].a Trade-related Issues for Possible
Discussion at the February 1l Energy Conference

A number of trade-related issues have been brought sharply
into focus as a regult of current and anticipated actions on
the trude side stemming from the short supply situation in oil.
It is important that several principles be discussed which
could secrve as guidelines for acceptable national practices.

1. No country should take unilateral trade or monctary
actions to improve or reliceve its short term encrgy-
related current account balance of payments position.

Discussion: It can be anticipated that governments could
attempt to reliceve adverse balance of payments pressures by
(1) currency devaluations, (2) increcased export subsidies, and/
or (3) incrcased import restrictions. Inevitably such actions
would cngendecr counter-measures leading to still grecater turmoil
in world cconomic relations. If such measures arc scen as
necessary for other reasons, therc should be prior consultations
and discussions. The above principlec should be firmly establish-
ed in the IMF with discussion by the Group of 5 or the Committee
of 20. Furthermore, it might also be useful to discuss it in
the OECD, in conjunction with Working Party 3. It will also
necd to be recognized that trade measures falling within the
purview of the GATT would be considered in that forum on the
basis of establishecd procedures.

> 3 Nations need to develop procedures for cooperative
international management of short supply problems
for a range of products.

Discussion: In anticipation of further potentially dis-
ruptive short supply situations, it would be useful to develop
international consultative frameworks in which such prebloms
could be addressed and guiding principles cstablished. Only
through joint management can the adverse economic impacts be




minimized. This matter could ke pursued in the OLECD framework,
or on an ad hoc basis. It will also be desirable to examine
the long-term implications of these issues, some general prin-
ciples, and perhaps more permanent procedures in the context
of the multilateral trade negotiations.

.

3. Bilateral =agrecments concerning products in short supply
should be compatible with an internationally agreed frame-
work. :

Discussion: There will be a temptation for nations to
engage bilaterally in barter arrangements or similar agrecnents
which could tie up internationally traded commodities to the
exclusion of other interested parties. This could lead to
destructive competition, higher rates of inflation, and an un-
fortunate compartmentalization of the global trading systcn.
The OECD might usefully pursue this issue, recognizing that it
is a developcd world problem, and an appropriate protocol could

be worked out either in the OECD or in the GATT. e
p'ﬁ(\
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Arab Investment in the United States

The following memorandum is a preliminary discussion
of considerations which might be borne in mind regarding
Arab investment in the United States. '

Introduction -~

Public sources now estimate that total oil revenues
for the 18 Arab countries, based on a combined output
of 20 million barrels per day at an average price of $11
per barrel for Libya and $7 for the others, would reach
$60 billion dollars in 1974, up from $6 billion in '71.
(U.S. government estimates for non-Arab states may reach
as high as $22 billion.)

Given this enormous increase by the Arab nations
and the presumption that there are limitations on the
extent to which such revenues can be invested ‘for pur-
poses of Arab industrialization, military weapons systems
or external development assistance programs, it has been
assumed that a substantial portion of these revenues
would flow to the United States directly or indirectly
in the form of direct or portfolio investments.

Background

It should be recognized that there are certain very
basic differences in the various o0il producing nations =--
some Arab, others non-Arab. All these producers, with
divergent histories and political loyalties, have some
some significance to the U.S. in view of their growhing
oil revenues. For example, Indonesia, Venezuela, Iran and
Nigeria can be expected to preserve considerable inde-
pendence in the manner in which they deploy their oil
revenues abroad. They can be expected to favor for the
most part, Western eccnomies. Iraq, on the other hand,
given its ties with Eastern Europe can not be similarly
predicable since she also maintains close relations with
France.

At the present time Kuwait and Saudi Arbia are the
only Arab states with substantial excess foreign currency
holdings. These two nations, however, themselves have unique
features which could alleviate fears that they might invest
in unison in a way detrimental to the U.S. economy. Saudi
Arabia is more conservative, religiously oriented and,
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except for the royal family, has little pi;vate capital.
Kuwait, though, has a considerable pool o# private capital.

Status of Current Investments

While it is extremely difficult under current data-
gathering procedures to fully record Arab private or
government investments, certain estimates and indications
of trendsare available. Total Saudi Arabian, Kuwaiti
and Libyan government investments ip U.S. government
securities, bank deposits, equity and real estate are
estimated to be approximately $1 billion. Most Saudi
royal family investments in the U.S. are thought to be
in government securities. Kuwaiti private investments
are less conservatively directed as evident in Kuwaiti
interests in real estate in Minneapolis, Miami, Houston
Atlanta, Sea Island (Georgia) and cattle feeding opera-
tions in Idaho. There are also reports that Iran is
interested in purchasing certain U.S. firms for the specific
purpose of transferring all or part of the facilities to
Iran so as to provide the country with domestically based,
defense oriented production capabilities. Apparently, export
potential and in-country industrialization are important
secondary considerations.

There is no evidence that Arab investors are poised
for a major direct investment "invasion" of U.S. industry.
There are, in fact, a number of reasons why the Arabs
may hesitate to make massive direct investments in the U.S.,
foremost of which is a fear that the U.S. could freeze their
assets. In an effort to reduce the impact or the effective-
ness of such a freeze Arab investors may strive for a broad
diversification of their investments so as to avoid
presenting a large target to which internal political
pressure could gravitate. For these reasons also we may
witness a greater tendency toward portfolio than toward
direct investments. In either case, given the strength
of the dollar and the relative size of the U.S. economy,
most notably our highly developed and open capital market,

?T should be the recipient of considerable Arab investment
owWsS.

Safeguards

The United States maintains certain restrictions on
investment by foreigners in specific sectors of the
economy. These restrictions, frequently associated with
national security reasons, vary from total exclusion to
limlts on maximum foreign participation. These restrictions
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or prohibitions include: 1) domestic communications;

2) domestic air transport; 3) hydro-electric power
production and utilization or production of atomic energy;
4) coastal and fresh water shipping; and 5) Federal
mining claims and Federal oil or mineral leases.

Additional U.S. protection against any abuses by
foreign investors, whether private or governmental, are found
in SEC regulations which require full financial and intent
disclosures in takeover bids. Protection against monopolistic
and anti-competitive practices are afforded through the anti-
trust laws.

Various individual states also maintain restrictions
on foreign ownership cf property, particularly agricultural
land. In the event Arab investments are directed in consid-
erable volumes to real estate it can be expected that certain
states will promulgate review and reporting procedures
for the express purpose of excluding such investments.

v

The establishment and ownership of financial institutions
by foreigners are subject to several types of limitation.
At the Federal level, only banks incorporated within the
United States are permitted to become members of the Federal
Reserve System. A number of states have restrictive
legislation against foreign or foreign-owned banks operating
in the state.

The Federal government also has a variety of review
procedures regarding the transfer of technology associated
with national defense which could possibley be tightly
administered to discourage Arab investments in industries
determined to be critical to the economy and at the same
time not appear to be overtly discriminatory.

The ultimate protection against actual abuses to the
U.S. economy by Arab investment resides in the location
of the investment within the territorial and legal jurisdic-
tion of the U.S. It appears that under most circumstances,
Congressional authorization would be required for the
U.S. to seize and expropriate such investment. Consideration
should be given to determine whether such seizure could be
accomplished under existing legislation. We can assume,
however, that in an emergency or in response to unusual
circumstances the appropriate statute would be quickly
forthcoming from the Congress.
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v developed, and open capital
narket of the United St

ates is a natural outlet for Arab
countries that have a nced to invest profitablyv substantial
amounts of funds. Such investrents micht be placed directlvy

or throuch portfolio managers in Switzerland and other
countries whereby the identity of the owners michit bhe
cloaked. Furthermore, our productive and diversified
econcmy is also in an excellent position to atiract
‘resources that the Arab oil countries mayv wish ‘to place
in the form of direct investment, such as in downstrecan
energy facilities and in the acguisition of ownership
shares in pétroleum-producing corpanies.

It is also assumed that a significant portion of
increased hrab investments will be channeled to the Furo-
markets. Such investients, as well as Arab investmencs
in third country markets, can also have a positive effect
on the United States bhalance-of-pavments position. Scme
of these investments can be expected to be re-invested
in the U.S. by Euro-narket interrediaries or agents.
lore indirectly they should also tend to expand lendable
resources in Turope or elsewhere for projects in th
developing naticns which micht otherwise be financed in
our nmarket. : :
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As irnlicd in the foregoing, an increased flow of
_Ardb investients to the U.S. should develop as a
-patural concooucnce of market forces.,. I do not believe

that it is citker necessaryv or desirable for the U.S.
Governnent to offer special inducerents or incentives
desiagned spocifically te attract Arab investrents to
this countrv. e are, hotvever, con*inuina to review U.S.
policies and reenilaticng, such a5 the withholding tax,
that rav act as deterrents to foreoian investront.  In
¢his eonncotion ve heliceve'that the forthcoming ramoval
¢f. controls on the oukilew of canital from the U.8. will
be boneliedal in ppbancise the VJVC\olo ival security ot
foreinners investing in the U.S. ‘Pinally, it should

be noted that the Cornittee of Twenty in formulating
improvenents in the international ronetarv svsten is
GIQCVQ°‘WH acdaptations ‘necded te accomrodate the sp;c*al
sitvation crcated hv the growing investrnents of the oil-
producing nations, -
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