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4088
MEMORANDUM
NATIONAL SECURITY COUNCIL
SECRET May 21, 1984
INFORMATION ’

MEMORANDUM FOR ROBERT C. McFARLANE

FROM: WILLIAM F. MART% B
ROGER W{ ROBINSO e g

SUBJECT: Impact of 3 Month Disruption of Persian Gulf
0il

Summary. At the request of John Poindexter, we are providing
this brief analysis of the impact of an uncontested 3 month
disruption of Persian Gulf oil supplies. Although the Arab oil
exporters of the Persian Gulf have the financial capability to
withstand a complete halt of o0il exports for 3 months or more,
such an event could plunge the world economy back into
recession. Expectations play a central role in determining
the o0il market response to a disruption. At the outset of a
major supply interruption in the Persian Gulf, the market will
not know how long access to Arab o0il will be restricted,
especially in the absence of any Western response to restore
0oil flows. The uncertainty generated by such a situation
would leave us in an indefensible position. Our strategy for
relying on cooperation among our allies to promote market
calm, primarily through the release of stocks, would probably
collapse.

Past Experience. The situation after the Iranian Revolution
in 1979 provides the best example of the central role played
by perceptions. Iranian crude oil exports were halted for 3
months. O0il companies drew down inventories to meet winter
demand, reducing stocks to near minimum acceptable levels.
Uncertainty over future suppliers and fear of a spreading
Islamic revival subsequently caused a massive increase in
demand for precautionary inventories. As a result, prices
rose from less than $13 per barrel in 1978 to a peak of nearly
$35 by 1981.

Current Situation. Under current circumstances, there is
insufficient excess productive capacity available outside the
Persian Gulf to offset a complete loss of oil exports from the
region. Although the release of o0il stocks, including the
U.S. Strategic Petroleum Reserve, will help restrain price
increases, the uncertainty inherent in the market will serve
to drive prices upward even in the absence of any physical
shortage. Only if we are able to demonstrate that the inter-
ruption will be short-lived can we expect to be able to
restrain price increases.
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Lack of a firm Western response would serve to reinforce
notions of uncertainty. O0il prices could triple, triggering a
major recession and a new round of inflation. The interna-
tional debt crisis, already a major problem, would signifi-
cantly worsen. For every $1 increase in oil prices, the oil
import bill of the 10 largest debtor developing countries
increases $750 million. Increasing oil prices, combined with
rising interest rates, could lend impetus to calls for a
politicized debtor cartel like the one recently advocated by
Argentina's President Alfonsin.

Furthermore, if a three month disruption were resolved and the
flow of 0il restored without a clear removal of the Iranian
threat, the o0il market would probably react on the expectation
of future disruptions. An anticipatory inventory build would
result, driving prices upward even further. Government
statements urging calm would lose credibility.

Conclusjons. Our effectiveness in handling the market
reaction to a disruption will in large measure depend on our
ability to demonstrate that the interruption will be of
limited duration and that it will not be repeated. 1In the
absence of such perceptions, companies will respond by
building inventories. Furthermore, our allies -- especially
Japan -- will be unwilling to continue to cooperate with us
internationally if they believe it will endanger their vital
interests. Failure to permanently remove the threat of a
disruption after Iran has demonstrated a willingness and
capability to stop Persian Gulf oil flows will leave us in an
untenable position and further undermine our credibility in
the Middle East.
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FROM: RICHARD S. BEALKé

SUBJECT: Threat Situation Summary for Iran-Irag
May 31, 1984

The attached threat situation summary describes the status of
our current crisis planning activities for Iran-Iraq.
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Tab I - Threat Situation Summary
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