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GENERAL ECCNOMIC AND ENERGY BRIEFING

1 Lines to take

G 41 General UK Economic Outlook

- Continued progress is being made towards laying the-foundation for
sustained economic recovery. In July inflation fell to 8.7%,its lowest

level since 1978. Progressive reduction in inflation, both here and in

the United States is being facilitated by careful control of public expenditure
and borrowing. As a result, interest rates are falling (UK banks base rate

now down to 102%i which will provide stimulus to both consumption and

investment.

~ The international competiveness«af UK companies is being assisted by

the continued substantial rise in productivity - manufacturing output per

head has risen over 12% since the end of 1980 and cost competiveness improved
by 10 - 15% during 1981. Continued moderation in pay settlements will further

this process.

- Although any recovery of the real economy remains hesitant - most
independent forecasts expect a modest 1% growth of output in 1982 followed

by 2 - 2}% pa growth over the next 3 - L4 years - partly because of the sluggish
growth in world trade, it would be foolish to risk a renewed burst of inflation

by artifically boosting demam

A.2 General UK Energy Outlook

- Currently preparing new long-run UK energy projections, but would be
premature to anticipate their detailed conclusions now. éfSeems likely that they
will contain substantially lower projections of demard than contained in the last

published projections (1979), because of lower expected world growth and

continued weakness of oil marke;Z




World Oil demand having fallen 5% in both 1980 and 1981 looks set to fall
another 4% to 443 mbd this year. OPEC's output this year is likely to be about
18% mbd. With a slight increase in demand next year and an end to destocking
OPEC output could rise to 20 mbd. The seasonal summer downturn in demand
is currently limiting OPEC output to 17% mbd and whilst this could rise to
nearer 20 mbd by the winter the market will be soft as OPEC's members,especially
Iran and Iraq,try to increase their output. The oil cartel's cohesion could
be tested over this period.
b) fﬁkﬁgnthave decided not to publish their annual 'World Energy Outlook'
which would have covered the period to 2000. It is suggested that they now
foresee lower energy demands and prices in the longer term than previously.
when they projected world energy demand rising at about 23% p.a. The Govern—
eplanning oil price pPOJectlonq are curr= ﬂ*ly being reviewed, having Dre-
v1ouST3 be higher than Exxon' I'he outcome 1is awaited.

2.4 WK 0il Products Suprply/Demand

1. The last oil price hike was in 29?9. Illustrative UK inland demand figures
for 1978, 1981, and confidential PIA forecasts for 1986 are as follows:
M Tonnes

1978 1981 1981 % 1986

1978
- 43.3% 15.3=16.1
Total inland - 21.6% 6%.0-68.3

deliveries

Petrol demand has not been markedly affected by the oil price explo 51on,u.,u_

UKL consumption has remained broZdly' flat. ‘. But because of the development

of more fuel efficient courg further growth in motor spirit demand is now
thought unlikely. Fuel oil demand has been severely hit by recession, con-
servation and substitution (industry and power stations) and its prospects are
still weak.

2 The UK is no longer a net importer o petrol, now that 4 further 'catalytic
crackers' - which extract more petrol from a barrel of crude oil - have come
on stream.

3 For the future the main uncertainties are:

(1) petrol: to what extent, may demand fall because of imoroved engine
efficiency, or diesel substitution.

(ii) middle distillates: how much growth will occur in this sector (eg
avﬁ:hr for aviation jet engines, derv for road use).

*¥ Petroleum Industry Association




- In shorter-run, to 1985, energy demand likely to continue growing more

slowly than GDP, but this itself difficult to forecast with any accuracy.
General view of independent forecasters is for 2-23% pa GDP growth over next
3-4 years (broadly in line with Treasury forecasts.) O0il's share of energy
demand likely to fall slighly; the additional nuclear capacity coming into
service in next few years will mainly displace coal used for electricity

generation.

1.3 VWorld Oil Market Outloock

) Short term: The Government's view is that the world oil market will

remain soft for the next two or three years. However, there are many uncertainties.

(1) Longer term: Department of Energy officials are currently undertaking a

review of oil price projections,

1.4 UK Oil Products Supply/Demand

(1) In the next 4 years UK oil products demand is expected to be broadly
constant, though perhaps with some further weakening affecting the heavier

0il products (which have substitites);

(ii) UK a free market in oil products. This provides a framework in which the

0il companies can plan on the basis of commercial, not political, uncertairies.

Background Notes

2+ General UK Economic Outlook

- The progress of leading indicators has been erratic over recent months
reflecting uncertainty over the timing of world recovery and the US Federal
Govt. Deficit. The effect on tle indicators of falling interest rateshas
been offset by the pessimism of recent CBI statements ard publications.

- Despite a recovery in tie profits of industrial and commercial companies -
up 40% in the year to IQ 1382 - slow demand,continues to delay new investment.
Capital expenditure in the manufacturing, distributive and service industries
fell 3% from 1982 Q@1 to Q2. Together with renewed destocking, the immediate
prospects for increased activity are not bright and further increases in

unemployment, now verging on 3.3 million (UK), seem likely.




- Despite recent improvements in productivity, it will take time for UK
companies to recover international markets lost during 1979-80 partly as

a result of the high £ exchange rate of that period. Consequently, import
penetration could significatly dampen the effects of reviving demand on
domestic industry unless there arecontimuesd efforts to control production
costs. The non-oil current balance of paymerns deteriorated from a surplus of
£1.76 b in 1981 Q1 to a deficit of £0.39 b in 1932 Q2.

2.2 General UK Energy Outlook

Long-term projections to be published later this year in time for Sizewell
Inguiry. Will contain details of energy demand by fuel and of potential
electricity supply. Seems likely that we will be suggesting substantially
lower range of energy demands than were contained in our last published
projections (1979). New projections place maximum estimate (165 mtce in 2000)
of demand for oil close to previous minimum estimate (157 mtce in 2000)

In the short-run, our view of total energy demand very dependent on develop-
ments in whole economy; but not unrealistic to assume UK energy demand will
grow by average 1-13% p.a. 1982-5, given a slightly faster growth in GDF.

During this period considerable new nuclear capacity will come into service
(increasing nuclear output by one half) as part of Government's long-term
programme to expand nuclear power.,

Gas is likely to increase slightly its share of total energy demand.

0il demand is likely to continue reducing slowly from the peak reached in
1973.

Coal will continue to hold an important place in UK energy consumption, but
expansion of nuclear capacity inevitably reduces one major source of demand.

2.3 World 0il Market Outlook

a) Short term

Department of Energy estimates of oil market balance million barrels

av
CJ

1979 1980 1981 1982 1982 1982 1985
WV Qb

0il Demand
Industrial
countries 40,8 313 4.3

and
OPEC ;Developing 10.6 : 1152  11.4

countries

Total Demand(oytside 51.2 42.5 45.8

commirnst a J
Other Supplies 21.6

Commercial
Stockchange 1.8

OFPEC Crude
Production
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THE UK REFINING AND PETROCHEMICALS INDUSTRIES

Line to Take
(i) Both the UK (and West European) refining and petrochemicals

industry have substantial excess capacity (about 30%) exacer-

bated by low market growth and weak prices; 1‘

—

in the UK refining industry, re-structuring led to 2 refinery

closure decisions in 1981, and a further closure - BP's
Belfast refinery - was announced in August 1982: but about

30% over-capacity will remain, so further closures cannot be

ruled out;

re-structuring of the UK petrochemicals industry began in 1980.

The latest BP/ICI announcement on closures and portfolio

exchanges is to be followed shortly by a decision by Shell on

the future of the Carrington (Manchester) complex;
e,

(defensive] despite ICI's litigation, HMG is confident that
S. 134 of the Finance Act 1982 - the so-called 'Mossmorran

amendment' - is consistent with the Treaty of Rome.

Background

1s Esso have 2 UK refineries: a large and modern 'showpiece' refinery
at Fawley (Southampton), which is currently benefiting from a large
invéstment programme, and a smaller one at Milford Haven. At the

time of the BP Belfast refinery closure announcement in August there
were press reports that Esso are keeping the future of their Milford

Haven refinery under review.
“

2 On the petrochemical side Esso, with Shell, are comstructing a
large (0.5 mtpa) ethylene cracker at Mossmorran. Esso's intention is
to take their half share of theMosSmorTan ethylene to their deriva-
tives plant at Intwerp, so displacing some of their existing ethylene
capacity on the Continent. To date £10% m has been spent, and a
further £182 m has been committed in orders. ICI's litigation on

S. 134 of the Finance Act, even if ulfimately unsuccessful, meanwhile
introduces an element of uncertainty into the tax valuation of
Mossmorran ethane. In July Mr Ed Holmen the head of Esso Chemical
world-wide, warned D/Industry that if the ICI action were to succeed
and the tax valuation of their feedstock increased substantially they
would not operate the cracker, even 1f 1t were built.

3. The background on the 'Mossmorran amendment' is that it removes
an_anomaly (it does not provide a subsidy). 1t will permit inter-
affiliate deals in ethane for petrochemical use to be valued, for tax
purposes, on the sameé ' formula') basis as arm's length saTes. ICI
claim that the amendment 'in principle or in implementation' constitutes
a state aid to industry, contrary to Article 92 of the Treaty of Rome.
The case is likely to be heard in the UK courts in 1983, and may well
then go to the European Court.

OP(H)2¢
1 September 1982
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THE SIBERIAN GAS PIPELINE

Line to Take

1.a Most concerned at the worsening transatlantic rift over President Reagan's
measures. Believe this has only benefited Russians. We must sort it out as

quickly as possible.

2a We object strongly to the US Government's measures. I know of the
concern in some circles in Washington about Western Europe's possible future
over-dependence on Soviet energy supplies. But I know our European partners
have done their sums and believe no suitable alternative supply exists. Doubt
if they will agree to slow construction of pipeline. We must look ahead
constructively. For the moment, both sides must damp down the dispute as

much as possible. As you know we have taken minimum action to protect our

companies' interests.

Background Note

i Following President Reagan's measures of 29 December and 18 June, Americans
last week imposed orders 'temporarily denying export privileges' to two
French companies - Creusot-Loire (a main contractor for the pipeline) and
Dresser-France (a French registered US subsidiary which has begun shipment

of compressors). John Brown (which with three other UK companies was
prohibited by HMG on 2 August from complying with the American regulations)
has begun shipment of the first six of 21 turbines ordered by the Russians.
Americans have now restricted scope of measures against the French to oil and
gas equipment, and intend that John Brown will be similarly treated. German
and Italian companies are also expected to begin turbine deliveries in next
few weeks.

2405 There is clear evidence that the Amercians are seeking a way to extricate
themselves from the impasse. But it remains téﬁe seen what price they will
demand from the Europeans, in terms of further implications on East/West
economic relations, and whether our European partners will be prepared to

pay the price demanded.
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EXXON/ESSO

The Exxon Corporation

The Exxon Corporation is the world's largest corporation and operates in the
United States and nearly 100 other countries. Their principal business is
energy, including exploration for and production of crude oil and natural gas
and petroleum products, exploration for and mining and sale of coal and
uranium and fabrication of nuclear fuel., Exxon Chemical Company is a major
manufacturer and marketer of petrochemicals. Exxon had a turnover in 1981

of $115.1bn (1980 - $110.4bn) and made a profit of g5.4bn (1980 - $6.2bn).
They have recently reported a 35% drop in earnings in the first half of 1982
from £3.43bn to $2.13bn. The results reflect the depressed economic environ-
ment, reduced demand for oil and petrochemical products, the large surplus

of processing plant, the falling value of oil production and the high cost of
financing stocks and investments.

worldwide by 180,000;
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Esso Petroleum Cémpany

The Esso Petroleum Company (EPCO) is an integrated oil company involved in
exploration and production, refining, distribution and marketing. Although
it is the UK subsidiary of Exxon - Esso enjoys a large degree of autonomy and
has always placed a great deal of emphasis on its "Britishness'.

Two other Esso companies operate in the UK: Esso Chemicals, whose operations
are limited to this country in the same way as EPCO; and Esso Europe which,
rather by chance, has its headquarters in London but has a co-ordinating role
for all Esso's European companies.

In the North Sea Epco has interests in the Auk, Brent,Cormorant, Dunlin,
Forties and Fulmar Fields, as well as the Leman Bank gas field. In the past
all Esso's exploration and production activity has been conducted in equal
partnership with Shell; while this relationship is continued in some licences
awarded to them under the Seventh Round; Esso also became an operator for

the first time in partnership with smaller companies.

Approximately half Esso's refinery throughput in the UK is UKCS crude; Esso

are an Aramco partner, and the remainder of their UK refinery throughput is

mainly Saudi Arabian. The company operates two refineries in the UK:

Fawley and Milford Haven. Fawley, near Southampton is the largest refinery

in the UK and is now 30 years old. Milford Haven is more recent but only

half the size., Together they have a crude distillation capacity of around 25m tonnes
per year dthough the current state of the product market means that much less

is actually being run.

Esso sell all of the major oil products used in the UK and have around 20%
of the market,as do Shell and BP.

Esso's net revenue increased in 1981 from £3,219m to £4,199m to give a pre-tax
profit of £805m compared with £205r in the previous year.

Esso Chemicals Ltd

Esso Chemicals is an affiliate of the Exxon Corporation, and began operations in the
UK in 1966 where it is now the fourth largest petrochemical company. The Head
Office is in Sout ampton, with the principal manufacturing site at Fawley,

adjacent to the Esso Petroleum refinery. Esso Chemical's turnover in 1981 was
£271m (1980 - £232m) and their pre-tax profit was £19m (1980 £8m)
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CLIFTON C. GARVIN JR.

Chairman of the Board and
Chief Executive Officer

Exxon Corporation

Holds master's degree in chemical engineering from
Virginia Polytechnic Institute. Joined Exxon Company,
U.S.A. in 1947; elected President, Exxon Chemical
Company, in 1965; to Exxon Board in 1968; President

in 1972; Chairman in 1975. Chairman and Director,
American Petroleum Institute; past Chairman, the Business
Rounidtable. Director, Citicorp and Citibank, N.A.;
PepsiCo Inc; Sperry Corporation. Board of Governors,
National United Way of America. Vice-chairman, The
Conference Board, Board of Trustees, Sloan-Kettering
Institute for Cancer Research. Trustee, Committee for
Economic Development; Teachers Insurance and Annuity
Association Stock. Member, The Business Council; College
Retirement Equities Fund; National Petroleum Council;
Business Committee for the Arts; American Institute of
Chemical Engirieers. Board of Trust, Vanderbilt
University. Honorary Doctor of Commercial Science,

New York University; Honorary Doctor of Engineering,
Stevens Institute of Technology.




