


Chapter 2

The Road to the Oil Shock

As the summer of 1973 drew to a close, US president
Richard Nixon faced anger and distrust from the US public not
only because of the unfolding Watergate scandal but perhaps
even more so because of high rates of inflation and the
contributing factor of rising oil prices. In a September Gallup
poll asking Americans to name the number-one problem
facing the United States, an unprecedented 89 percent said
“the high cost of living.”t Looking abroad, Nixon likewise
confronted seemingly intractable problems, including a surge
of threats from both hostile and allied Arab governments that
they would cut oil production, and thus the West’s supply of
energy, if the United States did not move closer to Arab
positions on the Arab-Israeli conflict. On September 5, Nixon
gave a news conference on these issues. Nixon declared that
he had given “highest priority” to resolving the Arab-Israeli
conflict. However, Nixon also issued a warning to Arab
governments considering continued increases in oil prices or
expropriations of Western oil companies. “Oil without a
market, as Mr. Mossadegh learned many, many years ago,
doesn’t do a country much good,” Nixon said. “We and
Europe are the market.”2

Nixon’s reference to the successful oil purchase boycott led
by the MNOCs against Iran after it nationalized the AIOC, as
well as the unspoken reminder of Mosaddeq’s overthrow in a
US-backed coup, would have been instantly recognizable to
MENA leaders. Nixon’s warning to the OECs of the MENA in
the 1973 press conference was clear: if the governments of oil-
exporting nations went too far in threatening Western access to
cheap oil, the United States would inflict dire economic and
political punishment on them. Yet whether Nixon made his
threat due to ignorance or his penchant for aggressive bluffing,
the global circumstances that had facilitated Mosaddeq’s
overthrow in 1953 had now largely disappeared.



From 1970 to 1973 the relationship between the United
States and the oil-rich MENA countries began to transform as
the latter seized on a tightening global petroleum market to
repeatedly raise the price of oil and significantly increase their
petrodollar profits. The Nixon administration tolerated the
initial, relatively modest price increases in MENA petroleum
while failing to implement policies that would reverse the
trend toward Western dependency on OPEC oil. The increase
in petrodollar revenues facilitated a new role for oil-rich, US-
allied MENA countries within the system of US cooperative
empire, wherein these nations, above all Iran, purchased
exponentially larger sums of US arms so as to serve as the new
primary military defender of Western interests in the region as
British forces withdrew. The United States had previously
armed the militaries of oil-rich MENA allies, but the
responsibilities of these countries and the lucrativeness of
weapons sales to them for US corporations rose to a
fundamentally different scale in the early 1970s.

Yet while the Nixon administration accepted a moderate
increase in the cost of MENA oil, it opposed a major price rise
that would harm the Western economies. Furthermore, it
expected MENA allies to not challenge key US strategic
prerogatives. In October 1973, the oil-rich countries would
defy the United States on both counts. First, the Gulf countries
would unilaterally raise the price of their oil by 70 percent, the
opening salvo in a series of price hikes that ended the period
of cheap global petroleum for over a decade. Second, the Arab
countries, including US allies, openly threatened US influence
in the MENA by launching an impactful oil embargo against
the United States in response to its support for Israel during
the latest Arab-Israeli war. These two overlapping events
attacked the foundations of US cooperative international
empire in the MENA and the larger geopolitical and economic
order the United States had instituted over much of the world
since World War I1.

In late August 1967 the Arab League convened at
Khartoum. The recent war with Israel had ravaged Egypt’s



economy, which was already weakened by the ongoing
intervention in North Yemen and the cessation of US aid by
the Johnson administration. Urgently needing to rebuild the
Egyptian army but lacking the funds to do so, Nasser agreed to
a rapprochement with Riyadh, acceding to Saudi demands that
Egypt promptly withdraw its forces from Yemen (which it
would do before year’s end) in exchange for a pledge of
regular distributions of aid from the oil-rich Arab countries to
Egypt to strengthen it vis-a-vis Israel.> Saudi Arabia, Kuwait,

and Libya thereafter provided roughly $250 million in grant
aid annually to Egypt.# These funds helped Egypt pay for a
massive resupply of Soviet arms, which was accompanied by
roughly four thousand Soviet military advisers by the end of
1967.> The Khartoum Summit thus achieved greater unity
among the previously feuding Arab powers, but it also
signified the geopolitical decline of Egypt and corresponding
rise of Saudi Arabia, as petrodollars became increasingly
important for the continuation of Arab resistance to Israel.

Additional money committed by the oil-rich Arab states at
Khartoum was soon sent to Palestinian resistance groups.
Private funding for Palestinian militias also came from
wealthy citizens of, and the significant number of Palestinian
laborers in, the Arab Gulf countries, whose incomes were
either directly or indirectly tied to the oil industry. Petrodollars
served as the primary source of funding for Palestinian groups,
which increased their diplomatic and guerilla warfare attacks
on Israel after 1967. Most Palestinian parties confederated
under the Palestine Liberation Organization (PLO), which
under the leadership of Yasser Arafat obtained an increased
international profile. The violent resistance of the fedayeen
(Palestinian guerillas) against Israel, widely covered in Arab
media, captured the imagination of many Gulf Arabs. At the
same time, however, the predominantly leftist, revolutionary
ideology of the Palestinian resistance, including for a minority
Marxism, gave some Arab royals pause. Many alleged the
Arab monarchs provided aid to the Palestinians as a form of
protection pay from their acts of sabotage, terror, or
assassination rather than from political conviction. Whether



for positive or negative reasons, however, the oil-rich Arabs
increasingly provided petrodollars to and political support for
the PLO.¢

As the Gulf Arabs increased their support for the
Palestinians, the British further decreased their presence in the
Arabian Peninsula. London determined that the British
military presence in the region was a counterproductive
expense, endangering British interests in the region by
inflaming Arab nationalist sentiment against regional allies
while feeding rising British leftist protests against the costs of
empire. In November 1967 the British completed their
withdrawal from South Yemen despite knowing this would
allow hostile leftists to take power. In January 1968, London
announced it would grant independence to its last few
protectorates in the Arabian Peninsula and withdraw its
remaining military forces from the region by the end of 1971.
The Johnson administration expressed outrage and then
resignation that the British would no longer provide a military
defense of the Persian Gulf, reducing the Western military
presence there to only a US seaplane tender and two aging
destroyers. Mired in the Vietnam War, Washington concluded
that it could not militarily replace the British in the region and
thus would have to rely on local states to provide security for
US interests.” In its final year, the Johnson administration,
closely following London’s lead, worked to establish a balance
of power and regional cooperation between Iran and the Arab
Gulf monarchies, believing this to be a prerequisite to local
stability and a common defense of the region against Soviet
influence.?

The year 1968 also witnessed an increasingly divided US
public over the Vietham War. By the end of that year the war
had cost the United States more than twenty-five thousand
lives and over $100 billion. A significant antiwar movement
bred a growing radicalism within the US left and undermined
the idea that the United States must contain communism
abroad. Average Americans became increasingly polarized
over the war, with those on both sides of the issue frustrated



by the seeming endless nature of the conflict. As the ability of
the United States to exert power overseas, and even the logic
of doing so, fell into question, the Soviet Union reached a
parity in nuclear arms, and its prospects of exporting
communism to Third World countries like Vietnam appeared
enhanced, alarming defenders of US Cold War orthodoxy.® In
part due to concerns about the Vietnam War, in November
Americans narrowly elected Republican candidate Richard
Nixon to the presidency.

Nixon, a tenacious and ambitious man, had, through hard
and often duplicitous work, risen from modest means in
California to leader of the Republican Party, serving as a
congressman, senator, and vice president under Eisenhower
before securing the presidency. By inclination and
circumstance, Nixon began his administration focused on
foreign affairs. Nixon firmly believed that the primary job of
the president was to conduct foreign policy, and that the
United States must play an active, dominant role in
international relations to secure US interests. Nixon entered
the White House determined to extricate the United States
from Vietnam while preserving the credibility of the US
military and geopolitical alliances that upheld the larger
system of US empire. For his primary assistant in conducting
foreign policy, Nixon chose Henry Kissinger, a Jewish
German refugee of Nazi persecution turned Harvard
international relations professor, as his national security
advisor. Both Nixon and Kissinger recognized that the United
States, while still the dominant world power, had experienced
a relative decline in military and economic power vis-a-vis

both its adversary the Soviet Union and its allies in Western
Europe and Japan as these regions had recovered from World
War Il. The Vietnam War had likewise demonstrated the limits
of US power and had generated doubts about Washington’s
ability to uphold its foreign commitments. Nixon and
Kissinger sought to address these concerns while maintaining
US dominance in the world. Containing the Soviet Union
remained a primary goal for Nixon and Kissinger, but they
also sought a good working relationship with Soviet general



secretary Leonid Brezhnev and a lessening of tensions with
Moscow, dubbed détente, that could help avert crises, lower

US military costs, and aid in a favorable resolution of the
situation in Vietnam. Western Europe and Japan remained key
allies but were also watched over lest they develop
independent policies that undercut US supremacy within the
alliance.10

In the Third World, Nixon and Kissinger sought a shifting
of the human and financial costs of regional defense away
from the United States and to local allies. This strategy was
rooted both in the view that the United States overextending
itself in places like Vietnam needlessly sapped US strength
and in the reality that the relative power of the United States
had gradually declined since World War Il. The United States
would continue to defend Third World allies from a direct
Soviet assault, as well as provide expertise and aid to allied
countries. A greater share of the human and financial costs of
defense, especially against internal or regional threats, would
be placed on the local allies themselves, however, in order to
better ration US power. This policy became known as the
Nixon Doctrine. The Nixon administration considered the
MENA as a region vital to US security but also prone to
crisis.* In keeping with the Nixon Doctrine, the new
administration sought to avoid increasing the US military
presence in the MENA and to instead rely on regional allies to
protect US interests.

By 1969 the shah felt more assured of his throne and
believed he could soon establish Iran as a major global power.
The securing of the F-4 deal and the closure of the US Agency
for International Development office in Iran in November
1967 symbolized the increase in Iranian independence to
manage its own military and development.’2 The shah now
sought to prove that Iran no longer needed “Great Power
tutelage” and to establish for his country military dominance
over the Middle East and a European standard of living.:3 With
the British withdrawing from the Persian Gulf and Iran’s



economy growing at nearly 10 percent annually, the shah felt
poised to make his dream a reality.4

In the shah’s view, only two obstacles remained to be
overcome in establishing Iran as the dominant power in the
Persian Gulf. First, the shah sought to persuade Nixon to end
the Johnson administration’s policies of limiting US arms sales
to Iran and seeking a balance of power between Iran and the
Arab Gulf monarchies, and instead secure US support for Iran
as regional hegemon. The shah quickly gained ground on this
front, as he deftly spoke to Nixon and Kissinger’s geostrategic
outlooks, convincing them that Arab radicals, particularly the
new Baathist regime in Baghdad headed by President Ahmad
Hassan al-Bakr that had seized power in a coup in 1968,
threatened to vastly expand Soviet influence in the region and
overthrow the remaining Arab monarchies, and that only Iran
had the military capabilities and political will to act against
such threats.’> The second obstacle was that, despite Iran’s
high rate of economic growth, the Iranian government’s
spending far outpaced revenues, hindering the shah’s
ambitions for a simultaneous expansion of the Iranian military
and economy. In March 1969 the shah repeatedly lamented in
private to his minister of court Asadollah Alam about the
Iranian “government’s financial predicament” and the lack of
funds for domestic development projects.’® The shah needed
more funds, and he sought them from oil sales, which
constituted over half of the Iranian government’s revenue.
Iranian oil production was still controlled by the IOP, however,
and it resisted the shah’s push for greater production and
sharing of revenues.!® Here, too, the shah looked to Nixon for
assistance, but when the two met in April, Nixon maintained
that he had no influence over the oil companies.®

Undeterred, the shah looked to US corporations outside of
the IOP to support his bid for an increase in oil sales. US
weapons, aerospace, automotive, electrical, and engineering
companies all stood to gain if the economies of the MENA
grew and were able to purchase more of their goods and
services. Rising oil revenues for the MENA could thus benefit



these US industries, and some US companies joined the shah
in lobbying on behalf of higher oil revenues for Iran. General
Electric wanted Iran to hire its services to install a massive
electrification program that would include the construction of
two new power plants for $100 million. At the same time,
Planet Oil and Mineral Corporation, a smaller US company
excluded from the IOP, sought to break into the Iranian oil
extraction market.20 Since 1959 the United States had imposed
a quota system that limited the amount of foreign oil imports
in order to protect domestic petroleum companies from
competition by more cheaply produced foreign oil.2t The shah,
General Electric, and Planet Oil collaborated to persuade the
US government to increase Iran’s quota of oil exports to the
United States by two hundred thousand barrels a day. The
additional oil would be extracted by Planet Oil and enter the
US market; in return, Iran would guarantee that all revenue
earned from the oil quota increase would be placed in block
accounts in New York and then spent solely on US exports
like General Electric’s electrification work. Herbert Brownell,
an attorney general under Eisenhower, represented Planet Oil
and used his connections to pitch the proposal to the Nixon
administration. Writing to Kissinger in March 1969, Brownell
argued that the plan would measurably alleviate the
deteriorating US trade balance while supporting “the
maintenance of Iran as a bulwark of freedom” in a
strategically vital region.22

The shah and his corporate allies’ hopes for an increase in
Iran’s oil exports to the United States were encouraged by the
White House’s decision to appoint a cabinet task force to
review and possibly increase US oil import quotas. Nixon
showed minimal interest in economic issues beyond
maintaining his political popularity; he once dismissively
described economic policy as “building outhouses in Peoria.”2
Nixon soon privately shelved the possibility of liberalizing the
quotas when he determined that increasing oil imports would
be too politically costly with independent Texan oil
producers.2* Nixon did not want to upset the shah, however,
and when Nixon and the shah met in October 1969, later



records show the shah left understanding that Nixon would do
everything he could to increase Iran’s import quota.> Nixon
had already written to Kissinger that he wanted increased
Iranian revenue to come from the IOP rather than through an
increase in Iran’s quota, however, so it appears that Nixon may
have overstated to the shah his willingness to help on the
matter.26 Nixon had also pledged to the shah, in this case with
greater sincerity, that he would pressure the IOP to increase
Iran’s revenues.?’

The shah continued to press the United States in the
following months. Worried that Nixon might adopt an oil
guota system that favored the Arab states over Iran, the shah
argued to US ambassador Douglas MacArthur 11 in November
that a “substantial part of money US oil companies paid for
Kuwait [sic], Saudi, and Libyan oil went to Egypt to finance
Nasser’s vilification of the U.S.,” which reminded the shah of
US commercial interests before World War Il exporting
“tremendous amounts of scrap iron to Japan only to have it
returned in finished form at Pearl Harbor.”28 In December the
shah wrote to Nixon and continued his swipes at the Arab
states, criticizing the consortium members for favoring
increased production in “countries which do not need the
money and which in many cases have several hundreds of
million pounds deposited in foreign banks” while Iran needed
to pay for economic and military development to counter
increasing radical threats to the Gulf as the British withdrew
from the Middle East.2 But in January 1970 the Nixon
administration found that its talks with the MNOC:s to increase
Iran’s revenue were going nowhere, and informed Brownell
that there would be no movement on Planet Oil’s proposal “in
the near future” and Iran should not expect support from the
cabinet task force on oil imports.2® When in February the shah
conveyed to Nixon that he “was deeply disturbed” by Nixon’s
apparent “deception,” Nixon attempted to bluff the MNOCs
into helping Iran with the threat of an unfavorable decision on
import quotas, a plan he had already decided to table, but the
gambit does not appear to have been effective.3t In April and
again in July, Nixon was forced to write to the shah expressing



sympathy for the shah’s goals but admitting that an increase in
Iran’s quota would not be possible anytime soon.32 The effort
by Iran and its US corporate allies in non-oil sectors to achieve
an increase in Iranian oil revenues had limited results in the
first two years of the Nixon presidency. While valuing Iran as
a client state, most of the members of Nixon’s administration,
including Nixon himself, were unwilling to take significant
steps to increase Iran’s oil revenues, and the IOP maintained a
strong negotiating position against the shah.

Some of the key elements of the coming petrodollar
economy, however, were taking form. US companies were
increasingly noticing Iran as a potentially lucrative market if
oil revenues went up, and some of them were forming
networks with each other and with the Iranian government to
try to capitalize on future opportunities. Nixon, moreover,
while unwilling to take steps that might incur him a political
cost, was sympathetic to the shah’s desire for increased oil
revenues.

The Nixon administration similarly confronted growing US
ties and disputes with Saudi Arabia. Nixon appreciated
Riyadh’s opposition to communism and Arab leftists.
Furthermore, by 1969 Aramco constituted the largest single
US foreign investment in the world, and Aramco’s repatriated
profits combined with the United States’ favorable trade
balance with Saudi Arabia contributed over half a billion
dollars to the US current account in 1968.3 Yet like Iran,
Saudi Arabia sought greater control over its oil. When Saudi
prince Fahd, a half brother and trusted minister of King Faisal,
came to Washington in October 1969, Aramco and Riyadh
were engaged in one of their worst disputes over revenue, and
Fahd requested the US government to pressure Aramco to
accede to greater Saudi profits in order for Saudi Arabia to
develop its still limited infrastructure and military to better
serve as a force for stability in the region.3

The Saudi government also feared a new wave of Arab
revolutionaries, and US inattention to them, in the aftermath of



1967. To the north of Saudi Arabia, the Baathist states of Iraq
and Syria developed increasingly powerful armies through the
purchase of Soviet weapons. To the south in Oman and South
Yemen, Chinese and Soviet-supported revolutionaries called
for the overthrow of reactionary regimes across the Arabian
Peninsula. The Dhofari resistance increasingly adopted
Marxist ideology and threatened to topple the Omani sultanate,
and in June 1969 Marxist leaders secured control of the
government of South Yemen, which proceeded to break
relations with the United States.’> The Nixon administration
took little direct action against these radical groups and instead
looked to the British and the Saudis to contend with them. The
Saudis requested to purchase F-4 fighters in response to the
mounting Iraqi, Omani, Syrian, and Yemeni threats.3

On September 1, 1969, Libyan military officers committed
to Nasserism overthrew King Idris and established a republic.
Despite the United States’ previous support for Idris, the
Nixon administration determined that the monarchy was
unlikely to be restored even with US assistance and thus
quickly recognized the new Libyan government in the hope of
salvaging US influence in Tripoli.3” The failure of the United
States to defend another Arab monarchy disturbed the Saudi
royals, who felt “increasingly encircled by ‘Communist’ or
pro-Soviet radical nationalist regimes while the US in their
view does nothing to support its moderate Arab friends,” as
one state official put it.3® Fearing a military coup, the Saudi
monarchy arrested up to two thousand people, including
several military officers, by the end of 1969.%

The House of Saud also remained deeply concerned about
the Arab-Israeli conflict, both on its own merits and for the
challenge it posed to the Saudi rulers’ legitimacy due to their
close ties with the United States, now clearly Israel’s primary
benefactor. When meeting with Nixon, Fahd maintained that
“Saudi strength derived to [a] large extent from [the] U.S.”
and that Saudi Arabia would continue to fight communism
“because of its interest in democracy and freedom. However,
everything depended on a just and fair Middle East



settlement.” Nixon assured his Saudi guests that after Vietnam,
the Middle East conflict was his highest priority. Saudi foreign
minister Omar al-Sagqaf, who accompanied Fahd, reiterated
the point, however, that the “Saudis feel time is working
against them.... They feel a rope around their neck. A Middle
East settlement cannot wait too long.”4

The Arab-Israeli conflict also worried US financial and
petroleum leaders. On December 9 some of the most
prominent of these met with Nixon to express their concerns.
Among them were David Rockefeller, the chairman and chief
executive of the New York City-based Chase Manhattan
Bank, one of the largest financial institutions in the world and
highly invested in the US multinational oil industry, and
brother of Nelson Rockefeller, Republican governor of New
York and former patron of Kissinger’s; and Ken Jamieson, the
chairman of Exxon. They expressed to Nixon their concern
that if the United States was not seen moving toward progress
on the Arab-Israeli impasse, the moderate Arab states would
get swept along by the radical Arab states and either impose
restrictions on US oil concessions in the region or nationalize
US oil facilities outright. They feared this might occur as soon
as the next Arab League summit on December 20. They
recommended that a US envoy be sent to some of the
moderate Arab states and perhaps Egypt with a new peace
process proposal in hand to stave off the radical threat.

The men had reason to worry. Ever since the coup that
overthrew Idris, Aramco employees repeatedly received letters
with Libyan postage stamps that violently denounced
Americans. One such letter called on Arab workers to murder
Americans and destroy their property, as “it is [America] that
keeps saying that Israel is American and America is Israel.
That American in front of you is thus no different from any
Zionist enemy.... Death is much better than the kind of life our
American enemies want for us.”#2 The US oil companies and
their financial backers knew firsthand that Washington’s
support for Israel was generating anti-US sentiment that
endangered their enormous investments and the lives of their



employees. They pushed Nixon to solve the Arab-Israeli
conflict so as to eliminate a major source of anti-Americanism
among Arabs.

Nixon wanted to resolve the Arab-Israeli crisis, viewing it
as the main reason for Soviet influence in the Arab world. But
he also wanted to maintain Israel’s military superiority over its
Arab neighbors to demonstrate that the benefits of an alliance
with Washington were superior to those of aligning with
Moscow. The opposing views of Kissinger and Secretary of
State William Rogers accentuated Nixon’s dual outlooks. At a
National Security Council (NSC) meeting held the day after
the Rockefeller group met with Nixon, Rogers argued that
“our position [in the Middle East] has deteriorated because we
are seen as the principal supporters of Israel.... We are never
going to escape from this problem unless we discontinue our
support for Israel.” Kissinger countered that it was possible the
United States would not gain any significant or lasting benefits
from the Arabs if Washington sacrificed its standing with
Israel, and instead suggested that “the longer Israel holds its
conquered Arab territory, the longer the Soviets cannot deliver
what the Arabs want. As that time drags on, the Arabs must
begin to conclude that friendship with the Soviet Union is not
very helpful.” Nixon straddled both arguments, saying that if
he was going to “squeeze” Israel, the United States “ought to
get as much as possible in return for it. The Soviets should not
come out ahead. The Arabs played a substantial part in
bringing on the [1967] war, and the Soviets should pay some
price for picking up the pieces.”*

Nixon initially put Rogers in control of a new Middle East
peace initiative. In October 1969 Rogers privately put forth a
plan to the Soviet Union, Egypt, Israel, and Jordan that called
for an end to hostilities, a return to pre-1967 borders, and
negotiations on the status of refugees and Jerusalem.
Unbeknownst to Rogers, however, Nixon did not press Israel
to accept the deal, and even authorized Kissinger to encourage
the Israelis to publicly criticize the plan. Rogers publicly
described the plan in a speech on December 9, the same day



that David Rockefeller met with Nixon. To Rogers’s
disappointment, Egypt was noncommittal and Israel rejected
the plan outright. As the stalemate persisted into early 1970,
low-level fighting between Egypt and Israel escalated. Unable
to counter Israeli air raids utilizing US-supplied F-4s, Egypt
petitioned for and received an influx of Soviet missiles, planes,
and nearly twenty thousand military advisers. These advisers
included Soviet pilots who manned Egyptian planes. For the
first time, Moscow extended SA-3 surface-to-air missiles and
Soviet pilots to a noncommunist country. While Rogers
managed to negotiate a cease-fire between Israel and Egypt,
tensions remained high when, on September 28, Nasser
suffered a fatal heart attack. Shocked Arab nationalists
mourned the unexpected death of their battered but still
reigning leader.44

Nasser was succeeded by his vice president, Anwar Sadat, a
heretofore underestimated politician unafraid of striking out
boldly on new paths. Sadat was determined to revive the
languishing Egyptian economy, and to this end he began to
implement a partial liberalization of Egyptian policies away
from the growing autarky under Nasser, with the intent of
drawing into Egypt more Western investment and Arab
petrodollars. To entice a return of foreign capital, in 1971
Sadat enacted laws that protected foreign companies from
nationalization and established “free zones” where they would
have tax privileges.#> That year Sadat also began to repeal
numerous restrictions on the ability of Egyptian citizens to
work abroad and replaced them with new incentives so as to
increase the number of Egyptian migrant workers, particularly
to the oil-rich Arab states, and thus increase the sum of
petrodollar-funded remittances to Egypt.

Sadat was also determined to regain the Egyptian territory
seized by Israel in 1967. Sadat successfully solicited additional
aid from the oil-rich Arab countries, which Egypt used to
purchase even larger sums of Soviet arms.4” But Sadat also
pursued a rapprochement with the United States, convinced
that it held the key to retrieving Egypt’s lost territory. The



Nixon administration continued the Johnson administration’s
policy of large US arms transfers to Israel and in its first four
fiscal years would provide Israel with $1.7 billion in aid, up
from a little over $400 million in the previous four years.
Nixon also followed through on the delivery of F-4 jet fighters
to Israel authorized by Johnson, providing the Israeli air force
with a qualitative edge over its Arab counterparts while
leaving it increasingly dependent on the United States as
France, Israel’s previous source for aircraft, realigned itself
toward the Arab world in the mid-1960s.48 Sadat reasoned that
Israel’s increased reliance on the United States meant that
Washington alone held the leverage necessary to induce Israeli
concessions. In May 1971 Sadat met with Rogers and told him
of his desire for a land-for-peace settlement with Israel and
pledged that he would expel most Soviet advisers if the United
States brokered an interim agreement between Egypt and
Israel. Rogers and Nixon were enthusiastic about Sadat’s
proposal. Moscow, however, seeking to prevent a loss of
influence in Cairo, induced Sadat later that month to sign the
Soviet-Egyptian Treaty of Friendship and Cooperation, which,
while falling short of a mutual defense agreement, was the first
such treaty of military cooperation the Soviets had extended to
a noncommunist nation.#® Israel used the treaty as part of its
justification for refusing to negotiate with Sadat, and Rogers’s
peace initiative once again stalled.s° In a gambit to gain greater
support from Nixon vis-a-vis lIsrael, in May 1972 Sadat

unilaterally expelled the nearly twenty thousand Soviet
military advisers based in Egypt. Despite this, Nixon told
Sadat that he could not seriously revive the Arab-Israeli peace
process until after his reelection in November.5:

As tension lingered in the Middle East, Western demand for
MENA oil, which now provided almost all spare capacity in
the global market, continued to grow. In 1971 OPEC’s share of
world oil production exceeded 52 percent, while the US share
fell below 20 percent.52 The countries of the MENA had
finally accumulated a large enough share of the oil market, as
well as enough technical expertise and political unity, to take



control of the pricing and production of petroleum. Muammar
Qaddafi, the new revolutionary leader of Libya, who embraced
a mix of Pan-Arabism and Islamism, was the first to break
through the old order. In September 1970 he negotiated a
significant increase in the posted price of Libyan oil and an
increase in Libya’s share of revenues from 50 to 55 percent
from the Western oil companies operating in his country. The
shah then demanded the IOP to also increase the posted price
of Iranian oil and Iran’s share of revenues from 50 to 55
percent, something it acceded to in November. This proved to
be a major blow to the power of the MNOCs, which then felt
compelled to make the same offer to the Arab Gulf states. At
the start of 1971 Libya then made new demands for an
increase in price, which was soon joined by other OPEC
members, setting off another tense round of negotiations
between host countries and the MNOCs.53

The rapid escalation in oil prices and threats of oil cutoffs
from OPEC members if their demands were not met prompted
a response from the Nixon administration. The White House
sought to attain both the uninterrupted flow of oil and a
stabilization of oil prices but prioritized the former, accepting
that an additional price increase was likely and more fearful of
the possibility that the OECs might attempt to nationalize US
oil companies. Nixon wrote to the shah expressing his concern
about the situation and asked that he “contribute constructively
... to arrive at an equitable solution to this pressing problem,”
arguing that “the consuming countries need a secure source of
oil available on reasonable terms, and the producing countries
have every right to expect a fair income from their most
precious resource.” Nixon sent State under secretary John
Irwin to Iran, Kuwait, and Saudi Arabia, where Irwin
Impressed upon their leaders the need for stable prices and
supply, while acknowledging that inflation likely justified
some price increase for oil.>* Seeing no way to prevent
increased revenue sharing with the host governments, the
MNOCs determined that their only hope for maintaining their
large profits was to abandon the effort to control pricing and
production and instead raise costs for consumers while placing



the blame on the MENA states.®s In February the MNOCs
agreed to revenue sharing changes and an increase to the
posted price that increased host governments’ revenue per
barrel of Gulf oil by nearly 40 percent under the Tehran
Agreement, and in April to similar changes that increased host
governments’ revenue per barrel of Mediterranean oil by over
45 percent under the Tripoli Agreement; both agreements were
to last five years and included set annual increases to meet
anticipated inflation.s¢

The Tripoli and Tehran agreements temporarily stabilized
the price structure, but they did not prevent the MNOCs from
further losing control over the oil industries in the MENA. In
between the Tripoli and Tehran meetings, Algeria unilaterally
took control of over 51 percent of the French oil operations in
the country. “Until now,” Algerian president Houari
Boumediene declared, “the riches of the third world have
served the interests of the rich nations.” Now, Boumediene
maintained, Algerian oil wealth would be utilized to develop
an egalitarian high standard of living for Algerians under
socialism. Yet whether leftist republicans or conservative
monarchs, leaders of OECs followed Algeria’s lead in
nationalizing the MNOCs operating within their countries.
Over the next two years Tripoli seized controlling shares of oil
companies operating in Libya, lIrag nationalized the IPC
outright, and the Saudis negotiated an immediate 25 percent
“participation agreement” with Aramco that would gradually
give Riyadh majority control over the company by 1983. The
shah likewise secured Iranian control over operations of the oil
industry from the Western-dominated IOP. “Finally | won
out,” the shah declared. “Seventy-two years of foreign control
... ended.”s”

As the oil market abroad began a seismic shift, Nixon put
off reform of US domestic energy policies due to political
considerations, a decision that compounded US vulnerability
to OPEC. In March 1970 the Council of Economic Advisers
warned Nixon that the United States would face a serious fuel
shortage in the next five years if significant action was not



taken to reform the country’s energy sector, where demand
would soon outstrip existing supplies. Nixon, however,
believed that brownouts and heating shortages would be less
politically costly to him than any effort on his part to
champion new legislation to increase domestic energy
production, efficiency, or conservation, so he insisted that no
action be pursued until after the 1972 election. To meet
growing demand, in 1972 Nixon partially relaxed the quotas
limiting imported oil, which rose to 29 percent of US
consumption. While only 11 percent of US oil consumption
came from the Middle East that year, the United States no
longer maintained energy production levels that could offset a
cutoff of MENA supply.s8

Other economic decisions made by the Nixon
administration contributed to the US economy’s vulnerability
to foreign oil price increases and inflation. By the end of 1970
the US unemployment rate breached 6 percent.>® Fearing for
his reelection prospects in 1972, Nixon over the next two years
cut taxes and increased government spending to promote
economic growth and higher employment while implementing
wage and price controls to inhibit inflation. These measures
largely appealed to voters, but the combination of high
economic growth and wage-price controls masked rising
inflationary pressures and discouraged conservation of oil.5°

Additionally, in August 1971 the Nixon administration
ordered a suspension of the convertibility of the dollar into
gold and imposed a 10 percent import tax. Since the end of
World War Il the United States had linked the value of the
dollar to gold, with other Organisation for Economic Co-
operation and Development (OECD) members fixing their
currencies’ exchange rates to the dollar by 1958, an order
called the Bretton Woods system. The maintenance of fixed
exchange rates had relied in part on capital controls imposed
by the United States and allied nations. By the 1960s,
however, the dollar had become overvalued. Over the decade,
banks outside the United States in countries with fewer
regulations on foreign currencies acquired and lent growing



sums of dollars, a system called the Euromarkets (the system
had its origins in European financial centers like London,
hence the “Euro” part of the name, but quickly came to
include banks operating outside Europe as well). By the early
1970s the massive volume of dollars within the Euromarkets
left the US currency subject to increasing speculative attacks
by investors, increasing the cost of US and allied efforts to
maintain the dollar’s value. At the same time the overvalued
dollar hurt the competitiveness of US exports, which already
faced increased competition from the recovered industries of
Western Europe and Japan. Nixon believed a decline in US
exports portended a decline in US economic supremacy, and
thereby US geopolitical supremacy, and he tired of the
domestic costs of defending the dollar against speculators.
Nixon thus sought to compel Western European countries and
Japan to negotiate a devaluation of the dollar vis-a-vis their

currencies in exchange for the lifting of the import tax,
something they reluctantly acceded to in December, when the
dollar was devalued on average by about 10 percent against
the major OECD currencies. Nixon’s decisions marked a shift
in US policy away from accepting domestic sacrifices to
safeguard allies’ economies and toward emphasizing
commercial competition with Western Europe and Japan, a
precedent that would have important ramifications in the
OECD’s looming showdown with OPEC.5!

The increase in oil prices combined with continuing growth
in market share brought unprecedented wealth to the oil-rich
countries of the MENA, the two largest exporters being Saudi
Arabia and Iran. Oil revenues for Saudi Arabia in 1972 hit
$2.7 billion, triple the amount of 1969; Iran’s oil revenue grew
at nearly the same rate, hitting $2.4 billion in 1972.52 The shah
was “in a euphoric state” at the conclusion of the Tehran
Agreement, telling court minister Alam that “the oil problem
Is solved” and “lran’s leadership of the Middle East [is]
acknowledged throughout the world.”s® The increase in
petrodollars would finance the shah’s increasing arms
purchases, facilitating his aim of establishing Iran as the



military hegemon of the Persian Gulf. Only through large
military expenditures, the shah argued, would Iran avoid being
“prey to a miserable little dwarf like Irag.”s4

The increase in petrodollars to oil-rich MENA allies and
their willingness, especially in the case of Iran, to use them to
purchase US arms dovetailed with the Nixon Daoctrine’s
Imperative to shift the costs of defending US interests in the
Third World to regional allies. On November 7, 1970, Nixon
approved National Security Decision Memorandum (NSDM)
92, which reaffirmed Iran and Saudi Arabia as the United
States’ two key allies in the Persian Gulf.%5 By shifting the
defense of the Persian Gulf to local allies, Nixon sought to
reduce expenses and avoid getting drawn into future conflicts
as the United States had in Vietnam.

NSDM 92 also directed the NSC to “review plans for U.S.
technical and educational assistance and cultural exchange in
[the Persian Gulf] through private as well as public programs
consistent with the strategy of promoting orderly development
and local responsibility for maintaining stability.”¢ The Nixon
administration’s favoring of private over public development
for oil-rich allies like Iran and Saudi Arabia reflected both its
desire to reduce US foreign aid expenses without
compromising US security interests and its distrust of liberal
modernization programs overseen by the US government (a
growing sentiment in the wake of notable liberal development
failures at home within certain Great Society programs and
abroad in places like Vietnam over the course of the 1960s)
and favoring of neoliberal, market-driven development models
instead. Iran and Saudi Arabia did not run their economies on
neoliberal lines; the key sectors of the economy, including oil,
as well as the development plans of the two countries were
controlled by the state.5” Iran and Saudi Arabia did, however,
regularly partner with US corporations to develop their
economies, something that Washington generally assumed
would strengthen governments and societies; and because of
rising petrodollar revenues, they were able to pay for these
services without US governmental aid. From the perspective



of the Nixon administration, petrodollars enabled its oil-rich
MENA allies to pursue the benefits of modernization in
collaboration with and to the mutual benefit of US
corporations without the drawbacks of US governmental aid
and management.

Nixon viewed Iran as his main military ally in the region.
NSDM 92 noted that while both Iran and Saudi Arabia were
Important to maintaining US regional influence, *the
preponderance of Iranian power” had to be recognized.ss
Meeting with Ambassador MacArthur in April 1971, Nixon
asked if Iran could fill the vacuum created by the British
withdrawal from the Persian Gulf, noting “that the Department
of State and some of his staff had suggested that this might be
placing too great a burden on lran.” MacArthur maintained
that Iran was economically sound and that while “frequently
the Shah tended to inflate his [military] requirements,” the US
embassy ensured that he did not overspend. MacArthur
furthermore argued that the “U.S. could not fill the vacuum [in
the Persian Gulf]. If Iran does not, then it would be filled with
radical Arab states, probably supported by the Soviet Union.”
Nixon agreed that “lIran was a key country in the area and
would serve as a crucial force during the turbulent period
facing the area.... Our relations with the Shah must be
carefully nurtured and strengthened.”®

The Arab monarchies, however, were wary of the
expansion of Iranian power as the British withdrew from the
Persian Gulf. London and Washington successfully mediated
most territorial disputes between Iran and the Arab states, and
in 1971 the British formally granted independence to Bahrain
in August and to Qatar in September. However, on November
30, on the eve of the United Kingdom granting independence
to the Trucial States and withdrawing the last of its military
forces from the Persian Gulf, Iran militarily seized Abu Musa
and the Tunbs, small islands in the Persian Gulf claimed by
both Iran and the Trucial States. The Arab nations uniformly
denounced Iran’s actions, but they did not attempt to retake the
islands. Yet while the shah’s successful use of force in



resolving the territorial dispute dismayed Arab leaders, it
impressed Nixon that Iran was the new dominant regional
power.™

Subsequent events underscored to the Nixon administration
the value of Iran. In early December war broke out between
India, backed by Moscow, and Pakistan, backed by
Washington. Islamabad immediately asked Nixon for arms,
but while he wished to support Pakistan, he also knew the US
public and Congress largely disfavored such a move. Nixon
instead asked for, and received, the shah’s agreement to
clandestinely supply US arms in Iran to Pakistan, with the
understanding that the United States would replenish Iran’s
arms afterward. Authorizing such a third-party transfer of US
arms was illegal under US law unless the president formally
declared that the United States itself would transfer the same
weapon to the same country, but Nixon chose not to do this, as
he wanted to avoid paying the domestic political cost.™

Iran’s arms transfer to Pakistan was an early example of the
White House utilizing the emerging petrodollar economy to
flout the will of US voters and violate US law for foreign
policy objectives. It also constituted an example of how rising
oil wealth helped a US ally defend shared geopolitical interests
without requiring a direct US role, as envisioned under the
Nixon Doctrine. Although Pakistan suffered a swift military
defeat at the hands of India, Nixon appreciated the shah’s
assistance.

The Soviet Union also increased its influence in lIraq,
however. The new Baathist government in Baghdad initially
sought an improvement in relations with the United States, but
the Johnson administration rejected its overtures.’2 This,
coupled with the Nixon administration’s increase of arms to
Iran, ongoing disputes with Iran over possession of the Shatt
al-Arab and lIranian support for the Kurdish insurgency in Iraq,
and the IPC’s refusal to meet Iragi terms, led the Baathists to
change strategy and pursue a pro-Soviet policy. The move was
spearheaded by Saddam Hussein—the Iragi vice president and
cousin of President al-Bakr—a politically cunning and ruthless



man whose influence within the Baath Party rivaled that of al-
Bakr. The shift was welcomed by Moscow. In April 1972 the
Soviet Union signed a treaty of friendship with Irag similar to
Egypt’s and shortly thereafter approved a massive sale of arms
that would double the size of the Iragi armed forces over the
next four years. Moscow in recent years had also advocated
nationalization of MNOCs as superior to price rises and
boycotts as a measure against Western imperialism, and
strongly supported Iraq’s decision to nationalize the IPC,
providing technical support and guaranteeing purchases of
Iragi oil exports with hard currency until Iraq reestablished its
sales to the broader world, thus stymieing retaliatory measures
by the MNOCs.”

Nixon looked to Iran to replace the British as a military
counterweight to Soviet-armed Irag and a credible extension
of US power in the Middle East more generally. US industries
sought to sell arms and infrastructure projects to Iran. And the
shah, eager to boost the capabilities of Iran’s military,
increasingly had revenues to make this happen. When Nixon
visited Tehran in May 1972, the shah outlined the varied
regional threats to Western interests that Iran was combatting:
weakening lIrag by aiding the Kurdish resistance there,
supporting Pakistan against Soviet-backed India, and assisting
the Omani sultan Qaboos bin Said against communist-backed
rebels. Iran alone could defend the Persian Gulf, the shah
intimated, as the Saudi government was in “great danger” and
“very backward” and its soldiers were “lousy fighters.” Nixon
responded by asking the shah to “protect me” and agreeing to
sell Iran some of the most advanced nonnuclear US weapons,
including the Grumman F-14 Tomcat and McDonnell Douglas
F-15 Eagle jet fighters and laser guided missiles, to aid him in
his role as the West’s guardian of the Persian Gulf.”* The shah
came away from the meeting feeling Nixon had “agreed to
every request that was put to him” by the monarch.”> And
Nixon kept his word, instructing Defense and State to move
quickly on the sale of F-14s, F-15s, and laser guided bombs to
Iran and that “decisions on the acquisition of military
equipment should be left primarily to the government of Iran.



If the Government of Iran has decided to buy certain
equipment, the purchase of US equipment should be
encouraged tactfully where appropriate.”7s

The occasion for Iran to use US arms soon emerged in
Oman. In the second half of 1972, the Omani sultanate
increasingly looked to Iran for support in its war against the
Marxist insurgency in the Dhofar region. In August the shah
utilized US planes to deliver US arms, using Lockheed C-130
Hercules military transport planes to deliver a cache of
weapons to Oman, including three Bell 206 JetRanger
helicopters. By October Oman secretly accepted the
introduction of 150 Iranian special forces soldiers, beginning a
direct role for Iran in the Dhofar conflict. The shah initiated
this military intervention without seeking prior approval from
Washington, as he sought to demonstrate Iranian independence
in protecting its national interests in the Persian Gulf, but the
move was in keeping with the logic of the Nixon Doctrine and
was met with US approval.”

Nixon desired a strong Iran primarily for geopolitical
reasons, but his administration also recognized the economic
benefits of Iran’s arms purchases from the United States. One
NSC staffer, Harold Saunders, noted to Kissinger that
“salesmen from England, France, and Italy [are] putting the
hard sell on the Iranian armed forces to buy their equipment”
while the United States had been “hesitant to push US
equipment ... [since] there is a point of view in some echelons
of our government to the effect that we should prevent Iran
from overbuying.” But now “the President’s policy is to sell
Iran what Iran feels it needs and to encourage the purchase of
US equipment since that helps our balance of payments.”78
And buy the shah did. In early 1973 Iran announced that it
would be purchasing over $2 billion in US arms that year,
including additional F-4 fighters. The shah also expressed
interest in future purchases of the F-14 fighter and Hughes
Phoenix air-to-air missile.” Petrodollars had facilitated the
transition from Great Britain to Iran as the primary military



defender of Western interests in the Persian Gulf, and they
were bringing far larger revenues to US arms manufacturers.

Figure 1. The shah and Richard Nixon at the White House, July 24, 1973.
Courtesy of Richard Nixon Presidential Library.

While the Nixon administration viewed Iran as its primary
military ally in the region, it also worked to promote stronger
ties with the Arab monarchies to ensure US security interests,
efforts facilitated by record oil profits. In the first three years
of Nixon’s presidency, the value of arms sale agreements with
Saudi Arabia averaged $28 million; in 1972 it hit $330
million, and in 1973 rose to $689 million.2° In 1971 Nixon
approved US weapon sales to Kuwait to counter threats posed
by the British withdrawal, Iragi claims to Kuwait, and unrest
among the large Palestinian population in the country. In
arguing for the arms sales, the Nixon administration noted that
Kuwait’s strong balance-of-payments status meant it could
readily afford to make such purchases with little threat to its
economy.8 On August 18, 1972, the NSC implemented
NSDM 186, which took the logic of NSDM 92 of promoting
US arms sales to Iran and Saudi Arabia to enhance regional
security while reducing US burdens and extended it to the
lower Persian Gulf states.®2



The benefits to the United States from increased MENA oil
revenues were not limited to increased arms sales. As
Kissinger noted to Nixon in a memo preparing him for his
meeting with King Faisal in May 1971, Saudi Arabia was the
“wealthiest state in the Arabian Peninsula,” and it was hoped
the Saudis could be encouraged to “be more active in support
of moderate governments in Northern Yemen, Oman, and the
Persian Gulf ... [and] to continue their financial aid to
[Jordan’s] King Hussein.” Kissinger also noted that the Saudis
had been a “constant” supporter of the dollar, which would be
increasingly important as Saudi Arabia’s foreign exchange
reserves were expected to rapidly rise as its oil profits
increased.s3

By mid-1971 many of the elements characterizing a new
petrodollar order between the United States and the MENA
had taken shape. US allies in the region used rising oil
revenues to purchase vastly increased amounts of US arms to
defend themselves and Western interests in the region. The US
government likewise looked to oil-rich allies to provide
financial and military assistance to oil-poor MENA allies. And
the US government and some businesses increasingly looked
to oil-rich MENA countries as an important supporter of US
exports and the strength of the dollar.

Yet Israeli-US relations remained a significant concern for
the Arab world. When Faisal met with Nixon in Washington in
May 1971, the Saudi king maintained that Zionism was in
alliance with communism, working to drive apart the Arab
world and the United States. Faisal stated that he would accept
a settlement that restored Arab-Israeli borders to their status
before the 1967 war and argued that such “an expeditious
settlement could deal a fatal blow to Communist influence in
the area,” but if the status quo was “allowed to drag on, then
the Communist influence in the area will become too strong
for us to cope with.” Nixon told Faisal he agreed on the
urgency of a settlement but offered few specifics.8* In the
following months the Arab-Israeli conflict would continue to
fester.



In November 1972 Nixon won reelection with a decisive 60
percent of the popular vote. Nixon’s success owed to a variety
of factors. His Democratic challenger, US senator from South
Dakota George McGovern, ran a politically disastrous
campaign that hemorrhaged centrist Democrats. Nixon’s
expansionist economic policies of the past two years had
brought unemployment down to 5.6 percent by the election,
while Nixon’s implementation of price and wage controls
during the same period kept inflation in check.8s Nixon had
also significantly drawn down US ground troops from the
Vietnam War by 1972, a conflict that had killed over fifty-
eight thousand Americans and millions of Southeast Asians. In
January 1973 the United States signed the Paris Peace
Accords, securing the withdrawal of US military forces from
the Vietnam War and a short-lived cease-fire between North
and South Vietnam.

Yet Nixon’s triumph in 1972 also contained the seeds of his
political downfall, the several-year-long period of recurrent
recession coupled with persistent inflation, dubbed stagflation,
that would soon befall the United States, and a significant drop
in Americans’ confidence in their political and economic
institutions. Nixon’s efforts to cover up the role of his
administration in the Watergate burglary began in the summer
of 1972, and while the incident was little noticed during the
election, by the summer of 1973 it was a major public scandal.
The policies pursued in 1971 and 1972 of economic stimulus,
unsustainable price and wage controls, and devaluation of the
dollar all contributed to a rapid increase in inflation, with US
consumer prices rising from a little over 3 percent in mid-1972
to 8 percent in mid-1973.8¢ Finally, the neglect of the energy
sector through 1972 set the conditions for the 1973 oil crisis.

In 1973, 16.5 percent of the world’s oil was produced in the
United States, while over 55 percent was produced by OPEC,
which since 1969 had added Algeria, Ecuador, Nigeria, and
the United Arab Emirates (UAE) to its ranks.8” The Middle
East was now the only major source of surplus capacity in a
tight oil market for the noncommunist world, giving the



MENA countries significant control over global supply and
prices. In April, Nixon belatedly launched a two-prong effort
to address the emerging energy crisis, in the domestic realm
calling on Congress to pass legislation to increase US energy
production, while in the international realm ending limits on
US oil imports, which had now caught up in cost with
controlled US domestic prices. Legislation moved slowly,
however, so with US oil consumption continuing to grow
while existing domestic production was already at full
capacity, the difference was made up by imported oil, which
rose to 35 percent of total US consumption that year, roughly
half of it from the Middle East. The Nixon administration thus
relied on its oil-exporting allies, particularly Saudi Arabia,
which had the greatest ability to swing its levels of oil
production due to its vast reserves and small governmental
budget, to increase their output of oil so as to exceed global
demand and thereby keep down prices. Production cuts by
Iraq, Kuwait, and Libya, combined with rising US imports,
however, kept global petroleum supplies tight and market oil
prices rising.s8

As the sparsely populated Arab countries increasingly
accumulated petrodollars faster than they could spend them,
their monetary reserves ballooned, making the financial
decisions of these nations increasingly impactful globally. The
system of fixed exchange rates reached in December 1971 by
the Western countries suffered repeated setbacks as
speculators abandoned currencies they judged to be
overvalued. In June 1972 these speculative attacks led the
British to float the value of sterling; in January 1973 Italy
floated the lira for the same reason. In February speculators
began fleeing the dollar, prompting the United States, Japan,
and the Western European countries to negotiate a devaluation
of the dollar of about 10 percent. This failed to stop
speculation against the dollar, and on March 1 holders of
dollars flooded the West German foreign exchange markets
with $2.7 billion that they sought to convert to deutsche marks
in anticipation of a further devaluation of the US currency.
Notably, an estimated 25 percent of these dollars came from



MENA central banks. Petrodollars were now playing a major
role in the volatility of the international monetary system.
Furthermore, the events of March 1 led US, European, and
Japanese leaders to accept the floating of the dollar. While
many at the time anticipated and desired that the dollar would
soon be restored to a fixed rate, this would not occur. March
1973 would mark the effective end of the Bretton Woods
system, a result brought about in part by petrodollar flows.8°

As Arab monetary reserves continued their rapid growth,
their potential impact on the international monetary system
grew apace, a fact increasingly discussed in the West in the
aftermath of the March run on the dollar. Secretary of the
Treasury George Shultz, a neoliberal-oriented economist,
welcomed the end of fixed currencies, believing the market
would more efficiently determine the value of moneys, a
stance at odds with most other countries’ finance ministers and
even many officials within the Nixon administration. In mid-
1973 Shultz likewise argued that Gulf Arab monetary reserves,
projected to reach $100 billion by 1980, could be effectively
managed by financial markets. Shultz reasoned that Arab
investors would increasingly seek long-term investments
rather than short-term holdings so as to profit from a higher
rate of return. This would provide useful capital to Western
industries while preventing rapid movements of Arab
petrodollars that could destabilize currencies. Shultz also
contended that the United States “can compete with any nation
in investment opportunities” and that petrodollar funds could
improve the US balance of payments.%

Others were not as sanguine. The staff of the NSC cited
“the potential disruption to the world monetary systems which
large accumulated Arab reserves could cause” as one of the
reasons to pursue low oil prices. Gottfried Haberler of the
American Enterprise Institute warned Shultz that the oil-
Importing nations might soon engage in trade wars in an
attempt to pay for the rising cost of energy. Others cautioned
that if Western economies and currencies weakened, the Arabs
might reduce production of oil rather than acquire surplus



petrodollars that had no profitable place to go. “It may be that
oil reserves in the ground are more valuable in the long run
than financial reserves in a foreign bank,” Saudi deputy
minister of petroleum Prince Saud bin Faisal publicly
proclaimed. Even Shultz privately described the projected
growth of Saudi monetary reserves as “startling” to Nixon in
April, and he promoted US policies that would bring down the
price of oil and thereby the “rent” acquired by Arab
producers.®!

To address both oil prices and petrodollar flows, Treasury
and the NSC embraced a strategy of interdependence,
particularly with Saudi Arabia. Under this logic, the United
States would promote deeper Saudi-US military ties and Saudi
investments in the US economy and purchases of US goods
and services. These would bring significant geopolitical and
developmental benefits to Saudi Arabia, but Washington
would also “convince the Saudis that oil production levels
cannot be allowed to fall short of U.S.-Allied needs without
disrupting other elements of our relations they value,”
explained an August NSC memorandum for Kissinger. At the
same time, such Saudi investments and purchases would help
ensure that Arab petrodollars would return to the US economy
and stabilize the international monetary system. Petrodollar
interdependence would thus support US energy and financial
interests. There was one area where the NSC sought to avoid
linkage, however, in keeping with Kissinger’s strategic
outlook. “Insofar as possible, we should try to disassociate oil
from our Israeli policy,” the NSC argued.??

At the same time, Saudi Arabia increasingly attempted to
use both its growing dominance in the global oil market and its
new petrodollar wealth as leverage with the United States. In
September 1972 the Saudis proposed a special oil sale
arrangement with the United States, similar to the one
previously proposed by Iran, where the revenues of increased
Saudi oil exports to the United States would be guaranteed to
be spent or invested there. Rogers noted that given world
market conditions, there was little to no market incentive for



the Saudis to secure sales to the United States when it could
easily sell the oil closer to home. Rather, the Saudis appeared
to be attempting to increase Saudi Arabia economic
integration with, and thus influence over, the United States.®

Nixon ignored the proposal, but the United States’
economic interdependence with Saudi oil and petrodollars
grew regardless. When Zaki Yamani, the urbane Saudi
minister of petroleum and trusted adviser of Faisal, and his
deputy, Prince Saud bin Faisal, met with Kissinger in April
1973, Yamani warned that while Saudi Arabia had increased
its oil production beyond its own needs due to “a sense of
responsibility” to meet rising Western demand and keep prices
down, the Saudis were isolated and “under heavy pressure
from the rest of the Arab world” to reverse course and allow a
doubling of oil prices until the United States addressed Arab
concerns regarding Israel, and he was not sure how long they
could withstand this pressure. Yamani implied that such an
increase in oil prices would be a major drain on US balance of
payments, and Saud added that “other Arabs—even Europeans
talking to Saudi Arabians—asked why Saudi Arabia should
only talk with the US and only invest its oil revenues in the
US.” Both Saudi oil production and petrodollar flows to the
United States were at risk, Yamani and Saud implicitly
threatened, if the United States did not change course on the
Arab-Israeli conflict.%

In early 1973, Nixon expressed a determination to revive
the Arab-Israeli peace process and to apply pressure on lIsrael
to make concessions. The growing Watergate scandal,
however, soon diverted Nixon’s attention from this pursuit;
indeed, the investigations into the administration’s crimes
increasingly distracted Nixon from policy matters generally,
leaving his subordinates greater latitude, even necessity, to act
independently. Kissinger, meanwhile, demonstrated no
urgency in addressing the Arab-Israeli dispute. He believed the
Arabs were unlikely to launch another war since they knew
they would lose, and he did not think negotiations of substance
could occur until after the next Israeli elections, set for late



October. Kissinger held fruitless talks with Egyptian national
security adviser Hafez Ismail in February, while in March
news leaked that Nixon had secretly pledged to provide
additional jet fighters to Israel.®

Contrary to Kissinger’s assumptions, the United States’
continued neglect of the peace process and arming of Israel
pushed Sadat in late April to reach a secret agreement with
Syrian president Hafez al-Asad to launch a joint Egyptian-
Syrian assault on lIsraeli positions in the occupied territories
within six months. In preparation for battle, Sadat mended
relations with Moscow, securing new arms deliveries,
including SCUD ballistic missiles, as well as the return of two
thousand Soviet military advisers; Syria likewise received a
steady flow of Soviet arms including MiG-21 jet fighters and
SA-6 surface-to-air missiles. Sadat did not expect to defeat
Israel but hoped a limited war would result in Egypt
recovering some of its land and pride while shaking the status
guo that left Israel and the United States uninterested in
negotiations. Sadat knew a war with Israel was a gamble due
to its military strength. Sadat also knew, however, that a
continued stalemate would leave Egypt’s economy on a war
footing it could not afford, impoverishing his country while
cultivating popular frustration about Israel’s continued
occupation of the Sinai, which could lead to his overthrow.%

While not initially privy to Sadat’s war plans, Faisal was
also losing patience with Washington. While he had privately
pressed Nixon for action before, Faisal had resisted calls from
the other Arab states to publicly raise the threat of the “oil
weapon” through 1972. Angered by continued US inaction,
diplomatically pressured by other Arab governments, and
fearful that a lack of response would undermine the Saudi
monarchy’s popular legitimacy and expose the kingdom to the
violence of Palestinian militants and general domestic unrest,
while now possessing a new level of influence over global oil
supply, in 1973 Faisal determined it was both necessary and
possible to press the United States harder. Yamani’s warning to
Kissinger was Faisal’s initial escalation. When this failed to



move the Nixon administration, in May Faisal told executives
of Aramco that if the United States did not soon change its
policies toward Israel, “American interests [would be] thrown
out of the area” and “you will lose everything.” The oilmen
frantically relayed the threats to the White House, but
Kissinger and other administration officials viewed the
warnings with skepticism. That summer Faisal made the rare
move of interviewing with the US press, including the
Washington Post, Christian Science Monitor, Newsweek, and
NBC Television, where he warned that continued Saudi oil
exports to and friendship with the United States were
conditioned on a change in the US government’s stance toward
the Arab-Israeli conflict.?

While skepticism remained within the Nixon administration
regarding Faisal’s commitment to his threats, US officials did
seek to reassure the king about the US commitment to Saudi
Arabia. The White House tried to assuage Faisal’s concerns by
pointing to US military and development projects with Saudi
Arabia, ventures made possible by rising petrodollar profits. In
the spring of 1973 the Nixon administration made available
the sale of the F-4 fighter to Saudi Arabia, a decision strongly
protested by Israel as a threat to its security since the warplane
had provided it with air superiority over the Arabs.®® Writing
to Faisal on August 31, Nixon sought to affirm “the constancy
of our strong interest in Saudi Arabia’s security and welfare,”
something that “our recent statement of willingness to sell F-4
Phantom aircraft whenever your air force is ready to receive
them” demonstrated. Nixon further wrote that “we see Saudi
Arabia on the threshold of a period of great economic growth
and development and | believe American technical and
managerial  experience could make a significant
contribution.... | am pleased that a number of American firms
are studying possible joint ventures which would help
diversify  Saudi  Arabia’s economy.”® The Nixon
administration hoped that petrodollar projects would preserve
Saudi-US relations while the peace process remained stalled.



Eight days before the transmission of Nixon’s letter,
however, Sadat had privately informed Faisal that Egypt might
soon go to war against Israel, and Faisal had responded by
pledging to deploy the oil weapon as well as increased
petrodollars to Egypt to support such a campaign. On
September 5 Nixon gave his press conference pledging a
prioritization of the Arab-Israeli peace process while warning
Arab producers against higher oil prices. Eleven days later
OPEC demanded that the MNOCs conference with them in
Vienna starting October 8 to renegotiate the posted price
arrived at under the Tehran and Tripoli agreements.® Then, on
October 6, Egyptian and Syrian forces attacked Israeli
positions in the Sinai and the Golan Heights.

The surprise Egyptian and Syrian attack caught Israel and
the United States off guard, and in the first few days the Arab
armies scored impressive victories and pushed back the
position of Israeli forces. For Kissinger, who had recently been
confirmed as secretary of state while also retaining his job as
national security advisor, the overarching concern was to
prevent the regional war from escalating into a crisis between
the two superpowers over their support for the opposing sides.
Kissinger thus worked frantically to achieve an early cease-
fire. To his dismay, on October 10 the Soviets began military
resupplies to Egypt and Syria. On October 12, Israeli prime
minister Golda Meir, her forces still in a precarious position,
reluctantly agreed to a US proposed halt in the fighting. Sadat,
however, rejected the cease-fire, instead holding out for Israeli
assurances for a lasting peace settlement involving a full
Israeli withdrawal from the lands it seized in the 1967 war.101

As the war entered its third day, the MNOCs and OPEC
began their negotiations in Vienna. The MNOCs opened with
a bid to increase the posted price of oil by 15 percent. OPEC
countered with a proposal to raise the price by 100 percent.
Stunned by the unprecedented demand, the oil company
executives requested the advice of the governments of the
United States, Japan, and Western Europe. Their response was
to refuse anything close to OPEC’s demand. On October 12



the oil executives asked OPEC for a couple of weeks to
formulate a new offer. After spending the night unsuccessfully
trying to force an offer out of the MNOCs, Yamani coldly told
the oil executives that they would hear of his next move over
the radio and then adjourned.102

Meanwhile, the war in the Middle East raged. The lIsraelis
desperately called for a US military resupply of their own,
warning that Israel’s survival possibly depended on it. On
October 12, however, the chairmen of Aramco sent a message
to Nixon warning that “the terms demanded by OPEC at
Vienna are of such a magnitude that their impact could
produce a serious disruption in the balance of payments
position of the Western world” and that they had been told that
in terms of oil production cutbacks a “substantial move will be
taken by Saudi Arabia and Kuwait in the event of further
evidence of increased U.S. support of the Israeli position.”
Despite this warning, Nixon and Kissinger determined that
they could not take any chance in allowing Soviet arms to
bring about the defeat of a US ally, and on October 13 began
an airlift of US arms to Israel via US military planes. By
October 15 the Israeli army had regained the initiative on both
the Egyptian and Syrian fronts. The resultant Arab outcry
against the United States was intense, but Kissinger continued
to profess that Saudi Arabia was unlikely to cut off US oil
imports.103

On October 16, Arab and lranian oil officials, including
Yamani, reconvened in Kuwait City and announced that they
would unilaterally raise the posted price of their oil by 70
percent. The move caused a massive increase in the price of
petroleum around the world. Furthermore, by declaring the
price hike unilaterally, rather than through negotiations with
the MNOCs, the MENA nations had successfully inaugurated
a new era in which they, not the West, controlled their oil
resources. The coinciding Arab-Israeli War, by raising fear of
Arab oil production cutbacks, strengthened OPEC’s bargaining
position. But the key factor in the new price increase was the
change in the global oil market. By 1973, it was clear that the



MENA countries were now the only ones with significant
excess oil capacity, while global oil demand had continued to
rise. At the same time, the nations of the MENA had secured
the control of their oil through either nationalization or
negotiated shared control with the MNOCs. In October 1973
the leaders of the oil-exporting MENA states realized they no
longer needed to negotiate price or production levels with the
MNOCs, and they were jubilant. “This is a moment for which
| have been waiting a long time,” Yamani told a fellow
delegate. “We are masters of our own commodity.”1% The new
terms of pricing meant the OECs would make unprecedented
and enormous profits in the coming months and years. The
petrodollar economy had begun in earnest.

The day after announcing their 70 percent price hike, the
Iranian delegation departed Kuwait City while the Arab
officials reconvened to discuss the unleashing of the oil
weapon in retaliation for the US military resupply of Israel.
The Iragi delegation proposed that the Arabs unite in
withdrawing all funds from US banks, nationalizing all US
property in the Arab world, and instituting a total oil embargo
against the United States. The other Arab participants feared
such drastic economic warfare against the United States would
take them into too unpredictable and dangerous territory,
however, and rejected the lragi proposal, prompting the Iragis
to leave the meeting. The remaining Arab delegates joined in
announcing that they would cut their oil production by 5
percent from September levels and continue to cut production
by an additional 5 percent each month until Israel had
withdrawn from all Arab territories. Countries deemed to be
favoring Israel would receive steeper drops in exports, while
countries deemed to be playing a positive role would receive
normal export levels. Despite this proclamation, on October 19
the Nixon administration proposed a $2.2 billion aid package
for Israel to Congress. Within the next two days, Abu Dhabi,
Algeria, Bahrain, Dubai, Kuwait, Libya, Qatar, and most
importantly Saudi Arabia ordered a complete oil embargo
against the United States. The relative decline in US oil output
and the 70 percent increase in the posted price for Gulf oil



meant that the embargo and production cuts would cause
significant economic pain in the West while unprecedented
petrodollar profits would continue to be accrued by the Arab
countries.10s

While angered by the Arab embargo, Kissinger’s first order
of business remained the establishment of an Arab-Israeli
cease-fire, something Brezhnev and Sadat increasingly desired
as lIsraeli forces threatened to overtake the Egyptian Third
Army. On October 20 the Soviet Union and the United States
issued a joint resolution calling for an immediate cease-fire to
be followed by vaguely defined negotiations. On October 22
Egypt and Israel accepted the cease-fire, followed by Syria the
next day. But the Israeli army instituted a blockade of the
Egyptian Third Army, leading Brezhnev on October 24 to
message Washington with a warning that if the United States
did not join in restraining Israel, the Soviets would consider a
unilateral Soviet intervention. In response, Kissinger held an
emergency meeting of top presidential advisers without Nixon,
who was asleep and emotionally spent from escalating
Watergate charges. In Nixon’s name, Kissinger replied back to
Moscow warning a unilateral Soviet intervention “would
produce incalculable consequences” and ordered the US
military to raise its nuclear threat level to make clear
Washington’s resolve. Fortunately, the Soviets did not escalate
the crisis further, and a lasting cease-fire between Egypt and
Israel took hold in the following days. Still, the war had once
again demonstrated how the Arab-Israeli conflict could spiral
into a superpower crisis, and it had taken the lives of an
estimated twelve thousand Egyptians, three thousand Syrians,
and twenty-three hundred Israelis.10

And while the war was over, the price of oil remained high
and the Arab oil embargo against the United States in place.
On October 23 Fahd had messaged Kissinger, reiterating the
Saudi position that “the embargo on oil for the United States
will continue in force as long as Israel occupies Arab territory
beyond its borders as they existed before the June 1967 war.”
Three days later at a State meeting on the embargo and the



larger problem of rising global oil prices, Kissinger confessed
“l don’t know what the answer is” before lamenting that “I
know what would have happened in the nineteenth century.
But we can’t do it. The idea that a bedouin [sic] kingdom
could hold up Western Europe and the United States would
have been absolutely inconceivable. They would have landed,
they would have divided up the oil fields, and they would have
solved the problem.”207 Yet while Kissinger waxed nostalgic
about the high imperialism of the nineteenth century, what he
mourned was the end of the US imperial order in the MENA
of the mid-twentieth century, one where \Western power
imposed low oil prices and compliant local clients. Now,
unprecedented sums of petrodollars were bringing the oil-rich
MENA countries significant economic and political strength,
and even traditional allies like Saudi Arabia were defying US
power. The old system of US empire in the MENA had been
dramatically overturned. Whether the United States and any
oil-exporting MENA countries could reach a new accord stood
as an open, and pressing, question.



