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International energy security: the continuing challenge - transcript

E. Allan Wendt

International Energy Security: The Continuing Challenge

Ten years ago, the Western world was thrown into a dramatic economic crisis by the loss to the world market of less than 4 million

barrels of oil per day. In the decade since then, world oil production has declined by about 2 million barrels per day (b/d). OPEC

production has declined 13 million b/d. As much as 12 million barrels of oil production capacity is idle. We face frequent attacks on

oil transportation in the Persian Gulf and threats to tankers and pipelines elsewhere. Who would have believed 10 years ago that

such events would leave the oil market undisturbed? What has happened to enable the oil market to respond not with price

increases but with stability, and even a small price decline? And what lessons does our present situation hold for the future?

I believe the answers lie in two areas: the long-term trend toward energy conservation and toward diversification of Western energy

sources and increased preparedness for energy emergencies. I would like to talk first about these developments and then about how

they can be continued in the future.

Past Successes

The oil embargo of 1973 revolutionized the way the West thought about its energy supply. Before 1973, cheap, plentiful

energy--much of it from Middle Eastern oil--was taken for granted. After 1973, increased prices and security concerns led us to

reduce dependence on imported oil through conservation and use of alternative fuels and to increase our preparations for an energy

emergency.

The reliance of IEA [International Energy Agency] countries on imported energy has fallen sharply. In 1973, energy imports of IEA

members as a group totaled 23.5 million b/d of oil equivalent from non-IEA sources. In 1983, IEA energy imports had fallen 35% to

the equivalent of about 15 million b/d of oil.

The first reason for our reduced dependence on imported oil is increased energy production by IEA members. Between 1973 and

1982 IEA countries increased their output of oil by 20%, coal by 29%, nuclear energy by 270%, and hydroelectric power and other

energy sources by 21%. Only natural gas output decreased (by 7%). Oil now provides about 43.5% of total energy requirements of

IEA member countries, compared to 51.4% in 1973. We have thus substantially diversified our energy supplies.

The second reason for our reduced dependence on imported oil is energy conservation. While producing more energy, we are also

producing more goods and services with less energy input. In 1973, the IEA countries required about nine-tenths of a ton of oil

equivalent to produce $1,000 of gross domestic product (GDP). In 1983, we required only three-quarters of a ton of oil equivalent to

produce the same GDP, a reduction of about 17%. Total energy demand was about the same in 1983 as it was in 1973. The IEA

countries have not only diversified their energy supplies but have realized fundamental, structural changes in our economic

systems to make them less energy intensive.

We have also made great progress in emergency preparedness since that first oil shortage in 1973. The existence of the IEA and its

International Energy Program (IEP) is the clearest evidence of our desire and ability to prepare for emergencies. Emergency stocks

and a standby oil-sharing program provide a safety net for the world oil market. The recent IEA decision on oil stocks, which I shall

discuss later in some detail, is clear evidence that we are serious about being prepared and that the IEA remains a vital, forward-

looking organization --one that is essential to our energy security.

Our commitment to the IEA and the IEP remains firm. The United States and other IEA members regularly test their procedures for

an emergency through the IEA's allocation systems tests. Four such tests have been held, and a fifth is scheduled to be held in

October and November of 1985. Each test has provided valuable training to government and industry participants in the procedures

that would be followed if the sharing system were to be activated in a major supply disruption.

In addition to the existence of a scheme for sharing oil during crises, the IEA considers the use of oil stocks to be an essential

element of preparedness under the International Energy Program. At present, IEA members hold available stocks equivalent to

about 47 days of consumption or 1,400 million barrels. More than half of these available stocks are private--they are neither

government owned nor controlled.
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IEA members have been building stocks that are government owned or controlled. These are strategic stocks, reserves that can be

made available in an emergency. The U.S. Strategic Petroleum Reserve, which was insignificant in the 1970s, now holds more than

430 million barrels of oil and is growing daily. We expect to reach our goal of 750 million barrels by 1990. Other major oil users,

especially the Federal Republic of Germany and Japan, also hold sizable strategic stocks. Oil stocks controlled by IEA governments

other than the United States now amount to over 300 million barrels. We estimate that, were a crisis to occur today, IEA member

governments could supply from stocks they control as much as 3.0-3.7 million b/d for the first 2 months, declining to perhaps

2.5-3.0 million b/d for up to 6 months. While not adequate for every conceivable eventuality, we are clearly in a position to cushion

the economic impact of a major crisis and to provide time for the necessary adjustments.

Where Do We Go From Here?

Conservation, diversification, and greater preparedness for an energy emergency have been the themes of the past decade. We have

come to a crossroads now where we need to examine our accomplishments and adapt them to the future.

The reduction in IEA reliance on imported oil is the central fact of today's oil market. There is growing evidence, however, that this

trend is coming to an end. Oil imports by OECD [Organization for Economic Cooperation and Development] countries increased

13% in the first quarter of 1984 compared to the same period in 1983. This is the first year-to-year increase in the first quarter since

1979. Preliminary evidence indicates that the upward trend in oil imports has continued in recent months. In the United States,

average daily imports of oil through mid-August are up 11% over 1983. Nothing is certain in the oil market, however, and we may

see some fluctuations in oil imports over the next few years. But at current oil prices it seems reasonable to say that the decline in

IEA oil imports is at an end. If nothing happens to upset the market, it looks as if the long-term trend now is toward greater reliance

on imports.

It may be a long time before increased IEA oil imports have a significant impact on oil prices. If there is no loss of production

capacity, we can look forward to at least another 5 and perhaps as many as 10 years before strong upward pressure on oil prices

resumes. It is even possible that in the interim we will see temporary price decreases. But it is likely that by the 1990s we will be

faced with the need to expand oil production and that real upward pressure on prices will return. By then, IEA oil production,

especially from the United States and from the North Sea, is expected to be declining, and indigenous alternatives will be more

expensive (if they are available at all). Our problem today is to lay the basis for confronting the new era of scarce oil that we seem

likely to enter in the 1990s.

Let me put the matter another way: today we rightly feel a sense of security that comes from our past efforts. But if that sense of

security lulls us into inaction it can lead to insecurity within the next decade. I submit that the basic approaches of the past 10

years--conservation, diversification, and preparedness-- are needed also in the next 10 years. The IEA, which has helped to free the

1980s of oil crises, must continue its good work.

Conservation and Diversification

In energy conservation, IEA members should expect much slower gains in the decade ahead than in the one just ended. The

simplest and cheapest improvements in energy efficiency have already been made. The rate of gain in energy efficiency is expected

to fall by almost 50%. With moderate economic growth, total IEA energy demand by the end of the century will be about 30%

higher than it is today.

In addition to conservation, we will need to continue to diversify away from oil. Oil demand will continue to grow in absolute terms,

but IEA forecasts call for oil's share to fall to about one-third of total IEA energy demand by the end of the century. Coal and nuclear

energy will be the primary substitutes.

But this will not happen automatically. We face major environmental obstacles to expanded use of both coal and nuclear energy.

These will have to be faced in a pragmatic way, with due attention paid to economic feasibility. No one can predict how the

competition between nuclear energy and coal will turn out. The essential point is that both options must be kept viable. We must

not revert, because of soft prices and environmental concerns, to oil-fired boilers in industry or in electrical generation.

I am convinced that the environmental obstacles can be overcome. Great gains have already been made in clean burning of coal,

and new technologies can make coal even cleaner. But we must move cautiously. It would be a great mistake to impose an

expensive pollution control technology only to discover later that it did little to control the emissions that are causing environmental

problems. For nuclear energy the problems are more fully understood, but we still lack proven solutions for disposal of high-level

radioactive waste, for responding to the small risks of major accidents, and for satisfying public concerns. I expect no single, magical
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solution to these problems. What counts is steady progress and the will to keep the nuclear option alive.

Natural Gas

In addition to coal and nuclear energy, natural gas will play an important role in the future as an alternative to imported oil. Gas is a

clean and efficient fuel that is attractive for many uses. It has helped reduce the use of oil--notably in home heating and, to a lesser

extent, in industrial applications. Gas is especially attractive in residential and commercial uses, an area in which its share is likely to

increase.

Gas, however, raises its own security concerns, particularly as its importance in the sensitive residential and commercial sector

grows. Industrial users can, and do, switch between fuels much more easily than homeowners and other small users can. In the

immediate aftermath of the 1973-74 crisis, IEA members tended to equate improved energy security exclusively with reduced

imports of oil. In the early 1980s, there came a new realization that non-oil sources of imports could no longer be necessarily

considered as "better' or more secure than oil and that excessive dependence on any single external source of gas could create

serious problems.

IEA and OECD ministers have agreed on the importance of working actively and cooperatively to enhance Western natural gas

security in the policy conclusions reached at the May 1983 ministerial meetings. Energy security requires that we limit undue

dependence on any single external supplier of energy. We need in gas, as in oil, to develop indigenous energy resources to the

maximum economically feasible extent.

The time is approaching for major decisions on natural gas supply for the 1990s and beyond. In order to build the necessary

infrastructure, we must make decisions within the next couple of years that will determine the availability during the next century of

natural gas from secure sources. We must not let our long-term need for secure sources of energy be obscured by temporary

surpluses at the moment of decision. We are living with the consequences of overreaction to market conditions by gas buyers and

sellers a few years ago. At that time, the gas business was driven by the need to ensure adequate supplies, and a number of large,

expensive contracts were signed that seem uneconomic now. This turn of events has naturally encouraged caution on the part of

those who must invest in the resources on which our future security depends. But if we now overreact by refusing to take the steps

necessary to ensure supplies, we will not have the gas when we need it.

Increased Preparedness

No matter how successful we may be in conserving energy and diversifying away from oil, we will need to continue to prepare for a

possible disruption of oil imports, which remain essential to our economic well-being. Despite the progress we have made, our

reliance on imported energy--especially oil--remains high. More than half the oil used in IEA countries--or almost a quarter of our

total energy supply--still comes from outside the IEA, primarily from the member countries of OPEC. We value our good trading

relations with our oil suppliers, but at the same time we must recognize that, for many reasons, normal trade flows can be and have

been disrupted. Such disruptions, whatever the cause, can be enormously costly to our economies.

We believe that the enhancement of energy supplies in an emergency could discourage panic-induced reactions and mitigate these

economic consequences. In the United States we have, therefore, set forth a general policy of drawing down the Strategic Petroleum

Reserve in large volumes early in a crisis. We believe that, if we do, it will have the effect of supplementing and enhancing the

collective capacity of the member states of the International Energy Agency to respond effectively to serious oil supply disruptions

and will benefit all oil consuming countries.

Last July 11, the IEA Governing Board reached a decision on the use of stocks in supply disruptions. This decision, in our view, is a

key element in preparedness for possible future oil shocks. The member states have agreed that the early drawdown of emergency

stocks in the case of an oil supply disruption and other mutually supportive actions to restore the supply and demand balance are

vital elements in minimizing economic damage. In time of crisis, the decision envisages that a consultative group of those nations in

a position to contribute meaningfully will meet to work toward "timely, coordinated stock draw.' This group, which is open to all

OECD members, provides an opportunity for key energy consumers to meet quickly and informally. Although the IEA Governing

Board fully retains all of its institutional responsibilities, the smaller group would be free to decide on and implement a coordinated

stock draw by its participants, starting before activation of the IEA's emergency allocation system.

President Reagan has long stressed the need for international cooperation on energy security and was very pleased with the results

of the July 11 meeting. Secretary of Energy Hodel characterized the decision as "exceptionally significant.' The Chairman of the IEA

Governing Board, Mr. Alan Woods of Australia, described it as "one of the most significant achievements in the IEA's ten-year
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history.' IEA Executive Director Mrs. Helga Steeg emphasized the flexibility of the new arrangement and the potential of timely,

coordinated action for calming psychologically induced fears and the prevention of panic buying in an emergency.

Economic predictions are notoriously unreliable. They are said by some to have only one purpose: making astrology respectable.

Predictions of the economic impact of a hypothetical future oil crisis have to be regarded as doubly uncertain --both the disruption

of oil supply and its economic impact are likely to follow unpredictable courses. But we can, from economic modeling, get some idea

of the order of magnitude of possible economic damage and of the benefits of drawing on oil stocks during a crisis.

To illustrate why we think this July IEA decision is so important, let me assume that a major net loss of oil to the world market

occured in the first quarter of this year. The early drawdown of the U.S. Strategic Petroleum Reserve at a rate of 2.1 million b/d

could have limited the resulting rise in prices. This might have mitigated something like one-third of the resulting economic

damage. What further difference would a coordinated stockdraw have made? Assuming that stocks controlled by Western Europe

and Japan could be drawn down at 2 million b/d, it has been estimated that the economic impacts would have been less than half of

what was estimated without any drawdown of strategic stocks. The impact of such a disruption would be dramatically less severe

than that of the disruption of 1973-74, even though the initial net loss of oil to the world market might be substantially larger. And, I

might add, the proceeds from the sale of oil stocks would have largely--perhaps completely --defrayed the costs of buying and

holding them. Oil stocks, in our view, are insurance, and the premiums we pay today are reasonable.

We might still face the need, even with this coordinated stock drawdown, to activate the IEA's existing emergency allocation system.

Let there be no doubt about it: The United States is prepared to fulfill its obligations under this system. The coordinated stock

drawdown would make the need for activation of the IEA allocation system less likely, but it would also--and here is the key

point--make the allocation system more likely to succeed once activated. No one imagines that activation of the IEA allocation

system in a shortfall of 5 million b/d would be without problems. If that shortfall were, in effect, reduced to 1 million b/d by a

coordinated stockdraw, our odds of success would be much better.

Future IEA Work on Preparedness

The July 11 decision of the IEA Governing Board signals not the successful conclusion of our efforts in this area but only the

beginning. It constitutes a very important policy commitment, but much remains to be done. The followup phase to the decision is

of fundamental importance. Numerous questions must be answered if the new agreement is to have clear, practical consequences.

This was recognized explicitly in annex 2 to the July decision, which outlines work that we plan to pursue within the IEA to give

practical embodiment to the general idea of an early coordinated reaction to an oil supply disruption.

There are two fundamental requirements at present: building stocks to adequate levels and ensuring that they can be drawn down

quickly and effectively. Stocks may look sufficient on paper, but the situation can be very different in practice. In the United States,

we have found that about half of our commercially held stocks cannot, in fact, be used because they constitute what we term

"minimum operating requirements,' i.e., they are needed for the proper operation of our oil supply system or are otherwise

unavailable (oil in heavy tank bottoms, for example). In Western Europe and Japan, there is uncertainty about how much of the

stocks would, in fact, be available for use in an emergency.

There are also doubts that arise from institutional and legal problems. In some countries, emergency stocks are held by oil

companies. Would these stocks be made available early in an emergency, or would commercial interests, which may favor holding

stocks, prevail? Do national laws permit governments to order companies to use emergency stocks early in a disruption, perhaps

before an official emergency has been declared? In the United States we believe that government-owned stocks are the best

approach, though we respect the desire of other IEA members to rely on privately held stocks. We want to be sure, however, that

stocks--whoever owns them--can, in fact, be readily used early in a disruption.

I could go on about other aspects of emergency preparedness that require attention in the months and years ahead. Some of our

friends and allies believe that they can cope effectively with a disruption by reducing demand for oil rather than by drawing on

stocks. These "demand restraint' measures need to be looked at carefully and their contributions quantified. In a disruption, we

prefer demand restraint that comes from price increases. We have doubts whether government regulation can do the job, whether

government action would not cause additional economic losses, and whether governments will be willing to suffer the resulting

political harm. We also need to look more closely at the potential contribution of switching fuels quickly in an oil disruption. How

much oil can be backed out and how quickly? But I hope already to have made my point: we have more to do to prepare, and we

would be wise to use the time we have to prepare well.

While there are many problems to be overcome, solutions are available if we are willing to make the necessary effort and commit
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the needed resources, just as one would pay an insurance premium. There are grounds for neither panic nor complacency. We have

learned some real lessons over the past decade, and we now have an opportunity to take advantage of this experience. All countries,

consumers and producers alike, have an interest in preventing the highly disruptive, unpredictable turbulence in the market we saw

on occasion in the 1970s. It is especially important for the major consuming countries to provide for the secure energy supplies our

economies require. In our view, this means investing in stocks in the short term and conserving and diversifying energy supplies in

the longer term. Security is cheap when compared to the huge costs we have paid in the past.
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