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From Energy Security
to Environmental
Protection:
Understanding Swings
in the Energy Policy
Pendulum

DOMINIQUE FINON

Twenty years ago, the first oil-price shock and the
embargo imposed by Arab producing countries
pushed energy issues to the top of government
agendas, which in turn led to a significant increase
in market intervention by goverrunents in the in-
dustrialized importing countries. In the 1980s,
however, energy policy went into eclipse.! Partly
in response to a gradual easing of conditions on
the oil market, governments ended their plarming
efforts, cut back their incentive programs, and vol-
untarily dismantled their intervention apparatus.
Yet by the end of the decade, interventionism had
staged a partial comeback, despite continuing
moderate energy prices.

These swings of the pendulum merit study.
It is tempting to interpret them as simply reflecting
cyclical changes in the international oil market,
in the same way that producers and buyers react
to price changes. True, the steps taken by the im-
porting countries coincided with the development
of new sources to compete with OPEC oil and with
greater use of substitutes for oil by consumers; the
measures were also softened as the market re-

1/ Energy policy is understood kere in its usual sense
to be a programmed sirategy, based on forecasts of
energy consumption and assessments of supply capa-
bilities, and delivered in a number of ways: regulation
(price controls, import controls, etc.}, market-oriented
instruments, and by way of the services of government
agencies and enfterprises. Like all sectoral policies,
energy policy subsumes other policy goals, including
those of industrial, regional and social policy. Itisalso
influenced by foreign policy objectives.



versed. Nevertheless, the latter development pre-
ceded rather than followed the steep drop in cil
prices in 1986, indicating that there had in fact been
a shift in attitude about the perceived hidden costs
of oif dependence (costs associated with externali-
ties, political vulnerability, etc.). Moreover, the
recent trend towards a moderate but quite real de-
gree of interventionism does not reflect expectations
of another lasting increase in oil prices, but rather
the influence of a dlass of externalities that formerly
played a smaller role — environmental costs.

In other words, the energy policies of import-
ing countries are not influenced solely by the
price of oil and the perceived cost of energy de-
pendence. Like all sectoral policies, they are not
defined purely in terms of sectoral factors. They
must also reflect views of the legitimate role of
the state in the economy, which change over
time. In addition, they are shaped by broad pol-
icy orientations — in the areas of foreign, macro-
economic, industrial and environmental policy
—- which also evolve. These policies condition
the nature of the collective preference function
and perceptions of the impacts of energy supply
and use.

The aim of this paper is to identify the vari-
ous factors that have shaped the energy policies
of ¢il importing countries over the past 20 years.
For each phase, changes in the modes of inter-
vention will be linked to changing attitudes
towards the externalities associated with energy
supply and changing opinions about the legit-
imate sphere of government— developments that
mirror changes in the cultural, ideological and
geopolitical context. This historical approach

reveals that rationales and motives are always
 relative, and allows speculation about conditions
that will produce the next swing of the pendu-
ham.

For the purpose of this discussion, energy
policies of the industrialized importing countries
will be treated as a whole, despite the pronoun-
ced institutional and cultural differences which
determine the style and effectiveness of interven-
Hon in individual counfries. In some countries,
like the United States and Italy, official policy
is more of an inspirational facade that masks a
relaively limited scope for intervention, because
of the existence of powerful interest groups. As

shown by the failures of ambitious programs
aimed at voluntarily reducing energy dependence
mounted by the Nixon, Ford and Carter Admin-
istrations, the US administration does not have
the planning and intervention levers it needs to
react in a fimely fashion. Cultural and political-
institutional factors make it impossible to main-
tain coherence and consistency in the definition
and implementation of sectoral policies, because
such policies inevitably touch upon a variety of
divergent interests (Bupp, 1977). The concept of
energy policy is quite different in intervention-
oriented countries like France and Great Britain
{up to 1979 in the case of the latter). A tradition
of state supervision and coordination through
sectoral planning, underpinned by powerful, cen-
tralized institutions (such as government enter-
prises and import regulations) makes it possible
to implement coherent action plans and to esta-
blish their legitimacy through results. The energy
policies of Germany and Japan after 1973 fail into
an intermediate category marked by greater reli-
ance on the private sector and market forces,
informal coordination between industry and gov-
ernment, and a preference for market-oriented
over regulatory instruments. One reason this
mode of intervention has been successful is that
the dynamic character of German and Japanese
industry eases adjustment to price shocks, leaving
less reason for intervention in the energy sector.

Despite all these differences, however, the
energy policies of the oil-importing nations have
always been similar in their rationale and pattern
of development. One reason may be the influence
of international organizations to which these
countries belong: the International Energy Agen-
cy (IEA) and, in Europe, the Commission of the
European Communities. Dedicated to coordi-
nating national policies, these organizations have
played a significant role in promoting mutual
understanding among their members, encourag-
ing the development of common strategies and
allowing countries to learn from each other’s
experiences.” The IEA, dominated by the US, has

2/ The [EA’s annual assessment of the energy policies
of its member nations, carried out every year since
1978, has helped develop and maintain a common core
of knowledge among national administrations.



also tended, at least since 19389, to be a conduit
for the diffusion of Washington's view that the
proper role of government is a limited one. Thus
it is not unreasonable to assume that the import-
ing countries share a common perspective on the
main aspects of energy policy.

1. Focus on Energy Security (1973-1981)

Following the first oil-price shock, all importing
countries redefined their energy policies around
the goal of better energy security, which was con-
sidered to have not only political and diplomatic
dimensions (such as protecting national sover-
eigniy and geopolitical power), but also a macro-
economic dimension. The quest for energy securi-
ty essentially translated into a higher price for
energy and its services than was implied by the
price of imported oil, since the implicit vatue of
promoting energy security had to be included.
This implicit value underlies the various motives
and types of interventions discussed below.

1.1 Energy Security: The Grounds for
Gooermment Intervention

The first oil shock, coupled with the Arab embar-
go on oil exports, brought home to the importing
countries (especially the US) their political vul-
nerability vis-a-vis the exporting countries. Ex-
porters also quickly grasped that they could
exploit their market power to maximize revenues
for the finance of development. This laid the
groundwork for a new order in North-South
relations, perpetuating a climate of confrontation
between producers and consumers that precluded
the kind of cooperation needed to bring down
international oil prices.

Another characteristic of this period was a
universally pessimistic assessment of the long-
term. prospects for world energy supplies. Given
the expected growth of energy needs all over the
world, it was believed that resources of cheap
fossil fuels would be rapidly depleted. This per-
ception had first emerged during the earfier dec-
ades of rapid growth, promoted by the nuclear
lobby and its long-range forecasts intended to
justify the government’s investments in nuclear
technology. For that reason, the 1973 oil shock

was perceived by market participants as the first
concrete sign of this depletion. It was believed
to herald a permanent shift in the balance of
market power towards the energy producers. It
was even argued that the oil market would no
longer go through cycles, despite the fact that
all commeodity markets are subject te cyclical
variation. Consequently, systematically reducing
oil exporls was regarded as the only way to miti-
gate the inevitable trend towards higher prices
and to reduce its impact on the importing econ-
omies. The expectation of continued higher prices
justified the upfront investment required to de-
velop substitutes for OFEC oil.

In this context, three justifications were
offered for government intervention. First, there
was the link to foreign policy objectives, specifi-
cally the preservation of public goods, such as
national sovereignty. As the world’s leading poli-
tical and economic powers, the industrialized
countries, led by the US, could not afford to
expose themselves to political pressure from the
exporting countries. That is why in 1974, faced
with rising inflation, the US refused to accept the
OPEC-imposed price of oil and instead began to
regulate domestic prices. Political motivations
also underlay the founding of the IEA in 1974
It was conceived as a weapon aimed at OPEC,
with a mandate to develop cooperative mechan-
isms among industrialized countries to fight the
risk of embargo and to coordinate national pol-
icies to reduce oil dependence.

The second rationale offered for governument
intervention was as a remedy for market defi-
ciencies. The market alone could not guarantee
adequate energy supplies at reasonable and stable
prices, in either the short or long run. The events
of 1973 and 1979 demonstrated that international
market mechanistns alone could not ensure the
efficient adjustment of supply to prevailing
demand. The control over prices exercised by
producer governments was regarded either as
an extra-market phenomenon or, where govern-
ments in fact managed sales of oil from their
countries, as excessive market power reflecting
the lack of ready substitutes for OPEC oil. It thus
seemed perfectly reasonable for the importing
countries to try to recoup this rent by working
towards the erosion of OPEC’s market power.



The debate over the deficiencies of the interna-
tional ofl market cannot be reviewed here. Suffice
it to say, as Adelman (1980) has argued, that
there was an implicit carfellization of the market
(even without agreement on production quotas),
as well as a concerted effort to exploit market
power. Thus rather than the scarcity rent that
would have been produced by an efficiently
functioning market, there was a cartel rent.

The third rationale for government interven-
ton was based on the adverse macroeconomic
effects associated with oil dependence (Toman,
1993). Even assuming that the international mar-
ket is overall efficient, a sharp increase in trans-
fers from consuming countries as part of a redis-
tribution of rent at the international level is rea-
son enough for intervention, given the size of
these transfers and their destabilizing effects.
Large unexpected transfers of revenues to pay
for imported energy automatically dampen econ-
omic activity, since they lead to lower consump-
tion of non-energy goods, less household saving
and a decline in business investment. The macro-
economic effects are another significant potential
externality that is not reflected in the price of oil,
and they are amplified by frictional problems
associated with the adjustment of private deci-
S10ns.

A higher oil import bill adversely affects the
balance of payments, which in turn affects the
value of the national cuzrency and so the cost of
other imported goods. Following the first oil
shock, ol imports as a percentage of GDP jump-
ed dramatically from 1% (or less) to 3-5% in Ger-
many, France, Italy and Japan. In addition, any
sudden increase in the international oil price af-
fects the price of domestic oil and other energy
products and may boost inflation, even though
high but stable energy prices are not irtherently
inflationary.

1t is difficult to estimate the potential value
of these externalities, since the dynamics are com-
plex. First, a price shock accelerates the obsoles-
cence of energy-intensive capital equipiment, since
users will tend to protect themselves against high
and unstable energy prices by purchasing more
appropriate equipment. Second, the value of en-
ergy security depends on the flexibility and adap-
tability exhibited by a given economy in the give

and take of international competition, since it
appears to operate as a zero-sum game: those
who adapt the fastest will gain, and the others
will lose. Germany and Japan managed to realign
their balance of payments very quickly following
the shocks of both 1973 and 1979, gaining at the
expense of the other industrialized importing
countries. This allowed them to place a smaller
implicit value on reducing oil dependency. Al-
though the results of their initial policies aimed
at increasing energy security were generally me-
diocre, they did not have to adopt a more inker-
ventionist stance because their industrial base
was flexible encugh to cushion the macroeco-
nomic costs of the oil shocks.

In any event, the weight implicitly attributed
to energy security in the formulation of policy
and the extent of negative externalities led to a
positive social return on costly projects to diver-
sify oil supply and develop domestic energy pro-
duction and technological programs with long-
term and unpredictable impacts. Similarly, the
hidden costs of oil dependence justified subsidies
to maintain unprofitable domestic industries
(mainly coal). Despite the inflationary impact,
domestic prices were allowed to float up to the
international price (except in the US, however,
where oil dependence stood at 35%) without any
decrease in the already high level of indirect
taxes in order to facilitate adjustment. The inter-
national price was regarded as the marginal cost
of domestic energy supply.

1.2 Intervention Aimed at Reducing Dependence

Even the counfries which up to 1973 had tradi-
tionally placed more confidence in market forces
than in regulatory intervention opted for broader
government control and involvement. Initiatives
extended to reinforcing market mechanisms when
it furthered the goal of redudng oil dependence.
In the US, existing regulation of the wellhead
price of natural gas and new regulation of oil
prices maintained domestic prices well below
international prices. This hampered the revival
of exploration and production activities (Sto-
baugh and Yergin, 1983). The gradual deregula-
tion of these prices after 1978 was specifically
aimed at stimulating new investment exploration



and production.”

During this first phase, polidies also changed
n response to new obstacles. At first, they tended
to be supply-oriented. However, they gradually
acquired demand-oriented components as the
flexibility and extent of the link between energy
and the economy became clear, as expertise de-
veloped and alliances of interest formed in the
new and expanding field of energy conservation,
and as the development of domestic supply ran
into some serious difficulties (opposition to nu-
clear energy and to exploration in some poten-
tally oil-rich areas, etc.).

THE QUEST FOR OIL SECURITY

Prior to 1973, most of the major industrialized
nations allowed the international oil companies
considerable freedom in their operations, particu-
larly in terms of access to resources and refining,
France, Italy and Japan were exceptions; they
used regulatory protection to foster the develop-
ment of their domestic oll industries. The US and
Great Britain were contert to support the foreign
activities of their national companies through
diplomatic means. The new government activism
with respect to oil was manifested in a number
of ways:
¢ The regulated development of strategic stocks
of oil and petroleum products and the negot-
ation of emergency supply arrangements
between countries to limit the short-term im-
pact of supply disruptions — In many coun-
tries, the cost of maintaining oil stocks was
assumed by the government, since it was
regarded as an insurance cost. The OECD
countries also pursued mutltilateral cooperation
as the most efficient way to limit the political
and economic risks of supply disruptions.
With the exception of France, they all joined
the International Energy Agency, which
initially focused on setting up ccoperation
mechanisms. And while there was never an
explicit agreement among the industrialized
coundries to that effect, oil stocks were also

regarded as a credible deterrent to speculation-
fuelled price rises and as a way to reduce the
associated macroeconomic externalities.

+ Efforts to negotiate state-to-state contracts to
diversify and secure part of their oil supplies
at guaranteed prices and to arrange sales of
industrial or military equipment to realign bal-
ances of payments — There were many such
contracts after 1975. France, Japan and Italy
pursued these initiatives most actively, in
marked condrast to the US, which regarded
such arrangements with suspicion. These con-
tracts were abandoned in the early 1980s after
the second il shock; besides being denounced
by the producing countries for their rigid price
clauses, they turned out to offer little guaran-
tee of a secure supply in the event of a crisis.

» Incentives aimed at diversifying import sour-
ces, especially from non-OPEC producers, and
at promoting domestic exploration efforts —
These included tax breaks and the opening of
the continental shelf and US federal lands to
exploration.

* Support for the development of national oil
corporations mandated to operate abroad in
non-OPEC areas and in hitherto-neglected
regions on the geographical frontier* ~ For-
eign companies were regarded as less control-
lable in the event of a drastic reduction in oil
supplies and as unlikely to develop remote
resources in accordance with the national in-
terest.

Some governments focused their attention
on those potential resources that were most costly
to develop, leaving it to the oil companies to
develop the relatively cheap conventional resour-
ces that were expected to be fairly quickly ex-
hausted. In Canada, the government sought to
plan for the future by aiming for medium-term
seH-sufficiency, and so it concentrated on devel-
oping unconventional sources (e.g., remote Arctic
regions and tar sands). Unfortunately this meant
that there was less incentive to explore more
conventional areas, while expenditures on diffi-
cult sites skyrocketed.

3/ In April 1979, the domestic price of US oil stood
at $9.5/bbl compared with $16/bbl on the international
market.

4/ This occurred in Germany with VEBA and in Japan
with the INOC. In Great Britain, the government cre-
ated the BNOC in 1974 to develop North Sea resources.



DEVELOPMENT QF OIL SUBSTITUTES

Even though domestic products could not com-
pete with imported oil, countries sought to sup-
port and develop their domestic production capa-
city, and they encouraged greater use of im-
ported natural gas and coal. They also guided
substitution at the user level by forbidding the
use of hydrocarbons (oil and gas) in new electric
power plants® and by encouraging industries
such as cement companies ¥ convert to coal-fired
equipment.

In terms of domestic supply, governments
saw the development of nuclear energy as the
main long-term answer. At the time nuclear
power was still regarded as a competitive option
and public opinion had not yet turned sharply
against it. Nudear energy was considered the key
to expanding electric power capacity and nuclear
technology was already being widely marketed.
In some countries — France, for example — nude-
ar power was expected to eventually replace con-
ventional fuels in thermal uses.

In regard to coal, the couniries that had been
striving to reduce their heavily subsidized dom-
estic production (Germany, France and Italy) a~
bandoned this objective after 1973, while keeping
subsidies and protective measures in place (e.g.,
import controls and purchasing requirements).
In some countries, governments strongly encour-
aged national companies and large purchasers
to acquire interest in foreign mines. This occurred
in France and particularly in Japan, where the
"sogo-sosha" (trading companies) invested in
mining operations in Australia, Canada and the
Us.

In natural gas, large import contracts were
signed by European gas pipeline corporations
and by major Japanese users (electricity compa-
nies). The durabiity and cost of transportation
infrastructure and the long terms of the contracts
were seen as a security guarantee, in that buyer
and seller were committed to a relationship based
on mutual interest. European governmerits some-
times took an active role in developing these ar-

5/ As in the Power Plant and Industrial Fuel Use Act
of 1978 in the US and the 1975 European Directive in
the European Community.

rangements when state-to-state contracts served
the ends of foreign policy.

DEMAND-ORIENTED INITIATIVES

On the demand side, governments began grad-
ually to encourage consumers, whose energy con-
sumption patterns had for too long been dis-
torted by low prices, to rationalize their behav-
iour and improve their equipment. Given the
many market impediments to optimal resource
allocation, price alone no longer appeared to be
a powerful enough lever. What was needed was
to lead consumers to their efficiency frontiers
{where they rarely situated themselves sponta-
necusly), encouraging capital-energy substitutions
that made sense in light of the short pay-back
periods involved. Accordingly, government ac-
Hon combined information and skills training
programs with regulatory measures (such as in-
sulation and effidency standards), subsicies, and
tax incentives for investment.

Governments also began to actively promote
the development and dissemination of efficient
technologies. It was no longer enough to rely on
the technologies in the existing production func-
Hory it was time to push the production frontier
out. It was no longer enough to simply support
the allocative role of prices; it was time to focus
on their pivotal role in guiding innovation. In
this regard, some governments used regulation
to create niches of innovation in order to foster
and disseminate new technologies. In 1978 the
Public Utilities Regulation Policy Act (PURPA),
which promeoted cogeneration and renewable
energy solutions, was passed in the US. Japan,
along with some other countries, imposed a
special tax on imported oil (1.2%) to finance the
development of its energy conservation technol-
ogies.

PROMOTION OF NEW ENERGY TECHNOLOGIES

Govemment-sponsored R&D to develop substi-
tutes for OPEC oil is arguably the best response
to the externalities associated with OPEC market
power. In the heady optimism for technology that
marked the 1970s, there was great hope that a
technological breakthrough (e.g., nuclear reactors,



tar sands development, coal-based hydrocarbon
synthesis, nuclear fusion) would provide a long-
term solution by making available substitutes for
oil on a vast scale.

Governments had to develop generic knowl-
edge and basic technological know-how.® They
also had to assume a large part of the cost of
demonstrating new technology and to provide
risk guarantees, since the encrmous sums in-
volved were beyond the financial capacity of
even the major firms. In response to the first oil
crisis, expenditures by governments on energy
R&D accelerated, and attention turned from
nuclear power alone to other technologies, esped-
ally in the US and Japan. The US "synfuels” pro-
ject, launched in 1980, is a typical example. The
aim was 0 use new technologies to create a com-
pletely new, plentiful substitute for imported oil.
A myriad of projects centred on different technol-
ogies (tar sands, synthetic fuels, coal gasification,
etc.} were sponsored through direct subsidies and
risk-sharing contracts.”

It is dear from the variety of infervention and
the widespread reliance on energy policy that
the importing countries placed great stock in
energy security and that they did not trust inter-
national markets to smoothly effect the necessary
adjustments. Domestic prices were expected to
fully reflect the international price of oil, which
served implicitly as an "externality price” to
guide decisions aimed at reducing the hidden
costs of dependence. Governmerits believed that
it was their job to help both producers and con-
sumers adjust to the new cartel price and ko solve
the problem of inadequate domestic supply. They
had to pave the way for long-term adjustment
by sponsoring major innovation projects, and
they had to assume the role of the market in
order to guarantee short-term supply.

&/ Because markets are inherently myopic, market sig-
nals alone will not encourage private agents to acquire
scientific and technical knowledge. In addition, because
the benefits of such knowledge accrue only partially
to those who fund its acquisition, market forces will
not automatically produce a socially efficient tevel of
R&D.

7/ A projected $88 billion in public funds was allo-
cated to the project.

2. Changing Perceptions of the Cost
of Energy Dependence (the 1980s)

While it is not possible to distinguish the effects
of energy policies from the effects of high prices,
these polidies certainly contributed to the gradual
revival of confidence in market forces by helping
to weaken OPEC’s market power and thereby
pave the way for a new perception of the role
of governments.

Energy policy went into eclipse during the
1980s for two other reasons: a change in opinion
regarding the econormic risk and political danger
of oil dependence, particularly in the US; and
criticism by free-market advocates of the "welfare
state” and government intervention. We will exa-
mine below, first, how these changes affected atti-
tudes towards market efficiency and the exter-
nalities associated with energy security and, sec-
ond, how the withdrawal of governments fol-
lowed slightly different paths depending on the
influence of regional and local institutions.

2.1 The Changing Context of Energy Policy

The decline of interventionism was partly the
result of a series of adjustments that took place
on energy markets from 1973 on in response to
higher prices and policy shifts. Oil imports by
the OECD countries fell from 1220 millions of
tonnes of oil equivalent (Mtoe) in 1973 to 757
Mtoe in 1985. Rates of energy and oil dependence
declined significantly, despite the difficulties
affecting nuclear energy development in almost
all the countries involved (with the exception of
France and, to a lesser extent, Japan).®

There were two important consequences of
these developments. First, the economic import-
ance of oil imports decreased substantally, par-
ticularly as economic growth continued. Second,
OPEC’s market power was progressively eroded
by the gradual emergence of new competitive
forces (in the form of non-OPEC oil and substi-
tutes for oil). The result was a retum to a more
moderate level of prices starting in 1986 — proof
that the oil-exporting countries of OPEC could
not retain their market power indefinitely. The

8/ See the article by Damian (1994} in this issue.



restoration of moderate prices also undermined
the prevailing belief that hydrocarbon reserves
would be rapidly exhausted and that oil prices
would skyrocket to perhaps $100/bbl by 2000,
Macroeconomic policymakers no longer consi-
dered the reduction of energy dependence as a
priority and began to listen more favourably to
those arguing for a reduction in government
intervengon. In fact, however, the changes that
occurred in 1986 were merely the continuation
of a well-entrenched pattern.

CHANGING PUBLIC PREFERENCES REGARDING
ENERGY SECURITY

As the goal of energy security faded in import-
ance the market seemed to regain its lustre. The
gradual recognition by the US of the reality of
energy interdependence resulted in a more realis-
tic view of the political and military aspects of
oil security — the focus of foreign policy shifted
after 1980 to strengthening the country’s military
power. The Reagan Administration believed that
the best way to achieve energy security was to
couple market forces with a suitable insurance
policy involving diplomatic and military acton
and the filling up of strategic resexves (Deese and
Nye, 1981; Nau, 1984). Economic cooperation
aimed at reinforcing regional stability in the
Middle East has also accomparnied the US's new
laisser-faire approach to energy since 1980.
The prospect of imports breaking the sym-
bolic threshold of 50% of cil consumption no
longer arcused the same political reactiorn. The
oil countershock did nothing more than trigger
a discussion on the idea of imposing a §10 /bbl
tax on imports to protect domestic production
by guaranteeing a price floor (US DOE, 1987).
But macreeconomic and redistributive arguments
{e.g., a desire not to penalize consuming regions)
defeated this proposal. Between 1989 and 1992,
the Bush Administration tock no action despite
its earlier interventionist stance, daunted by the
web of conflicts of interest that it would have had
to untangle. It is clear that US oil dependence
is now considered as irreversible and that reduc-
ing dependence is not a priority compared with
other macroeconemic objectives, such as fighting
inflation and reducing the public debt.

Two factors have more recently helped bol-
ster this trend. The North American Free Trade
Agreement has significantly improved US access
to more-secure import scurces, although the
trend towards diversification had begun earlier
with purchases of Canadian oil and gas. In addi-
tion, the flexdbility shown by the oil market dur-
ng the 1990-91 Gulif War strengthened confidence
in the ability of market mechanisms to ensure
short-term adjustment and medium-term stability
by preventing permanent price increases even
when OPEC’s production capacity was pushed
to the limit. From the US viewpoint, these events
confirmed the effectiveness of military action to
guarantee medium-term energy security, even
as the demise of the USSR eliminated the risk
of such interventions degenerating into a world
conflict. The alternative — a return to a policy
of voluntary import restrictions ~— would have
been costly and involved a fruitless search for
compromise among the interest groups affected.

Can spending to create arnwd maintain a rapid
deployment capability of military forces and to
wage the Gulf War be considered part of the
price of oil imports from the Middle East? It has
been suggested that military expenditures are a
substitute for maintaining and developing un-
competitive domestic production capacity (Hall,
1992). However, while military expenditures may
a priori appear to be an external effect of depend-
ence on Gulf reserves, they cannot be considered
solely as an oil security cost, since they serve a
variety of other foreign policy objectives, such
as international stability in a broader sense. This
makes it difficult to consider such expenditures
as simply a hidden surcharge on US oil depend-
ence.

RELIANCE ON MARKET FORCES

Even before OPEC’s market power began to
erode, the style of government intervention in
the energy sector had been changing with the rise
to power of strong free-market advocates in cer-
tain countries (particularly the US and Great Brit-
ain) and the spread of their ideas through inter-
national organizations like the JEA and the EEC.
According to this point of view, the main culprit
in energy problems and economic inefficiency



Table 1: Reduction in Rates of Oil Dependence of
Importing Industrialized Countries (%) ~

US  Japan Germany France UK Italy
1973 169  79.0 54.3 673 500 790
1983 125 570 40.7 418 -25.0 587

* Ratio of ret il imports to primary energy consump-
tion

Source: TEA, Energy Policies of IEA Countries (annual
reviews).

in domestic supply was government itself. Ad-
justment to change should be left to natural mar-
ket forces and the actions of private agents. Ac-
cording to the British Minister of Energy in 1982,
"The task jof government] is ... to set a frame-
work which will ensure that the market operates
in the energy sector with a minimum of distor-
Hon and that energy is produced and consumed
efficiently” (Lawson, 1992, p.23). The free-market
approach, it was argued, could achieve security
of supply more cheaply than voluntary action,
which carried too high an opportunity cost rela-
five to other desirable economic goals. Thus in-
centive programs should be discarded in favour
of deregulation and privatization to stimulate
competition.

2.2 Reactions of Governments: A Change of Style

The retreat from interventionism was manifested
in several ways.

Free trade: With the implementation of a free-
market philosophy, barriers to frade in energy
products between countries were dismantled,
particularly within regional trading blocks. In the
US, this occurred with oil and petroleum pred-
ucts in October 1981, and in Canada with spot
sales of oil and gas in 1984 and with electricity
in 1990. This trend culminated in the negotiation
and implementation of the chapter devoted to
energy in the 1988 Canada-US Free Trade Agree-
ment. In Western Eurcpe, following the Single
Act in 1987, the members of the European Com-
munity bowed to pressure from the Commission
and committed themselves o a series of reforms
aimed at removing the last remaining barriers
to energy trade.

Less support for conmercially non-viable produc-

tion: Protection for unprofitable domestic coal
operations in the form of subsidies, purchasing
requirements for electric companies, import
quotas, etc. first came under fire in France and
then later in Germany, Spain and the UK. Sodal
consensus was sought in planning production
cutbacks, When prices fell, the US elected not to
maintain production at unprofitable oil wells,
although some argued in favour of preserving
assets that would be costly to reactivate in the
next round of the price cycle.

Partial deregulation: Administered producer
prices for fossil fuels were deregulated. When
it came to power in 1981, the Reagan Administra-
tion removed controls over the wellhead price
of oil. In Europe, countries that had previously
regulated oil prices also relaxed their controls
(France in 1986, Italy in 1991, etc.). The Thatcher
government, similarly concerned with giving free
rein to market forces, removed most government
controls over the development of hydrocarbon
resources.

Privatization: In countries where public cor-
porations and mixed enterprises were involved,
ownership regulations were also affected by the
nec-conservative trend (Vickers and Yarrow,
1988). The change was more rapid in the oil sec-
tor than in the gas and electricity sectors because
public-owned oil companies were thrust into a
competifive envirorunent that forced govemnments
to grant them extensive strategic autonomty.

Competition in energy-distribution industries:
The most important reforms in the energy-dis-
tribution industries were not so much ownership
changes as the infroduction of competition, which
had a real impact on the operations of these in-
dustries (Vogelsgang, 1991). In the natural gas
sector, third-party access fo gas pipelines was
granted in Great Britain in 1982, in the US be-
tween 1984 and 1986, and in Canada in 1985.
These reforms made possible direct transactions
between producers, consumers and distributors,
which encouraged the emergence of new actors
{(traders) and new market instruments (spot and
futures contzacts). In the electricity sector, compe-
fition was introduced more carefully. The most
radical reforms took place in Great Britain with
the dismantling of the state-owned system and
privatization of the electricity industry in 1990.



In the US, reforms were airmed mainly at facilitat-
ing industry entry and instituting long-term com-
petition between independent producers and
existing gublic utilities through “competitive
bidding."

Decling of energy conservation efforts: Another
symptom of government withdrawal was a de-
crease in public spending on energy conservation,
particularly following the 1986 oil countershock.
In the US, the withdrawal began in 1981 when
the Reagan Administration resolved that con-
sumers themselves should decide how best to
adjust to the new higher price of energy. The
process of tightening end-use consumption regu-
lations also slowed. Moreover, when the price
of oil subsequently fell, no attempt was made in
any counfry to maintain incentives through high-
er taxes.

Decline of government-sponsored research: Ac-
cording to the free-market philosophy, the res-
ponsibility of governments is limited to promot-
ing the acquisition of basic knowledge in promis-
ing areas and developing the technical know-how
required to counteract adverse externalities (e.g.,
environmental damage, nuclear safety). Public
money should not be poured into great showcase
projects. If private firms anticipate adequate
returns on their investment, they will assume the
complete risk of financing themselves. The non-
market benefits of such projects do not justify
government intervention. Consequently, govern-
ment-sponsored R&D on energy fell dramatically,
first in the US, where spending declined from
%7.4 billion in 1980 to $2.9 billion in 1985 (con-
stant dollars), and then in all the other countries
except Japan from 1985 on. The dedline in R&D
spending mainly affected projects with medium-
term economic spinoffs, with some of the slack
taken up by private firms.

The end result of these reforms was to broad-
en greatly the range of actions open to private
national and international energy companies. But
has national policy completely relinquished its

9/ Direct access to distribution grids for independent
producers was not granted in the US until 1992. Note
that some European countries — Spain, Italy, Holland
and Portugal ~ have also significantly eased their
eniry regulations for independent producers since 1988
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influence over market forces and thus its ability
to promote public objectives? Have the important
decisions in this regard passed exclusively into
the hands of the major private energy companies?

It is clear that with privatization, deregulation
and the dismantling of barriers to energy frade,
governments have discarded their main levers
of intervention, particularly those needed to imn-
plement broad energy policy programs. The de-
dine of government involvement in the electricity
industry and the espousal of private management
principles have certainly limited the possibility
of reactivating large-scale investment projects
such as coal or nuclear facilities. It is generally
more difficult to pursue capital-intensive projects
with fong-term horizons in a competifive enviror-
ment.

However, if is important not to overstate the
extent of institutional change. In countries with
a large private or mixed enterprise sector, such
as Germany and japan, efforts to infroduce com-
petition in the energy-distribution industries en-
countered resistance. The robustness of institu-
tional compromise on rent sharing and the effec-
tiveness of informal cooperation between firms
and governmental authorities helped avoid con-
frontation.. The Japanese energy minister retained
a significant coordinating role, while in Germany,
the Lander remained major shareholders in
energy enterprises (Wright, 1993). In countries
with strong interventionist traditions, like France,
governments simply took a less active role, adop-
ting more of a hands-off attifude towards public
enterprises and encouraging them to adopt a
private-sector management style.

Even in countries where reforms were the
most radical and where governments opted to
abandon energy policy entirely, interaction per-
sisted among the authorities, energy producers
and energy consumers. Governuments continued
to exert an influence over energy developments
through market-oriented instruments and infor-
mal, ongoing contacts with top executives. And
with the privatization of government monopolies
and the introduction of competition into the dis-
tribution industries, new regulatory frameworks
had to be defined — and sometimes they were
more restrictive than the ones they replaced.

Another sign of continuing government in-



volvement was the emergence of regional agen-
des in sectors where the central government had
hitherto plaved only a minor role or which it had
already largely abandoned. This was particularly
frue in countries with federal structures. In the
US, for example, several individual states intro-
duced their own energy conservation policies.
With the spread of integrated resource planning,
the scope of regulatory action by state public util-
ity cornmissions gradually broadened as the eco-
nomic and social returns on supply-side invest-
ment were compared with those of demand-side
management (DSM). Various incentive programs
were put in place to make it easier for electric
utilities to institute DSM programs.'® In Ger-
many, beginning in 1986, a number of Liander
(including North Rhenanie-Westphalia, Sarre and
Schleswig-Holstein) set up agencies to run special
energy conservation incentive programs, at the
same time as the federal government was severe-
ly cutting back on its fiscal commitments in this
area.!?

To sum up, with a return swing of the pen-
dulum after 1981, energy policy faded in import-
ance as confidence in market forces retumed. The
groundwork for this change was laid by a shift
in the perception of the costs and risks assodiated
with energy dependence. Yet governments re-
mained very much involved, attempting to vary-
ing degrees to influence the direction of these
forces through regulation and incentives.

3. A Return to Interventionism:
The Growing Importance of
Environmental Factors

Since the late 1980s, even those governments
most devoted to free markets have become much
more interventionist in regard to energy. This
reversal did not occur because free-market philos-
ophy and deregulation have been tred and found
wanting — that movement continues in several

10/ In 1990, the Electric Power Research Institute
studied more than 1300 DSM initiatives. It estimated
that these actions saved a total of 35 TWh or 1.3% of
annual demand in that year alone (Hirst, 1992).

11/ A similar pattern was seen in Australia, Canada
and Spain.

industrialized countries, including Scandinavia
and Australia. Neither is the turnaround due to
a change in opinion about the risks of depend-
ence. The current view remains that the oil mar-
ket will be relatively stable in the medium to
long term and that the risks of energy supply
interruptions are limited. Such an outlook allows
one to be optimistic about long-run prospects for
nonr-renewable resources. The potential medium-
term problems identified in some forecasts (e.g.,
IEA, 1993) have not sparked any significant inter-
ventionist reaction. The US, sure of its special
relationship with Saudi Arabia, is focusing on
macroeconomic objectives and continuing to
favour low prices.

A dramatic new swing back to active inter-
ventionism in the industrialized countries in the
future will only occur as a response to a new
round of persistent pressures on the oil market
that will once again be interpreted as the result
of market imperfection.

The current revival of moderate intervention-
ism mainly reflects a resurgence of interest in the
environment, an interest which had been smoth-
ered by the first oil-price shock. Around 1985
public attention began to focus on acid rain and
the greenhouse effect. Governments were forced
to respond to these environmental concerns, and
their initiatives were similar to those seen earlier
as part of the quest for energy security. In both
cases, there was recognition of the role of exter-
nalities and an inclination to deal with them
through pricing mechanisms. As will be discus-
sed later, the particular nature of the new envi-
ronmental concerns (especially the greenhouse
effect) and their possible remedies (reducing CO,
emissions) dictated a basic approach that was
similar to that for reducing energy dependence,
since, unlike the remedies for some poliution
problems, "end-of-pipe” investments were not
feasible.

3.1 From Environimental Constraints fo
Environmental Standards

In the context of government policy, regulatory
actions have long been considered a more effi-
cient way fo encourage technological adjustment
than market-criented instruments. Environmental

i1



legislation introduced in the early 1970s estab-
lished regulations aimed at constraining industry
and consumer choices; the US Clean Alr Act of
1970 and its subsequent amendments are a good
example. Adjustrnent measures incuded adding
anti-pollution devices to existing technology (e.g.,
dust collectors, flue gas desulphurization devices,
catalytic converters) and improving the energy
products themselves (e.g., standards for petro-
leum products).

By forcing industry and consumers to absorb
a substantial portion of the environmental costs
associated with supplying and using energy pro-
ducts, governments induced a shift to cleaner
techniques. This had a significant impact on the
cost of supplying energy products. It has been
suggested, for instance, that on average a sur-
charge of 40% was added to US electricity gener-
ation.!? Environmental constraints also erected
insurmountable political and regulatory road-
blocks to large-scale investment and resource
development projects. For example, nuclear pro-
grams in several couniries were cancelled and
off-shore oil exploration was halted in the US.
These obstacles can be viewed as reflecting the
implicit pricrity given to environmental protec-
tion over energy security in society’s collective
preferences, as revealed by democratic processes.

Around 1985, following a long lull in regula-
tory activity precipitated by the oil shocks, the
regional and even global dimension of the poliu-
tion problems viewed as most serious by the
public led to a revival of interventionism. Only
national governments can speak on behalf of
those affected by cross-border pollution, and only
national governments can negotiate responses
to global climate problems, since the only hope
of success lies with international cooperation and
coordination. Governments alsc have an obliga-
tion to consider the welfare of future generations,
given that the phenomena invelved are irrevers-
ible.

The energy sector is the primary target when
governments decide that the most effective way
to deal with the problem of climate change is to
focus on reducing energy-related CO, emissions,
rather than on other greenhouse gases. Since add-
g COiz recuperation equipment is not a viable
option,’” governments have little choice but to
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concentrate their efforts on inncovation at the
source — on energy demand and supply techno-
logies. One way to enhance the exploration of
technological possibilities in the medium term
would be to devise an incentive program to com-
pensate for the market’s inability to capture long-
term externalities. Progressively higher taxes on
CO, emissions (as proposed by the EEC coun-
tries) would provide a price signal to channel
technological progress in new directions. Envi-
ronmental protection is now an integral part of
energy policy development from the outset and
is one of the main criteria of success. According
to the IEA, "The central policy goal is still to
maintain and increase energy security, integrated
with policy development objectives of environ-
mental protection and sustainable economic
growth" (IEA, 19924, p-15). In short, active gov-
ernment involvement in the energy sector is once
again perfectly acceptable even in couniries with
decidedly free-market philosophies.

3.2 Convergence of Objectives: "No Regret”
Strategies

Policy development tends to proceed by fits and
starts, particularly because, faced with iriterna-
tional competition and recession, governments
want to minimize the opportunity costs associ-
ated with various courses of action. Those gov-
ermments most concemmed with economic growth,
as was the Bush Administration, are reluctant to
tackle the problem of the greenhouse effect with-
out knowing how dangerous it actually is. There
is also debate over the most appropriate instru-
ments for the task: marketable permits, CO,
taxes, fuel consummption restrictions, efficiency
standards, etc.'

13/ The Japanese claim to be developing CQ, recu-
peration technologies as an alternative to wholesale
switching of technology. However, many experts are
sceptical.

14/ The Scandinavian countries unilaterally imposed
a carbon tax in 1991. The Japanese government is
supporting the development of ciean technologies
(including "end-of-pipe” CO, absorbers) in the hope
of launching a new technological wave that will restore
its economy’s competitive advantage.



The vast majority of govermments prefer for
the time being to follow an intermediate course
known as "no regret” energy policies. The idea
is to implement measures that are fully justifiable
in terms of other objectives like energy security
and economic efficiency. In other words, taking
action against the greenhouse effect makes sense
given the externalities assodated with reducing
energy dependerice and the alfocative gains asso-
ciated with more efficient energy use, even
though by itself this goal may not now justify
government intervention.

It should be noted, however, that simulta-
neously pursuing the goals of environmental pro-
tection and energy security can lead to conflict
over the means of intervention. Consider such
actions as opening up environmentally fragile
areas to oil exploration or providing subsidies
to coal production. There are also some potential
conflicts between environmental protection and
energy effidiency.'® From a more global perspec-
tve, the CO, reduction policies of the industrial-
ized courtries may also conflict with the inferests
of the petroleum-exporting countries. The latter
consider ecotaxes as an unwarranted attempt to
capture their oil rents and as a factor dampening
the oil futures market. They threaten to regain
their market power by halting capacity expansion
in order to trigger worldwide price increases, a
move that would probably revive energy security
concerns in the medium term (Yamani, 1993).

In any event, policies are now primarily de-
mand-oriented, seeking to reduce market obsta-
cles and imperfections with respect to energy
conservatior. They aim as well to eliminate sub-
sidies for unprofitable fuel production {which
are also denounced by the proponents of free
markets) and to promote the use of natural gas,
considered the cleanest of the fossil fuels.

Much has been made of the convergence of
objectives between free-market reform and envi-
ronariental protection. For example, intreducing
competition in the electric power indusiry would
encourage the development of combined-cycle
plants, which are better for the environment
(Skinner, 1993). However, the development of

capital-intensive technologies that will themselves
be environmentally friendly from a global per-
spective (e.g. nuclear plants,’® geothermic "hot
rocks” technology and solar satellites) will be
discouraged by these reforms: these options are
likely to require monopolistic structures and selid
public support.

The "no regret” policies that have been inst-
tuted in order to fulfil conumitments to maintain
greenhouse gas emissions at 1990 levels in the
medivm term (IEA, 1992b) are remarkably similar
despite differences of culture and methodology.
In Great Britain, the government unveiled an
action program in September 1990 to provide
more funding for energy efficiency (for instance
heat pumps) and renewable energy (UK Depart-
ment of the Environment, 1990). In the US, the
controversy over climate change bolstered the
influence of the environment lobby in the long
process of drafting a general energy policy bili;
the resulting legislation was passed in October
1992. This act is essentially a catalogue of previ-
ously enacted federal initiatives to promote
energy efficiency (e.g., new standards, assistance
to governinent action, incentives for industry)
and renewable energy technology (e.g., subsidies
and tax credits).

Conclusion

A number of conclusions can be drawn from this
historical analysis of rends in energy policy.

First, interventionism on the part of oil im-
porting countries is generally founded on the
perception that energy markets have significant
undesirable external effects, which governments
try to correct. Thus energy secwrity and environ-
mental protection are parallel goals in terms of
both their nature and the means of dealing with
them.

Second, interventionism by the importing
countries waxes and wanes in step with the mar-

“ket cycle of international energy prices. An easing

of conditions tends to restore confidence in the
ability of markets to ensure stable supply at rea-
sonable prices. It also greatly influences percep-

15/ See Anderson (1994) immediately following this
article.

16/ 1f satisfactory solutions are found to the problems
of safety and waste disposal.
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tions regarding Iong-term prospects and the hor-
izon for non-renewable energy resources, which
in turn affect the perception of the costs of de-
pendence. One of the major changes of the 1980s
was the ebbing of fears of rapid energy depletion.
It should be noted, therefore, that recent changes
in energy policy are not driven by expectations
of future price shifts.

Third, besides changes in actual market con-
ditions, energy policy interventionism is also
influenced by cultural and ideclogical change.
All things being equal, such change produces
paradigm shifts in policy making and conditions
perceptions of externalities (approaches to energy
security and environmental costs) and attitudes
towards the government’s right to intervene in
the economy. This was true of the rise of free-
market philosophies in the post-Keynesian
pericd. It was also true of the new approach to
energy interdependence and oil security in the
US after its foreign policy choice to reinforce its
political and military might. This produced a
strong laisser-faire approach to oil. Looking to
the future, the shift away from government inter-
vention and towards large operators and market
forces may appear irreversible, given the pattern
of development of the industrialized economies.
Yet rethinking the minimalist approach to gov-
ernments’ role in the economy, combined with
the enshrining of environmental concerns in the
public agenda, will likely lend a new legitimacy
to interventionism, even if political and public
interest in the greenhouse effect flags.””

All oil importing counfries must face the fact
that the supply of energy will continue to be sub-
ject to externalities and to long-term factors that
are not well accounted for by market processes.
While energy remains ore of the basic resources
of economic activity, uncertainty is growing
about the internationalization of energy markets
-and the globalization of geopolitical and environ-
mental issues. No matter what siyle of interven-
tion they opt for, govermments cannot withdraw

17/ Given the scientific uncertainty over the green-
house effect and the difficulty of achieving emission
recuctions, it is unlikely that the scientific and envi-
rorumental policy communities can continue to mobilize
public opinion and government attention indefinitely.
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from the energy sector for long, because short-
sighted market forces are not up to the task.
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