IEA/NEA JOINT WORKSHOP ON  “SECURITY OF ENERGY SUPPLY FOR ELECTRICITY GENERATION” -  24 May, 2005
CLOSING SUMMARY BY THE CHAIRMAN, DAVID PEARCE
Let me do my best to summarise what I think you will agree has been an interesting day’s exploration of the issues surrounding energy security.

Energy security is a broad issue and not just an economic problem
We made the distinction between ‘upstream’ security and ‘downstream’ security. The former refers to interruptions in supply of energy inputs to the electricity system (or any other energy supply system), the latter to interruptions in delivered energy from the electricity system. While the Workshop had its intentional focus on upstream security, we have in fact heard more about downstream security. That is not a problem – we invited contributions on that issue too. However, we have been reminded, first, that there are some security issues at the upstream level, such as terrorist attacks on supply points and transport and transmission systems that do not have obvious economic solutions. While it is true that more diversification of energy sources and lower import dependency reduces the importance of such risks, no economic measures in the energy sector will address the underlying causes. Rather, we need political solutions, and they lie beyond the scope of our Workshop. Second, we have heard of the measures being taken in the USA to review the vulnerability of energy installations in the nations concerned about security risks. These risks appear to be akin to downstream risks since they relate to storage, generation and transmission systems. Once again, economic policies are not directly relevant to reducing those risks.

In short, we have learned that energy security is a far wider issue than perhaps we first envisaged it to be.
Is there a security problem?
We first need to establish if we have a problem to address. If not, the rest is ‘academic’ in the worst sense.

Governments worldwide are clear that there is a problem of interruptible supply, upstream and downstream. Energy security is high on the OECD countries’ energy agenda, and we have heard in particular and in some detail about its relevance to the EU agenda. But I also suggested that there is an apparent paradox: after more than 30 years of wildly fluctuating oil prices, during which time one might have expected at least the OECD countries to ‘get out of oil’, absolute levels of oil imports have risen – even if the percentage import dependence has fallen – and some countries project continuing and even increasing import dependence. This suggests the market has in some sense failed to respond to those three decades of history. Why should this be so?
We heard several possible answers:

· Maybe the market does not believe there is a problem, or at least the problem that remains is the ‘residual’ one that the market chooses not to address. It has already ‘internalised’ the risks and what we are observing is what the economist would call the ‘optimal externality’ – the right amount of security risk when one considers the costs of reducing risk and the benefits that reduction would secure. This is like the ‘efficient markets’ hypothesis in finance – markets are very smart and anything that affects market efficiency will be taken into account.

· Maybe the market does not care because it is not the bearer of any risks. If supplies are interrupted, prices will respond and profits will be protected. This does not seem fully credible, since so much depends on how regulators react too: energy markets are not entirely free.

· Maybe the market does not care because, even though it does bear some of the costs of insecurity, it knows it will be compensated by government action and at the taxpayer’s expense.

· Maybe the market is only good at dealing with short-term risks and is not good at long-term risks. After all, the lifetime of any manager is much less than the period over which risks have to be insured against. Maybe forward markets are not long-term enough, and we need to look again at long-term contractual relationships.

· Maybe there are all kinds of risks but the alternative, of governments managing the markets, is even worse! But that would be credible only if markets and governments generally believed it and acted accordingly.

We did not agree that any one hypothesis was more likely than any other. There is food for thought here.

What indicators of insecurity do we have?
There seem to be two and they relate to upstream insecurity:

· Money measures of insecurity ‘adders’, akin to environmental adders that measure the cost of insecurity in cents per kWh. I reviewed these measures in my paper.

· Geo-political indicators that measure the geographical concentration of energy sources and their associated political risks of supply interruption. We heard that such indicators reveal a worsening picture for oil, again in contrast for what we might expect from rational players in the world market. 
Developing world insecurity
We were reminded that IEA and NEA also take action on insecurity in the developing world. Here we need to think differently since the needs of poverty reduction dictate that we at least think of increasing import dependence, e.g. by ensuring that LPG and kerosene replace scarce woodfuels, animal waste and biomass residues which have a major tool on human health through indoor air pollution, apart from the associated problems of reduced forest and woodland cover.

Is there complementarity between climate change policy and energy security?

If the challenge of climate change is to be addressed, the OECD countries need to consume less fossil fuels, especially oil and coal. But whereas we do not have an international convention on energy security, we do have one on climate change. Reducing oil imports serves both the security goal and the climate change goal, provided importing nations substitute cleaner and domestic fuels. The picture is less clear with coal since it appears not to pose a security problem, but does pose a climate problem. We heard, however, that the way to make burning more coal a security issue was to substitute it for the energy sources – oil and now gas - at security risk, whilst at the same time serving the climate goal by adopting clean coal technology. 

What is the role of nuclear power?
While still controversial, there are growing noises about the need to think again about nuclear power. It serves both the climate goal and the security goal since external supplies of uranium appear fairly safe. Certainly, many are now questioning whether it is feasible to achieve long run climate goals with energy efficiency and renewables alone. 
We also heard of one study that suggests the contribution nuclear could make to energy security might have a social value even greater than the contribution to emissions reduction.

What is the role of renewables?
On the face of it, renewables serve the same complementary goals – reducing insecurity, reducing climate emissions. 

But we heard several times of a potential problem, notably from the Netherlands: securing upstream security at the cost of increasing downstream insecurity. Windpower could be the case in point since its intermittency requires back-up energy and, without this, outage risks could be high. Yet we also heard that Denmark now meets some 20 per cent of its electricity consumption from windpower. The argument there is that careful management of the market, in such a way that prices signal even temporary scarcity, could minimise these downstream risks. The potential trade-off between upstream and downstream risks needs further thought.

What do we know about the costs and benefits of risk reduction?
Perhaps surprisingly, we heard very little about what should be the fundamental comparison between the costs and benefits of insecurity reduction. If we invest in higher cost fuels to displace risky imports, then the nation incurs a cost. The benefits are the avoided costs of supply interruptions, together with any environmental benefits that may ensue. To measure the benefits we need to know what people are willing to pay to avoid the interruptions, and what they are willing to pay for any associated environmental benefits. Yet we appear to know very little about this. As far as downstream risks are concerned, we did hear that consumer s might prefer the outages to the raised cost of avoiding them (the Netherlands again). We need to learn much more about these relative costs and benefits. Otherwise we may be pursuing energy security goals that impose net costs on countries.

The policy measures
If, as the political agendas suggest, we do have security problems then we need to know how to address them. We heard little about the measures to avoid upstream risks, but I drew attention to the fact that the instruments available to us overlap substantially with those we would adopt for environmental goals: energy and carbon taxes, emissions trading, the traditional ‘command and control’ policies, and managing energy portfolios and the merit order through diktat or dirigisme. In many respects, then, such policy measures can serve dual goals of security and environmental improvement.
We head more about the downstream instruments – better system management, better communication, better monitoring of supply, demand and transmission. Are more radical measures required, e.g. revisions to contractual arrangements? Few seemed to have an appetite for such measures, but we did hear some calls for ‘leadership’ in rethinking approaches to system failure. Surprisingly perhaps, we heard no explanation for the Californian crisis.

Finally, a caution repeated several times, we should not assume that a problem always requires regulation. Governments have no comparative advantage in managing markets, despite their inherent tendency to think otherwise. The rationales for intervention have multiplied in recent years – the environment, climate, energy security, protecting vulnerable groups, regional balance etc. If we over-regulate we may make the investment climate hostile and lose that way. Governments ‘fail’ too.
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