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Figure 1

U.5. Dependence on Oil Imporis
{Imports as Percentage of Domestic Demand)
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Unfortunately, consumers in this country
never made the obvious connection between
price controls and shortages. Hence, pleas for
Congress w do something about “price
gouging” are becoming louder and shriller.
But, as the Washington Posr noted in a recent
editorial, “The oil shortages of the 19705 and
the gasoline lines were the result, not of OPEC
prica iln-l:re:m. but of American price con-
trols.”

Under the circumstances, a brief refresher
on the fundamental economics of energy would
seem helpful. The basic concepts are straight-
forward and should be quickly recalled by any-
pne who has had a freshman course in eco-
nomics.

Economics of Energy?

Two economic refationships are basic to en-
ergy economics. First, people will use more
gasoline (and other forms of energy) when it is

cheaper, and less when it becomes more expen-
sive, Second, those who supply energy will
produce more at higher prices than at lower
prices.

Higher energy prices account
Jor abour B0 percent of the total
energy efficiency improvements
in the United States since 1973,

The implications of these two statements,
when we think them through, are compelling.
Changes in energy prices are an important form
of information: they provide signals to both
producers and consumers. After correcting for
the effects of shifts in the industrial sector, one
study found that higher encrgy prices account
for about B0 percent of the total energy effi-
l:i!ﬂﬂ% improvemenis in the United States since
1973,

The difficulty is, however, that the process
of adjusting 1o price changes may not always be
as rapid as we would like. On the demand side,
many confumers own heavy “gas guzzling”™
automobiles, and live in houses with linle in-
sulation and large glass windows. Even if the
price of gasoling and fuel oil rises substantially,
they will still buy about as much as before.
Thus, in the language of economists, the de-
mand for energy is relatively “inelastic® in the
short run.

Energy conservation originally was viewed
:imptj.' & “doing without.” Increasingly, how-
ever, it is becoming apparent that, by increas-
ing the efficiency with which we use
we can produce the same or higher levels of
goods and services with less energy. Building-
related research, for example, has produced
more efficient equipment such as the heat-pump
water heater and the solid-state ballast for fluo-
rescent lighting.

Over the longer run, demand for energy is
more reésponsive 10 changes in price, Older and
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Figure 3
The Declining Energy/GNP Ralio
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existing energy-consuming equipment less in-
tensively (for example, changing normal ther-
mostat settings or reducing sutomobile trips).?
The other two-thirds of the savings resulted
from improvements in energy efficiency, such
as adding insulation, buying more fuel-efficient
vehicles, and building more efficient furnaces,
power and other equipment. For
example, in 1974, the average new car got 14
miles per gallon (mpg) and trucks 4 mpg. Cur-
rently, suto efficiency is double at 28 mpg,
while truck efficiency is up 50 percent at
6 mpg. The newer 757 jet airliner burns 40
percent less fuel per seat than the plane it re-
placed, the 7278

Other efficiency improvements included de-
veloping products and processes thar are less
energy imensive. For example, structural plas-
tics repluced steel in many uses, glass fibers
were used instead of copper wire and industrial
processes were made more energy efficient.

Changes in the energy/GNP ratio can, over
time, make significant differences in a coun-
try's enecgy situation. Consider the conse-
guences if the United States had not improved
its energy efficiency since 1973, and the en-
ergy/GNP ratio had remained constant, rather
than declining substantially. By 1589, it wok
28 percent less encrgy 10 produce a given umit

6

of economic activity in the United States than it
did at the time of the first oil shock. In 1973,
27,100 BTUs of energy were requirad, on av-
erage, to produce §1 of GNP. By 1989, the
BTU requirement per unit of output had de-
clined to 19,600.7

By 1989, ir took 28 percent less
energy fo produce a given unit
of ecanomic activity in the
United Scases than it did fn 1973,

However, energy efficiency cannot be regu-
lated into existence. Past governmenl attempfs
o force energy efficiency beyond economic
feasibility proved ineffective. One example
wis the Residential Conservation Service,
which required utilities to conduct home energy
audits for customers wanting 1o improve energy
efficiency. Only & percent of customers re-
quested the appraizals, and even fewer followed
up. Yet program costs of more than $500 mil-
lion were passed on tw ratepayers before
Congress eliminated the program.

Historical Experience

It is useful to draw upon earlier experiences
in order to provide some historical context.
Over the course of our nation's history,
the American people have successively shifted
from relying primarily on one energy source to
another. The development of new energy
sources ook place with little if  any
governmental intervention. For example, in
1800, illumination in the United States was
provided by candles and oil lamps, with fuel for
the lamps coming from whale oil. Yet whales
did not become extingt as the demand for
lighting expanded with a rapidly growing
population. A wvery substantial increasz did
occur in the price of whale oil, however, from
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23 cents a gallon in 1832 1o $1.45 in 1865.

Price rises are always painful and unpopu-
lar. But citizens back then did not write o
their legislators, nor did newspapers castigste
the “price gougers® of the day. Consumers
simply switched 1o cheaper substitutes such as
coal pas, camphene distilled from vegetable
oils, and lard oil.

Changes in consumer
derand from whale oil to
kerosene to gasoline did not
result from an act of Congress
or a subsidy from the Treasury.
The mafor force for change was
swecessive movements in the price
of the different forms of energy.

In the 1850s, coal oil or kerosene derived
from coal distillation dominated the market for
residential lighting. Qs success was followed
by an equally meteoric decline in favor of a
new fuel that had appeared in the market.
Petroleum was discovered in 1859 and quickly
became the favored source for kerosene. As
crude oil production swelled, s prica fell —
from SI8 a barrel in early 1860 to 10 cents a
barrel in late 1861. By 1863, virtually all coal
refiners had shifted to refining crude oil. Many
pnaw refineries appeared on the scene alihough
gasoline wis considered at the time w be
a waste byproduct

The changes in consumer demand from
whale oil 1o kerosene 10 gasoline did not result
from an act of Congress or a subsidy from the
Treasury. The major force for change was
successive movements in the price of the
different forms of energy. As shown in Figure
4, there have been frequent shifts in the course
of American history in the relative imponance
of different fuels. In the middle of the nine-
teenth century, wood was the major fuel and

Figure 4
Energy Sources in the United States
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cries of alarm were sounded from time o time
about the depletion of our foresis. By late in
the nineteenth century, however, people shifted
to ¢oal as relative prices changed. The impli-
cations for current policy would seem to
be clear: The sooner government frees energy
sources from artificial restraints, the sooner
new energy sources will become commercially
competitive.

In contrast, just consider what might have
happened if the federal government had adopted
a formal energy policy in the nincteenth cen-
ury. Some government agency surely would
have given & grant to a candlemaker to develop
an improved wick. Another part of the
bureaucracy would have subsidized carriage
companies (0 test high-mileage hay for horses.
It is unlikely that any stodgy government offi-
cial would have given a grant to a maverick
such as Thomas Edison.

In a very real sense, the United States does
have an energy policy for the 1990s. It is sim-
flar 1o the clothing policy, the refrigerator pol-
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il galed under the Clean Water Act.

o Complying with limitations applicable w0
"underground injections,® under the Safe
Dirinking Water Act.

e Complying with the regulation of interstaie

pipeline transmissions, under the Interstate
Commerce Act.

& Complying with the prohibition qﬂml
carmes lrensponing s own products, &
the Interstate Commerce Act,

o Complying with the allocation of rmilrosd

cars transponing coal, under the Intersiaie
Commerce Acl.

# Complying with the regulation of interstats
transmussion of synthetic gas once it is mixed
with natural pas, under the Namml Gas Azt

o Obimning necessary plant and mine leases,
from the U.S, Bureau of Land Management.

s Obtaining water allocations, from
the U.5. Bursau of Reclamation,

# Complying with the Coal Mine Heslth and
Safety Acl.

The task force's conclusion is noteworthy:
"In summary, some of these requirements could
easily hold up or permanently postpone any at-
tempt 1o build and operate a synthetic fuels
plant."11 The more recent difficulties experi-
enced by companies attempting o build and
operale nuclear as well as conventional power
plants tend o bear out the task force's concern.
Surely, a sensible program of regulatory reform
has an important role to play in enhancing the
economic strength of the United States be it in
regard to energy, the environment or other ar-
eas of public interest.

For instance, if Congress votes to allow ex-
ploration and development of the Coastal Plain
of Alaska's Arctic Natlonal Wildlife Refuge,
the result might be an incresse of one-third in
current ULS. oil reserves, The U.S. Depart-
ment of Energy estimates that the area contains
as much as 9.2 billion barrels of economically
recoverable oil 12

12

Some Final Thoughts
on Energy Policy

The development of government policy to-
ward energy has been a perennial marter
of controversy in the United States. Issues of
regulation, taxation, budgeting, and national
security are, at different times, wery much
involved. An effort needs to be made tw
reconcile the impornant but conflicting concerns
for energy, the environment, and the economy.

If the price of gasoline had
kept up with inflation in the
19805, conswmprion in the
United States roday would be
nearly 20 percent lower than it is.

The status quo in public policy affecting en-
ergy Is not adequate for the 1990s. The current
result is that gasoline prices in the United
States, despite the run-up following the Iragi in-
vasion of Kuwait, are still, in real tsrms
{corrected for inflation), about the same as in
1973, prior 1o the huge increases in oil prices
brought on by OPEC. U.5. gasoline prices are
the lowest in the industrizlized world. The cur-
rent level of approximaely $1.35 compares o
$3.00 in West Germany, $3.50 in the United
Kingdom, and $4.30 in France. Enérgy experi
Philip Verleger, Ir., estimates that if the price
of gasoline had kept up with inflation in the
1980s, consumption in the United States woday
would be nearly 20 percent lower than it is3

Even more dramatic is the fact that, on aver-
age, each American uses (wice as much energy
as each resident of Japan and West Germany.
If, by some stretch of the imagination, we could
bring our energy use down to that of those two
economic competitors, the United States might
be ahle to climinate its need for impocted oil,
and thus end its reliance on the unstable Middle
East for a key part of its energy sapply 19
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