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“Where politics and markets meet” is the
slogan of EER. Looking back over the articles
we published over the past month, it is clear
that this is a very appropriate motto. Boy,
do politics and markets meet in the energy
sector — and usually not in very pretty ways.

See Eurelectric’s desperate cry that the
European electricity sector is feeling crushed
by state intervention. See the alarm raised by
Bert den Ouden, CEO of APX Endex, who
sees the North West European electricity

By Karel Beckman - editor-in-chief

markets diverging again after years of
convergence.

| am convinced that these are not self-
interested complaints. They are real — and
they have everything to do with the complex
political organisation of the EU, which makes
any kind of consistent energy policy almost
impossible. Member States more often than
not go their own way — see the articles written
by Paul Hockenos about Germany and Ana-
Maria Tolbaru about Kosovo — while Brussels

is always trying to roll out EU wide schemes
— see Sonja van Renssen'’s article on the EU’s
ambitious road transport plans.

There is one consolation: we are not the only
ones who have this problem. See Michael
Klare’s article on the Keystone XL pipeline in
the US. Danila Bochkarev of the East West
Institute even issued an appeal to Asian
countries to sign on to the Energy Charter
Treaty, to make the investment climate in the
energy sector a bit more secure out there.
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Why is all this important? Because in the end
we are better off if markets rule — as Christof
Rihl, Chief Economist of BP, argues in the
fascinating interview he gave to EER, and
which is our main feature this month.
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ENERGY PERSPECTIVES

“T'he energy system
moves slowly — but it
does move”

Christof Riihl, Group Chief Economist of BP, unveils the hidden forces that

steer the global energy market to a new future
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Speaking with Christof Ruhl, Group Chief Economist of BP, is like getting a unique tour

through the past, present — and future — of the global energy world. Ruhl has a crucial -

and inspiring — story to tell about how market forces, even though they are sometimes

deeply buried beneath stormy state interventions, slowly but surely steer the Ship of Energy

to new and undiscovered lands. EER'’s editor Karel Beckman spoke with Ruhl about

what our energy future holds in store: about the tremendous importance of technological

innovation in the fossil fuel industry, which most outside observers completely miss; about

what role renewables could play, if they were harnessed by market forces; about the

far-reaching changes taking place in the global gas sector, which are primarily a result

of liberalization and competition; about the evolving roles of national and international oil

companies and governments who are all tugging at the energy beast. “It may be a slow-

moving beast”, Rihl says about the global energy system, “but it does move.”

| By Karel Beckman

In January, Christof Riihl and his team for
the third time presented the BP Energy
Outlook 2030, one of the most important
publicly available annual studies of our
energy future, along with the International
Energy Agency’s (IEA’s) “World Energy
Outlook” and Shell’s “Energy Scenarios”.

The first BP Energy Outlook was produced
in 2009, as an internal document, to
provide input into the company’s strategic
and commercial decisions, and also to
provide better alignment across the many
market market analyses that were floating
around the company, as Riithl puts it.

Three years ago, BP decided to make the
Outlook public - just as it has been doing
with the famous BP Statistical Review of
Energy since 1952 (!) - because the British
company wanted its data to “feed into the
public energy debate”.

“I can’t think of a sector that is so
important to everything we do and where
the gap between its importance and the
need for information is so large”, says
Riithl. He adds that “there are probably
more economists researching happiness
than energy. On energy anybody seems to
be allowed to say anything.”


http://www.bp.com/extendedsectiongenericarticle.do?categoryId=9048887&contentId=7082549
http://www.bp.com/extendedsectiongenericarticle.do?categoryId=9048887&contentId=7082549
http://europeanenergyreview.eu/site/pagina.php?id=625
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Scenarios are typically
wnitten by commattee, to
reach a consensus

The Chief Economist, who is also Vice-
President at BP, notes that the BP Energy
fully “The
underlying data are available on the
internet, from 1965 on. You can walk up
and down the time series and plug in

Outlook is transparent.

your own numbers for the future if you
don’t agree with ours. That’s the kind
of debate we want. We want to provide
fact-based input into the global debate.
That also explains why the Outlook has
this slightly nerdy format. It is an energy
forecast, not a corporate brochure.”

By politicians for politicians

For the same reason, says Riihl, the
Outlook is a “point forecast”, ie. a
projection of where the trends in the
energy markets are likely taking us, unlike
the IEA and Shell’s outlooks, which are
written as scenarios. “With a scenario the
danger is that you envisage an outcome
and then backtrack to today’s starting
point. Scenarios are typically written by

committee, to reach a consensus. Often
they are presented as a menu of choices,
for example for politicians. They are less
suitable when you want to explore what
is most likely to happen.” And, Riihl adds,
the broader the scenarios become - and
the presumptions on which they are
based - the more meaningless they tend
to be.

A point-forecast, on the other hand,
“forces you to put all your cards on the
table”, Rithl. “Nothing focuses
the mind of the analyst as much as the

says

necessity to make a point prediction.
Large economic institutions like the IMF
and World Bank do this. They don’t do
scenarios for a reason.”

Riihl explains how the Energy Outlook is
written. “We go around, try to collect the
best information available, from inside
and outside the company. But, quite like
the Statistical Review, in the end the
Outlook is written by the Economics
Not by a
committee. Given its purpose, this helps

department. corporate

to maintain standards, legitimacy and
edge. The only debates I ever had in this

regard is how to say things, not what or
whether to say something. For example,
we were among the first to observe that it
was very unlikely for the world to contain
global CO, concentrations within 450
ppm, as people would like to see. Perhaps
not an easy thing to say so for a big oil
company. But there was never a question
whether we should say it or not. It was a
forecast, and so we said it is what we think
will happen, not what we like to happen.”

This does not mean, Riihl adds, that the
Outlook is literally claiming to predict the
future. “It is to the bets of our knowledge.
This includes knowing that events will
occur, such as disruptive technological
changes - that are unpredictable. We
know they will happen, but we can’t
know when or in what field, and so we
don’t try to guess them. We also know
that people have the ability to respond
to similar situations in different ways.
All this makes for humble claims on the
crystal ball. And it’s one reason we keep
the forecast to 20 years. Anything longer
will become too uncertain.”

Nevertheless, although any Outlook is

-y

“likely to be wrong somewhere”, says
Riihl, its value lies in the information
it provides for analysts and decision-
makers to base current strategic and
business decisions on. “We can point
the finger at what I call the fault lines of
our complicated global energy system.
We can point to long-run trends that
will shape the future - and where these
may be on a collision course. Or to issues
where an outcome clearly depends on
today’s decisions. All this forces you to be
disciplined about how to deal with the
real forces that are at work in the world,
but it also helps in delineating areas
which are subject to change.”

Dead and stale

The major energy “force” that is currently
at work in the world, as identified by the
most recent BP Energy Outlook, is the
increasing impact of unconventional
oil and gas on global energy markets.
“We were one of the first to identify the
importance of unconventionals in the US.
This revolution is now going global”, says
Riihl. “It will have a huge impact on how
the energy world will look in 2030.”
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Resource availability
is actually a very poor
predictor of future
production growth

Although most people are by now aware
of the shale gas and tight oil revolution
in the US, and the possibility that this
will be replicated throughout the world,
they still miss the essential point about
it, notes Riihl. This is that it has been the
result of free access and competition -
of market forces at work. “What you see
is how market forces over a decade, and
responding to a high prices and high
demand, were capable of changing the
nature of supplies. Markets do this when
they are left free to operate: they come up
with new things. And not just shale gas or
tight oil. Renewables as well.”

That is why, says Riihl, the revolution
happened in the US, and not for example
in China or Venezuela, which have just as
much unconventional resources at their
disposal. “Resource availability is actually
avery poor predictor of future production

growth. First and foremost you need free
access. Competition. A fair investment
climate. Many peoplelost theirshirtat first
in the US, trying to develop technologies
to access shale resources, mostly by small
companies, with big companies caming
in only later. Things happened because of
above-ground factors: private ownership
of land, a sophisticated service sector and
infrastructure that emerges only after
many years of competition, including
deep financial markets to hedge risks.
At the same time nothing came out
of countries like China, Venezuela, or
Mexico, which have similar resource
endowments.”

What the unconventional revolution
shows, then, says Riihl, is “the ability
of the energy
technological change and innovation
when market forces are allowed to work.

system to generate

The energy system is so big that outside
observers often think it is stale. But it is
not. It follows the rules of competition
but because it is so large it follows them
slowly. It is characterized by a tremendous
degree of technological innovation, but

It is
a slow-moving beast, yes - but it does

this remains hidden oftentimes.
move.”

Upstream surprises

What the most recent Outlook implies,
says Rihl, is

responding to high demand and high
prices by producing more of the same

that the market is

(oil, coal, gas, nuclear) as well as new
supplies. “Around 2030 we see almost
20% of energy supplies delivered by shale
gas and tight oil and 17% by renewable
energy. The rest, some 60%, is more of
the same.” Riithl adds that “compared to
others, we have been conservative in our
projections of unconventional growth.
North America could produce more.
China, Russia and others could kick in
faster, so there remains a potential for
surprises which then would also translate
into faster geopolitical changes.”

Of course many people do not like the
idea of the Age of Fossil Fuels being
extended by new oil and gas. They would
like to see a much faster development of
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Christof Rlhl - Group Chief Economist
of BP (c) bp.com

renewable energy. What does Riihl have
to say to them? “I try to focus on the need
for renewables to copy a page from the
success of the fossil fuels in constantly
generating technical change and being
able to reinvent themselves. They can do
this by being subjected to market forces.”

The key problem with renewable energy,in
RiihI’s view, is that, as a subsidized sector,
it is less exposed to competition. “When
you have a subsidized fuel expanding
faster than its cost efficiency, the amount
of subsidies paid has to expand with it.
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At a certain point this may become too
expensive and no longer tolerable to
society. The subsidized energy becomes a
victim of its own success. This is what is
happening in Europe right now.”

Rithl makes an interesting comparison
between renewable energy today and
the development of nuclear energy in
the 1970s and 1980s, where the same
thing happened. “Nuclear energy stopped
growing and hit a glass ceiling in the 1980,
for a host of reasons. But nuclear energy
was also heavily subsidized - you cannot
get private insurance for the cost of an
accident, this will always be socialized.
This is just one example. Costs failed to
come down as envisaged. And so at some
point it had lost acceptability without
having lost the need for subsidization.
It was no longer cost efficient while
subsidies continued. That’s when it
became too expensive.”

Actually, renewable energy is in a better
situation today than nuclear power was
back then, Riihl believes.
energies are simpler and sturdier and

“Renewable

10 become a driver of developments rather than imping
behind what is politically corvect, may be difficult, but it is
also necessary in the world of renewables

more easily transferable. For example,
when nuclear power hit a 2% share of
global power generation in 1971, it was
present in 14 countries. When wind
power hit this threshold exactly 40 years
later, it was present in 92 countries. The
production as well as application of wind
power is much more widespread and it
may therefore easier become subject to
competition.”

Still, he adds, “that’s no guarantee for
success. The really really big question is
- how do you take renewables out of their
subsidized shelter and expose them to
competition?”

Does Riihl believe that international oil
companies like BP could play a major
role in the development of renewables?
“They could, yes. But only if ir promised
to become a real market. Look at BP.
We had to more or less go out of solar,
because one needs to get away from
areas that are heavily subsidized if one
believes this is unsustainable. Now we
concentrate on areas that we see as on the
verge of becoming competitive, like wind

onshore in the US. We try to go where
the economics have a chance to survive.
In some areas, where more fundamental
innovation is needed, we concentrate on
R&D. In biofuels, for example, we work
with the University of Berkeley where
people with very big heads are trying to
make possible next generation biofuels,
because we know that biofuels growth
from foodstuff has its limits.”

Rihl notes that “to become a driver
of developments rather than limping
behind what is politically correct, may be
difficult - but in the world of renewables
it seems also necessary.”

What goes for renewables, also goes for
CO, emissions, says Riihl: limiting carbon
emissions is best be done by harnessing
the market. “When you compare the
growth of GDP to the growth of energy
consumption, you see a pair of scissors
opening up very nicely. We have become
more and more energy efficient, a
process that has been driven by economic
incentives: competition, free trade of
fuels, exchange of technologies and best

-y

practices, technological improvements.
When you compare energy consumption
to CO, emissions, the scissors hardly
open up at all. Why? Low prices, low
tradeability. So to those of us worrying
about emissions, I would say: don’t go
and damn 80% of our energy supply, but
look at the book written by fossil fuels
and copy some of its lessons. This is not
re-inventing the wheel: a carbon price
would go a long way to achieving results
similar to those we have seen for energy
efficiency.”

Pipeline economics

The story of today’s global gas markets
is also a story of long-term market forces
at work, says Riihl. “The gas market
is changing from two sides. There’s
shale gas, and there is the increasing
integration of the global gas trade,
which is also a massive development.
This has two components to it. One, the
rapid growth of LNG, which is projected
to grow at 4.3% per year, twice as fast as
consumption, and today already account
for 10% of supply. Second, the physical
integration of gas markets through the
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“Storage 1s a political
problem, not a technical
problem”

development of infrastructure: terminals,
regasification and LNG plants, and so on.”

The result of all this is that spot markets
keep growing at the expense of long-term
Riithl notes
that this is “not a smooth process”. “The
addition of new supplies of LNG is lumpy.
So sometimes you may even see periods

and oilindexed contracts.

when spot prices may be higher than
long-term prices.”

But he believes the process of untying
the oil-gas price knot and the decline
of long-term contracts is irreversible.
“You have to go back to the basics to
see what is happening. Gas is the only
fuel whose price is tied to another
fuel. There are good reasons for this
historically. Gas was a pipeline fuel.
So up to a point you had one supplier,
one buyer - a bilateral monopoly but no
market. That’s why the price was tied
to something else. Now fast forward to

the first LNG projects. Their economics
were identical to pipeline economics:
You had 25-30 year contracts, with
volume targets and prices tied to oil.
This system was gradually undermined,
first before the crisis by Asian buyers
who bid away LNG cargoes from the
Atlantic Basin, then after the crisis by
suppliers who could not sell their LNG
to the US anymore and started selling
on Asian spot markets. Next, a wave of
new supplies from the Middle East came
in, while at the same time the European
power markets were liberalized. This
is a long-term process in the direction
of integrated markets and spot trading
which won’t be stopped anymore.”

Riithl adds that “this reminds me very
much of the history of the oil tanker. The
first oil tanker — which was invented by
Shell, I am sorry to say - went up and down
between Rotterdam and Sumatra. It took
many decades — and huge investments
in infrastructure - before a real market
started to develop.”

The BP man points out that the market
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process is further advanced in Europe
than in Asia thanks in part to the
liberalization of the European power
market. “At the time when a lot of new
LNG hit the market and demand was low
because of the crisis, there was a new
situation in Europe. Smaller utilities were
able to source their own supplies on the
spot market, thanks to the liberalization,
and to undercut the large utilities. That’s
why the Eons and Gaz de Frances of this
world had to go to Gazprom to ask for
price cuts, which they eventually got. In

Asia, utilities are still monopolies, more
likely to pass on prices to customers, since
they don’t need to be not bothered by
competition.”

Down the tubes

So what lies ahead for our world energy
system? What Riihl sees coming, based
on the research of his group, is an ever
wide range of energy sources being
used (i.e. a reduced reliance on any
single energy resource), an accelerating
convergence of regional markets and


http://www.bp.com/liveassets/bp_internet/globalbp/STAGING/global_assets/downloads/R/reports_and_publications_economic_development_demand_for_energy.pdf
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continued improvement in energy

efficiency - all driven by market forces.

He also expects that the unconventional
energy revolution will lead to less
‘resource nationalism’. “More and more
people will discover they are sitting
on energy resources and will demand
from their governments that these
be developed. This will put pressure
on governments
investment. Barriers to entry might well
go down.”

to attract private

He notes that international (private) oil
companies (IOCs) have been explosed to
more competition from national (state-
owned) oil companies (NOCs), but largely
only from NOCs that are themselves
subject to market forces, like Petrobras
or Statoil, which are competing under
market rules. “Someone should write
a case study of the difference between
Petrobras and Pemex (the national oil
company in Mexico). Petrobras was
not even privatized, it was only put in
a competitive context, and it ended
up developing the Brazilian deep-sea

that these be developed

resources, finding many of them all by
itself. In Mexico’s offshore, not much is
happening.”

For I0Cs the state-backed competitive
NOCs, including the Chinese ones, are
“a challenge”, Rithl acknowledges, but
also an opportunity as markets open up.
He notes that “any market that becomes
deeper and broader offers opportunities
to specialize. It will become rare, I think,
for companies not to specialize in some
things either implicitly or explicitly.”

WhatRiihl does not see is any constraints
onresourceavailability. “Peak oilis down
the tubes. For the umpteenth time. In
fact, we have never run out of anything.
The human capacity to innovate, if left
free to develop, prevents this.”

This may sound optimistic, but Riihl is
no utopian. “Irealize the arrogance that
comes with such a statement. I am not
saying everything will turn out fine, no
matter what we do. Population growth
is putting huge pressure on the planet.
Species are dying out at an alarming

More and more people will discover they are sitting on
energy resources and will demand from thewr governments

rate. So I think there is a greater danger
of us destroying the planet inventing
new things than of us going back to the
Stone Age.”
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Christof Ruhl is Group Chief Economist
and Vice President of BP plc. He
manages BP’s global Economics Team,
providing economic input into the firm’s
commercial decisions. BP’s Economics
Team produces the annual Statistical
Review of World Energy and the Global
Energy Outlook.

Prior to joining BP, Ruhl worked at the
World Bank (1998-2005)
served as the Bank’s Chief Economist

where he

in Russia and in Brazil. Before that,
he worked in the Office of the Chief
Economist at the EBRD (Economic Bank
for Reconstruction and Development)
in London. He started his career
as an academic economist, first in

Germany and from 1991 as Professor of

Economics at the University of California

in Los Angeles.
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EU Energy Policy

The EU has decided to spend no less than 20% of its budget on “climate action”. At OFFA0ZR Bert den Ouden, CEO of APX-Endex, sounds alarm on the internal energy market

the same time the budget for energy spending was cut. This is not necessarily bad — if “European power markets are being split apart by
politicians were also to cut their interventions in the energy sector! political fickleness”
Bert den Ouden, CEO of APX-Endex, the Amsterdam-based gas and power
exchange raises the alarm: power prices in North West European markets
Interview: Susanne Nies of Eurelectric are diverging for the first time in years. This means that markets are
“We have a problem with pO”J[iCS” becoming more fragmented again instead of more integrated. Read the full
The goals the European Commission has set for Europe’s energy transition story 2>

and for the internal energy market cannot possibly be met with current
policies. That is the stark message given out by electricity industry
association Eurelectric. According to Susanne Nies, who is in charge of
Energy Policy at Eurelectric, “overregulation” and “unpredictable policies RELATED ARTICLES
have wrecked the investment climate in the European electricity sector.
Read the full story > B “We are confident that we will continue to play a key role in integrating European
electricity markets”
‘The integration of the European electricity market will transform the European
Climate wins, energy loses in new EU budget economy’
The proposed EU budget for energy interconnections and smart grids has Energy trading at the cross-roads
been cut sharply under last week’s budget deal. Climate funds, however, are Biodiesel back from the dead as EU drops ILUC factors
set to triple compared to today, as EU leaders agreed to commit 20% of all “People hate buying gasoline more than anything else”
EU spending to climate action. Read the full story 2 Biofuel-expert André Faaij: “EU biofuel policy is addressing the wrong issue”
Brussels pushes for full carbon accounting of all road transport fuels
Why policy failures are opening up gas opportunities in Europe
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Alternatives & Innovation

It is probably fair to say that most people are still not really convinced that the electric car RELATED ARTICLES
will come to replace the car with internal combustion engine. Yet the EU is very serious
about radically changing Europe’s “road transport fuel mix”, as these two articles from our W State of Charge: Electric Vehicles’ Global Warming Emissions and Fuel-Cost Savings
Brussels correspondent Sonja van Renssen make clear. Across the United States
B The great transformation: decarbonising Europe’s energy and transport systems
B A radically different transport sector by 2050
The EU’s vision: across the continent, cars will be able to tap into electric plugs B Batteries NOT included
and hydrogen, LNG and CNG refuelling stations
How Europe is shaping its future road transport fuel mix

With its new “clean fuels strategy” the European Commission is proposing

the rollout of a standardised charging infrastructure that is supposed to
finally unleash the long-awaited, large-scale introduction of electric cars on
the European market. In addition, Brussels wants to see the build-up of a
network of hydrogen, LNG and CNG refuelling stations for cars, trucks and
ships. Read the full story 2

Evan Thornley of Better Place on why “the oil reduction business” is the place to be
“People hate buying gasoline more than anything else”
“Batteries are getting cheaper, gasoline is getting more expensive and every
single public policy variable is in favour of electric cars.” This is how Evan
Thornley, ex-CEO of electric car infrastructure provider Better Place sums
up the future of electric vehicles. Read the full story >
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Future of fossil fuels

In the US the Obama administration is facing similar choices to those confronting
policymakers in the EU. The US government has to decide soon whether it will give the
go-ahead to the construction of a pipeline that will give Canadian tar sands production a
new lease on life — with everything that entails.

IAYA0P8 A Presidential Decision That Could Change the World
The Strategic Importance of Keystone XL

President Obama has to decide whether or not to put a halt to the Keystone
XL pipeline. It is a decision that “could determine the fate of the Canadian
tar-sands industry and, with it, the future well-being of the planet”, writes
Michael Klare. Read the full story >

Can leak detection end the pipeline impasse?
US company Synodon has developed new technology to detect pipeline
leaks. Founder and CEO Adrian Banica explains how this technology could
help allay at least one environmental concern of pipeline protesters. Read
the full story -

RELATED ARTICLES

B Frack Fight

B How is the Keystone XL pipeline progressing?

B The US unconventional oil revolution: are we at the beginning of a new era for US
oil?

B The impact of tar sands pipeline spills on employment and the economy
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National Markets

Kosovo’s complex energy crisis might be solved by the Turks rather than Europe RELATED ARTICLES
or the US
Blackouts, black clouds and guns
In February, people took to the streets in Bulgaria to protest high energy
prices. In Kosovo, they have not done so yet - because many people simply Free to choose, can German consumers remake their energy sector from below?
don’t pay their bills. That could well change in future now that power How Germany’s powerful renewables advocacy coalition is transforming the German
supply has been privatised in Kosovo and taken over by Turkish companies. (and European) energy market
Ana-Maria Tobaru reports from Kosovo. Read the full story > The lights are back on in Albania

Albania: Facing a dark winter
04/02 Battleground Energiewende, part |

Gazprom in Serbia
How Germany’s conservatives are trying to navigate

Bosnia: divided powerhouse
Kosovo’s tarnished gold

the stormy waters of renewable energy in election year

2013

In Germany high energy prices are also an issue of course — although not in

Germany’s little energy co-ops make a big splash
German government backtracks on the Energy Transition

quite the same way as in Bulgaria. Our Berlin correspondent Paul Hockenos
reports on the love-hate relationship that Germany’s ruling Christian-
Democrats have with the Energiewende. Read the full story >
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Geopolitics

Could this strange European invention — the Energy Charter Treaty — be transposed to
South East Asia? And could the monopoly of Gazprom in Russia ever be broken? Two
rather unlikely suppositions perhaps. Yet these two articles make it clear that both these
things might happen.

Why the Energy Charter Treaty could become the key to
the success of the Trans-Afghan energy corridor
India and Pakistan would be greatly helped if they could source gas and
hydro-electricity from Central Asia. But for such energy flows to be able to
traverse Afghanistan, a multilateral investment treaty needs to be agreed
on, argues Danila Bochkarev of the EastWest Institute. The Energy Charter
Treaty seems the ideal candidate for this. Read the full story 2>

The rise of the gas independents: a game changer for
Russia
Danila Bochkarev, Senior Fellow at the EastWest Institute in Brussels,
explains why the risse of independent gas producers in Russia marks a
paradigm shift for the Russian gas market - and could contribute to the
diversification of energy supplies for Europe. Read the full story >

RELATED ARTICLES

B The uncertain future of Gazprom: the moment of truth is approaching

B Atale of two Gazproms, Why South Stream is the beginning of the end of Gazprom’s
dominace

Putin increases control over Russian energy

Resetting Gazprom in the Golden Age of Gas

Gazprom in crisis: a chance for reform

This is not the time to lose the Energy Charter

The Energy Charter Treaty is entering a crucial phase

The myth of isolated Iran

Indian renewable energy status report
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