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Summary

In this article, the pricing of three energy commodities (oil, coal, and electricity) is
considered. The criteria used to select these commodities were their relative importance
in terms of final energy consumption and whether common issues relevant to a number
of countries were involved in pricing.

Oil is the dominant energy source in the world and the most heavily internationally
traded energy commodity. There has been long standing controversy about the
international pricing of oil since OPEC was formed and various models have been
proposed. No single model need be valid for all periods of time. It is argued that there is
evidence of increasing coordination among OPEC members since 1996. Such
coordination became most apparent during 2000 when oil prices rose sharply and OPEC
announced it intended to maintain price within a given band. It is suggested that the
possible reduction in growth of demand for oil resulting from OECD action to curb
climate change may have acted as a unifying force on OPEC members. If this is correct
then it follows that any weakening in the resolve of OECD members to undertake such
action may have the reverse effect. The result would be lower oil prices and higher
carbon dioxide emissions in the absence of any new OECD policy measures.

In the case of coal there is also dispute about the most appropriate model to describe the
operation of the “world” market. Some writers have argued that the United States acts
as “swing” producer for the world with changes in exports from that country tending to
stabilize world prices. It has been suggested that Saudi Arabia at times has played this
role in the world oil industry. However, there are major differences between the relative
positions of the two countries in the respective industries. Saudi Arabia is the lowest
cost oil producer in the world and the bulk of its production is exported. In contrast, the
United States has the highest production costs of the major exporters and the bulk of its
production is consumed domestically. It may be more appropriate to describe the United
States as the “marginal” exporter. Transport costs on coal effectively segment the
market into an “Atlantic” and a “Pacific” market. The bulk of exports from the United
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States go to Europe whereas Australia (the largest exporter in the world) is the dominant
supplier to the more rapidly growing Pacific market. In the case of coking coal there is
evidence that collusion among buyers may result in lower prices than would occur
under ideal competitive conditions.

In the case of electricity, many countries are at different stages of the reform process to
promote greater competition in generation. In the past, the significant decline in unit
production costs with the scale of coal fired generating plants led to the view that
generation was a “natural monopoly.” However, plant scale has a much less significant
influence on unit costs with some more recently developed technologies such as
combined cycle gas generation. At many locations throughout the world, natural gas can
be delivered at prices that make the unit costs of gas fired generation with relatively
small scale plants competitive with those of large scale coal fired plants. The
introduction of greater competition in generation has often resulted in significant
productivity gains in generation. However, the decline in prices to final users has often
been less than anticipated. In many cases it appears that generators were able to exercise
some degree of market power, especially in tight supply situations. While the net
benefits of reform are usually assessed to be positive, reducing the ability of generators
to exercise market power remains a central issue.

1. Introduction

Oil is the dominant energy source in the world whether measured in terms of total
primary energy supply or source of final energy consumption (see Figures 1 and 2). Qil
is also the most heavily internationally traded primary energy source and the crude oil
market comes closest to approximating an integrated world market among the primary
energy commodities. Thus, oil pricing is an essential component of any discussion of
energy pricing. Coal ranks second to oil as a source of primary energy supply but is
only fifth in terms of sources of final energy consumption. The reason for this
difference in rankings is that a large part of world coal production is consumed in
electricity production and electricity, rather than the coal consumed in its production, is
regarded as the source of final energy consumption. Pricing of both coal and electricity
will be discussed below. In the case of electricity there were significant actual or
planned changes in electricity pricing in many countries in the last decade of the
twentieth century.

Figure 1. Sources of World Total Primary Energy Supply, 1998 (Source: International
Energy Agency)
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Figure 2. Source of World Final Energy Consumption, 1998 (Source: International
Energy Agency)

Natural gas ranks third after coal as a source of total primary energy supply and also in
terms of sources of final consumption. It ranks second to oil in terms of the proportion
of world production traded internationally. However, a large proportion of international
trade occurs through pipelines specifically constructed to link different countries.
Pricing tends to be influenced by local factors. Nevertheless, there is a small but rapidly
growing volume of sea borne trade in liquefied natural gas. The ability to deliver such
gas to any suitably equipped port would be expected to increase the degree of
integration in the world market. There is limited international trade in other primary
energy sources (combustible renewables and waste, hydro, and nuclear) and again
pricing details tend to be country specific.

In this article, only the pricing of oil, coal, and electricity are considered since these
commaodities raise general issues affecting a number of countries.
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