Environmental policy - hotting up?

The three short news stories below consider a range of topical issues for September 2005. The environment has been a key topic in recent months and each story is focused around a different aspect of the economic impact of the environment and environmental policy.

The alternative Kyoto?

The Kyoto protocol is generally well known and, thanks to the agreement of the Russians, was finally ratified in February 2005. For more details see News Item 6 in the February 2005 news file. However, the resistance of the Americans to the protocol is also well known. They have always down-played the importance of climate change and resisted any policies that they feel would have a damaging effect on their domestic economy. It was then arguably something of a surprise when in July this year, the USA, Australia, Japan, China, South Korea and India announced the Asia–Pacific Partnership on Clean Development and Climate. This environment initiative is seen as a parallel development to the Kyoto protocol. The idea for the initiative seems to have emerged as the US and Australia have started to suffer increasing diplomatic isolation over their refusal to be a part of the Kyoto protocol which has been accepted and endorsed by most major European and other industrialised developed nations. The success of the Kyoto protocol was damaging the attempts by the US and Australia to build their environmental credentials.

There is no clear plan for the partnership at this stage except some declarations that the new initiative will protect the interests of both developing and developed nations through new technologies and their mutual sharing. The partnership, however, does not set any specific limits on emissions – unlike the Kyoto protocol. This is clearly a large part of the appeal for India and China. Both countries are huge energy consumers and felt that if they were required to adhere to the tight limits set by Kyoto, this would limit their potential to grow. The Asia–Pacific Partnership gives them a chance to show that they are concerned about environmental issues without tying them down to specific requirements. Many commentators, however, are pessimistic about any significant results coming from the partnership, given the lack of targets and incentives. Instead, they see it as a political move to deflect criticism of lack of action on the part of these countries.
The environment is an important topic throughout any economics course and is dealt with under the heading of market failure. A lack of private property rights relating to the environment means that environmental policy is always difficult to develop on a supra-national level. Kyoto was the world’s first attempt at this, but the success of Kyoto must be cast into doubt as this new partnership emerges.

Oil and gas - a lethal price mix

In the topical issues section for September 2004, we focused on oil prices and the fact that they had hit record levels at around $45 per barrel. With oil prices now hovering near to the $70 per barrel mark, last year’s prices seem low by comparison. The pressure on world energy prices has been intense during 2005 and oil, gas and other commodity prices have risen sharply. At the start of September British Gas announced a 14% price rise for gas despite two sharp price rises in the previous year. Wholesale gas prices have been 50% higher than a year ago, while electricity prices have gone up 61% over the past year, and the markets are expecting them to rise further. A lot of this has been as a result of the sharp increases in oil prices as energy costs tend to be related. As British Gas managing director Mark Clare put it "We are no longer an energy island - spiralling world oil prices are now having an unprecedented impact on the cost of gas as the UK is now dependent on imports."
The oil price rise has been partly related to worldwide supply concerns and a shortage of refinery capacity (made worse by the effects of Hurricanes Katrina and Rita – see below), but has mainly been related to a relentless rise in the level of demand for energy from the USA, China and other major industrialised nations.  The impact of higher oil prices is perhaps yet to be felt, but the IMF has warned in its latest World Economic Outlook that the global economy is growing slower than last year and it holds high oil prices partly responsible for this ‘soft patch’. However, the IMF has warned that the nature of the oil industry and market has changed and while demand has been a crucial price determinant up to now, supply-side shocks may become much more important.

The economic impact of Katrina and Rita

The trails of destruction left by Hurricanes Katrina and Rita across the southern states of the USA were very obvious and media coverage of the two events brought the suffering of all the people in the area right into our homes. However, long after the media coverage had finished, Hurricanes Katrina and Rita continued to have medium-term economic consequences for the region. The most immediate cost is perhaps to homes and buildings that have been destroyed by the hurricanes. Predictions of the final cost to insurers range from $13bn to $29bn for both hurricanes, making it potentially more costly than the 2001 World Trade Center attacks.

However, looking at just the cost to insurers is deceptive. The cost of the clean-up is borne mainly by the government. White House officials say that the clean-up programme could cost up to $200bn, and it might have to be partially funded by spending cuts in other areas. This has placed a heavy burden on government finances that were already overstretched. The Federal government has been under pressure, not least from Alan Greenspan at the Federal Reserve, to deal with the record level of the budget deficit and the cost of the hurricanes will make this more difficult to deliver.

The shockwaves from Hurricane Katrina and Hurricane Rita, however, extend much wider than the immediate vicinity. A number of important refineries are located in the hurricane zone in the Gulf of Mexico and the enforced shut down of these refineries for a period has disrupted the supply of fuel to world markets. This has caused oil and other energy prices to rise sharply on concerns about supply shortages. This, combined with rapid demand growth for fuel, could go on affecting world markets for some time and we are unlikely to see a significant fall in energy prices in the foreseeable future.

