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Abstract

In today’s world, fossil fuel resources are still the main source for energy supply. Many attempts have been done
in order to develop alternative sources of energy, since fossil fuel resources are limited and will be depleted soon
or late. Despite these efforts, as international energy organizations declare, fossil fuel resources have the largest
share in the world’s energy supply. Therefore, the study of exploration, production, and exploitation dynamics of
these resources, has been considered a significant topic for many researchers. System dynamics, which is an
appropriate method for dynamic studies and policy analysis, has been used as one of the most impressive
methodologies in systemic research and application in this area. Besides the illustration of the role of system
dynamics in fossil fuel resources analysis, this paper reviews the pioneering system dynamics models in this
field. The results of this work would be helpful for researchers who are interested in the dynamic studies of fossil
fuel resources’ systems.
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1. Introduction

The overall economic growth of every country highly depends on its usage of renewable and nonrenewable
energies; Energy is the lifeblood of modern industrial economies. For the last century, world economic growth
has been largely affected by the supply of fossil fuel resources production and vice versa.

As the main basis for development, energy sector plays a fundamental role in socio-economic sectors of
countries. Energy is one of the most important production factors, and has a remarkable effect on the increase of
industrial production level. As it could be seen from figure 1, there is a significant and meaningful relationship
between energy consumption and economic development; that is, energy is significant in explaining GDP, and
restrictions in energy supply might affect the economic growth (Stern, 1993& 2000; Hondroyiannis, Lolos and
Papapetrou, 2002; Ghali and El-Sakka, 2004; Oh and Lee, 2004; Paula and Bhattacharya, 2004; Lee, 2005; Lee
and Chang, 2005 & 2008; Narayan and Smyth, 2008).

((((Insert Figurel Here))))

The use of fossil fuel resources will be the prevailing way for the energy supply for the time being. Based on
annual surveys performed by energy-related companies, fossil fuels as fossil fuel resources will remain the
dominant source of energy supply to 2030 (World Energy Outlook, 2006; World Oil Outlook, 2008).

All in all, the study of fossil fuel resources’ systems is important, especially for economies open to the world
markets. Based on diverse methodologies, many energy models have been developed. The mutual relationship
between natural energy sector and economy, environment, politics, society, etc has been considered as a
challenging issue in these researches. Jebaraj and Iniyan (2006) classified the energy-related models in the
literature as follows:

e  Energy planning;
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e  Energy supply—demand;

e  Forecasting (Commercial energy, renewable energy);

e  Optimization;

e  Energy models based on neural networks and fuzzy theory; and
e  Emission reduction

There are almost some system dynamics models in each group. Meanwhile, authors hold this view that the
energy-related system dynamics models should be taken more into consideration because of the characteristics of
energy systems especially in policy making.

Because of existing characteristics such as considerable delays in industry and new energy development,
advanced and fast growing technology, resource limitations and depletions, price fluctuations, increasing costs,
growing demand, pollution and environmental concerns, political issues, etc , energy sector has one of the most
complicated systems in the world and should be seen holistically (McIntyre and Pradhan, 2003). Hence, decision
makers must use transparent, holistic and practical tools to gain better understanding of these systems. They
should analyze long term issues and examine various and possible assumptions and scenarios, and subsequently,
adopt some effective policies and strategies. They should also be aware of what happens before implementing
their programs since their actions are momentous, and the consequences might be costly and irrecoverable.

As a powerful methodology and computer-aided simulation modeling technique, system dynamics has the ability
to take feedback loops, delays, effective factors, and their interactions into consideration and mix them
deliberately with on hand experiences and data about the system.

It can, therefore, play an effective role in the analysis of energy-related issues. This paper is an effort to clarify
this role, by reviewing the most important system dynamics models in this area.

The following section will introduce the system dynamics methodology and its role in fossil fuel resources
studies. Main system dynamics models in this field will be reviewed concisely in section 3. Moreover, the key
aspects of these models will be discussed in further details. Section 4 concludes the report, with suggestion for
further study.

2. System dynamics and fossil fuel resources modeling
2.1. System dynamics (Note 1)

As one of the first responses to the shortcomings of Operation Research (OR) and other management science
techniques for complex problems such as those having large number of variables and nonlinearities, an idea,
which now is known as system dynamics, was introduced by J.W Forrester in the 1960s at the Massachusetts
Institute of Technology (MIT) (Forrester, 1961). Based on models and tools which were used by control
engineers in order to analyze the stability of mechanical and electrical control systems, he developed powerful
methods and a set of tools, which were first suggested by Tustin (1953), to model and analyze problems in
complex systems.

Successful approaches to learning about complex dynamic systems require (1) tools to elicit and represent the
mental models we hold about the nature of difficult problems; (2) formal models and simulation methods to test
and improve our mental models, design new policies, and practice new skills; and (3) methods to sharpen
scientific reasoning skills, improve group processes, and overcome defensive routines for individuals and teams
(Sterman, 2000). System dynamics prides itself on providing practitioners with all of these requirements.

System dynamics is a powerful method to gain useful insight into situations of dynamic complexity and policy
resistance. Five steps of modeling process in system dynamics are as follows (Sterman, 2000):

1) Problem articulation (boundary selection): in this step problem, key variables, and time horizon, should be
defined; moreover, the historical behavior and the most likely behavior of key concepts in the future should be
studied.

2) Formulation of dynamic hypothesis: in this step current theories of the problematic behavior is considered
at first; then, a dynamic hypothesis should be developed endogenously. Finally, maps of causal structure should
be developed.

3) Formulation of simulation model: the decision rules, parameters, initial conditions and etc should be
determined consistently.

4) Testing: there are some serious tests which should be done to assure that the model works correctly and
effectively.
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5) Policy design and evaluation: finally, changes in environmental conditions (scenarios), policy options and
their interactions, and sensitivity of policies under different scenarios should be examined.

System dynamics is suitable be used to design successful policies in companies and public policy settings. It can
be applied to any dynamic system, with any time and scale. In the world of business and public policy, system
dynamics has been applied to industries from aircraft to zinc and issues from AIDS to welfare reform (Sterman,
2000). System dynamics society states the span of applications as follows:

e Corporate planning and policy design

e  Public management and policy

e  Energy and the environment

e  Theory development in the natural and social sciences
e  Dynamic decision making

e  Complex nonlinear dynamics

e  Biological and medical modeling

There has been a conscientious fondness to study the dynamics of natural energy systems as an exact complex
system because of important feedbacks, nonlinearities, significant delays, etc. These works studied different
aspects of system, including exploration, production, investment, technology, demand, substitution, import and
export, financial, and so on.

2.1. The dynamics of energy sector and contribution of system dynamics

Because of political, economic, environmental, and social factors, energy sector is one of the most complex
systems in the world. Regarding increasing economic activities as extremely energy intensive efforts, energy
demand is growing day by day. In the case of energy shortage, its price would go up. On the other hand, the
increase of energy price with a constant purchasing power might result in the decrease of energy purchase and
finally it restricts economic activities. This restriction causes a decrease in demand, and consequently, it would
push down the prices.

On the other side, an increase in energy demand would result in the production increase which causes resource
depletion because fossil fuel resources are limited and the excessive production will deplete the resources.
Resource depletion results in the increase of production costs. Therefore, energy prices would increase. In
addition, resource depletion results in the decrease of investment return and the decrease of investment would
result in reduction of energy sector’s strength. The returns of investments can lead the whole system to be more
active in exploration and production activities as well as technology progresses.

Furthermore, the progress of technology to be used in energy sector has a remarkable effect; that is technology
development could make noneconomic exploitations profitable.

The existence of substitutes for energy carriers is another effective factor; in other words, price increases could
bring on the substitution of other energy resources. The above mentioned dynamic relations of energy sector are
shown in figure 2.

((((Insert Figure2 Here))))

Energy sector has a distinguished role in energy exporting economies; that is, not only the industrial sector is
directly influenced by the performance of this sector, but also since oil exports has a large contribution in
national incomes, fluctuations in the sector’s performance might gravely influence governments’ financial power
in domestic and external payments. Therefore, the energy sector plays a crucial role in economic growth of oil
exporting countries.

For those countries which are dependent on imports of energy to meet their demand, the dynamics of
international energy markets are more pivotal and influencing. Any change in the market, if not foresighted,
might have irrecoverable effects on their economy.

All above mentioned was a concise review of dynamics and complexities of fossil fuel resources sector.
Analyzing, policy planning, and decision making in this sector is such a consequential concern that governments
spend a big deal of money on it. Studying such a multifaceted system requires a comprehensive research tool
without which conducting a thorough analysis is impossible.

As a useful research tool, system dynamics is a methodology which takes available expertise as well as system’s
data and information, and with the help of computer’s analytic power and simulation, it makes a single,
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integrated framework. The framework presents and visualizes the results of different assumptions, scenarios, and
policy options. The resulted system dynamics model helps decision makers to design reasonable policies and
offer options to mitigate possible negative effects.

The next section will try to clarify the role of system dynamics modeling in fossil fuel resources analysis through
a concise review of main models in this field.

3. The review of main system dynamics models of fossil fuel resources

In this section the most important system dynamics models in the field of fossil fuel resources are reviewed and
explained. More details on models, which directly deal with the exploration and production of fossil fuel
resources, are shown in Tablel. Moreover, Tablel summarizes some strengths and weaknesses of these models.

The first attempts in the field of energy system dynamics modeling were initiated in the early 1970s at MIT in
the System Dynamics Group by WORLD models. These models tried to explain “predicaments of mankind”;
that is, the increasing demand on the usage of earth’s resources and its “limited sinks” for the disposal of
pollutants owing to the exponential growth of the World’s population may result in global crisis in the future.
World models showed how long-term socio-economic interactions would result in the exponential growth of
world’s population and industrial output. Finally, the increasing exploitation of finite natural resources might
bring on the overshoot and collapse behavior in the world’s socio-economic systems (Forrester, 1970; Meadows
etal., 1972).

The first serious attempt in fossil fuel resources system dynamics modeling was conducted by Roger F. Naill
(Naill, 1973). Naill’s model was built upon the idea of M. King Hubbert, an American geologist, who believed
that natural resources are finite and the production of them appears to have gradual increase to a maximum
output, then a long plateau and finally a slow decrease. This behavior forms a bell-shaped curve which is called
Hubbert Curve. In this way, Hubbert successfully predicted the peak of oil production for the lower 48 states of
U.S. between 1965 and 1970 (Hubbert, 1956; Hubbert, 1982).

As one of the most impressive bases for later model building in this field, Naill’s model tried to depict the factors
controlling the discovery life cycle of a finite resource. He indicated in his case of U.S. natural gas the normal
behavior mode of the system is an initial period of exponential growth in consumption; a period of rising prices
where growth in consumption is halted; and finally, a decline in consumption. He found that U.S. natural gas
system would have a production peak in 1973 and the decreasing production rate would continue well below the
US natural gas discovery rate, between the last 20th century and the early 21st century where the domestic
production rate would come to a stop. He also mentioned that the exact timing of the peak was determined by
many factors, including, the growth rate of potential usage, the initial level of unproven reserves, the cost of
exploration, and the occurrence of various policies such as subsidies or ceiling price regulations.

After his natural gas model, Roger F. Naill tried to develop a national energy model in order to response to this
question that whether the economic growth of U.S. is influenced by energy limitations like those limits to growth
which were mentioned in WORLD models. In his model, called COAL, all major US energy sources including
oil, gas, coal, and electricity (produced by oil and gas, coal, nuclear, and solar energy) were included; moreover,
energy demand was modeled (Naill, 1976). The model seeks the policy combinations which insure the smooth
transition from finite domestic fuel sources (coal, nuclear, oil, and gas) to ultimate sources (fusion and solar). It
estimates the annual demand for energy, the generation of electricity, and the production of coal. Furthermore,
it determines the import requirements of oil and gas, and considers the economics of synthetic oil and gas
production from coal. This model was named COAL since it found coal as the best fuel for the US to rely on
during the energy transition which was the transition of the US economy from the dependence on domestic oil
and gas to alternative energy sources (Radzicki and Taylor, 1997).

The improved and extended version of COAL model, called FOSSIL, was used to analyze and design US energy
policy. The model effectively simulated the interactions between energy prices, financial markets, resource
depletion, government regulation, changing technologies, and customer behavior which determine future
patterns of energy production and consumption. The structure of FOSSIL is similar to COAL; Although, in this
model energy sources were expanded to include oil shale, fusion, hydropower, and geothermal in addition to
crude oil, natural gas, coal, nuclear, and solar energy. The model simulates the whole process in which a resource
is transformed and finally is delivered to satisfy the end-user’s demands. During the late 1970s to the early 1990s,
the modified version of FOSSIL was used to create and evaluate national energy plans in US department of
energy (Budzik and Naill, 1976; FOSSIL2: Energy Policy Model Documentation, 1980).

After extensive improvements in FOSSIL’s transportation and electric utilities sectors, the model’s name turned
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into IDEAS which stands for Integrated Dynamic Energy Analysis Simulation (Radzicki and Taylor, 1997).
IDEAS is a dynamic long-term policy simulation model of the US energy supply and demand which was used as
a tool for the integrated analysis of energy-related options. IDEAS provides detailed projections of US energy
supply, demand, prices, cost and emissions for up to 40 years (Naill et al., 1991).

John D. Sterman (1980) worked on the feedbacks and interactions between energy sector and the US economy in
his PhD dissertation. He endogenously modeled the influencing energy-economy interactions, which previously
was considered exogenous or was not seen.

After Sterman, Thomas S. Fiddaman (1997), based on the last system dynamics energy models in the US, built a
climate-economy model called FREE (Feedback-Rich Energy Economy model) which not only explicitly
included the dynamics of oil and gas depletion as a source constraint on the energy-economy system, but also it
took the dynamics of a “sink constraint like climate change” into account.

The last system dynamics model in the field of energy resources in the US is the Threshold 21 which is the result
of the rigorous system dynamics modeling attempts in the US till now. It incorporates society, economy,
environment and their interconnections with energy. The model is used to understand energy issues and to show
how those issues relate to and impact society, the economy, and the environment. As a quantitative tool for
integrated, comprehensive national planning, it supports the overall process of strategic planning by facilitating
information collection and organization, in addition to analyzing the results of alternative strategies (Bassi,
2000).

After Naill’s model of the US natural gas which was the first serious system dynamics model in the natural
energy resource modeling, Sterman in collaboration with George P. Richardson and Pal 1. Davidsen, inspired
from Naill’s model, tried to create system dynamics models of oil industry in the world as well as the US. At first,
their question was about finding the accurate method of forecasting the world’s ultimately recoverable supply of
oil. To find the accurate forecasting method, they created a system dynamics model and compared Hubbert life
cycle and USGS geologic analogy method in simulation results. To do so, they used a synthetic data experiment
and found that Hubbert’s method was clearly the most accurate (Sterman and Richardson, 1985).

Afterward, the model was used to evaluate the amount of ultimately recoverable oil in US (Sterman, Richardson
and Davidsen, 1988). Finally, Davidsen, Sterman, and Richardson (1990) developed a model which
endogenously generated the complete life cycle of the petroleum resource in the US. The only two major
exogenous variables in the model are GNP and the international petroleum prices. The model considered the
interactions between several disciplines, including geology, technology, and economics; moreover, it integrated
exploration, production, pricing, demand, imports, and the development of substitutes. The model was used to
show how the interaction between technological progress, depletion, imports, and the development of substitutes
creates the life cycle by altering the dominance of the feedback process in the system.

Bodger, Hayes, and Baines (1989) developed a system dynamics model to study the dynamics of primary energy
substitution in the world. This model considered world market penetrations of different primary energy sector
over time, and it generated inter-substitution of one energy form for another; accordingly, the model used to
evaluate the different future energy options. The model used with the same purpose in New Zealand in 1992
(Bodger, May, 1992); it forecasted the market share of different energy carriers in New Zealand with the passage
of the time. The study provided policy makers with appropriate insights to accord national policies especially
investments with energy sources’ trends.

Choucri, Heye, and Lynch (1992) conducted a detailed simulation analysis to study Egypt’s oil industry as a
near-typical, non-OPEC, oil-producing developing country. This model was used to explore implications of
alternative scenarios for government policies (which affect Egypt’s domestic consumptions directly), world oil
prices (which influence earnings from export), and geological parameters (which affect the condition of
resources and reserves) on patterns of production, exports, and earnings. The model effectively distinguished
foreign oil companies and government agents as well as oil-producing regions which disaggregated geologically,
to represent the characteristics of oil production; moreover, it made a distinction between domestic consumptions
and exports as well as the domestic and international prices. The model had three exogenous variables including
export and subsidized domestic prices, discovery and development prices, and initial levels of reserves and
undiscovered oil.

Chowdhury and Sahu (1992) developed a system dynamics model in order to study the long-term dynamic
behavior of the Indian oil and gas (as finite and nonrenewable fossil fuel resources) exploration/exploitation
industry. In compare with other system dynamics models in this field, they considered financial aspects deeply;
that is, the model consisted of two sections, including technical and financial sections. The first section
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investigates the exploration and exploitation processes of oil and gas reserves, and the financial section generates
the likely future financial statements, namely, the income statement, balance sheet, and fund-flow statement for
different activity levels. They studied interactions between important variables to choose alternative policies;
moreover, the model could aid decision making by allocating limited financial resources in a satisfactory
manner.

Chi, Nuttall, and Reiner (2009), based on Naill (1973; 1977) and Sterman and Richardson (1985), developed a
system dynamics model of Natural gas system in UK to investigate the main effective factors on the long-term
supply and demand and study the nature of the system’s behavior; furthermore, the effect of different policies
about the growing of import-dependence on unstable exports in the next decades were studied. Finally, they
found that supply-side policies alone cannot effectively postpone the peaks in discovery, production, and
consumption; Also, the reduction of UK’s dependence on gas imports, a combination of domestic and
international policies (about exporters), could be useful.

Tablel provides researchers with some useful information about different aspects of the important reviewed
models.

((((Insert Tablel Here))))
4. Conclusion and suggestion for further research

The role of system dynamics methodology on fossil fuel resources analysis has been improved from 1973. In
these studies, system dynamics shows a significant role in dynamic modeling of fossil fuel resources. Referring
to strengths and weaknesses as well as major policies suggested by previous studies as explained in Table 1, one
can conclude that system dynamics approach can be considered for a variety of decision makings procedures and
is capable of studying the causal dynamic relations between different sectors of energy systems, such as
considerable delays in industry and new energy development, advanced varying technology, resource limitation
and depletion, price fluctuation, increasing costs, growing demand, pollution and environmental concerns,
political issues, etc.

System dynamics, which is an appropriate method for dynamic studies and policy analysis, has been used as one
of the impressive methodologies in systemic research in this area. In this paper, not only the role of system
dynamics in fossil fuel resources analysis has been illustrated, but also the main system dynamics models in this
field were reviewed which could be a proper study guide for those who want to further research in this area.

There are some areas which necessitate further researches, including energy market structure and regulations,
investment dynamics, risk assessment, technology development, sustainable development and
energy-environmental issues.
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Notes

Note 1. More detailed information about the methodology could be found in Business Dynamics (Sterman, 2000)
which is a useful, dominant reference in this field.
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Table 1. The review of fossil fuel resources system dynamics models
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= This model] is one of the first and also impressive
attempts i the Held of energy dynamics semulatson.
D J s mmdeled exop 1y aud the mimacton
- Lhipmovrs e brtwrrn rommy and gy oo ool shedied
1573 - Explormiion - Wellhrad price tnxes - Pedisetion loop & net madeled comprehesssvedy,
- - Production - Denuand rate growth - The need for mvestment is oot examined
1 R.F Maill i Mamral pas . D 4 - T ~The exissence of sab s e L
Slales Iveshmenl Tedmeology Beolos Oue ol be wiomp asausplons of usedel o te equakly
Frpabitams wal prashictem 1ate and romsaonpm cale
- Explosation mar is nmally desemned by predictions of
fivore production as well as demand, bar in the model,
this rabe is determaned by cument rate of production.
1985
- Exploration and Discovery
World - Production and Usage
. oil Tedhnokgy Repulaton and prce couticls
1988 Fixe, Revenue, aud Tax
- Tnvestment Indermal economss growih . ; ‘
I D, Sterman Uaised - Diemand pnd Sk « Expltrostion, sod resomeny = The nse of simulation and synthetic data approach
aud Slates T N — {Hulbei tseoy ol natural ressuaces e cycle and
3 GF Costs = pralape analpy muedhod) i cne of e model '«
Richedun - 5 . ndvaninprs
and o =The X ks - = These models resolve the nuistakes of Waill"s natural
F. L Davidsen 4 haad Supply e gas model over time
- 1990 Subsiisation ¥ ¥ 5 X
- Enor seenens = Imiport costs and restrictions
y ol - Exploration Feservalion and sabegic veserves
United docts
States N
Tedhwakigy
Fevemue, Prce, aud Cost
3 N T : 1530 ol - Exploratson (by = Chanpes in intemational prices = Thus pacde] is & perfect mode] which 15 used fora
i povernovenl and Clampes m domesis prces developmp and ol prodacer counbny.
Rt mbmmalwmal onl commpmem ) s . Kooy v The moen sdvmisee af tha mode] 1w the ddm b
- Praducsion [y - Chenprs in private company's which made between: foreipn oil compamies and
government snd share government agents, odl-producng regices, domestic
wmhermalwmal ol companaes) consumplions amd exporls, md domeshe and
- Eerstnent (by miemational prices
pevemment mnd
infermatsonal cdl companies)
- Internal Consemption and
Exprni
= Tax on Exploration - Thr maim spproach of this mode] i considenng
Technical section Prodaction moreass fimpncinl nspects in modeling which is ome of the
3. Chowdbary 1992 (Explovaison | Explodaton) Fuluze exploration and advantages of this model as this aspect is not studied
4 rnd - Mimndpns - Fnancml seotion (Income  explosinison actvines eneaph m other uodels
K C. Sahu lsha Slalenwenl | Balagoe Sheet / The wvasws of cal substilales mbo The exusbemce of agpresave csallabons does nol seem
Fund-Flow Statemsent) the msret o he pralisne, and i serms (e scene IRCEOPS BFE NOE
= Fmancial polscies considesred compleirty & the modeling
P & Bodeer 1542 wood, coal, -i' E}E:REE“EI - This macde] expmines the dynamics of premary energy
5 - =7 el pas, Tckbrars The evalmabon of altenalave sababiblson m a noteworlhy masner whach provades
D.G. May Hew wuckear, ad g i Y MRS policy makers with ueelil nsighis e fovmulste patenal
o dealazi £ of Sock poluwes,
K ;!u 00 -i:p]nr::.‘d - Tax polici
- . e - Demand - This model basically is built ca Sterman and
-] W N Humall - MNarnrd gas  Conmmplam _
k) '[.kn-d. - Diemand projection and - Technolapy ) Richardson (1985)
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Figure 1. The relationship between energy consumption and GDP (Source: World Resources Institute)
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Figure 2. Dynamics of energy sector.
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