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PREFACE

The last decade has witnessed a dramatic transformation in the develop-
ment of modern society. Gone, perhaps forever, is the era of inexpensive
energy, the prime mover of our industrial economic systems. On the
whole, governmental policy responses to increasing world energy prices
and uncertain supply have been weak and diffuse. Of particular note
have been regulatory mechanisms which have impeded the efficient
allocation processes of the free market. Even in the presence of market
failure, where externalities, high transaction costs, and information
deficiencies mandate some form of governmental presence, the response
has frequently been ill conceived or counterproductive.

Only recently has a more concerted effort been undertaken system-
atically to apply appropriate economic mechanisms, such as incentives,
to the resolution of the significant allocative and distributional questions
associated with the production and use of energy.

This book has essentially two goals: first, to examine some recent
experience with the innovative use of economic incentives for influenc-
ing energy demand; second, to utilize this information to devise func-
tional and effective prescriptions for the development of future energy
policy. Much more research remains to be undertaken, as this area en-
tails complex and interdependent economic, political, and social issues.
It is our hope that this manuscript will provide an appropriate framework
that will facilitate the continuing process of policy formation and ex-
ecution.

We wish to express our gratitude to numerous individuals for their
indispensable assistance in the production of this work: Bert Zethof, for
his initial research in the preparation of the Oregon and price elasticity
chapters; Alfred Stewart, for his extensive efforts in updating the Oregon
case study; Michael Margolick, for his thoughtful comments and contri-
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butions to our electricity pricing chapters; Chris Leviczky, for her
tireless checking of text, references, and other essential detail; the Word
Processors in U.B.C.’s Faculty of Commerce; Mabel Yee; Diane Cha-
jezyk; Sharon Parent; Ulrike Hilborn; Izak Benbasat; and Bill Stanbury
and Ilan Vertinsky, for their inspiration, encouragement, and support.

We are especially indebted to those policy analysts and decision mak-
ers in California, Oregon, and Wisconsin without whom the production
of our case studies would have been impossible. In particular, we would
like to thank:

in California,
George Amaroni of the Public Utilities Commission; and Wendell
Bakken, Paula Burnette, Commissioner Ronald Doctor, Gordon Gill,
Richard Nordahl, Diana Waldie Rains, and John Wilson of the Califor-
nia Energy Commission;

in Oregon,

Sam Campagna, Glen Gillespie, Marsha Henry, Ken Husseman, and
Dennis Quinn of Pacific Power & Light Co.; Norm Clark and Steve
Hicock of the Bonneville Power Administration; Larry Grey, David
Philbrick, William Sanderson, and Tom Wilson of the Department of
Energy; Larry L. Payne of the Department of Veterans’ Affairs; John
Clay and Anthony White of the Public Utilities Commission; John
Arthur Wilson of the Northwest Power Planning Council; Carol E.
Wisner of the Department of Revenue; Ray Classen, Jeanne McCor-
mick, and Will Miller of the city of Portland; and Marion L. Hemphill,
former energy advisor to the city of Portland;

in Wisconsin:

Bonnie Albright of the Department of Administration; Craig Adams
and Robin Gates of the State Energy Office; Ken Benkie and James
Wise of the Department of Revenue; Professor William Bernhagen of
the University of Wisconsin; Benita Byrd, Robert Malko, Gary Mathis,
Paul Newman, T. B. Nicolai, Dennis Ray and Mo Reinbergs of the
Public Service Commission; James McCambridge of the Department
of Industry, Labor, and Human Relations; and Jim Krier, Kathy Lipp
and Dennis Hanke of Wisconsin Power and Light Company.

Finally, the authors would like to express their gratitude to the follow-
ing individuals for their kind advice and assistance in the preparation of
this research work:

Jan Acton; John Helliwell; Raymond Hartman; John Anderson of the
Minnesota Energy Agency; Lois Arck, Patricia Chapman, Lynn Col-
lins, Al Schwartz, and John Wilman of the U.S. Department of Energy,
Washington, D.C.; John Ashworth, Robert Dekiefer, David Roessner,
and Mel Simmons of the Solar Energy Research Institute; Eric Hirst of
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the Oak Ridge National Laboratory; Barbara Kaiway of the B.C. Gov-

ernment Employee Relations Bureau; Larry Kaseman of the Office of

Utility Systems, Washington, D.C.; Professor John Miranowski of

Iowa State University; and Gordon Pozza of the National Association

of Regulatory Utility Commissioners.

Some of this research was originally conducted for Consumer and
Corporate Affairs Canada.

PETER N. NEMETZ
MARILYN HANKEY

Vancouver, British Columbia
December 1983



FOREWORD

The period 1973—1983 represents a watershed in North American en-
ergy policy and policy analysis. Literally hundreds of measures were
implemented by the public and private sectors in response to the events
triggered by the Arab oil embargo of 1973—-1974. The policies adopted
ranged from purely economic ones acting through the pricing mecha-
nism to policies that prohibited energy use for certain purposes. Also,
policies that mandated a minimal level of energy efficiency regardless of
the cost.

Some of these policies were adopted after careful consideration of
alternatives, while others reflected a rush to action in response to public
pressure.

Despite the hundreds of millions of dollars invested in these projects,
there has been remarkably little analysis of the goals and accomplish-
ments of often disparate policies that were put into effect during this
period. Nemetz and Hankey perform a valuable service in drawing
across the set of policies that involve cost analysis, pricing policy, invest-
ment incentives, and mandatory standards. It is an ambitious charter,
and all the more valuable by its very breadth of scope. After all, a policy
to reform the structure of electricity rates (e.g., incorporating information
about the marginal costs of supply at different times of the day or year)
should be evaluated in comparison with a policy to encourage more
efficient investments in energy-using appliances (e.g., storage electric
heaters that could take advantage of electricity produced in less expen-
sive offpeak periods). Yet, remarkably few studies have attempted the
comparison.

The evaluation of a diverse set of energy policies includes considera-
tion of economic efficiency, distribution of the consequences across dif-
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X FOREWORD

ferent customers, and the feasibility and acceptability of alternative
policies that require governmental, utility, and customer involvement.

Nemetz and Hankey begin their task with a survey of the underlying
cost structure of one of the most important sources of energy—the elec-
tric supply system. Their choice is a good one because electricity is an
important consumer of primary fossil fuels: since almost every business
and residential customer uses electricity and electric utility costs and
rates are an established matter of public policymaking. Substantial ad-
vances in cost analysis and rate setting practices occurred during the
1970s for North American electric utilities. By the early 1980s, almost
every electric utility regulatory body had at least begun the process of
considering seasonal and hourly variation in average and marginal costs
for the major utility systems under their jurisdiction. The authors set the
stage by explaining the traditional method of cost analysis, which is
bedded in accounting costs, and then move to the marginal cost and peak
load considerations—requiring economic and engineering analysis—
that constitute the major advance in analysis over this period.

The step from costs to rate policy is an important one involving a
number of considerations. Prominent among them are the changes that
occur in prices that customers face and the degree of price respon-
siveness that they display in response to these changes. Nemetz and
Hankey draw upon detailed econometric studies from North America
and, to a lesser extent, European utilities to identify probable short- and
long-run response. They include many first-rate Canadian studies in
their review, which enriches the empirical insight considerably.

Having set the background in allocative and efficiency considerations,
the authors turn to a review of a whole set of energy policies presented
in the form of case studies from states that have been innovative in
energy policy matters. To my way of thinking, this is one of the most
important contributions of the book. Here the authors juxtapose pricing
policies, purchase incentive policies, and policies which mandate cer-
tain performance standards. In three case studies they provide a catalog
of significant policy developments for California, Oregon, and Wiscon-
sin. They include some of the policies that failed as well as ones that
were successful and marshal available evidence of their effects. Many of
the policies reviewed in the case studies were good ones—achieving
their objectives with relatively low administrative costs and high accept-
ability by participants; others were notable failures, addressing goals
that had never been identified or articulated and carrying significant
burdens compared to any benefits achieved. Clearly we need to merge
the lessons from this broad experience if we are to make proper use of
incentives and performance standards if another energy crisis erupts and
policy action is needed in the atmosphere of political crisis.

Nemetz and Hankey conclude on a provocative note and show their
interests as policy analysts in the broad sense, not only as economists.
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They identify combinations of policies that, taken together, were neces-
sary in order to ensure the success of any one of the policies or in order to
enhance the effectiveness of one another. Clearly this is an important
direction for further attention in economic and policy analysis, where we
often judge policies one at a time. By identifying policies that are syner-
gistic, Nemetz and Hankey not only find several good energy conserva-
tion policies, they also contribute to the advancement of policy science.

JAN PAUL ACTON

The Rand Corporation
December 1983
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