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EXECUTIVE SUMMARY

The Mellon Institute's Energy Productivity Center (EPC) has recently
completed a study asking the question, "How would the nation have
provided energy services in 1978 if its capital stock had been
reconfigured to be optimal for actual 1978 energy prices?"! Interest
in this question is motivated by the unanticipated increases in oil
prices since 1973. If policy makers are to learn from history it is
important to know what would have happened if the increases in energy
prices had been foreseen and if the nation had taken full advantage of
that knowledge to minimize costs.

EPC concludes that if the 1978 capital stock had been transformed in
conformance with a least-cost principal for providing energy services,
then, given actual 1978 energy prices and energy service demands, per
capita energy service costs would have been reduced by 17%. Market
shares of the various energy types would also have been affected
substantially. For example, while the gas share of total energy service
demand would have increased slightly from actual 1978 levels, the share
of purchased electricity would have fallen from 30% to 17% of total
energy service demand, and improvements in energy efficiency would have
increased from 10% to 32%.

EPC's findings have received considerable attention, both from the
press and from policy makers. EPC interprets its results as indicating
"... the direction in which we coulg move to begin realizing some of the
benefits of a least-cost strategy.”

The purpose of this report is to assess and evaluate the EPC
methodology, data base, and results. Here we briefly summarize our
principal findings.

SUMMARY OF FINDINGS

1. The Energy Productivity Center's retrospective, "Least-Cost Energy
Strategy” (LCES) study is provocative regarding the potential role
of efficiency technologies in competition with energy supply
technologies. Their decision to conduct a "what if" analysis for a
recent year provides an historical context for interpreting and
reviewing the results.

1.1 As a result of its predication on known prices and
technologies, the question posed by EPC avoids analysis of the
difficult problems of uncertainty, shocks, and other
"surprises,” and instead focuses on the issue of optimal
adjustment to higher energy prices.
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1.2 The retrospective vantage of the LCES study helps us learn from
history and has implications for optimal adjustment to future
energy-price increases.

The LCES study is subtitled: "Minimizing Consumer Costs Through
Competition." But the effects of competition are not explored in
the body of the study. A1l of EPC's analysis is devoted to
constructing a hypothetical optimal strategy and comparing that
strategy to what actually occurred. EPC suggests, without
substantiation, that competiton would cause an optimal strategy to
materialize. It should be kept in mind that many economists,
planners and regulators would argue that an optimal strategy can be
implemented only with planning and regulation.

The methodology chosen by EPC to construct an optimal energy
strategy is based on the least-cost energy-strategy (LCES)
objective. This methodology has several advantages over other
conventional policy objectives.

3.1 Because of its general nature the least-cost objective function
can simultaneously take account of many different kinds of
issues. Matters such as resource limitations, environmental
factors and national security can all be evaluated and compared
within the framework of the least-cost method. This way of
formulating policy is far more appealing than a method that
takes account of only one significant issue (such as energy
independence).

3.2 Because costs must be quantified before they can be minimized,
the least-cost method invites the analyst to use hard data when
it is available. Vague judgments are thus discouraged.

Least-cost methodology is lTimited for several reasons, and it yields
results which tend to overstate -- perhaps substantially -- the
economic desirability of energy-efficiency improvements. Hence LCES
implications for policy in this area may be misleading.

4.1 There are many potential market responses to new energy price
conditions:

i. Consumers may substitute less energy-intensive consumer
goods for more energy-intensive consumer goods.

ii. Producers may substitute less energy-intensive inputs for
more energy-intensive inputs in the production of a broad
spectrum of commodities.

iii. Producers may substitute more energy-efficient processes
for less energy-efficient processes in the production of
energy services.
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iv. Secondary price changes may occur for many fuels and other
energy rich commodities.

The least-cost methodology as applied by EPC takes account of
only one of these market responses, namely, iii. above.

Least-cost methodology does not treat the level of benefits as
a subject of consumer choice. Costs are permitted to vary as a
function of the energy-service technologies selected, but the
output of goods, and thus consumer benefits, are exogenously
fixed. That is why the least-cost method cannot allow
consumers to substitute less energy-intensive consumer goods
for more energy-intensive consumer goods (e.g. i., above).

In contrast, the methodology of maximizing net benefits
simultaneously chooses the appropriate bundle of outputs and
the least-cost strategy for attaining that bundle. Maximizing
net benefits and minimizing costs are equivalent only under
restrictive and unlikely conditions. This raises important
questions about the use of Teast-cast strategies for public and
private policy formation.

When net-benefits maximization replaces cost-minimization as

the policy objective, the indicated optimal improvement in the
energy efficiency of capital goods is reduced. The interaction
between the demand for services, capacity utilization and the
optimal energy-efficiency of capital is an essential
consideration in adjusting to higher energy prices. Ignoring
this interaction biases LCES results toward excess efficiency.
Some preliminary analysis suggests this bias may be substantial.

LCES strategies are deficient in that they recognize only the
costs of energy-service inputs in the production of non-energy
goods. They do not analyze the cost of other inputs to
non-energy goods production, e.g. labor, capital, environmental
conditions, non-energy materials, and primary resources. As a
result, the LCES method cannot be used to analyze the
substitution of less energy-intensive inputs for more
energy-intensive 1nputs in general productive processes (e.g.
ii., above). This omission further biases LCES results towards
excess efficiency.

In constructing the LCES model, EPC described technologies for the
production of energy services in great detail.

5.1

This detail is potentially useful in drawing conclusions about
the future role of specific technologies in the production of
energy services. EPC has advanced the state of the art of
modelling energy-services production by integrating detailed
information concerning a wide variety of energy services.
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5.2 However, because of Tack of attention to some of the broader

issues discussed above, many of the detailed LCES results may
be artifacts of methodology. Therefore, we believe it would
have been more fruitful to distribute modelling resources more
evenly among the issues listed under 4.1, to trade off detail
for broader scope and a more appealing objective than least
cost.

The EPC retrospective question can be stated succinctly: “How would
the nation have provided energy services in 1978 if its capital
stock had been reconfigured to be optimal for actual 1978 energy
prices." Me believe that the focus of this question is too

restricted.

6.1 In fact, only a part of the capital stock is permitted to
adjust. The least-cost strategy implicitly gives the gift of
perfect foresight to end-use consumers of energy services but
not to other decision makers, so that the least-cost strategy
is a partial optimization.

6.2 Using actual energy prices rather than estimates of market .
prices greatly restricts the interpretation of the LCES study
results as optimal. Further, the use of such prices, which
include distortions due to regulation and market failures, is
inconsistent with the spirit of a paper purporting to
demonstrate the advantages of increased competition. We
suggest that EPC should have used imputed free-market prices
rather than "actual 1978 energy price.”

We suggest an alternative retrospective question: "How would the
nation have provided energy services in 1978 if cost-minimizing
economic decision makers with perfect foresight had defined the
domestic economic environment, constrained only by the domestic
energy endowment and by world-market prices of energy resources
abroad?" The answer to this question would be substantially
different from the answer to the question posed by EPC, and, we
think, more interesting.

7.1 With universal perfect foresight, public policies in the 1960's
and 70's might well have mitigated the disruptive economic
consequences of energy price shocks. A more fully adjusted
macro-economy with greater economic growth and fewer recessions
might have resulted.

7.2 MWith universal perfect foresight, investment levels and
patterns of the energy-production, conversion, transportation
and distribution industries would have been very different from
their actual 1978 realization. For example, the electric power
industry--with its long-lived capital and investment leadtimes
~--would have obtained a smaller and "optimally reconfigured"
1978 capital stock, resulting in lower electricity prices.
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7.3 Governmental policy that allowed the deregulation of all fuel
in the U.S. might have led to more rational fuel use and fewer

shortages, as well as different energy service demand and
prices in 1978

7.4 EPC argues that its optimization methodology is satisfactory
for indicating "..the direction in which we could move to begin
realizing some of the benefits of a least-cost strategy." But
even the direction of change indicated by a partial
optimization process may differ from the direction indicated by
a complete optimization. Many of the opportunities for
reducing the costs of energy services identified by LCES could
disappear when the range of possible adaptations are
increased.

LCES treats 1978 fuel prices as exogenous to the least-cost
strategy. As a result, the fuel prices EPC uses in its simulations
and computer runs, bias results towards increased use of natural
gas, increased cogeneration of electricity, and substantially
decreased use of purchased electricity.

8.1 0il1 and natural gas prices are assumed to remain indefinxtely
at their below-market regulated 1978 levels.

8.2 Electricity prices are set at levels higher than would prevail
if optimal reconfiguration of the utility capacity were
allowed. This affects EPC simulations by making cogeneration
more attractive to the industrial and buildings sectors than it
otherwise would be.

8.3 Indicated optimal industrial cogeneration of electricity is
dramatically higher than in any other study surveyed, and most
significantly much higher than in other applications of ISTUM,
the simulation model employed in the EPC study.

Several key results of the LCES study were imposed on the models,
rather than being generated endogenously within the models as the
outcome of an explicit optimization process. Hence prior judgment
rather than integrated analysis significantly affected LCES results.

9.1 In the industrial sector, the second largest source of energy-
efficiency improvement was the development and market
penetration of the variable speed motor. As the recent history
of the Reliance Company indicates, the time for the variable
speed motor has not yet arrived.

9.2 In the transportation sector, the second largest source of
improvement derives from the increased dieselization of the
motor vehicle fleet. But the figures regarding penetration of
diesel motored vehicles were imposed on the model exogenously.
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9.3 In the buildings sector, the fourth most important source of
efficiency improvement is cogeneration, a result introduced
into the study via a side calculation.

The models used by LCES in their analysis have been found elsewhere
to yield findings that are anomolous or inconsistent with LCES
results. This complicates interpretation of LCES, and renders them
less credible.

10.1 The Energy Modeling Forum studied aggregate energy demand-price
elasticities using fourteen different models. They found that
elasticities implicit in the ISTUM and BECOM models were by far
the most volatile and sensitive to energy component price
changes. For ISTUM, the demand ellipse had the wrong slope.

It has been suggested that the EMF.4 price experiments were
unintentionally biased against ISTUM; this conjecture needs to
- be evaluated by the modelers.

10.2 EPC uses a modified version of both the ISTUM and the BECOM
models. The LCES reports contain no discussion of the
sensitivity of ISTUM results to EPC model modifications.

10.3 Comparison of output from EPC runs of the BECOM model with
base-case output presented in that model's documentation
suggest very different patterns of adjustment to higher energy
prices.

The use of ISTUM, BECOM and TECOM by LCES is poorly documented.
Appropriate documentation would delineate each change in the
base-case inputs of these models made for the LCES model runs
presented. The lack of reasonable documentation aggrevates the
problem of interpreting inconsistencies between LCES results and the
base-case output of ISTUM, BECOM and TECOM.
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1. BACKGROUND AND ORGANIZATION

The M.I.T. Energy Model Analysis Program (EMAP) was organized in 1979
to conduct evaluations of important energy policy models and studies, and
scientific studies bearing on important policy issues. Recent and
current sponsors of the EMAP include the Electric Power Research
Institute, the Energy Information Administration, the Office of
Technology Assessment, and the Environmental Protection Agency.

In early March, 1981, EPRI invited the EMAP to conduct a review of
the forthcoming Mellon Institute's Least-Cost Energy Strategy Study,
tentatively titled "Eight Great Energy Myths." At the same time EPRI
invited the Mellon Institute's Energy Productivity Center (EPC) to
cooperate with M.I.T. in the review. After some discussion, EPC madé
clear that the new study would not be published until August, 1981, and
that until then they would be unable to participate in any review
activities beyond providing existing documentation and describing in
general terms their current and proposed research study activities. In
spite of this "timing problem", EMAP accepted EPRI's invitation to
conduct an interim review to gain familiarity with the EPC's objectives
and approach, and to review the initial EPC study, published in December,
1979.

The present study represents, therefore, an interim review of
existing materials for EPC research and policy studies as of May 4, 1981,
and concentrates on the objectives and approach of the EPC studies and on

establishing a foundation for review of the current study.
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2. DESCRIPTION OF THE ENERGY PRODUCTIVITY CENTER'S

LEAST COST ENERGY STRATEGY STUDY AND PROGRAM

The Mellon Institute formed the Energy Productivity Center (EPC) in
1977 under the direction of Mr. Roger Sant. According to EPC's 1980
Annual Report, the Center's activities are organized into three areas
including data gathering and analysis, institutional experiments, and
public outreach.

Data gathering and analysis activities have been organized around
three major research studies of energy service demand and supply. The
first study--the subject of this review--was a retrospective study asking
the question, "How would the Nation have provided energy services in 1978
if its capital stock had been reconfigured to be optimal for actual 1978
energy prices?"3

The second study, recently published by EPC, is "Eight Great Energy
Myths", a prospective study (1980-2000) which employs the least-cost
criterion in estimating capital ‘and energy shares in providing the energy
service demand predicted in the Energy Information Administfation's
ARC-1980, conditional upon EIA's estimates of equilibrium fuel prices.

The third EPC research study, a one-year effort beginning in the fall
of 1981, will 1ink the sectoral analysis characterizing the first two
studies with a macroeconometric interindustry model, simultaneously
determining equilibrium energy service uses, supply, and prices.
According to EPC staff, the least-cost principles will continue to
underlie the analysis, although the basis for comparisons has not yet

been established.
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2.1 Description of the EPC'S Least Cost Energy Strategy Study:

The starting point for the EPC studies is the idea that it is supply
and demand for energy services which should concern both public and
private decision makers, not primary energy itself and particularly not

oil import dependence. Thus,

The conventional import context in which the energy problem has been
examined concentrates on the numbers of barrels of o0il that can be
produced or "saved" through new production or conservation. Within
this framework, the competing elements include various fuels - oil,
coal, natural gas, etc., - and various methods of "saving" energy -
lower speeds on the highways, colder homes in winter and warmer homes
in summer, etc. But production and conservation of a given number of
barrels of 0il or other quantities of energy only partially addresses
the function of energy in our economy and our lives. A thriving
economy and a materially rewarding life are dependent not on the
given quantity of energy consumed but oz the services or benefits
that are derived from that consumption.

Focusing on energy services has the immediate effect of explicitly
coupling energy-using technologies with specific primary and intermediate -
energy forms. Providing a given level of energy service requires both
the explicit consideration of a1£ernat1ve technologies and their various
characteristics~--including acquisition and operating costs, performance,
and energy efficiency--as well as a criterion for choice. The EPC'
chooses a least-cost criterion, and that is the central theme'of the EPC

studies.

In this first EPC study, roughly half of the final report is devoted
to a review of policy conflicts and failures of the 1970s, and to
development of the concept of using least-cost principles to determine
the shares of capital and energy in supplying energy services. The

least-cost criterion is proposed as the organizing principle for
identifying and evaluating both public and private energy policy

alternatives. The second part of the report, supported by a technical
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appendix, presents and interprets the results of a retrospective study
applying least-cost principles to answer the question, "How would the
nation have provided energy services in 1978 if its capital stock had
been reconfigured to be optimal for actual 1978 energy prices?"5 The
highly publicized answer is that such a "reconfiguration" would reduce

per capita energy service cost by 17%, distributed by sector as shown in

Table 2-1.°
TABLE 2-1
Summary Results from EPC's
Least-Cost Energy Strategy Study
% Reduction in 2 Largest Contri- Service
Sector Service Cost buting Technologies Market Share
Bhi]dings 23% Structural Improvement, 5.3%
Residential Bidgs.
Improved HVAC, Bldgs. 2.0
Transporta- 16% Auto Weight Reduction, 3.2
tion Power Train Improvement
Auto Diesil Engines .9
Industry 10% Gas Turbine Cogeneration 1.6
Variable Speed Motors 1.1

The total energy efficiency improvements equal 22% of energy service
supply, purchased at an investment cost of 364 billion dollars. The sum
of the two Targest technology improvements in each sector is associated
with Teast-cost estimation accounts for 14.1% of the 22% efficiency

improvement.
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The EPC least-cost energy strategy provides dramatic estimates of the
potential for energy service cost reduction, and is interpreted by EPC as

indicating "... the direction in which we could move to begin realizing

7

some of the benefits of a least-cost strategy."’ EPC employs the

least-cost principle in order to identify opportunities for public and
private policies to reduce energy service costs. One example of public
policy cited by the study is the deregulation of fuel prices and fuel use
in order to increase competitive forces in energy service markets. One
example of private policy cited by the study is investment in the
increased efficiency by private business organizations in the provision
of energy services.

The EPC believes their analysis and results are sufficiently
well-founded and credible to support rather wide-~sweeping policy

conclusions. Thus,

Although the purpose of this analysis is to indicate the kind of
changes tht could have taken place and not to project with
statistical accuracy actual results that could have been attained,
the hypothetical case will indicate that, theoretically, a least-cost
strategy applied during the 10 or 12 years prior to 1978 could have
reduced the cost of energy services by roughly 17 percent in 1978
with no curtailment of services. We will then cite some conclusions
based on this analysis which might help us realize the chief goal of
a least-cost strategy - adequate energy services at a minimum cost.
In addition, we will suggest that a least-cost strategy could also
resolve many concerns that have appeared to be in conflict during
most of the energy debate - concerns gver nuclear power, oil imports,
environmental integrity and so forth.

Even setting aside "and so forth," a 17 percent reduction in energy
service costs and the resolution of key energy related issues of the
1970's is an exciting prospect. It is not difficult to appreciate the

sense of optimism which pervades the EPC study.
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Next we describe the analytical apparatus, data, and procedures used
by EPC in obtaining these results. EPC emphasizes that in this first
LCES study they made "...maximum use of analytical techniques already
deve]oped."9 In this spirit EPC employed three energy sector
technology mode’ls]0 including,

- Industrial Sector - Industrial Sector Technology Utilization

Model (ISTUM);

- Buildings Sector - Buildings Energy Conservation Optimization
Model (BECOM);

- Transgortation Sector - Transportation Energy Conservation Model
(TECM).

Each of these models--ISTUM, BECOM, and TECM--is intended to support
technology choice analysis employing the criterion of cost minimization.
ISTUM and BECOM are both formulated as linear programming models, and
TECM as a simulation model. Each model takes the relevant set of energy
service demands, and a feasible set of energy service supply and
efficiency improvement technologies as givens. Technologies are

characterized by scale, costs (fixed and operating), and by
efficiencies. In addition, emerging technologies are characterized by
expected date of availibility. For emerging technologies, each of the
three models "models" the penetration process, either through market
share penetration functions, or by user constraints. The input
variables, characteristics, and output variables for each of the three
models is summarized in Table 2—2.n

The general assumptions regarding capital turnover in each sector and

measurement of capital service cost are summarized in Table 2-3.



Analytic Framework for Enecray Productivity Analysis

Table 2-2

Macro-
Econumle Physlcal Energy Market Technieal Economlc Fuel
Sector Output Service Service Shares Efficiency Eflicleney Consumed
Bulldings | Residential, | No.of residen- | Space heatalr’ | Market share Fucl used per Cost per unit Delivered fuel
| non-residential | tial units; Sq. conditioning, | by 4 service unit of service | of servicesec- | by 4 service
_construction ft. of Commer- | thermal, light- | sectors &9 sector & 9 tor & 9 bida. sectors &9
dollar value clal floor space | ing & ap- bldg. types .bldg. types types bidg. types
pliances by
bldg. type.
1 2 3 3 3 3
Industry | OutputbySIC, { Tons of pro- 23 services by | Market share Fuel used per Cost per unit Delivered fuel
cdollar value duct 24 SIC's by 23 service | unltofservice | of service by by 23 service
sectors and 24 | by 23 service 23 service see- | scclors & 24
SIC's sectors & 24 tors & 24 SiIC's - -
SIC's SIC's
1 *2 4 4 4 4 4
Transport Disposable | Tonmilesor Work at the Market share Fuel used per Cost per unit Delivered fuel
income, output | passenger | flywheelby by 2 service unit of service | of serviceby 2 | by 8 modes
by freight de- miles by mode | mode sectors & 8 by 2 service scrvice sectors
mand seclor, modes sectors & 8 & 8 modes
dollar value modes
1 2 5 25 @5 @5 5
Sources 1. Historic Data Footnotes * Not required by ISTUM
2. Calculated {rom Historie Data @ Calculated endogenously at a least cost basis {or aute scetor
3. BECOM ' only at present
4, ISTUM
5. TEC
Source: Carhart [1979]
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Table 2-3
Assumptions Underlying LCES Study

® The analysts described was performed using the Industrial Sector Technology Use Model (ISTUM), the
Bullcings Erergy Conservation Optimizatlon Model (BECOM), 2nd the Transportation Energy
Conscrvation Madel (TEC). These models Include 2ll energy-using activities n the ecoriomy, and
essumed the foiiswing conditions:

1. The traasportation stock wes permitted to compietely turn over, bulldings and tndustrlal plants
could be renovated or modified but not replaced structurally, and improved efficiency
technolozies In the Industnal feedstock, construction and utilities sectors were excluded;

2. All declsicn-makers were assumed to minimize the discounted lifecycle cost of energy service
capleal Investments.

Czplte! wes charged 2t an annual cost equal to the capltal recovery factor times the Installed
cost.
CRF = '
1—-{14+0""
Where 1 15 .05 2nd n Is the lifetime of the equipment. With minor exceptlons, equipment lifetime
used were: ;
Private vehicles: 10 years
Commerclal vehicles: 15 years
Structural techrologles: 20 years
Industrial equipment: 25 years
The tot2! cost per unit of energy service Is thus
TC = CRE x Capite! cost/unit of service
<+ Fuel cost/unit of service
+ O-M cost/unit of service
for each competing technology.

3. Capita! wes auailable in unlimited quantities at a real 5% cost to all:

4. The level of energy services In 1978 would remaln constant, 2s would 1978 energy source
prices. A marginal cost case was also analyzed but not included because it was even less
reflective of a dynamic situation.

** Fificiency-Improvement technologles were compared to 2 1973 base year, In this case we compared
energy tse to 21 industrial output Index in the {ndustrizl scctor, total number of residences and
commercial square footage In the buildings sector, and GNP in the traasportation sector. A
calculation of energy/ GNP yields very similar results.

Source: Sant [1979].
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3. CONCEPTUAL FOUNDATIONS OF THE LEAST-COST-ENERGY STRATEGY

In this chapter, we shall analyze the general concept of "least cost
energy strategy" and the methodology associated with that concept. The
Teast-cost concept was app]iéd by the Energy Productivity Center in its
retrospective study, "The Least-Cost Energy Strategy" (LCES). A review
of the LCES study itself and of the question it posed is presented in the
next chapter. In this chapter, however, we wish to step away from the
details of any particular study, and consider at an abstract level the
general issues involved in adopting the least-cost strategy. What are
the important elements included in EPC least-cost analysis? Are
important factors omitted? How does the concept of a Teast-cost strategy
relate to competition? Is a least-cost strategy a good strategy? Is it
"optimal" in some sense? Does a least-cost strategy correspond to our
intuitive notions of a reasonable way to proceed? These are some of the

areas explored below.

3.1 The Meaning of the Least-Cost Energy Strategy

EPC defines an "energy strategy" in terms of energy services and

energy-service technologies. When we think of energy in economic terms,

we usually think of physical commodities such as oil, coal, gasoline,
uranium and electricity. These commodities are fuels. They can be

converted into heat energy, electrical energy or mechanical forms of
energy by a variety of technologies such as boi1er§, engines, motors,

generators, wind-mills and nuclear reactors. Heat, electrical and
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mechanical forms of energy can be converted to energy services, energy
delivered in a form which provides direct benefits to consumers or direct
inputs in the production of non-energy goods. Some examples of energy
services are space heating, transportation, electric service and steam
for industrial uses. Energy-service technologies are technologies that
are used in the transformation of fuels found in nature to energy
services.

In the EPC study, an energy strategy is a prescription for producing
a specified bundle of energy services by use of a specified set of
energy-service technologies. Energy services are viewed as the ultimate
output of an energy strategy, and energy-service technologies define the
methods used in creating those outputs. A "Least-Cost Energy Strategy"
for the production of a specified bundle of energy services is a strategy
for producing the given services that incurs less economic cost than any
other such strategy.

The EPC concept of a least-cost energy strategy, though not a new
idea, represents an important step forward from the usual treatment of

12 EPC's approach begins

energy problems by laymen and policymakers.
from an attractive premise. In this view, there are only two aspects of
energy that really matter to society: the benefits that energy yields and
the economic costs incurred in the provision of those benefits. Energy
services, rather than fuels, are viewed as the direct source of energy
benefits. A warm livingroom (space heat) yields a certain benefit
without regard to how that space-heating service was produced. The costs

of a particular bundle of energy services are a function of the

energy-service technologies adopted.
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This type of analysis is appealing for several reasons. First of
all, any least-cost strategy explicitly provides for some given level of
energy benefits. We are reminded that such benefits are an end goal of
energy production, while technological matters involving fuels, boilers,
insulation and the like are but a means to that end. Policies which
"tamper" with the means of energy-service production without regard to
effects on energy benefits are discouraged by the EPC analytical
framework.

Second, the evaluation of energy-service technologies in terms of
economic costs seem much more reasonable than many of the single-issue
approaches used in the past. When correctly defined, economic costs are
a measure of the value of opportunities foregone when a particular course
of action is adopted. In principle, many opportunities can be evaluated
and compared on a common basis. Matters such as resource limitations,
environmental factors and national security, as well as labor and capital
requirements, can be considered simultaneously and traded off against one
another within the framework of the least-cost method. This way of
formulating policy is far more appealing than a method that takes into
account only one significant issue (such as energy independence).
Furthermore, because costs must be quantified before they can be totaled,
the least-cost method encourages the analyst to use hard data when it is

available, which tends to discourage vague judgements.
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3.2 Competition and the Least-Cost Energy Strategy

The EPC study, "The Least-Cost Energy Strategy,” is subtitled
“Minimizing Consumer Costs Through Competition." Although EPC asserts
that competitive forces would be a valuable tool for the implementation
of least-cost energy strategies, the effects of competition are not
analyzed in the body of the study. A1l of EPC's analysis is devoted to
the construction of ‘a hypothetical least-cost strategy and a comparison
with what actually occurred. While the concept of cost minimization will
play an important role in almost any economic system, it should be kept
in mind that many economists, planners and regulators would argue that an
optimal strategy can be implemented only with planning and regulation.
Such views should be given serious consideration.

The LCES study may lead some readers to believe that competition
would result in the adoption of the least-cost energy strategy. This is
not so. In some cases a competitive strategy would be more desirable
than a least-cost strategy; in other cases it would be less desirable.

In any event, there are many reasons to expect that an EPC least-cost
energy strategy and a competitive energy strateqy would be substantially
different.

Assuming a competitive market, one could expect to see a variety of
economic responses to conditions of incree¢sed eaergy scarcity. These

responses would probably include the following changes:

i.  Consumers would substitute less energy-intensive consumer
goods for more energy-intensive consumer goods.
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ii. Producers would substitute less energy-intensive inputs
for more energy-intensive inputs in the production of a
broad spectrum of commodities.

iii. Producers would substitute more energy-efficient processes
for less energy-efficient processes in the production of
energy services.

iv. Secondary price changes would occur for many fuels and
other energy rich commodities.

A1l of these market responses to increased energy scarcity would improve
consumer welfare. All of the responses would be incorporated in a
competitive-market energy strategy. But the least-cost energy strategy,
as defined by EPC, incorporates only response iii. This is because EPC
treats the demand for energy services, the configuration of production
technologies for non-energy commodities, and the prices of fuels as
exogenous parameters that must be specified in advance of least-cost
analysis. Thus, with respect to consumer welfare, there are several ways
that competitive-energy strategies would dominate least-cost energy
strategies.

However, there are some areas in which least-cost energy strategies
can be expected to perform better than any real-world competitive energy
strategy. This is because competitive markets don't always work very

well. EPC is well aware of this fact. The LCES study states:

We have concluded that implementation of a
least-cost strategy would utilize much of the traditional
free market system. This conclusion arises not out of
the belief that “"free enterprise” can provide solutions
to all of our problems. Indeed, such immense problems as
world poverty and hunger and the burden of an escalating
ams race v;]l not yield to simple free market
economics.

Nevertheless, EPC asserts that the "most useful policy would be one

that encourages the maximum number of competing elements". 14
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Our conclusion about the value of market forces in

the operation of the least-cost strategy arise from the

evidence of our analysis that, in regard to most of our

energy problems, a freely competitive environment would

work, primarily because of the numerous, diverse and

actually or potentially competitive technol?gies that can

be brought into play in the energy economy.
Their argument seems to be this: From a technological point of view, the
least-cost strategy is highly varied and diffused. Competitive market
forces work well in a varied and diffused technological environment.
Therefore policies to promote competition should be adopted.

We are sympathetic to the general thrust of the EPC argument.
However, many caveats should be attached to any general statement about
the economic efficiency of traditional free-market mechanisms. The
economic literature is rich with discussions of various forms of "market
failure" and the causal conditions. These conditions are categorized
under headings such as externalities, economies of scale and imperfect
information. While many of the present institutions and regulations may
not be serving the interests of society, many of the reasons regulation
and planning were instituted are still valid. In principle, least-cost
analysis can take into account these issues as well as concerns about the
quality of the environment, present and future national security and the

effect of particular energy strategies on the OPEC cartel. Free-market

institutions, left to their own devices, are not able to do so.
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3.3 EPC Least-Cost vs. Maximum-Net-Benefits

In the previous section, we noted that as a response to increased
energy scarcity (and higher energy prices) consumers will substitute less
energy-intensive consumer goods for more energy-intensive consumer |
goods. Consumers behave this way because the less energy-intensive goods
become less expensive. In this ﬁituation, reducing the direct and
indirect consumption of energy-services increases consumer welfare.

However, EPC least-cost analysis does not treat the consumption of
energy services as a variable. When only costs are evaluated, the level
of output must be specified in advance. In the LCES study, EPC assumes
that the consumer will maintain his level of direct and indirect
energy-service consumption. This behavior is clearly suboptimal.

We propose a criterion for evaluating energy strategies that
incorporates explicit consideration of both the benefits and the costs
associated with different levels of energy-service consumption. The
strategy that maximizes net-benefits, the excess of benefits over costs,
would be selected. The maximum-net-benefits strategy would create a
higher level of consumer Qe]fare than would the least-cost strategy.

Proponents of least-cost analysis might argue that it is not their
intention to select a level of energy-service consumption. Consumers can
make the selection unaided. Rather, it is their intention to discover
how energy services ought to be produced. For this purpose, the
specification of any reasonable bundle of energy services is sufficient.

We believe this argument is incorrect. The selection of a level of
energy-service consumption and the method of producing those energy

services form one simultaneous problem that cannot be partitioned in any
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simple way. For example, consider a consumer who is shopping for an
automobile. The consumer is free to choose the automobile's fuel
efficiency, but he is also free to decide how big the car will be and how
much he will drive it. The values that a rational consumer assigns to
each of these variables are interrelated and all will depend on the price
of gasoline. Normally, it would not be rational for a consumer to
consider the amount of his driving and the size of his car as fixed and
to consider the price of gasoline only when choosing the appropriate
level of fuel efficiency. Yet the design of a least-cost study
postulates exactly that: the quantity of energy services to be produced
and the productive capacity of the equipment are both specified
exogenously; only the efficiency of energy-service production can be
varied as a function of energy prices.

The technological configuration of an EPC least-cost strategy can
markedly deviate from that of a net-benefits-maximizing strategy. In
order to obtain a quantitative measure of the nature and degree of thfs
deviation, Manove employs several elementary analytical models of the

16 The general setting for all of his

production of energy services.
models is the same: An energy service (e.g., space-heating, cooling,
jndustrial steam, or transportation) is to be produced by some sort of
equipment (furnace, boiler, air conditioner, automobile) that uses some
form of energy input or fuel. Each strategy of energy-service production
is described by three variables: the level of energy-service output, the
productive capacity of the equipment and the energy-efficiency of the
equipment. These three variables imply values for two other important

variables: the capacity utilization rate and total use of energy inputs

or fuel. The models differ from one another in their designation of
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which variables will be fixed in advance, and which may be set by the
consumer or policy-maker.

The selection of the least-cost energy strategy is represented in
one of the models, and the selection of maximum-net-benefits strategies
is represented in three other models. The strategy selected by the
representation of the least-cost model is compared to the strategies
selected as optimal by the three net-benefits-maximizing models. In this
way, conclusions can be drawn about the type and degree of distortion
inherent in the least-cost model output because of its restrictive
assumptions.

The results are striking. When the elasticity of equipment cost
with respect to the level of energy efficiency is assumed to be unitary
and the elasticity of consumer demand for energy services is
conservatively assumed “o be -.5, Manove's representation of the EPC
least-cost strategy calls for an energy efficiency increase of 40 percent
in response to a doubling in fuel price. But the maximum-net-benefits
strategy, with capacity held constant, calls for an energy efficiency
increase of only 29 percent. If the elasticity of demand for energy
services is assumed to be unitary, then the least-cost efficiency
increase is 40 percent, but there is no efficiency increase with the
maximum-net-benefits objective.

Similar results are obtained for the maximum-net-benefits strategy
when both demand and capacity are allowed to vary. The least-cost
strategy tends to be a good approximation of the maximum-net-benefits
strétegy only when the capacity-utilization rates of service-producing
equipment are fixed. But while fixed capacity-utilization rates may be a

realistic description of certain sectors of the economy, one can safely



-18-
assume that capacity-utilization rates for the economy as a whole will
change in response to substantial changes in energy prices.

We must conclude, therefore, that a least-cost energy strategy may
strongly overstate desired increases in energy efficiency. This occurs
for two different reasons. First, there are many situations in which the
capacity of equipment must remain relatively fixed, despite changes in
the price of fuel. If, in such cases, the demand for energy services is
price sensitive, then increased fuel prices will cause capacity-
utilization rates to fall. Lower utilization rates reduce potential gain
from increased efficiency without reducing the cost of obtaining that
efficiency. Therefore, a smaller efficiency increase is desirable.

Second, there are many circumstances in which the level of
productive capacity and the quantity of energy services demanded varies
independently. In such cases, consumers or producers will tend to
substitute additional capacity (and flexibility) for the energy service
itself. This also lowers utilization rates and optimal efficiency.

It is a general principle of economics that the existence of
substitutes in production and consumption tends to reduce the impact of
external economic shocks. The methodology of least-cost analysis allows
increased efficiency in the production of energy services to substitute
for energy-inputs or fuels, as energy prices rise. However, that
methodology excludes the possibility of substituting increased
flexibility in the production of energy services for some portion of
those services. Least-cost methodology also excludes the possibility of
substituting the consumption of non-energy services for the consumption

of energy services. Because of these characteristics, least-cost

methodology will tend to overstate both the importance of increases in
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energy efficiency and the overall impact of high energy prices on the
economy as a whole. Thus, the general perspective created by least-cost
analysis may be seriously biased.

Even when we overlook this distortion in the least-cost analysis, we
are left with a very difficult question: To what level of energy
services should the least cost criterion be applied? For their analysis,
EPC chose the level of energy services actually produced and consumed in
1978. But this bundle may be part of a transitional phase of consumption
behavior that is inconsistent with least-cost or competitive energy
strategies. .

For all of these reasons we believe that a least-cost cost criterion
will result in strategies that are inferior to those selected with a
maximum net benefits criterion. We propose that EPC modify its
least-cost concept. The consumption of energy services should be allowed
to vary, and benefits as well as costs should be evaluated. |

Some readers may be thinking,'"easier said than done." But we
believe this proposal is realistic and practical. This matter will be

explored further in Section 3.6.

3.4 Least Cost of Energy Service vs. Least Cost of A1l Commodities

The EPC least-cost concept is concerned only with the cost of
producing energy services. The non-energy input costs in general
industrial production are not evaluated. It is simply assumed that the
energy-service component of production inputs will remain fixed. In

fact, as mentioned in Section 3.2, in response to increased energy
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prices, producers will tend to substitute non-energy inputs for energy
inputs. This type of substitution will reduce production costs and
thereby increase consumer welfare.

As an example, consider the plight of a national brewery facing
sharply increased fuel costs for its transportation fleet. The brewery
will respond in two ways. First, the configuration of the trucks owned
by the brewery may be altered by the purchase of more fuel-efficient
vehicles. This type of change will be captured by EPC least-cost
analysis, because costs of producing transportation services are
evaluated and analyzed.

The brewery may make a second potentially important adjustment. The
brewery may gradually decentralize production by building a large number
of relatively small brewing facilities, each one close to an important
consumer market. On one hand, this decentralization will raise the unit
capital and labor costs of beer production, because economies of scale
will be lost. But on the other hand, the decentralized brewery will
require fewer transportation services because of the market's proximity.
The cost of transporting beer inputs is relatively m’ nor, because water,
the main ingredient of beer, can be purchased locally. Total costs will
be reduced because when energy prices are sufficiently high, the reduced
transportation costs will more than compensate for the increased energy
costs. As the price of energy services increases, the least-cost
configuration of the brewery will be more and more decentralized. In
other words, capital and labor will be increasingly substituted for
transportation services.

The EPC least-cost strategy does not include this type of

substitution; the use of energy-services as inputs must be determined in
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advance, without regard to the prices of those services -- an output of
EPC 1easf—cost analysis. This means that the EPC least-cost strategy,
while minimizing the cost of energy services for a particular level of
energy-service production, does not minimize the cost of all production.

We propose that the EPC Teast-cost concept be revised. The quantity
of energy services used as inputs should be permitted to vary, and all
production costs, not just the costs of producing energy services, should
be evaluated. The generalized least-cost strategy that could then be
obtained would minimize the total cost of all production. In the next

section, we comment on this proposal's practicality.

A

3.5 Issues in Model Design

Suppose that one accepts for the moment the EPC objective of
choosing and specifying a least-cost energy-service strategy. Many
decisions must be made to formulate a least-cost policy model, and most

involve answers to the following questions.

() Which resource expenditures are counted as costs? At what
prices are expended resources evaluated?

(] What variables are endogenous to the cost-minimization process?
o} What constraints are used in conjunction with the least-cost
objective function?
In Appendix D, these questions and their possible answers are
discussed in some detail. Here we note that the answers define the

concept of optimality by which energy strategies are judged. Optimality
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can be defined in many different ways. It is appropriate in this context

to narrow the domain of optimality by restricting attention to that which

is economically optimal in a competitive market environment. This

excludes from consideration, therefore, all energy-demand paths

associated with national energy policy which are politically expedient

but economically inefficient, or optimal from a solely engineering or

thermodynamic vantage but is economically too costly. But even within

the more limited domain of economic optimality, one can choose from a

range of possible objectives.

We have already discussed several of these in previous sections.

Here is a partial list:

(i)

(i1)

(ii1)

(iv)

(v)

(vi)

maximizing the net benefits of a country's entire resources in
a given year, perhaps 1978;

maximizing the net benefits of a country's entire resources
over a period of time, such as 1965-1978;

maximizing the net benefits of only the nation's energy
consumption and production, either at a single point in time
or over time;

minimizing the nation's social costs of all production at a
given point in time, say, 1978, subject to certain overall
Tevel constraints;

minimizing the nation's social costs of production over a
certain period of time, say 1965-78, subject to certain
overall output paths during this period, and subject also to
certain end-of-period constraints (e.g., the nation's capital
stock in the terminal year 1978 must not all expire on
December 31, 1978);

minimizing the nation's social cost, either at a single point
in time or over time, of producing and consuming a given
amount of energy services.

While the above list is less than exhaustive, it suggests clearly

that the notion of economic optimality is consistent with varying
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advance, without regard to the prices of those services -- an output of
EPC 1ea§t-cost analysis. This means that the EPC least-cost strategy,
while minimizing the cost of energy services for a particular level of
energy-service production, does not minimize the cost of all production.

We propose that the EPC Teast-cost concept be revised. The quantity
of energy services used as inputs should be permitted to vary, and all
production costs, not just the costs of producing energy services, should
be evaluated. The generalized least-cost strategy that could then be
obtained would minimize the total cost of all production. In the next

section, we comment on this proposal's practicality.

3.5 Issues in Model Design

Suppose that one accepts for the moment the EPC objective of
choosing and specifying a least-cost energy-service strategy. Many
decisions must be made to formulate a least-cost policy model, and most

involve answers to the following questions.

0 Which resource expenditures are counted as costs? At what
prices are expended resources evaluated?

0 What variables are endogenous to the cost-minimization process?
(o] What constraints are used in conjunction with the least~cost
objective function?
In Appendix D, these questions and their possible answers are
discussed in some detail. Here we note that the answers define the

concept of optimality by which energy strategies are judged. Optimality
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can be defined in many different ways. It is appropriate in this context
to narrow the domain of optimality by restricting attention to that which
is economically optimal in a competitive market environment. This
excludes from consideration, therefore, all energy-demand paths
associated with national energy policy which are politically expedient
but economically inefficient, or optimal from a solely engineering or
thermodynamic vantage but is economically too costly. But even within
the more limited domain of economic optimality, one can choose from a
range of possible objectives.

We have already discussed several of these in previous sections.
Here is a partial list:

(i) maximizing the net benefits of a country's entire resources in
a given year, perhaps 1978;

(ii) maximizing the net benefits of a country's entire resources
over a period of time, such as 1965-1978;

(ii1) maximizing the net benefits of only the nation's energy
consumption and production, either at a single point in time
or over time;

(iv) minimizing the nation's social costs of all production at a
given point in time, say, 1978, subject to certain overall
lTevel constraints;

(v) minimizing the nation's social costs of production over a
certain period of time, say 1965-78, subject to certain
overall output paths during this period, and subject also to
certain end-of-period constraints (e.g., the nation's capital
stock in the terminal year 1978 must not all expire on
December 31, 1978);

(vi) minimizing the nation's social cost, either at a single point
in time or over time, of producing and consuming a given
amount of energy services.

While the above list is less than exhaustive, it suggests clearly

that the notion of economic optimality is consistent with varying
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objectives, and the corresponding optimal strategies can be very
differenf from one another.

Which of these various possible notions of economic optimality is
used by EPC, and what does this choice imply? To briefly review, EPC
chose the objective of cost minimization of only energy services at a
given point in time (1978), and does not specify any constraints as to
what type of capital stock and what quantity of energy resources must
" still remain on January 1, 1979. Hence the EPC notion of "economic
optimality" is one that minimizes energy costs rather than maximizes net
benefits, and optimizes at a given point in time rather than over time.

In addition to making choices regarding the particular definition of
economic optimality to be adopted, and the mix of markets and regulatory
constraints in which firms will function, decisions must also be made
regarding the types of models to be used in the simulation experiments.
One possibility is to construct general equilibrium models for various
sectors of the U.S. economy, using either statistical- econometric,
engineering, or judgmental methods. Regardless of which method is
chosen, it is important to ensure that the integrated model faithfu]ly
reproduces the actual set of events occurring over the 1965-78 time

period.
The EPC chose a very different approach. The LCES model is focused

on the technologies for producing (and conserving) energy services. The
primary function of the model is to select energy-service technologies in
order to minimize the costs of providing a specified set of energy
services at given prices. Energy-service technologies within the model

are represented in disaggregate form. Engineering data incorporated in

BECOM, ISTUM and TECOM is used to describe those technologies.
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Thus, as we have noted, the LCES framework is well suited for
detailed analysis of the production of energy services. Data, as well as
analytical judgement is brought to bear on the problem. This is an
advantage that we have already discussed. Just as the LCES model
considers combined economic costs of energy services rather than a single
goal (such as energy independence), the least-cost strategy is likely to
be more appropriate than one-issue alternatives.

Nevertheless, we believe that the focus of the least-cost concept is
inappropriately narrow. Highly detailed data is useless if results are
substantially (and unpredictably) distorted by the focus of a model.
Therefore, we would urge that the focus of LCES he broadened and that, if
necessary, some of the high level of detail in LCES be sacrificed to that
end.

Some readers may feel, of course, that the level of detail in LCES
is one its cruéia] distinguishing features. We io not agree, believing
that the real strength of the LCES concept lies in its concept of an
economically based national energy strategy. We need to know only the
general characteristics of that energy strategy. If EPC is correct, then
traditional free-market institutions will "define the details." At any
rate, once the general nature of the optimal strategy is determined,
general parameters from that strategy can be iterated with the sectoral
results from ISTUM, BECOM and TECOM; the detailed output from these
models would then undoubtedly be more reliable than the output in the
current LCES study.

It has been suggested that such a scheme is impractical and beyond
the current state of the modeling art. Although this review does not

compare the EPC model/study with others, it is important to note that
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technology choice models have been integrated with general equilibrium
economic models, and employed in studies similar to EPC's. One of the
most prominent examples is the Hoffman-Jorgenson effort to integrate the
Brookhaven Energy Optimization System (BESOM) with the Hudson-Jorgenson
Dynamic General Equilibrium Model (DGEM); this integrated model was then
employed in a series of studies for DOE and its predecessor agencies, and
in various Energy Modeling Forum studies. Another example is the Wharton
Annual Energy Model developed at the University of Pennsylvania under
EPRI sponsorship. This model integrates the Wharton Economic Model with
technology models via the summary of the process models in the use of
"pseudo data" techniques developed and employed for this purpose of
Professor James Griffin. While it is beyond the scope of this review to
compare those efforts with that of EPC, it should be noted that these
integrated models, which incorporate many of the features we feel are
relevant to EPC's question, were available to EPC when they began their
study.

What are the variables and dimensions of a model relevant to the
question posed by EPC? Following is a broad outline of the basic
variables and dimensions of a model appropriate for a response to EPC's
que§tion. Formulating an optimal energy strategy is a grand idea, and we
would give our model a very grand scope indeed. We would use aggregate
variables, and would drop non-essential details. The following types of

variables and parameters would appear in the model:

o Output of energy services (in 5-10 categories): 10 variables.

0 Capital stocks for energy-service production (2-3 technology
types for each category of energy service): 30 variables.
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0 Capacity utilization rates of the various stocks of
energy-service capital represented: 30 variables.

0 Energy efficiency of the represented capital stocks: 30
variables.

0 Innovation (efficiency increases) in the energy area: 30
variables.

0 Consumer demand (benefits) functions for energy services and
non-energy commodities: 150 parameters.

0 Consumer purchases of energy-services: 10 variables.

0 Domestic supplies of energy inputs (described by 3-5 supply
curves): 25 parameters.

0 Derived demand for energy inputs (a function of the variables
describing the energy-service industry): 5 variables.

0 Prices of energy inputs, with some modelling of their
determination: 5 variables.

0 Non-energy industrial production, by major sector (perhaps 3-5
sectors would do): 5 variables.

0 Final and intermediate demand for the output of these
non-energy sectors (a very small input-output table might be
helpful here): 10 variables, 25 parameters.

0 The derived demands of the non-energy industrial sectors for
various energy services: 50 variables.

0 Several important macroeconomic variables: (GNP, C, I, G, r,
etc.): 8 variables.

For each of these categories, our eﬁtimated maximum number of
required variables is given. However, the model we propose would
necessarily be a dynamic one, perhaps with five five-year periods.
Therefore, the maximum number of variables given above would have to be
multiplied by five. This comes to a grand total of about 1100
variables. (Of course, many of these variables would be identically
zero.) This is by no means a small model, yet it is but a small fraction

of the size of a detailed model 1ike ISTUM. And its scope is very
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broad. As noted, many of the ingredients required to build such a model
are already available in medium and large size macroeconomic forecasting
models.

Aside from its broad scope, an important advantage of the sort of
model we propose is that it provides an integrated framework for the
construction of an optimal strategy. One disadvantage of LCES is that it
is basically a collection of detailed models without an explicit

organizing framework. As a result much is lost.

3.6 Conclusion

In conclusion, we would 1ike to emphasize the following points.

The LCES study is subtitled: "Minimizing Consumer Costs Through
Competition.” But the study does not explore the effects of
competition. A1l of EPC's analysis is devoted to the construction of a
hypothetical optimal strategy and a comparison between the strategy and
what actually occurred. EPC simply assumes that competiton would cause
an optimal strategy to emerge. It should be kept in mind that many
economists, planners and regulators would argue that an optimal strategy
can be implemented 6n1y with planning and regulation.

Because of its general nature, the least-cost objective function can
simultaneously take into account many different kinds of issues. Matters
such as resource limitations, environmental factors and national security
can be evaluated and traded off against one another within the framework

of the least-cost method. This policy-making formula is far more
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appealing than one that takes into account only one significant issue
(such as energy independence).

Least-cost methodology is limited for several reasons, such as its
tendency to produce results that may substantially overstate the economic
desirability of energy-efficiency improvements. EPC least-cost
methodology can take into account only one (number iii.) of the following

predictable market responses to higher energy prices:

i. Consumers may substitute less energy-intensive consumer
goods for more energy-intensive consumer goods.

ii. Producers may substitute less energy-intensive inputs for
more energy-intensive inputs in the production of a broad
spectrum of commodities.

iii. Producers may substitute more energy-efficient processes
for less energy-efficient processes in the production of
energy services.

iv. Secondary price changes may occur for many fuels and other
energy rich commodities.

Least-cost methodology does not treat the level of benefits as a
subject of consumer choice. Costs are permitted to vary as a function of
the energy-service technologies selected, but the output of goods, and
thus consumer benefits, are exogenously fixed. In contrast, maximum-
net-benefits methodology would simultaneously choose the appropriate
bundle of outputs and the least-cost strategy for attaining that bundle.

However, the least-cost methodology does have the advantage of
avoiding all of the problems attendant to benefits computation. This is
an argument in its favor. But, in the context of selecting a national
energy strategy we do not find this argument convincing. As the

discussion in this chapter makes clear, the concept of cost has critical

subjective elements, as does the concept of benefits. The analyst's
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decisions regarding expended resources evaluation can have a critical
impact oﬁ the cost figures obtained.

LCES strategies are deficient because they recognize only the costs
of energy-service inputs in the production of non-energy goods. They do
not analyze the cost of other inputs to non-energy goods production, e.g.
labor, capital, environmental conditions, non-energy materials, primary
resources, etc. As a result, the LCES method cannot be used to analyze
the substitution of less energy-intensive inputs for more
energy-intensive inputs in general productive processes (number ii.,
above). This omission further biases LCES results towards excess
efficiency.

In constructing the LCES model, EPC described technologies for the
production of energy services in great detail. This detail is
potentially useful insofar as it permits conclusions about the future
role of specific technologies in the production of energy services.
However, because of lack of attention to some of the broad issues
discussed above, many of the detailed LCES results may be spurious
artifacts of LCES methodology. Therefore, we believe it would have been
more fruitful to use modelling resources in a fashion such as we proposed
in Section 3.6.

The subjective elements in least-cost analysis impose a number of
obligations on the analyst: his approach must be consistent, his
decisions must be appropriate for the purpose of the analysis, but most
importantly, the analyst's subjective input and assumptions must be
meticulously documented. The lack of such documentation prevents other
parties from interpreting the results of the analysis in a meaningful way
and can cause those results to be cdnfusing or m{s]eading. On the whole,

we found LCES documentation to be unsatisfactory.
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4. REVIEW OF THE "LEAST-COST ENERGY STRATEGY" STUDY

We now turn to a detailed examination of the retrospective question
posed by EPC in the LCES study. 1In section 4.1, we evaluated the EPC
question and proposed several alternative questions. Now we set aside
these alternative questions, and concentrate upon EPC's approach and the
interpretation of their results; in particular we will be concerned with
the extent to which EPC's results are likely to coincide with those of
cost-minimizing decision-makers with perfect foresight.

The conceptual experiment proposed in the LCES study is, "How would
the nation have provided energy services in 1978 if its capital stock had
been reconfigured to be optimal for actual 1978 energy prices.” This is
a question about “"what could have been." Such questions are interesting
to curious people everywhere, and if we are to learn from history, they
are important as well. In defining "what could have been," we can
abstract from the influences of various constraints that complicate
interpretation of past events. The resulting projection can then be
compared with the actual data to identify opportunities for public and
private sector policies, including new market initiatives for
economically efficient supply of energy services.

Unfortunately, defining "what could have been" is not as simple as
it may at first seem. This is because such a question is invariably
associated with a hypothetical premise. The premise is usually set off
by the word "if." For example, we might ask: "How would the nation have
provided energy services in 1978 if our national leaders had promoted
policies to stimulate free-market competition in the energy field?" oOr,

we might ask: "How would the nation have provided energy services in 1978
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if each of our citizens were intelligent, perspicacious, frugal and
public spirited?" In order to interpret the answer of a "what-could-
have-been" question, it is important to understand the question's
explicit and implicit premfse. Therefore, we will examine the premise in

EPC's question, and compare it to plausible alternatives.

4.1 Alternative Questions

Here is the EPC question with the explicit part of the premise

underlined:

EPC: How would the nation have provided energy services in 1978 if
its capital stock had been reconfigured to be optimal for
actual 1978 energy prices?

We now proceed to define a series of alternative questions that are
obtained by modifying the premise of the original EPC question. In the
remaining sections of this chapter, we will examine each of the
alternative questions to see how its answer would differ from that of the

EPC question:

In the first alternative question, we ask about economic behavior in
an environment of free-market prices. We call this alternative the

market-price (MP) question:

MP: How would the nation have provided energy services in 1978 if
its capital stock had been reconfigured to be optimal for
imputed 1978 free-market domestic energy prices?
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The market-price question differs from the EPC question by presupposing
imputed domestic free-market prices rather than actual prices. This
allows us to abstract from government price controls and other
domestically caused price distortions. (Presumably, we wouldn't want to
abstract from OPEC-caused price changes.) In addition, we believe that
use of regulated prices is inconsistent with the spirit of a study
purporting to demonstrate the advantages of increased competition.

Our second alternative question modifies the meaning of an optimally
configured capital stock. We call it the dynamic optimization (DO)

question:

DO: How would the nation have provided energy services in 1978 if
its capital stock had been reconfigured to be optimal for the
trajectory of imputed domestic free-market energy prices from
T960 to the year 20007

The dynamic-optimization question refers to a trajectory of prices, while
EPC refers to prices for the single year, 1978. This places our own
hypothetical decision-maker in a more realistic situation than the EPC's
hypothetical decision-maker. The EPC notion of an optimally configured
capital stock seems predicated on a set of prices that never changes,
present, past and future. When EPC asks a question about "what could
have been" in terms of such a myopic hypothetical decision maker, the
answer will have very little connection with real-world possibilities.

We will argue below that the dynamic-optimization question is more
| interesting and applicable to current problems than is the EPC question.
However, we are not satisfied with the dynamic-optimization question. We
believe that interest in the EPC study is largely stimulated by curiosity

about the answer to a question with a broader premise than any of those
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given above: "What would have occurred if economic decision makers had
correctly foreseen the energy-price increases of the 1970's and had used
this information to minimize production costs?" We call this the
perfect-foresight - (PF) question. The perfect-foresight question can be

stated formally as follows:

PF: How would the nation have provided energy services in 1978 if
cost-minimizing economic decision makers with perfect foresight
had been constrained only by the domestic energy endowment and
by worTd-market prices of energy resources, and had made their
decisions accordingly?

The premise of the perfect-foresight question includes a number of
elements:

i. Co§t;minimizing economic decision makers (in the 1960's and
70's).

ii. Perfect foresight.

iii. A wide range of domestic economic variables subject to
adjustment. These include:

a. configuration of the entire domestic capital stock

b. domestic energy prices.

c. domestic economic policies.

d. direct and indirect demand for energy services by
end-use consumers.

iv. Only the domestic endowment of energy resources and world

prices of foreign resources are absolute constraints on the
economic decision makers.

In Sections 4.4 and 4.5, we will suggest how the answers to the EPC

question and the perfect-foresight question might be expected to differ.



-34-

4,2 Price Concepts in the LCES Study

Chapter 3 and Appendix D make clear that the results of a least-cost
calculation depend critically upon the concept of price employed. EPC
asks us to consider a world with an optimally configured energy-using
capital stock. But their notion of optimality is based on actual energy
prices. These prices do not reflect economic scarcity or other
constraints beyond our control. We find it rather incongruous to
speculate about optimality in the capital stock without allowing prices
to adjust appropriately. Furthermore, EPC insistence on the use of
actual 1978 prices in their hypothetical world seems to violate the
spirit of the subtitle of their study: "Minimizing Consumer Costs Through
Competition." In a study which emphasizes the role of competitive
forces, we would expect that actual or estimated competitive market
prices would be employed.

We believe that the market-price question is both more interesting
and more relevant to the goals of the EPC study than the EPC question
js. Actual prices of natural gas, petroleum, and electricity reflect the
results of institutional factors such as taxes and regulation. As a
result, actual prices are a poor measure of true economic'scarcity. In
our opinion, it is important to know what configuration of capital and
energy input would be associated with a more competitive market for
energy services. Serious questions regarding the treatment of natural
monopolies, the transmission of e1e§§ri¢j}y, environmental costs, and
taxes would all need to be specifical]y.considered.

How would the substitution of "imputed market prices" for "actual

prices" in the EPC question affect EPC's results? The single price that
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most shapes EPC results is probably the price of natural gas. The
regulated price of natural gas appears to contribute dramatically to the
increased use of natural gas in EPC's least-cost scenario, a full .8
Quads above the actual 1978 level of consumption. In addition, the use
of this price resulted in an increase in the market share for natural
gas. In the least-cost scenario, 35% of all BTU's derived from fuel
comes from natural gas, compared to 25% in the actual 1978 situation. We
believe that natural gas would play a much less important role if the
optimal configuration of capital were determined in a competitive
domestic energy-price environment.

In fact, the 1978 actual natural gas price is likely to be highly
atypical of future gas prices, for in that year the United States
committed itself to a specific phased decontrol plan for natural gas.
Thus, capital investments based upon natural gas prices remaining at 1978
relative levels will certainly not be least-cost investments for years
beyond 1978.

A more subtle point concerns the treatment of taxes in the LCES
study. The Technical Appendix of the study makes clear that

For purposes of calculating the Least-Cost energy strategy, a more

basic approach was appropriate. The costing conventions used

represent a normative approach based on a pure capital charge
independent of assumptions concerning government policies, such as
mandatory of certain fuels or taxes. Capital charges per unit time
are thus calculated as the present value of a dollar's investment
given the real long term discount rate and the service life of. the
investment. The real long term discount rate used in all technology
investment evaluations is i = .05, with the notation that this
estimate '...is consistent with the recommendations which will be

summarized in the forthcoming extensive treatment of this subject
edited by Professor R. C. Lind of Cornell University.' (Technical

Appendix, p. 3).
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Setting aside for the moment the issue of the appropriate long-term
real discount réte, and the question whether the same rate is appropriate
for all sectors in the economy, consider the EPC view that private
economic cost is the appropriate concept in least-cost calculations. Two
questions must be raised. First, if private cost is the appropriate
concept, why are regulated prices used for energy inputs, represented by
1978 actual prices? This seems an inconsistent treatment, and at minimum
requires discussion and justification.

Second, if taxes are to be excluded, shouldn't they be excluded from
all input costs? Apparently exclusion of taxes is restricted only to
depreciation allowances and investment tax credits for capital goods
represented by the competing tecnnologies in the models employed in the
EPC study. We find no evidence that taxes have been excluded from the
price of assets -- for example, corporate profits taxes passed through to
purchasers, etc. -- or excluded from the cost of energy forms combined
with this capital. Clearly, if taxes are to be excluded from capital
goods comparisons, then consistency requires their exclusion from enefgy
costs, even if a case could be made for using regulated energy prices.

Another point relating to prices used in the LCES study concerns the
distribution of the actual 1978 average prices to the regions required by
the models underlying the study. One question is: how were national
average prices distributed to regions, and does the distribution method
have any significant effect upon the results? More fundamentally, if
energy prices consistent with full anticipation of the events of the
1970s were used, the adjustment process would almost certainly have
resulted in regional shifts in demographics and economic activity,

towards both less energy-using regions of the country and less
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energy-using activities. Thus, the relationship between the regional’
pattern of energy prices and the national average would be very different
in a fully anticipated calculation compared to one which considered the
Least-Cost of producing a given level of energy demand.

We could analyze the implications of some of these questions with
more detailed investigation of the LCES study, especially by examining

the models and data bases underlying the study. However, our main

concern is to point out that there are fundamental inconsistencies in the
LCES study's treatment of different prices and costs, which at minimum
require much more motivation and rationalization than is provided in
their Technical Appendix.

Recognizing the difficulty of estimating market prices associated
with a fully adjusted economy, our preference would have been for some

"best estimates."

4,3 Configurations of the Capital Stock: Dynamic vs. Static Optimality

Because capital goods are relatively long-lived, the cost of
operating a given unit of capital can change significantly over the
lifetime of that unit. As a result, an optimizing decision maker will
not base the purchase of a unit of capital on current energy prices.
Instead, he will consider the trajectory of future energy prices. He
will search for a compromise between the units that would be optimal for
each energy-price level that can be foreseen over the lifetime of the
unit purchased. For example, a businessman may decide that a truck with

a high-powered engine is optimal when fuel prices are low, while a truck
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with a low-powered engine is optimal when fuel prices are high. If this
businessman decides that fuel prices will be Tow early in the lifetime of
the truck and high later in the lifetime of the truck, he would probably
choose a medium-powered engine as a compromise.

Furthermore, optimal purchase decisions at a given time depend not
only on currently available technologies, but on technologies that are
expected to become available in the future. Our businessman may put off
his purchase of a new truck if he expects a truck with substantially
increased fuel efficiency to become available the following year.

In a dynamic setting (one with market characteristics changing over
time), the optimal configuration of the capital stock at a given time
cannot be determined by reference to current energy prices and current
technologies alone. Past and future energy prices and technologies are
relevant as well. In particular, the optimal composition of capital
stock in 1978 depends on prevailing prices and available technologies
before, during and after 1978.

To see why this is true, consider the 1978 capital stock. The stock
will consist of (i) new capital goods put in place in that year; (ii)
capital goods from previous years whose characteristics have been
modified via additional retrofit investments in the current year; (iii)
unmodified capital goods from previous years. The characteristics of the
new and newly modified capital goods will Aepend 6n éxpected future
prices, on current and expected future technologies and on the
characterisitics of the stock of old capital goods. The characteristics
of the old capital goods, must also depend on prevailing energy prices

and available technologies during their lifetimes.
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To talk about "what could have been" in connection with 1978 energy
prices and technologies alone, is to talk about what could have been in
some imaginary land where price and technology never change. The EPC
question compares what actually happened in 1978 with what could have
happened in such an imaginary land. For this reason, we believe that the
answer to the dynamic optimization queston is more important than is the

answer to the EPC question.

4.4 Perfect Foresight and EPC Concept of Capital Reconfiguration

Let us consider the perfect-foresight question. Compared with its
premise (see section 4.1), the premise of the EPC question allows only a
very narrow scope for adjustment. Adjustments to the configuration of
the capital stock are the only adjustments permitted. Energy-service
demand and energy-input prices are held constant by the EPC premise.
Furthermore, although it is not explicitly stated in the study, EPC
concentrates on only one type of adjustment to the capital stock: changes
in shares of the various end-use technologies and fuels in :he production
of energy services. Shares of non-end use technologies including those
used to produce, convert and transport energy for end-use purposes are
not permitted to adjust.

If we categorize the EPC question in terms of perfect foresight, we
are led to the conclusion that EPC gives the gift of perfect foresight to
some categories of decision makers while denying it to others. Perfect
foresight is a powerful fantasy, and once unleashed may introduce more

complications than it eliminates. In the case of the LCES study, the



-40-
most serious complications arise because of restrictions on which groups
in the economy and society adjust with perfect foresight, and which
continue to make decisions based on a lack of knowledge and uncertainty
about both future events and the adjustments of those who are gifted with
perfect foresight. The premise of selective perfect foresight can
significantly bias results, because the extent of action appropriate for
those who have it tends to be exaggerated. For example, those who know
that the price of oil is about to increase will have a greater scope for
action, while the larger segment is ignorant.

Two groups that lack perfect foresight in the LCES study are the
public sector and the private energy production, conversion, transport
and distribution industries. How, we ask, would perfect foresight in
these sectors affect the planning data and decisions of those purchasing
end-use energy services?

First, let us consider public sector response to perfect knowledge
of energy-related events in the 1960's and 70's. Certainly we would
expect that public policies would have been implemented to mitigate the
economic and political consequences of the now fully anticipated OPEC
embargo and related events. Thus, the major energy policy problem of the
60's would have been the same as that for the period beginning in
October, 1973; namely, how to reduce the economic and social costs of an
OPEC "tax" on U.S. oil consumption.

Given the policy conflicts and problems of the post-embargo period
in dealing with this tax, it is somewhat fanciful to project with any
specificity just what policies might have been implemented. Perfect
foresight does not rule out possibilities for political conflict,

bungling, and confusion. For example, it took until 1978 to establish
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that deregulation of energy prices was an important instrument of
national.policy in order to reduce the OPEC tax first imposed in October,
1973. Thus, what particular policies might have evolved, given perfect
foresight, is uncertain. For our present purposes, and with hindsight,

" the main line of public policy response to péerfect foresight of the
energy-related circumstances of the 1960's and 70's would probably'have
Seen some deregulation of energy prices, perhaps with taxes on the
economic rents accruing to domestic producers, purchase of a strategic
petroleum reserve of reasonable size, increased public expenditures on
research, development, and demonstration (R,D&D) where competitive
markets did not produce the known desired result.

A stylized account of the consequences of such a policy would
include at least two kinds of results. First, the economy would have
optimally adjusted to the “"shock" of 1973-74 since it would now have been
fully anticipated. The most important consequence of this adjustment
would be elimination of the costs of uncertainty, lack of knowledge, and
economic disruption associated with the energy conditions of the 1970's.
Thus, to the extent that the lower productivity and growth of the economy
in the 70's is traceable to enercy conditions, these losses would be
recovered. In general, given the opportunity to adjust appropriately to
our national energy fate, we would expect greater growth and prosperity.

It follows that one consequence of public policy adjustment would be
a higher rate of economic growth, with a concomitant incréase in the
demand for energy services, and a reconfigured capital stock composed of
appropriate shares of new, retrofitted, and old capital.

A second result of public sector policies aimed at mitigating the

economic and social consequences of adverse energy conditions would be a
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gradual increase in energy prices prior to the precipitous event of the
OPEC embargo, either influenced or not by domestic energy taxes. Of
course, perfect foresight in the private sector would also cause such
price increases. If it had been known in the early 1960's that oil
prices would definitely increase in 1973, there would have been hoarding
of oil by potential suppliers in years prior to 1973. This hoarding
would have taken the form of reduced levels of production by producers,
conservation of supplies by those involved in refining and distribution,
and stock building by consumers and speculators. This would have reduced
the supply available on the market and, as a consequence, oil prices
would have begun increasing well before the 1973 OPEC tax came into
effect. Since deregulation of natural gas would likely have occurred as
well, its price would have been rising in a sympathetic relation with its
close substitute, oil, over this period.

A second consequence, then, of 1ikely public policies, given perfect
foresight, would have been that consumers would face gradually
increasingly higher energy prices in the 1960's and early 70's so that
the OPEC tax on world oil consumption announced in October, 1973, would
have been fully anticipated in the price of U.S. energy products.

Let us continue, now, with the effects on the private sector of the
assumption of perfect foresight. The LCES study concentrates upon
adjustments by private consumers of energy services in choosing between
end-use technologies and energy forms. We now ask how the energy
industries would have reconfigured their own capital stock, if industry
decision makers had perfect foresight. Would an appropriately
reconfigured energy industry have changed the planning data used by

consumers of energy services in consumption decisions? How would perfect
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knowledge of the competition that the energy industry faced from the
"efficiency" industry have influenced energy industry decisions?

Consider the effects of perfect foresight on energy production,
transportation, conversion, and distribution activities. There are two
important types of adjustment here, including changes in levels and
patterns of investment on infrastructure for providing energy forms, in
addition to changes due to perfectly anticipated competition from
improvements in capital efficiency. In the first instance, the
deregulation of oil and gas prices would have stimulated investments in
exploration and development to a greater or lesser extent depending on
government policies with respect to allowable returns for this activity.
Deregulation of natural gas prices, and their rise in sympathy with oil
prices, would lead to increased use of this resource when excess demand
due to regulation eroded. This would mean new investments in
transmission-delivery systems and in hook-ups -- investments which should
be counted in a least-cost calculation of a fully anticipated
adjustment. '

Second, we would expect pronounced effects on the level and pattern
of investments in the energy conversion industry, in particular, the
electric utility industry. Certainly the level of investments in the
60's and early 70's would generally have been reduced by the anticipation
of higher energy prices and reduced demands. Also, the pattern of
investments would have adjusted to reduce expansion in oil and gas
capacity, substituting coal and nuclear. It is likely that this
development would have accelerated the consideration of environmental

concerns about expanded coal use. Thus another problem of the 70's would

have been transferred back in time to the 60's. The net effect of these
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adjustments would probably have been reflected by somewhat higher
electricity prices in the 1960's and early 70's and markedly lower prices
in the post-embargo period.

Another aspect of adjustment with perfect foresight would be the
response of intermediate energy-form suppliers to competition from energy
efficient cépita1. In the LCES study, the implications of these
adjustments for the energy prices used in least-cost calculations are
ignored. A prominent example is the role of cogenerated electricity in
the industry and buildings sectors. If the economics of the competition
between self-cogenerated and purchased electricity were, in reality, the
ones portrayed in the LCES study results, then a fully anticipating
electric utility industry would have had a much different paitern of
capacity investment. In particular, fully anticipating electric
utilities would have adjusted their capacities to reflect loads net of
cogenerated eiectricity either internally consumed or distributed via the
utilities grid. The exact adjustments would depend upon which segments
of the utilities' load curve cogeneration effectively supplies. The
details of such competition would depend upon the nature of the
industries cogenerating and the load characteristics for each utility.

Whatever the outcome of this competition, a perfectly anticipating
utility would have adjusted its capacity level and mix so as to acquiesce
gracefully when cogenerated electricity was economically superior.

Almost certainly, especially considering the results of the EPC study,
this behavior would have resulted in a much lower electricity price in
1978, even setting aside the consequences for electricity price of all

the other adjustments in a fully anticipating economy.
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When we consider the implications of perfect foresight in the public
and pri?ate sectors, other than just the end-use sectors, many more
opportunities for minimizing costs are available than have been
considered in the LCES study. Most important are the macroeconomic costs
of the OPEC tax and the costs associated with inefficient capital stock
in the energy supply industries. The LCES study, by focusing on such a
narrow range of adjustments, omits many of the actions that "could have"
been taken. Our brief review suggests that these actions may be quite
significant.

There is an important argument that should be made here in support
of the narrow focus of the LCES study. The types of adjustments admitted
by LCES can be easily and precisely quantified, while many of the
adjustments we have discussed here in connection with perfect foresight
are qualitive in nature and have uncertain quantitative implications. By
restricting itself to adjustments in the configuration of the capital
stock, the LCES study avoids a nasty morass of guesses and value
judgments.

We do not dispute this argument. But in spite of it, we believe
that a broader focus in the LCES study is warranted. This is our
reason: by omitting government policy and other variables from
consideration, the LCES study may significantly alter the outcome of
adjustments it does allow. The use of natural gas and cogenerated

electricity is a prominent example.
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4,5 The Demand for Energy Service

As noted, the premise of the EPC question explicitly requires the
level of energy services consumed to equal the actual 1978 level. Given
this level of services, consumers choose that combination of technologies
and energy forms which minimize their service costs. This is equivalent
to saying, for example, that there is no elasticity of substitution in
manufacturing between the capital and energy aggregate versus labor and
other inputs; or that the demand for vehicle-miles traveled is completely
insensitive to price; or that demand for space conditioning (heating and
cooling) in residences is completely independent of the delivered service
price.

Clearly, we expect some price elasticity in energy service demand.
It would have been entirely consistent with the EPC strategy of
“emp]oying existing methods of analysis and data" to have considered use
of such elasticities as a means of obtaining a first order approximation
to the adjustment from 1978 actual service demands that the change in
service price implied by Least-Cost calculations would indicate.

That such an adjustment might be significant can easily be
illustrated. The "first iteration" of the LCES procedure provides
estimates of the reduction in energy service costs associated with the
implementation of the LCES (Table 4-1, Column 1). As seen there,
industry, building and transportion costs of delivered energy services

are reduced by 10, 23, and 17% respectively.
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Table 4-1

Percentage Increase in Energy Service Demand for
Alternative Service Price Elasticities Conditional on LCES
Estimated Cost Reductions

LCES Service Alternative Energy Service Elasticities

Cost Reductions 4] =50 A .U
Industry 10% 2.7 5.4 8.2 11.1
Buildings 23 6.8 14.0 21.7 29.9
Transporation 17 4.8 9.8 15.0 20.5

Assume the range of own price elasticities for energy service demand

of .25 to 1.0. Then the percentage increase of energy service demand

associated with the estimated price reduction corresponding to each
elasticity is given in the body of Table 4-1. The most dramatic effect
is in the building sector, where an increase of as much as 30% in energy
service demand might occur at the high range of elasticities.

Such information could be employed in a second {(and subsequent)
jteration(s) in which the revised energy-service demands were analyzed in
each of the three sectoral models, revised service price adjustments were
calculated, and the process iterated until it converged. Provided that
such an iterative process converged (and this would depend in part on
parameter values within the model), we do know that at the final
iteration; both energy demand and energy-service demand would be at least
as large as that at the first iteration. Therefore, eliminating
disequilibrium effects associated with the assumption of constant energy

service demand would result in higher energy-service demand, and lower
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energy-service costs, with equilibrium energy-service price somewhere
between the LCES estimate and the 1978 actual price.

Another consequence of the partial equilibrium nature of LCES
results is the implicit elimination of supply constraints. This problem
is pervasive in the study, but is most dramatically illustrated by
natural gas. Since the regulated price is lower than estimates of market
price, excess demand exists in natural gas markets. However, EPC
implicitly assumes that natural gas is supplied with infinite elasticity
at the regulated price. This naturally results in increased use of
natural gas up to that point on the gas demand curve associated with the
regulated price. The increase in gas consumption in the LCES study over
and above the actual 1978 consumption (constrained by supply) is .8
quads. Unless we find some method for producing more domestic gas and
deliver it at that price, the only source for this additional supply is
international purchases. But clearly such purchases are not available at
the 1978 regulated price.

If the decision to utilize a regulated price is justified, then a
necessary implication is that excess demand must be allocated to other
fuels. In the LCES study this might be accomplished by imposing a
restriction on the use of natural gas equal to the 1978 actual use.‘ This
is equivalent to continuing the supply restriction which has constrained
natural gas use in the past.

The consequence of not imposing this restriction is clear when the
LCES results are examined. Underpriced, unconstrained natural gas now
takes over an increasing share of energy service markets. The LCES study

dramatically highlights this increased share of gas. This is a
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consequence, in part, of their use of a regulated gas price,
unconstrained by any supply restriction.

A similar disequilibrium problem exists with the electric utility
sector. One of the most prominent, and highly publicized, study results
is the considerable role for cogeneration found in both the industrial
and building sectors. As shown in Appendix C, and summarized in section
5.2, the amount of cogeneration projected in the LCES study is much
larger than by any other study with which we are familiar, even studies
which employ the same models. If supportable, the EPC finding is an
extreﬁe]y important and significant result. If EPC is correct, what
factors have other studies ignored?

One consequence of the very large contribution of cogenerated
electricity is that the demand for purchased elect}icity is considerably
reduced. As previously noted, LCES fails to consider the details of the
effects of the electric utility industry's adjustment to successful
competition from cogeneration. Therefore, an important area for
additional work by the EPC is the reconciliation of their cogeneration
results with those of other studies, and the provision of a more detailed
and credible interpretation of equilibrium between purchased and
cogenerated electricity. ‘

One of the important differences between the premises of the EPC
question and the perfect-foresight question is that the latter permits
adjustment in the demand for energy services. In this ;ection, we have
considered the possible effects of allow such adjustment and have tried

to show that these effects would be significant.
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5. OVERVIEW OF MODELS EMPLOYED IN THE LCES STUDY

We now turn to a very selective review of the models employed in the
LCES study. In Appendix A we present information obtained from each of
the three modeling groups (EEA, BNL, JFA) using the EPRI/MIT Model
Description Questionnaire. The questionnaire asks for information in 5

broad areas including;

General Information,

Administration data,

Model Characteristics, Description, and Documentation,

Model Development and Applications, and

Model Assessment.
Also included in Appendix A are the EPRI/MIT Energy Model Notebook
entries for each model, as well as some additional descriptive
information compiled from the model documentation, the LCES Study
Technical Appendix, and conversations with the modelers and the EPC staff.

A more systematic description of each of the models as employed in
the LCES study is provided in Appendix B, together with an overview of
some issues concerning the use of these models in the context of the EPC
study objectives.

In addition to the issues raised in Appendix B, we address four

points which suggest questions and directions for more detailed analysis

and review. These include,

some anomalous results from the Energy Modeling Forum
"Aggregate Demand Elasticity Study" (EMF.4) for the ISTUM and
BECOM models;
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some as yet unreconciled differences between the LCES study
results from the BECOM model, and a related base case analysis
conducted by the Brookhaven National Laboratory;

unreconciled differences in estimates of industrial
cogeneration potential between the LCES study and previous
applications of the ISTUM model;

a problem of accounting consistency in the ISTUM treatment of
capital stock component in the measure of industrial output
used by ISTUM (value added) versus the capital stock obtained
as the Least-Cost optimal estimate.

5.1 Review of Comparative Model Evaluation Results in EMF.4 for

ISTUM and BECOM

In this section we review some recent results in which the aggregate
demand elasticities implied by the ISTUM and BECOM models are éalcu]ated
and compared with other industrial and residential/commercial energy
sector models. These comparisons, while not specific evaluations of
ISTUM and BECOM, do provide some disquieting information regarding model
performance, and suggest that a more indepth investigation of these
models is warranted.

ISTUM:  While it would clearly be desirable to perform a detailed
and systematic analysis of the ISTUM model -- a modified version of which
was employed by the Least Cost Strategy study -- both the limits of
available documentation and time permit us only to conduct a somewhat
brief "first round" comparison of ISTUM with other models of the

industrial sector. Such a comparison is possible because of recent work

published by the Energy Modeling For'um.]7

A principal focus of the EMF4 (Energy Modeling Forum) Working Group
at Stanford University was the measurement and comparison, across sixteen

detailed models, of the aggregate price e]asticify of demand for energy.
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Although the industrial sector model used by Least Cost Strategy was not
included among those examined by EMF4, the ISTUM model was evaluated and
compared with others.

Within the industrial sector, EMF4 considered five models:
Baughman-Joskow (BJ), the combined Brookhaven Energy System Optimization
Model/Hudson-Jorgenson (BESOM/HJ), the U.S. Department of Energy
Mid-Range Energy Forecasting System (MEFS), the Lawrence Livermore
Laboratory Energy Policy Model (EPM), and the Energy and Environmental
Analysis, Inc. Industrial Sector Technology Use Model (ISTUM).
Statistical and econometric methods underlie the BN, BESOM/HJ and MEFS
models, engineering analysis forms the basis of the ISTUM model, while
EPM relies primarily on judgmental methods.

In terms of implicit aggregate price elasticity of demand for
energy, EMF4 undertook extensive simulations of the various models using
common assumptions on exogenous variables, and then measured price
responsiveness both at the primary and secondary energy level. Because
of additive mark-up policies, price elasticity estimates at the primary
level are always smaller than at the secondary level. Once price
simulations with respect to various fuels were undertaken, the various
energy quantities were aggregated using four indexing procedures:
Paasche, Laspeyres, BTU aggregation, and Tornquist. The Paasche and
Laspeyres indexes have a long history in national income accounting,
while the Tornquist has been shown to have very desirable theoretical
properties and has been used increasingly over the last decade. Although
BTU aggregation is very common in the energy analysis literature, EMF4

follow other analysts in arguing that BTU aggregation is undesirable,
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since implicitly it assumes that the various energy types are perfectly
substifutable with one another. Moreover, there is considerable '
ambiguity in determininj how to measure the BTU content of electricity.
In their summary of results, EMF4 report aggregate elasticity estimates
for energy, using in most cases the Paasche index.

At the secondary demand level, based on the Paasche index, the
25-year demand elasticity (a reasonably close approximation to the long
run price elasticity) runs from a high estimate of 0.7 (EPM), mid-range
values of 0.5 (BESOM/HJ) and 0.4 (BJ), to a low value of 0.2 (ISTUM and
MEFS).]8 Hence within the various industrial sector models, ISTUM lies
on the relatively low end of the scale for price elasticity estimates. A
rather strange feature of the ISTUM model, however, is its sensitivity to
the choice of index. While aggregate price elasticity estimates for the
other models show only limited sensitivity (for example, the Paasche and
BTU-weighted price elasticity estimates for BESOM/HJ across all sectors
are .42 and .46, respectively), the price elasticity estimate for ISTUM
drops from .24 to .01 when BTU rather than Paasche indexing is used.

More generally on the issue of instability, EMF4 note that
elasticity estimate results were occasionally quite sensitive to the
specific composition of the price changes. As noted by Sweeney, it is
not necessarily the case that the demand function for energy in aggregate
is single-valued; different combinations of fuel price changes, each
corresponding to an equal change in the aggregate energy price, can have
very different aggregate energy quantity 1'mpac1:s.]9 In such cases the
demand function for energy is an ellipse rather than a single valued
straight-1ine function. Sweeney notes, incidentally, that a sufficient

condition for the aggregate energy demand function to be single-valued is
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that the various types of energy are weakly homothetically separable from
all other inputs or commodities.

EMF4 report in their study that of the fourteen models evaluated
(five of which were in the industrial sector), elasticity estimates from
the ISTUM model were extremely unstable and sensitive to compositional
changes.20 Moreover, when the ISTUM price elasticity estimates were
averaged over all possible component price directions, the average
elasticity had the wrong sign, implying that the demand function not only
was a very wide ellipse (rather than a narrow ellipse converging to a
straight line), but that it was upward, rather than downward, sloping.

Precisely how one interprets these peculiar results from ISTUM is
not clear. However, several points should be made. First, among the
industrial sector models, the point estimate of the secondary aggregate
energy price elasticity is within the range of others, albeit at the low
end. Griffin and Wood have noted that engineering models such as ISTUM
have traditionally exhibited less price responsiveness than statistical
or econometric models such as Hudson-Jorgenson and MEFS.ZI Hence that
ISTUM produces a low estimate is not that surprising.

Second, since the ISTUM model generates elasticity estimates very
sensitive to the particular indexing procedure employed (for example, BTU
versus Paasche), it follows that a great deal of inter-fuel substitution
must be implicit in the ISTUM model, far more than in other models. For
only if the fuel composition is changing substantially will weighted
aggregation methods produced such divergent results. This feature of
ISTUM merits further examination. Incidentally, as shown in the paper by

Alan Cox, included as Appendix C of this report, the Least Cost Strategy
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analysis of industrial cogeneration exhibits even greater sensitivity to
interfuel prices than the already volatile ISTUM model.

Finally, while it clearly is not necessary that demand functions for
aggregate energy be single-~valued, the extreme width of thé energy demand
function ellipse with the ISTUM model and its "incorrect" upward slope
suggests that ISTUM differs quite considerably from other industrial
sector models, be they engineering, econometric, or judgmental. Why
these differences occur merits additional attention.

BECOM: For the residential sector, EMF4 compared five models in
terms of aggregate energy demand elasticities: the Hirst model (H), the
OECD model of James Griffin (G), the U.S. Department of Energy Mid-range
Energy Forecasting System (MEFS), the model by Robert Pindyck (PIND), and
the Brookhaven Energy Conservation Optimization Model (BECOM). Several
additional models were considered by EMF4 for the combined
residential/commercial sector. It should be noted that the least cost
strategy (LCS) adopted a slightly modified version of the BECOM model.

In terms of the implicit long-run (25 year) secondary aggregate
energy demand elasticities, BECOM falls in the middle of the range of
estimates: 1.0 (PIND), 0.9 (G), 0.6 (BECOM), 0.5 (MEFS) and 0.4
(H).22 It is noteworthy, however, that the BECOM aggregate energy
elasticity estimate is by far the most sensitive to the choice of
indexing procedure used (e.g., Paasche, Laspeyres and BTU-weighted),
among the residential models considered. For example, while the Hirst
Paasche and BTU-weighted elasticity estimates were 0.44 and 0.47,
respectively, and the Pindyck estimates were 0.70 and 0.66, the BECOM
point estimate varied by a factor of two from 0.51 to 1.00 when BTU

rather than Paasche indexes were used.23 As noted earlier, such
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sensitivity to choice of aggregation procedure is disturbing, and may
reflect extremely high inter-fuel substitution elasticities. This issue
merits further examination.

Interestingly, BECOM also shares with ISTUM an extreme sensitivity
of aggregate elasticity measure to the choice of component fuels. As
noted in the EMF4 report, of the fourteen models examined by EMF4, the
two most volatile in terms'of average elasticity estimates are ISTUM and

BECOM. 24

Coincidentally, variants of these two models are employed by
Least Cost Strategy. Additional analysis should be undertaken to examine
implications of the extreme elasticity volatility in BECOM and ISTUM

reported results.

5.2 Comparison of LCES Buildings and Brookhaven Base Case for

Northeast Residential and Commercial Buildings

The BECOM model documentation provides as illustration results from
a base case analysis for residential and commercial buildings in the
Northeast region, 1990.25 The base period is 1975, and the analysis is
conducted based on 1990 estimated prices, technologies, and service
demands. Thus this illustrative base case differs from the LCES study
case because full adjustment and retrofit has probably not taken place,
meaning that the extent of capital stock turnover in the two cases is not
comparable, different service demands are being considered (1978 versus
1990), and different energy prices are used (actual 1978 versus estimated
1990).

Nevertheless, by scaling the BNL 1990 base case to approximate 1978

building units in place, and by considering the pattern of techology
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units and energy demands, it is possible to measure approximately just

how important the other differences might be.26

We would not expect
the two sets of results to be exactly comparable, but some consistency in
patterns between the two studies might reasonably be expected.

The results of this comparison are summarized in Tables 5-1,2 for
the residential buildings, and Tables 5-3,4 for commercial buildings.
Perhaps most striking is the fact that while the residential building
results differ significantly, the commercial building results seem

similar.

Residential Buildings:

The major differences in the residential sector are a shift from oil
furnaces and greater retrofitting in the Least-Cost case. The Least-Cost
case has 5.5 million fewer 0il burning furnaces. In thermal heat all the
oil burners are scrapped and no new ones are introduced. Instead, the
Least-Cost study shows an increase in gas furnaces and electric heat
pumps. These changes result in the residential Least-Cost case using 1/3
less fuel than the base policy case.

The Least-Cost technological mix is quite different from the base
case. Electric heat pumps make a large penetration into the retrofit
market, amounting to 25T of the heating units. However, they make zero
penetration into the new home market. Instead almost all the new homes
are heated by gas burners. Why there would be more electric heat pumps
than new gas furnaces used in retrofitting and none in new housing is
perplexing, particularly given that the base policy case has electric
heat pumps in the new structures.

We have not been able to reconcile differences between the two sets

of residential results, but we believe two sets of factors are at work.

-
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First, while the energy prices used in the BNL Base case are not
documented, almost certainly, natural gas prices were higher, relative to
other energy prices, than in the LCES case. Hence the "reconfiguration"
to gas based technology seems likely to be due to this fact.
Second, the LCES study does not include as part of capital cost the
economic depreciation associated with early retirement of old capital.

27 As the tables indicate, the

Only incremental costs are evaluated.
LCES study "turns over" a great deal of HVAC equipment.28 If this
equipment is retired prematurely, then the incremental capital cost
method is incorrect because it doesn't account for the economic value
lost in prematurely retiring capital. The most probable reasons for the
difference in the number of 0il burners between the Least-Cost and base
policy case is that the Least-Cost study simply retired them faster than
the base-case did, without correcting capital costs.

This leads us into the question of perfect foresight in fuel
prices. If we know infinitely in advance what fuel prices would be, it
would pose no problem to choose the correct technologies under a given
decision criterion. If we reduce this period to 25 years, we still have
a enough time to make fairly optimal decisions. However, if we reduce
this period to 10-15 year. as suggested by the Least-Cost study, it would
be difficult to make some of the changes suggested by the Least-Cost
study, for some capital lifetimes are longer than 10-15 years. Some of
the procedures used in the Least-Cost study suggest that foresight longer
than 10-15 years is needed.

However, even if we could have this long foresight, there is no
reason to believe that minimizing a specific year's costs would be an

optimal strategy. Why would anyone in 1963 act so that they would
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minimize their costs in 1978 rather than minimizing the costs over the
life of the equipment, or maximizing net benefits obtained from their
investment choice? Not only would 1978 fuel prices be considered, but
also all the fuel prices in all the other years of the equipment life
would be relevant.

This point is stressed here because of its relationship to the
housing results. The high price of 0il relative to other fuels is
probably the driving force in the move away from oil burners. But in the
sixties 01l was not as highly priced. Thus if one was going to buy a
heating unit in 1963, the fuel savings in 1978 of not having used oif may/
not have offset the savings of burning Tow-cost oil in the sixties and
any other additional equipment costs. Thus, minimizing 1978 costs may
not have been an optimal decision criterion since costs changed over the
period before 1978 and continued to change after 1978.

The Least-Cost study also consistently invokes a higher retrofit and
new equipment conservation level than does the base policy case. In the
LCES case all old equipment is retrofitted, while in the base policy case
about 1/3 is not retrofitted to any level. The majority of new
technology is entered at the second Tevel of conservation in the LCES
study while in the base policy case most is entered at the first level.

Commercial Building:

The commercial sector results appear to be similar for the two
cases. The notable exceptions are that in the Least-Cost case, there are
no oil or electric thermal units and very few electric space heaters.

One fact that should be noted is that there are no qil or electric
thermal units in the entire building sector of the Least-Cost study.

Almost all thermal demand is met by gas units with the small remainder

|
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going to solar. As well, all the thermal units are new. This means that
the entire stock has been turned over, which does not seem unreasonable.
But to replace it entirely with gas and a few solar units is more
unlikely.

Electric thermal units that are used in the base policy case appear
to be replaced by gas units in the Least-Cost case. Again, retirement
procedures are likely to account for differences.

One interesting note in thermal and space heating of new commercial
structures is that solar collectors supply the majority of the demand in
the Least-Cost case. This holds true not only at the national level, but
also for the Northeast, which one would expect to be less favorable to
solar technologies. Solar is easily the dominant technology for

supplying space and thermal heating of new commercial buildings.
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Table 5-1

Northeast Residential (E6 Physical Units)

Space Heat AC Thermal Appliance

Gas L-C 9.8381 0211 17.5000

BPC 7.1868 .6646 8.8048

0i71 L-C 2.7510

BPC 8.3328 5.1585
Elect L-C 4.9110 6.6769 17.9000
BPC 1.9149 5.9976 3.1593 17.2513

Solar L-C 1917 .3078

BPC .2573 .2573 .2573

Table 5-2

Northeast Residential Total Fuel Use (E15 Btu's)

Space Heat AC Thermal Appliance
Gas L-C .6413 .0001 .6506
BPC 5013
7 . 8067 .0024 .3921
0i1 L-C .2307
BPC .6850
1.3653 .2858
Elect. L-C .0597 0117 .0009 .2963
BPC .0589 .0138 .0837 .3442
Solar L-C .0025 .0030

BPC .0019 .0003 .0013
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Table 5-3

Northeast Commercial (E6 Physical Units)

Space Heat AC Thermal
Gas L-C 3.0520 5.7510
BPC 2.4244 .6500 2.2333
0il L-C 2.6500
BPC 2.1308 2.9412
Elect. L-C .0490 2.9519
BPC 1.1609 2.1861 .3020
Solar L-C .3920 .3920
BPC .4307 .2962 .4307
Table 5-4

Northeast Commercial (E15 Btu)

Space Heat AC Thermal

Gas L-C .2337 .0222
BPC .1422 .0149 .0120

0il1 L-C .2884
BPC .2316 .0193
Elect. L-C .0048 .0356 .0003
BPC .0231 .0325 .0007
Solar L-C .0040 .0011

BPC .0055 .0010

Appliance

6.1430
5.6918

Appliance

.3383
.3204
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5.3 The LCES and the Economics of Cogeneration.

Until now, we have accepted the EPC cogeneration results at face
value. However, it is important to note that the EPC results are
dramatically higher than those for other cogeneration studies. We have
not conducted a comprehensive survey of such studies, but have summarized
those with which we are familiar in Table 5-5. As is apparent, the
production of cogenerated electricity is dramatically higher for the EPC
study than for other studies included in the table.

Most importantly, the EPC study results for the industrial sector
differ significantly from those based on another application of ISTUM,
the same model employed by EPC. In Table 5-5 we compare the results
between the two studies, as well as the assumptions concerning technology
costs and fuel prices. ISTUM results for the year 2000 (with a much
higher steam service demand than actual 1978) are substantially lower
than the EPC results; thg pattern of supply between the competing
cogeneration technologies is also much different. Most dramatically,
natural gas fired turbines are the sole source of supply for industrial
cogeneration in the EPC study, whereas in the ISTUM study their role is
much reduced.

The main differences between the two studies appear to be that EPC
uses a much lower price of natural gas, and uses much higher investment
costs for coal-fired boilers and steam generating equipment. In
addition, the EPC study uses an annual capital recovery factor that is
one half that of the ISTUM report.

With their set of assumptions, the EPC report's technology costs
show that gas turbines are a cheaper way to produce steam than coal

boilers; and that coal-fired topping cycles are more expensive than
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Table 5-5

Estimates of Cogeneration Penetration

Total U.S. cogenerated electricity as a percentage
of total electricity production, 1975 (Pickel, 1978) 4%

Massachusetts estimate of profitable cogeneration in
state as a percentage of 1977 electricity consumption.

Base Case. (Massachusetts, 1978) 19%
Resource Planning Assoc. ! 5.5-16.4%
Dow (1975)1 18.2%
Therm?-Electron (1976)1 7.7%
ISTUM 5.9%
Least-Cost(a)2 59.6%
Least-Cost(b)3 . 37.7%

TAs percentages of 1985 demand projected by DRI. Adapted from Joyce
(1978) using 65 percent utilization rate.

2Industrial cogeneration as a percentage of 1978 industrial demand.
Estimated from gas consumption figures. Tables III.3.3 of LCES
technical appendix. Total gas use for electrolyte and machine drive
demand = 2.95 Quads. At 60% efficiency this gives 1.75 Quads of
electricity. Percentage cogeneration is then (1.75/(2.21 + 1.18) where
1.18 is industrial demand for purchased electricity.

3Total cogeneration as a percentage of total 1978 demand. Estimated as
in (a) plus oil consumption for diesel cogeneration in buildings times
40% efficiency. O0il use in diesel cogeneration in buildings (from Table
I111.4.1) 2.29 Quads. At 40% efficiency, this gives .916 Quads of
electricity. Total electric purchases in LCES study is 4.4 Quads.
(1.75 + .916)/(1.75 + .916 + 4.4) = .377.
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purchased electricity. We have corrected the EPC technology costs and
find that coal is actually cheaper than gas turbines for providing steam
and that the mean cost of coal topping is cheaper than purchased
electricity.

These corrections notwithstanding, it is unlikely that the cost per
Btu calculations are an accurate reflection of the costs of
cogeneration. While the ISTUM methodology does utilize a distribution of
costs, some factors are not included in the estimation of the
distribution. Cogenerators face the problem of oscillating steam demahd
which will increase the capital costs of cogeneration. In addition some
cogeneration options, particularly gas turbines, require the scrapping of
a great deal of capital which has both economic and financial
consequences.

The unreasonable cost assumptions, coupled with the inconsistent way
in which cogeneration technologies are handled in ISTUM, results in gas
turbines capturing a significant proportion of the steam market and,
automatically, the electricity market. The inconsistency is that gas
turbines receive a credit for their electricity production, reducing the
cost of providing steam, while coal boilers receive no such credit. The
incremental cost of adding cogeneration equipment to a coal boiler is
then used to compare this form of cogeneration with purchased electricity
in a competition for whatever is left of electricity demand after the gas
turbine contribution has been removed.

While the levels of cogeneration predicted in the EPC study.are very
large, no attempt has been made to assess the impact of so massive a
reduction in demand on the elctric utility industny. Increased

production of electricity not under the control of a utility will alter
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the cépita] choices and operating costs of the utility. Significant
reductions in electricity production costs will reduce the value of
cogeneration, while increased capital requirements for cogeneration
back-up will also be assessed against cogeneration. However, the effect
of large amounts of cogeneration on the electric utility has not been

studied and the disequilibrium consequences are simply unknown.

5.4 Accounting for Capital in ISTUM

There is a question regarding the procedure by which energy service
demand is estimated in the ISTUM model. The ISTUM documentation makes
clear that energy service demands are calculated proportional to a value
added measure of output by industry sector. The proportion used is
calibrated using data for 1974, and projections are based on the DRI
industry model, although other projections of sector output (value added)
could be used.

Value added measures payments to primary factors of production
including capital, labor, and land. Thus a projection of value added
implicitly (hopefu]]y explicitly) includes a projection of payments to
capital. But the ISTUM model itself purports to calculate optimal
capital in minimizing cost of providing energy services. Nothing in the
procedure ensures consistency between capital implicit in the projection
of value added, and capital explicitly estimated by ISTUM.

We note that this inconsistency does not affect the LCES study
results since actual 1978 service demands are employed. However, in
future EPC studies which are prospective in scope, some attention should

be given to the implications of this inconsistency.
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FOOTNOTES

See Sant [1979], p. 27.

See Sant [1979], p. 38.

See Sant [1979]1, p. 27.

See Sant [1979], p. 4.

See Sant [1979], p. 27.

See the EPC Annual Report [1980] for discussion of the publicity.
See Sant [1979], p. 38.

See Sant [1979], p. 5.

See Carhart [1979], p. 1.

An EPRI Energy Model Notebook entry was prepared for each of these
models by the respective modeling group. See Appendix A.

An overview of each of the three models is presented in Appendix B.
The notion that it is energy services, not energy products, that
should be the focus of analysis has been suggested and pursued by,
among others, the modeling group at Brookhaven National Laboratory,
initially by Kenneth Hoffman, and more recently by the Technical
Director of the EPC study, Steve Carhart.

See Sant [1979], p. 5.

See Sant [1979], p. 43.

See Sant [1979], p. 5.

See Appendix D. Note that this problem is not specific to the EPC
study. See McFadden [1981].

See EMF4 Working Group, "Aggregate Elasticity of Energy Demand", The

Energy Journal, Vol. 2, No. 2, April 1981, pp. 37-75. Hereafter,
ca11eé ENFZ.

EMF4, Table 6, p. 59.

J. L. Sweeney, "Price and Quantity Change Decomposition for
Aggregated Commodities", EMF Working Paper 4.7, Draft 2, January
1980. :

EMF4, Table 7, p. 62.
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J. M. Griffin and D. 0. Wood, "Explaining Intermodel Differences in
the EMF Aggregate Energy Demand Elasticity Study," EMF Working Paper
4.11, Draft 1, August, 1980.

EMF4, Table 6, p. 59.
EMF4, Table 5, p. 57.
EMF4, Table 7, p. 62

In a telephone conversation, Steven Carhart gave his assurances that
the results were based upon reasonable inputs and were meaningful,
although not all the inputs were available for review.

Base policy case results were multiplied by .902 for residential and
by .706 for commercial. This factor equalizes the number of space
heating units in each case. Problems exist with some of the BECOM
base policy case results. These numbers are taken from Carhart,
Steven C.; Mulherkar, Shirish S.; and Sanborn, Yasuko. The
Brookhaven Buildings Energy Conservation Optimization ModeT,

BNL50828 Brookhaven National Laboratory, January 19/8. Some of the
fuel use values do not add to the totals given in the summary
tables. The numbers listed in Table II correspond to the aggregated
fuel totals listed by type of technology.

It should be noted that tables III.3.2 and III.3.3, page 89 of the
Least-Cost Energy Strategy Technical Appendix do not correspond

because of off-line changes. These changes are referred to on page
102 of the Technical Appendix.

Capital costs are difficult to account for in the housing sector.
While page 118 of the Technical Appendix lists $147.6 billion as the
required capital investment, costs listed in tables III.6.1-.5 on
pages 117-118 add to only $103.7 billion.

The tables are taken from pages 96 and 111 of the Least-Cost Energy
Strategy Technical Appendix and from pages 35-37 and 47-49 of
Carhart, Steven C.; Mulherkar, Shirish S.; and Sanborn, Yasuko; The
Brookhaven Buildings Energy Conservation Model, BNL 50828, T
Brookhaven National Laboratory, January 19/8. The upper number in a
row refers to the Least-Cost case and the number beneath it to the
comparable figure from the BECOM base-policy case. See also
footnote 23.
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Chapter 6

Response of the Energy Productivity Center
Steven C. Carhart

Introduction

Participation in the modeling review process proved.
to be an extremely valuable experience for us. Any time
another research group takes this degree of interest in
our work, we consider it a high compliment indeed. 1In
going into such a high degree of depth concerning our ap-
proach with the MIT group, we raised and fruitfully dis-
cussed many fundamental issues. Throughout the process
our EPRI project manager, Richard Richels, provided steady,
unobtrusive support which made possible a fruitful exchange
of views. For our part, we gained many useful perspectives
on alternative approaches to some of the issues we have
pursued, as well as some ideas for future work.

In our discussions with the review team, we endeavored
to impart our broader perspective on the study. We have
reviewed their final report and find it does not fully re-
flect the perspective we feel stould be taken for productive
use of our results. Our difference in perspective primarily
concerns the contribution which the least-cost approach has

made and can make to understanding energy markets.
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The Least-Cost Perspective

The modeling system developed at the Energy Produc-
tivity Center represents a fundamentally different con-
ceptual approach to energf issues than has traditionally
been taken in most other studies: The purpose of this
system is to assess the market shares and relative com-
petitiveness of different means of supplying energy
services - the heat, light, mobility, and other useful
functions provided by energy. It is not the purpose of
the system to forecast energy use or deyelop policies for
reducing Qil imports. It is important to emphasize this,
because most energy modeling activity has been directed at
the latter two objectives.

Many of the comments of the review team reflect a
concern with energy use forecasts and oil import policies--
and suggestions about how to "improve" the least-cost
analysis that changes it into a forecast. We wish to emphasize
at the outset that while these are worthwhile issues to
address, they were not our purpose in this exercise. A major
contribution of the least-cost exercise was to highlight the
value of analyzing the energy system from a totally different
perpective. We do not, therefore, consider these comments
to be responsive to the study.

The second point of emphasis in our study is the need-

given our purpose of assessing technologies - to
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work from a sufficiently rich engineering data base. To

do this, we used the three engineering-economic models

which fepresented the state of the art in this field when

the study was done in 1979 - the Industrial Sector Technology
Use Model (ISTUM), the Buildings Energy Conservation Optimi-
zation Model (BECOM) and the Transportation ﬁnergy Conserva-
tion Model (TEC). Use of these models allowed an in-depth
assessment of which technologies made the most sense as

means of reducing consumer costs.

Many of the review team comments criticized the choice
of models, and suggested different models or model improve-
ments they claim would be better suited to the task. Yet,
given our technology focus, we feel our choice of models
provided the best analytical approach available.

The review also states that our assessment of a 1978

optimal reconfiguratién of the energy system was "motivated
by the unanticipated increase in oil prices since 1973." On
the contrary, our interest was motivated by a desire to under-
stand energy markets and the relative competitiveness of diffe-
rent fuels and technologies, not by any special concern about

oil prices or imports.

Detailed Commentary

This section responds point by point to the discus-
sion in the MIT Executive Summary. The section is arranged

so that the reader is first presented with a point made by
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MIT in the Executive Summary. Each point is followed by

our comments concerning the validity of the conclusions MIT
draws in their analysis of the Least-Cost modeling results.

The reader should note that the points presented by MIT repre-
sent a mixture of critique of our study and exposition
regarding issues MIT believes are relevant. The concluding
section discusses in detail the issue of cogeneration modeling,
which was a major focus of in-depth review by the MIT team. Our
comments focus on these points we feel are most controversial,

and ignore statements on which we concur or statements of fact.

Executive Summary:

1. The Energy Productivity Cernter's retrospective,
"Least~Cost Energy Strategy"” (LCES) study is
provacative regarding the potential role of ef-
ficiency technologies in competition with energy
supply technologies. Their decision to conduct
a "what if" analysis for a recent year provides
an historical context for interpreting and re-
viewing the results.

1.1 As a result of its predication on known
prices and technologies, the question posed
by EPC avoids analysis of the difficult
problems of uncertainty, shocks, and other
"surprises," and instead focuses on the
issue of optlmal adjustment to hlgher
energy prices.

1.2 The retrospective vantage of the LCES study
helps us learn from history and has impli-
cations for optimal adjustment to future
energy-price increases.

Response:

1. We appreciate MIT's comment regarding the value of
retrospective studies; however, we believe the
utility of the results lies more in the area of
understanding market trends in the near future.
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1.1 Our choice of prices and avoidance of "shock"
issues reflects our feeling that analysis
of long term equilibrium is a better guide

to business and government planning, apart
from the development of insurance policies

for special contingencies (such as the Strat-
egic Petroleum Reserve).

Executive Summary:

2. The LCES study is subtitled: "Minimizing Consumer
Costs Through Competition." But the effects of
competition are not explored in the body of the
study. All of EPC's analysis is devoted to con-
structing a hypothetical optimal strateqgy and
comparing that strategy to what actually occurred.
EPC suggests, without substantiation, that com-
petition would cause an optimal strategy to
materialize. It should be kept in mind that many
economists, planners and regulators would argue
that an optimal strategy can be implemented only
with planning and regulation.

Response:

2. We might distinguish here between technology com-
petition and competition between different business
organizations. The formal analysis demonstrates the
results of technology competition by choosing the
technologies which provide energy services at the
lowest cost. The corollary is that enhanced market
competition achieved through deregulation of prices,
elimination of barriers to market entry, and en-
forcement of anti-trust statutes will produce
more technology competition, and hence lower consumer
prices. We consider this corollary to be intui-
tively obvious. Attempts in centrally planned
economies to implement optimal schemes have
generally failed to achieve lower consumer prices
relative to economies with market competition.
Empirical verification of this axiom most likely
can be found in economic research comparing price
levels with market concentration.
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Executive Summary:

3. The methodology chosen by EPC to construct an
optimal energy strategy is based on the least-
cost energy-strategy (LCES) objective. This
methodology has several advantages over other
conventional policy objectives.

3.1

3.2

Resgonse:

3.1

Because of its general nature, the least-
cost objective function can simultaneously
take account of many different kinds of
issues. Matters such as resource limitations,
environmental factors and national security
can all be evaluated and compared within
the framework of the least-cost method.
This way of formulating policy is far more
appealing than a method that takes account
of only one significant issue (such as
energy independence).

Because costs must be quantified before they
can be minimized, the least-cost method in-
vites the analyst to use hard data when it
is available. Vague judgments are thus
discouraged.

It is generally true that a cost minimization
function can facilitate simultaneous study

of issues, although for clarity we should
note that in the study we focused only on
cost minimization without explicitly treating
environmental or oil import concerns. The
favorable results in these areas were an
unintended result of the economic optimi-
zation.

The importance of quantifying technology costs
cannot be overemphasized.
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Executive Summary:

4.

Least-cost methodology is limited for several
reasons, and it yields results which tend to
overstate -- perhaps substantially -- the economic
desirability of energy-efficiency improvements.
Hence LCES implications for policy in this area
may be misleading.

4.1

4.3

There are many potential market responses
to new energy-price conditions:

i. Consumers may substitute less energy-
intensive consumer goods for more
energy-intensive consumer goods.

ii. Producers may substitute less energy-
intensive inputs for more energy-
intensive inputs in the production of
a broad spectrum of commodities.

iii. Producers may substitute more energy-
efficient processes for less energy-
efficient processes in the production
of energy services.

iv. Secondary price changes may occur for
many fuels and other energy rich
commodities.

The least-cost methodology as applied by EPC
takes account of only one of these market
responses, namely, iii. above.

Least-cost methodology does not treat the
level of benefits as a subject of consumer
choice. Costs are permitted to vary as a
function of the energy-service technologies
selected, but the output of goods, and thus
consumer benefits, are exogenously fixed.

That is why the least-cost method cannot allow
consumers to substitute less energy-intensive
consumer goods for more energy-intensive
consumer goods (e.g. i., above).

In contrast, the methodology of maximizing .
net benefits simultaneously chooses the appro-
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priate bundle of outputs and the least-

cost strategy for attaining that bundle.
Maximizing net benefits and minimizing costs
are equivalent only under restrictive and
unlikely conditions. This raises important
questions about the use of least-cost strate-~
gies for public and private policy formation.

4.4 When net-benefits maximization replaces cost-
minimization as the policy objective, the
indicated optimal improvement in the energy
efficiency of capital goods is reduced. The
interaction between the demand for services,
capacity utilization and the optimal energy-
efficiency of capital is an essential consid-
eration in adjusting to higher energy prices.
Ignoring this interaction biases LCES results
toward excess efficiency. Some preliminary
analysis suggests this bias may be substantial.

4.5 LCES strategies are deficient in that they
recognize only the costs of energy-service
inputs in the production of non-energy goods.
They do not analyze the cost of other inputs
to non-energy goods production, e.g. labor,
capital, environmental conditions, non-energy
materials, and primary resources. As a result,
the LCES method cannot be used to analyze the
substitution of less energy-intensive inputs
for more energy-intensive inputs in general
productive processes (e.g. ii., above). This
omission further biases LCES results towards
excess efficiency.

Response:

4.

Methodological limitations in the study nonetheless
reflect the state of the art at the time. We do

not agree that the methodology - taken with the
caveats originally provided in the study - overstates
the desirability of efficiency. Moreover, the prin-
cipal policy conclusion we reach - that enhanced
competition is the key to improving the operation of
the energy system - would only be enhanced by extension
of the methodology.
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4.1 - 4.2 Certalnly Least Cost work does concen-
trate on one facet of consumer substitution
response. This choice was a conscious one
since the other facets of substitution are
far less relevant to our purpose in the
study, i.e. to identify market directions for
fuels and technologies As a point of general
model development, we certainly agree that
these issues should be treated. In defense
of our modeling methodology, it should be
pointed out that no other methodology exists
which treats these issues at the level of
detail we felt necessary in our study using
empirical data.

4.3 Net benefit maximization is certainly desirable
in theory but has not been implemented with
empirical data at a disaggregated level. For
our purpose - identifying directional trends
in energy markets - we do not feel that there
is any important difference between analyses
applying a cost minimization criterion and
analyses applying a net benefit maximization
criterion. The comment indicating that least-
cost strategies are not useful for public and
private policy formation is highly misleading
and out of context, especially since MIT does
not define the policy questions for which this
approach is considered inappropriate. The only
major policy recommendation we reach is that more
competition in energy markets will reduce consumer
costs without compromising social objectives. A
net benefits calculation would not affect this
conclusion.

4.4 Use of a net-benefits maximization function, if
such a function could be applied to empirical data,
might reduce the magnitude of energy-efficiency '
achieved. However, this comment presupposes
that we are calculating a "recommended" level of
energy efficiency, which we were not doing. Our
emphasis was on testing the consequences of in-
creased market competition. The relevant lessons
to be drawn from the analysis are concerned with
market competition, not absolute efficiency levels,
as we have repeatedly emphasized.
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4.5 An analysis allowing for a broader scope of
substitution, including substitution of energy-
service production inputs with non-energy
service production inputs is certainly desir-
able. It is, however, beyond the scope of any
general energy use model presently available.
Ironically, if the range of possible substitu-
tion were broadened, we could only imagine a
broader range of substitutions for energy in
the production process, which implies that
the potential for increased efficiency is
understated by this methodological limitation.

Executive Summary:

5. In constructing the LCES model, EPC described tech-
nologies for the production of energy services in
great detail.

5.1 This detail is potentially useful in drawing
conclusions about the future role of specific
technologies in the production of energy
services. EPC has advanced the state of the
art of modelling energy-services production
by integrating detailed information concerning
a wide variety of energy services.

5.2 However, because of lack of attention to some
of the broader issues discussed above, many
of the detailed LCES results may be artifacts
of methodology. Therefore, we believe it
would have been more fruitful to distribute
modelling resources more evenly among the
issues listed under 4.1, to trade off detail
for broader scope and a more appealing objec-
tive than least cost. '

Response:

5. - 5.1 Detailed technology characterization was
essential to our attempt to understand the economic
competitiveness of these technologies. A primary
goal of the modeling effort was to advance technology
characterization to a level not attained in other

modeling systems.
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Certainly our analysis was not concerned with
a broad scope of substitution; however, to
suggest we should have used our limited re-
sources to develop a broader substitution
spectrum is to comment on the value of the
guestion we addressed rather than on how well
we performed the task we chose for ourselves.
Our view was and is that identifying growth
markets for fuels and technologies is by far
more useful for practical business and govern-
ment planning than calculating the most accurate
fuel use forecast.

Executive Summary:

6.

Response:

6.

The EPC retrospective question can be stated suc-
cinctly: "How would the nation have provided energy
services in 1978 if its capital stock had been
reconfigured to be optimal for actual 1973 energy
prices." We believe that the focus of this question
is too restricted.

6.1

In fact, only a part of the capital stock is
permitted to adjust. The least-cost strategy
implicitly gives the gift of perfect foresight
to end-use consumers of energy services but
not to other decision makers, so that the
least-cost strategy is a partial optimization.

Using actual energy prices rather than estimates
of market prices greatly restricts the inter-
pretation of the LCES study results as optimal.
Further, the use of such prices, which include
distortions due to regulation and market’
failures, is inconsistent with the spirit of

a paper purporting to demonstrate the advantages
of increased competition. We suggest that EPC
should have used imputed free-market prices
rather than "actual 1973 energy prices."”

These points suggest further refinements of our
methodology which are in fact reflective of directions
we have taken since the 1979 study.
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6.1 This is true of the best methodology we

could apply in 1979. We do not consider

these results directionally misleading con-
cerning market trends from 1978, however,
because the marginal costs of new energy
sources were higher than the actual prices
used. Thus, we understated the attractiveness
of marginal productivity investment versus
energy supply investment.

6.2 Since our purpose was to identify growth
markets and assess the consequences of increased
competition in energy markets rather than to
do a forecast, this point is quite distant
from the central focus of the study. We did,
in fact, do a sensitivity case using replace-
ment prices for fuels to reflect fuel price
increases as low cost supplies are depleted.
This case showed greatly increased efficiency
technology: penetration (44% vs 32% in the
average cost case). These results were
covered briefly in section V of the Technical
Appendix, rather than presented prominently,
precisely to avoid the charge of overstating
the economic potential of efficiency technol-
ogies which MIT attributes to our controlled
price analysis.

Executive Summary:

7.

We suggest an alternative retrospective question:
"How would the nation have provided energy services
in 1978 if cost-minimizing economic decision makers
with perfect foresight had defined the domestic
economic environment, constrained only by the
domestic energy endowment and by world-market prices
of enerqgy resources abroad?" The answer to this
question would be substantially different from the
answer to the question posed by EPC, and, we think,
more interesting.

7.1 With universal perfect foresight, public
' policies in the 1960's and 70's might well
have mitigated the disruptive economic conse-
quences of energy price shocks. A morxe fully
adjusted macro-economy with greater economic
growth and fewer recessions might have resulted.
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7.2 This statement is probably true, although if
the electric power system were derequlated and
priced at the margin, the electricity price would
probably been higher rather than lower.

7.3 A partial derivative of a function with respect
to a certain variable is necessarily taken at
certain values for other independent variables.
Given that we started from actual 1978 conditions,
and that the process we have performed is
essentially taking the partial derivative of
market shares with respect to price, no other
result could emerge.

In previous points the effects of expanding

the range of substitution was discussed (i.e.,
Point 4). 1In response to these points we
showed that with an expanded range of substitu-
tion there should not be a significant decrease
in opportunities for reducing costs of energy
services. Indeed, we suspect the range of
opportunities would increase.

Executive Summarv:

8.

LCES treats 1978 fuel prices as exogenous to the
least~cost strategy. As a result, the fuel prices
EPC uses in its simulations and computer runs, bias
results towards increased use of natural gas,
increased cogeneration of electricity, and sub-
stantially decreased use of purchased electricity.

8.1 Electricity prices are set at levels higher
than would prevail if optimal reconfigurations
of the utility capacity were allowed. This
affects EPC simulations by making cogeneration
more attractive to the industrial and buildings
sectors than it otherwise would be.

8.2 Indicated optimal industrial cogeneration of
electricity is dramatically higher than in any
other study surveyed, and most significantly
much higher than in other applications of ISTUM,
the simulation model employed in the EPC study.
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Response:

8.

The run is not "biased" except insofar as the results
follow from the explicit assumptions. If this state-
ment is made relative to a free market, marginal

price case (exhibiting even higher prices), the
analysis-greatly overstates the role of electricity
and understates the market for productivity investment.

8.1 It is not clear that electric prices are set
too hich. Marginal electric prices in 1978 were
for higher than the average prices used in the
analysis. To the extent that it could be dem-
onstrated that a reconfigured deregulated electric
system would have lower rather than higher prices,
the directional interpretation is correct.

8.2 The coceneration result is principally a function
of the spread between gas and electric prices
in the analysis.

Executive Summary:

9.

Several key results of the LCES study were imposed on
the models, rather than being generated endogenously
within the models as the outcome of an explicit
optimization process. Hence prior judgment rather
than integrated analysis significantly affected LCES
results.

9.1 In the industrial sector, the second largest
source of energy-efficiency improvement was
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the development and market penetration of the
variable speed motor. As the recent history

of the Reliance Company indicates, the time

for the variable speed motor has not yet arrived.

9.2 In the transportation sector, the second largest
source of improvement derives from the increased
dieselization of the motor vehicle fleet. But
the figures regarding penetration of diesel
motored vehicles were imposed on the model
exogenously.

9.3 In the buildings sector, the fourth most important
source of efficiency improvement is cogeneration,
a result introduced into the study via a side
calculation.

Response:

9.

This statement is unfair and misleading in the extreme.
As with all models, there are always a few features

or technologies one wishes to assess which are not
endogenous to the model at any particular state of

its development. In view of the purpose of our study-
i.e, to assess the market potential of key energy
technologies - a conscious decision was made to intro-
duce a few key technologies into the model which were
not formally represented. These were introduced to
the model via side calculations performed using exactly
the same calculation procedure the model would have
used. These changes were fully and explicitly docu-~
mented. This analysis was thus fully consistent with
the calculations used for other -technologies, was

not in any sense "imposed," and was integral to the
optimization process. In fact, the technologies have
performed pretty much as one would expect in the
market place.

9.1 Motor controls have performed exceedingly well,
and are marketed by numerous manufacturers.
The Reliance situation was atypical and arose
from business rather than technical circumstances.
Other firms, such as Barry-Wright, are doing
very well.

9.2 Diesel automobiles are becoming increasingly
popular, as projected.
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9.3 Oil-fired cogeneration in buildings has not done
well because the world prices of oil used in
this system has gone from $14 per barrel assumed
in the study to $34 per barrel or more.

Executive Summary:

10. The models used by LCES in their analysis have been
found elsewhere to yield findings that are anomolous
or inconsistent with LCES results. This complicates
interpretation of LCES, and renders them less
credible.

10.1 The Energy Modeling Forum studied aggregate
energy demand-price elasticities using fourteen
different models. They found that elasticities
implicit in the ISTUM and BECOM models were
by far the most volatile and sensitive to
energy component price changes. For ISTUM,
the demand ellipse had the wrong slope. It
has been suggested that the EMF.4 price
experiments were unintentionally biased against
ISTUM; this conjecture needs to be evaluated
by the modelers.

10.2 EPC uses a modified version of both the ISTUM
and the BECOM.models. The LCES reports contain
no discussion of the sensitivity of ISTUM
results to EPC model modifications.

10.3 Comparison of output from EPC runs of the
BECOM model with base-case output presented
in that model's documentation suggest very
different patterns of adjustment to higher
energy prices.

Response:

10. We find all of these differences easily explainable
in light of the case assumptions.

10.1 The volatility of elasticity stems simply
from the fact that both BECOM and ISTUM are
engineering-oriented optimization models
designed to study capital substitution rather
than econometric behaviour. Consequently,
their capital stock is more malleable; hence,



-86-

they should naturally have more volatility

in their elasticity. It is not an issue of
bias; it is simply that these models use a
fundamentally different analytic construct
than econometric models of fuel use because
they address a fundamentally different set of
issues not usually. raised in typical fuel
projection studies. This point is still not
fully appreciated by the review team.

10.2 Extensive sensitivity analyses, while always
desirable, were simply beyond the resources
available to us for the study.

10.3 This is because the run compared was from an
early development version of BECOM (Spring, 1977)
which used a much higher discount rate and did
not permit furnace fuel switching in existing
structures. The issue of base case comparisons
should be made relative to the 1978 base case pre-
sented in our documentation rather than earlier
model runs under different assumptions.

Executive Summary:

11. The use of ISTUM, BECOM and TECOM by LCES is poorly
documented. Appropriate documentation would delineate
each change in the base-case inputs of these models
made for the LCES model runs presented. The lack of
reasonable documentation aggravates the problem of
interpreting inconsistencies between LCES results and
the base-case output of ISTUM, BECOM and TEC.

Response:

11. Our applications were extensively documented. The
Technical Appendix included all input data, algorithm
descriptions, and output printouts in full. Each
change in the models was meticulously described there -
as evidenced by the ease with which the review team
identified and discussed these changes in point 9.

The concerns expressed about discrepancies between

this application of these models and others are readily
explained on the basis of different input assumptions

and straightforward changes in the models which are

fully described in the documentation. The review team
inexplicably uses as its point of reference "base case"
model runs presented in documentation of earlier versions
of these models rather than the 1978 base case developed
specifically for this study using current versions.
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Comments Concerning Treatment of Cogeneration
in the Least-Cost Studies

William R. King

Introduction

The MIT critique of the Energy Productivity Center
Least-Cost work contains a detailed review of cogeneratioﬁ in
the industrial sector which we feel deserves a detailed
response. The concentration on cogeneration modeling was
prompted by the MIT observation that Least-Cost projections of
cogeneration penetration were far greater than estimates
developed by MIT and other sources. In our response to the
MIT critique, we first discuss the rationale for cogeneration
modeling in the industrial sector. This discussion is followed
by comments regarding MIT's critique of our capital costing for
coal boilers in coal topping cogeneration systems and its

critique of our penetration results. -

Industrial Cogeneration Modeling

Three kinds of cogeneration afe modeled in the industrial
sector. Topping cycles are modeled for steam-intensive
industries. In these cycles, a boiler is fueled to provide
steam at a higher heat content than is required in the process.
The steam is run throuéh a turbine/generaﬁor system to produce
electricity. "Waste" steam goes to the plant process.

Diesel and gas turbine cogeneration systems are modeled

for other industries, and electricity is treated either as a
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primary output or a byproduct. In cases where electricity is

a primary output, a "no-export" technology is used. In cases
where electricity is a by-product, an "export" technology is
used. 1In either case, the turbine is fueled by either diesel

or gas. Turbine exhaust gas runs a waste heat boiler to provide
process steaﬁ.

Contrary to statements made in the MIT review, the two
forms of cogeneration are consistently modeled. Both are com-=
peted first in the steam sector. For the topping cycles, the
user is really making a boiler choice, so boiler capital cost
is the relevant cost to reflect in steam sector competition.

For turbine cycles, the user reflects the full sYstem cost
(boiler and turbine/generator) in the steam sector with a capital
cost credit for electricity used in Machine Drive. Thus, the
steam sector capital cost for turbine systems is sensitive to

the value of the electricity credit; however, the accounting for
capital in the steam sector is consistent for both topping and
turbine cycles in that both systems show only the capital the
manager would attribute to steam production. In the Machine
Drive sector, the cost of the cogenerated electricity is used

for both topping and turbine cycles. The differences in costing
between topping and turbine systems arise because the modeler is
reflecting differences in the decision processes used by managers
to choose a system (i.e., in steam intensive industries, the
manager is primarily choosing a boiler, not a cogeneration

system) .
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Industrial Cogeneration Capital Costing

MIT makes two observations regarding our capital costing.
First, they observe we used a capital recovery factor of 0.07.
This factor was derived assuming an industrial equipment life
of 25 yvears at a five percent real discount rate. The original
ISTUM runs done by Energy and Environmental Analysis, Inc. (EEA)
used a capital recovery factor of 0.14 for cogeneration, com-
pared to a factor of 0.11 for most other technologies. They
based their factor on very similar assumptions (25 year life and
7.9 percent real discount rate). The difference between'the
factors employed at EEA and aﬁ the Energy Productivity Center
is due to the.use of an after tax cépital recovery factor
formﬁla by EEA. The Energy Productivity Center study employed
a simple capital recovery factor excluding tax effects. This
factor was developed for each séctor studied (industry, buildings,
transportation) and was applied consistently to all sectorial
technolégies. |

Second, MIT believes that coal boiler costs may be over-
stated, contributing to coal topping cogeneration's inability
to gain market share. We used capital cost data current to the
ISTUM model at the time of our runs. The model data base will
be updated as more accurate capital cost data becomes available

for a given technology.

Penetration of Industrial Cogeneration

The magnitude of the cogeneration penetration is a result

of the spread between gas and electric prices assumed in the
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analysis. Thus, since the gas price is low relative to the
electric price, it can be expected that gas cogeneration
technologies might produce less-expensive electricity. The
question of fuel pricing has been addressed in previous sections
of this chapter. If one believes the spread between gas and
electric prices should be narrower, then the cogeneration
penetration would naturally diminish. Testing this hypothesis
is a straightforward sensitivity analysis using this methodolégy.
Cogeneration capital costing would also affect penetration
relative Eo noncogenerating technologies. However, since MIT
agrees that the cogeneration costs used are in agreement with
those cited in other sources, with the exception of coal boiler
costs, only the mix of cogeneration technologies should be
affected with a change in capital charges (i.e., more gas
cogeneration instead of coal cogeneration). Furthermore, since
the same capital recovery factor was applied to all technologies
in the Energy Productivity Center, ISTUM analyses, the relative
levels of technology capital costs were preserved in ISTUM
competition. Therefore, the magnitude of the capital recovery

factor does not bias cogeneration competition.
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1. Introduction

The three energy technology models employed in the Mellon Institute's

Least-Cost Energy Strategy Study: Minimizing Costs Through Competition,

include the Industrial Sector Technology Use Model (ISTUM) developed by
Energy and Environmental Analysis, Inc.; the Buildings Energy
Conservation Optimization Model (BECOM) developed by the Brookhaven
National Laboratory; and the Transportation Energy Conservation lModel
(TEC) developed by Jack Faucett Associates. In this report, we present
background information for each of these models including the modeler's
response to a questionnaire asking for descriptive information, the
translation of the questionnaire information into an entry for the
EPRI/MIT Energy Model Analysis Notebook, and some additional information

and comments bearing on the use of these models in the Mellon Institute

study.
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2. Industrial Sector Technology Utilization Model (ISTUM)

Energy Model Analysis Notebook Entry

MODEL NAME: Industrial Sector Technology Use lodel ISTUM

ANALYTIC TECHNIQUES: o Static Optimization
o Stochastic Techniques
o Descriptive Simulation

ISSUES ADDRESSED: Demand for Electricity and MNon-Electric Energy -
Regulatory Behavior

Other Industry Behavior

Economic Impact of Energy Policies

Mew Technology Assessment

Conservation Assessment

1977-1978

oo o0ooQoCo

DEVELOPED:

(=

RESOLUTION: o Geographic: U.S. as a vhole
o Temporal: Medium term 1980-2000 in 5-year steps

ASSESSMENT: Not Assessed

MODELER CONTACT:  Samir Salama
Michael Lerner
Energy and Environmental Analysis, Inc.
1111 N. 189th St.

Arlington, VA 22209
703-528-1900

SPONSOR: ERDA/HOPPS
MODEL DESCRIPTION:

The Industrial Sector Technology Use Model (ISTUM) focuses on the
market penetration potential of conventional and emerging energy
technologies, providing projections of market shares to the year 2000.
The ISTUM methodology has three basic components. The first component
represents the inputs required by the model. These include the basic
characteristics of the technologies considered by the model,
macroeconomic and fuel price forecasts, and a methodology for estimating
baseline energy requirements. The second component is the market
competition logic. This is a four-stage procedure designed to simulate
financial decision making. The third component is the output procedures
which permit the data to be aggregated for detailed analysis of
particular issues. Each component is described briefly below.

Over 200 technologies are presently considered in ISTUM. Included
among them are: conventional oil and natural gas boilers and furnaces;
coal, fluidized bed, and coal gasification (e.g., MBG, LBG) technologies,
energy conservation equipment, and other energy conversion devices.

The technology characterization is designed to serve three functions:
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0 Specify which technologies are being permitted to compete for
market shares in the industrial sector.

0 Specify application cost variability for each technology based
on experience with conventional technologies, and

o Specify the percentage of each market where the technology is
capable of satisfying the technical process requirements.

This model, therefore, limits competition to those technologies for which
sufficient information is available to specify performance, provides a
range of costs for each technology based on specific application cost
considerations, and limits the market for which each technology is
allowed to compete to that fraction in which technical feasibility is

assured.

Industrial energy demand in ISTUM is represented through the concept
of service demand. Service demand is the amount of useful work required
for a particular process. Each industrial process's energy requirements
are grouped into one of the service demand categories tracked in the
model.. Examples of these categories include steam, direct heat, machine
drive, and internal electricity generation. Service demand is
partitioned into a variety of sub-categories in order to isolate
homogeneous energy services. Disaggregation includes: 26 industries
split into two-, three-, and four-digit standard industrial
classification codes (paper, chemicals, aluminum, etc.), 23 energy
service sectors (steam, electrolytic, machine drive, etc.), hours of
operation per year, combustor size (e.g., 50 million Btu/hr boiler vs.
250 million Btu/hr boiler), and five time periods.

The fundamental assumption underlying ISTUM is that a decision to
invest in industrial equipment is based on choosing the hardware which
performs a given task at the lowest cost. However, the decision to
invest is subject to behavioral constraints which serve to restrict the
market penetration rate of emerging technologies, even though they may be
superior.

ISTUM considers the total cost of technology in its comparative
assessment, including capital costs, maintenance costs, fuel costs, and
non-fuel operating costs. Technology costs within a cell are represented
as a range rather than as point estimates and are annualized so as to
provide a basis of comparison. The distribution attempts to pick up the
effects of site specific variability, differences in equipment costs,
etc. Various tax credits, depreciation and discount rate assumptions can
be simulated in this step.

The determination of the initial market penetration potential is
based on the life-cycle costs calculated in the previous section. Cost
distributions representing each- technology competing for a market cell
are compared. The market share of each technology is determined through
a sophisticated statistical algorithm which determines the probability
that the technology is the least-cost option being considered. The
results of this step provide the economic market penetration potential.
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The market competition analysis assumes that firms have access to all
existing information regarding prices and availability of the alternative
technologies and fuels. However, in reality there are several
"behavioral" factors which 1imit a new technology's market penetration.
These include:

) lags in the transfer of information,
0 decision maker aversion to risk, and
) vendor and distribution network and "supply side" restrictions.

These factors are explicitly modeled in the behavioral analysis and the
results are used to adjust the market penetration rates of the respective
technologies. The outcome is to slow the penetration of new technologies
toda rate somewhat lower than what a strictly economic analysis would
indicate.

Capital turnover in a given year is calculated as the sum of
projected equipment retirement in the previous period and increased
energy demand due to growth in product output. This figure is calculated
for each cell and is multiplied by the market shares for each relevant
technology to project capital requirements and energy demand.

ISTUM provides projections of service and fuel demands at five-year
intervals through 2000. Energy demands are broken down by energy service
sector, technology, fuel type, industry and technical characteristics.

Estimates of aggregate capital costs, as well as several relative
measures of market share projections, are also available.

COMPUTING ENVIRONMENT:

o Machinery - IBM/AMDAHL

o Languages - APL*PLUS

0 Approximate cost - $500 per solution
o Code is available on tape

o Model is non-proprietary

0 Model has been transferred

MODEL DEVELOPMENT AND APPLICATIONS:

A second version of ISTUM is being developed. It should be
operational in the fall of 1981 and available to the public in the
beginning of 1982.



Partial description

of Ref. No. from - Sponsor/

each significant appli- Bibliography client Model Scenarios
cation of the model, describing each for each operated supplied
including dates of usage application application by: by:
*M = modeTer
S = sponsor
0 = other
Impacts of tax incen- - Private M H
tive on Energy Con-
servation (Feb. 1980)
Impact of financial - DOE M M
incentives on Indus-
trial use of oil/gas
(October 1979)
Conservation Techno- - DOE Office M S
Togy Assessment of Industrial
(1/79-current) Programs
Impact of prices - Private M M/S
economic growth on
industrial energy
eonservation (10/80)
Natural Gas Demand - AGA M S

(1/79,1/80)

MODEL ASSESSMENT:

The model has been described in the literature, but has not been

subjected to either

BIBLIOGRAPHY:

1. Industrial Secto

in-house or external assessment.

r Technology Use Model (ISTUM): Industrial Energy

Use in the United States, 1974-2000; 4 volumes, DOE; October 1979;

DOE/FE/2344

i. Yolume 1
ii. Yolume 2
iii. Volume 3
jv. VYolume 4

Primary Model Documentation

Results

Appendix on service and fuel demands
Technology Appendix

2. The Least Cost Energy Strategy; Energy Productivity Center, Carnegie

MeTTon University Press, 19/9.

ISTUM Technology Evaluation for the EIA Annual Administration Report

to Congress and the National Energy Supply Scenario, DOE, June 19,

1879.
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ENFRGY MODEL ANALYSIS PROGRAM

Enerqy Latoratory
Massachusetts ihstitute of Technology
Camu-idge, Massachiselts 02139

QUESTIONNAIRE FOR ENERGY POLICY MODELERS

The M.LT. Energy Model Analysis Program (EMAP), under sponsarship from the Electne Power Research Institute, is developing
a directory of energy rmecels and assessments, to be pubhisned in the fahl of 1980. The directory will be drstributea w.gely to
government de¢ ;-,a' ments acacemic instituticns, and private incustry, arc will be an extremely usetul reference tool for model
developers, 35555075 and users V/e would very much hike 10 .nclude your model in this directory, and therefore are requesting
that you comaiete the lo1lowing form to provice the information needed. We will then comptle your responses into a standard-
ized tormat, which viill Te sent 10 you {or review prior 1o pubircation,

Please answer tha qussticns below as completely as you can: we are particularly pleased to be abie to present in this directory
the kind of mearungfut and interesting information and perspective that only moceters and mocdel assessors themselves can
provide. We are interasied 'nanything you have to offer about your modet, ang enccurage you to use extra shects of paper where
necessary. If y2u are extremety sncrt of time, please answer the questions marxkec »ith an asterisk.” Martha Mason and Keily
Morgan of the EMAP vl be happy o answer any questions and offer assistance: they may be conlacted at {617) 253-8318.

Thank you for your assistance — the directory will not be complete without an entry on your model!

GENERAL INFORIMATION
*1. Whatis the name of the model?  Industrial Sector Technology Use Model

*2. By what acronym, nickname, or other name(s) is It known?  ISTUM

*3. Y/here, and under what auspices, was the model developed.
Version I developed by EEA under funding by LRDA/HOPPS,
Version 11 developed by ELA under funding by DOE Conservetion and Solar Division
1977 1978

of Industrial Proeram t
*4. Over what time period wa's the ‘model developed? V=I1_10/80 to
molye moJyr.

*5. Who is the person filling out this questionnaire?

. Harold Kalkstein
Name:

Adaress. EFA_Inc., 1111 N. 19th St., Arlington, VA. 22209

Telephone 103-528-1900
Developer of ISTUM Version-IT

Relationship to model

*6. Who is (or are) the key modeler contac(s)?
Sanir Salama

Michael Lerner

Name: . Name-
Address EEA Inc., 1111 N. 19th St., Address _EEA Inc., 3111 N, 19th St.. Arlington, VA
G k) I3
Telep*xonérlmgw‘l’ VA 22209 Telephone.703-528-1900 22209
Relahonsmptor-ocalszs 1900 prnjncr'hhn'uénr Relat:onshig tomcedel Pro]e‘:t Director
*7. Who is (or are) tha key contact(s) in the organization(s) that sponsored the model developmenl?

Name. Thomas Gross .Conservation and Solarname Cyril Draffi natgLLLe.r_&mn 9]
“TOU Iridependence AvVe., N.W. 00 Independence Ave., .

AQdIess ygshinpton—D—E—20585——— Adaress. i Washinmgtom,—D€—20585

Tetephone 202-252-2890 Telephone

Relationship tomeder,__Project Officer Relatonshiptomocel. Project Officer

MODEL CHARACTERISTICS

The tollowing guestions are designed o provide understanding of the fundamental technical charactenstics ot the mocel. The
fmultiple-choice options are proviced for your convemence: however, we understand that moaeis vary significantly, and these
‘choices may not be suited to your mode!. Please add categories, phrases, or sent2nces, as applicable.

In Question 18 we will ask about different operating versions of the same basic mcdel, If there has been more than one version,
please indicate here which one you are cescrnbing. i the versions are significantly aifferent, you may find it necessary to fill out
a complete guestionnaire tor each unique model version.

*8, What keywords characterize the issues tho model addresses?

T Suppty of lue!s & resources & Economic impacts of energy pohcies
K Demand lor e.ectncity 0O Enwvironmental impacts of energy policies
- Demand 10r ron-2iectne energy O Demograpnic/sacial impacts of energy policies
Regulato’y behavior 3 New technology assessment
GElcCllIC ulihty benhavior K Conservanon assessment

X Otner incustry teravior
COther(spec:h)

*9: What analytic technlques are used In the model? (If appropriate, check more than ona, and indlcats which subsection of
the model uses which tachnique.)

Clinear pregramming g Descriptive simulation

C Nonhnearh.nteger orogramming Aliocation & equilibtium

£ Other stat ¢ oetmization T Inputoutput

CDynamic conmuzaton O Regression, econometnc

L Stochasic techniques O Expert aomion, non-Guantitative

Cotner(scecty)




*10.

‘1.

12,

*13.
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8) Whal geographic resolution does the model cover?

-~

Sne-sorcific 155021 ) ~
Reponageiccacty) _version Fi, 10 Federel Regions

Statewde1sgec tyy :
US asawnote \ersion 1 "
Internationatssatily)
Otherisgecily)
b) il regionalinformzlion is aggreqgated betoro seporting results, whatis the level of aggregation?

tnmo

8) What temporal resolution does the model cover?

. Shortterm(3yeasscriacsy
X. Mediumterm &.27, years) 1980/2000
3 oLangianmioler 23 years)
b) !t thete are discrete time steps. whatis their typicallength? _ S _years

Aslde from their use as inpul, were data used during calibration/developmant of the madel?

X yes no sk o ques. 13}
It yes. how were the data used?. .

T lor coethcieniinarameter determmnation

X for stryciural {orm gelerrmination

G for 2ssessing 12 accuracy of meeel results

£ otner(specty; Baseline Technology and Energy Consumption Characterization

in the space below {or on extra sheets) please provide a complete technical description of your model, discussing when
applicable:

s model siruciure and methodsalogy : * vanables (encogenous & exogenous)
¢ significant esLanons ® input data
® parame’ers ° ¢ oulput data

When discussing 'nou! €ala, please differentiate between those data that serve as input assumotions imbedced in the model and
those that are treauently changed auring macet runs

Please zltach a fiow charl or other giagram of the structure of the model. if possible.
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The Industrial Sector Technology Use Model (ISTUM) focuses on the market
penctration potential of conventional and emerging energy technologics,

providing projections of market shares out to the year 2000.

The 'I1STUM methodology has three basic components each of which is shown
in Figure 1. The first component represents the inputs required by the
model. These include the basic characteristics of the technologies
considered by the model, macroeconomic and fuel price forecasts, and a
methodology for estimating baseline energy requirements. The second
component is the market competition logic. This is a four stage pro-
cedure designed to simulate financial decision making. The third
component is the output procedures which permit the data to be aggregated
for detailed analysis of particular issues. Each component is described

briefly below.

Over 200 technologies are presently considered in ISTUM. Included among
them are: conventional oil and natural gas boilers and furnaces; coal,
fluidized bed, and coal gasification (e.g., MBG, LBG) technologies,

energy conservation equipment, and other energy conversion devices.

The technology characterization is designed to serve three functions:

o Specify which technologies are being permitted to compete for
market shares in the industrial sector.

o Specify application cost variability for each technology based
on experience with conventional technologies, and

Energy and Environmental Analysis, Inc. éh
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FIGURE I

SCHEMATIC OF INDUSTRIAL SECTOR TECHNOLOGY USE MODEL
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o] Specify the percentage of each market where the technology is
capable of satisfying thc technical process requirements.

This model, therefore, limits competition to those technologies for

which sufficient information is available to specify performance, provides
a range of costs for each technology based on specific application cost
considerations, and limits the market for which each technology is

allowed to compete to that fraction in which technical feasibility is

assured.

Industrial Sector Energy Demand

Industrial energy demand in ISTUM is represented through the concept of
service demand. Service demand is the amount of useful work required

for a particular process. Each industrial process's energy requirements
are grouped into one of the service demand categories tracked in the model.
Examples of these categories include steam, direct heat, machine drive,

and internal electricity generation.

Service demand is partitioned into a variety of sub-categories in order
to isolate homogeneous energy services. Disaggregation includes: 26
industries split into two, three, and four digit standard industrial
classification codes (paper, chemicals, aluminum, etc.), 23 energy
service sector (steam, electrolytic, machine drive, etc.), hours of
operation per year, combustor size (e.g., 50 million Btu/hr boiler vs,

250 million Btu/hr boiler), and five time periods.
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PRIMARY MODEL LOGIC

The fundaﬁental assumption underlying ISTUM is that a decision to invest
in industrial equipment is based on choosing the hardware which performs
a given task at the lowest cost. However, the decision to invest is
subject to behavioral constraints which serve to restrict the market
penetration rate of emerging technologies, even though thcy may be

superior.

Corporate Financial Model

ISTUM considered the total cost of technology in its comparative assess-
ment, including capital costs, maintenance costs, fuel costs, and non-
fuel operating costs. Technology costs within a cell are represented as
a range rather than as point estimates and are annualized so as to
provide a basis of comparison. The distribution attempts to pick up the
effects of site specific variability, differences in equipment costs,
etc. Various tax credits, depreciation and discount rate assumptions

can be simulated in this step.

Market Competition Analysis

The determination of the initial market penetration potential is based
on the life-cycle costs calculated in the previous section. Cost dis-
tributions representing each technology competing for a market cell are
compared. The'market share of each technology is determined through a
sophisticated statistical algorithm which determines the probability
that the technology is the least-cost option being considered. The

results of this step provide the economic market penetration potential.

Fnerov and Environmental Analvsis. Inc. é D
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Bchavioral Lags

The market competition analysis assumes that firms have access to all
existing information regarding prices and availability of the alter-
native technologies and fuels. However, in reality there are several
"hehavioral' factors which 1limit a new technology's market penetration

These include:

o Lags in the transfer of information,
o Decision maker aversion to risk, and
o Vendor and distribution network and "supply side'" restrictions.

These factors are explicitly modeled in the behavioral analysis and the
results are used to adjust the market penetration rates of the respective
technologies. The outcome is to slow the penetration of new technologies
to a rate somewhat lower than what a strictly economic analysis would

indicate.

Capital Turnover Model

Capital turnover in a given year is calculated as the sum of projected
equipment retirement in the previous period and increased energy demand
due to growth in product output. This figure is calculated for each
cell and is multiplied by the market shares for each relevant technology

to project capital requirements and energy demand.

Energy and Environmental Analysis, Inc. ,.E.h
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Model Outputs

ISTUM provides projections of service and fuel demands at five year
intervals through 2000. Energy decmands are broken down by encrgy scrvice
sector, technology, fuel type, industry and technical characteristics.
Estimates of aggregate capital costs, as well as several relative mcasures

of market share projections are also available.

Energy and Favironmental Analysis, Inc. éD
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*14. Ihe follovnrg questicns concera the computing envitoninent raquired by the modat,

Brong of enne e e,

P/ AMDARL

a .- 03 - - — — —-— P v my—
b Languageiyamsieyea AL PTUT (VEFSTon 1Y VAT (Verayon 1
Al teersien @ RREATMI U0

C ADR U e O Ll S Ut (O L L _-!_“_‘)__ .othme __ per saolutien
d 13 e OTe hne e witn STt 1,00 L SGHiviare pacrages?

- L] Y SHSDOCH Y
e Isirecoceganacecntaze N calcs ?
1

to

*1s, Bibliography {partial)

Are any parts of tne mooer propietaty?
¥

Yes(spectly)

We would hike 10 inclute 3 oinegraony for your medel. Trerefore in the fullovang space. or on an attached sheet, please list all
references inarmch he moem nas Beendescnled o CileG NCudiNg Cocurnentaiion. journals, pudhcalons, ang reporls cn model
apphcalions Piease numzer each dem 10?7 easy reterence tater in the questionnare

1. 1Industrial Sector Technology Use Model (ISTUM):

United States,

i. Volume 1}
ji. Yolume 2
1ii. Volume 3
iv. Volume 4

2. The Least Cost

1974-2000; 4 voluwes, DOE; October 1979; DOE/I'E/2344

- Prinmary Modcl Documentation

- Results

- Appendix on service and fuel demands
Technology Appendix

1

Industrial Energy Use in the

Energy Strategy; Energy Prodr~tivity Center, Carnegie Mellon

University Press, 1979

3, ISTUM Technolog_:v Evaluation for the ETA Annual Administration

Report to Congress and the National Energy Supply Scenario,

DOL, June 19, 1979

4. EMF-2; energy demand elasticities (cannot locate exact reference

16. Which documents listed in Question 15 are relerences for the model’s data sources?

Relerence numbe’s
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MODEL DEVELOPMENT AND APPLICATIONS

intins seclion we areinterested in tracing how the madet has t.ecnusad tnthe hirst cofumn, pleasae describe each apphication of
the model, uses Mugnt «clude both acasemis ctudy and «rncihic prodlem sotving In tne tallowing columns piease indicata
which relerence nun‘b"' from Quastion 15 guscnbes the agghcaticn, who the spansnr was for that apphication, who actually
operated the modet. an¢ who suggasted or supphed the scenanos smptemented in the apphcation

Partial Modet Scenanos
*Descriotion of eacn s gmbcant Rel. ¥ from Sponsori operated supphed
apphcation of 're mscel, Question 15 client by: by’
includuig cases of usage descnbing for each M = modeler M = modeler
each apphc- applic- $ = sponsor S = sponsor
ation ation O = other O = other
Impacts of tax incentive - Private M M
on Encrgy Conservation .
(Feb. 1980)
Impact of financial - DOE M M
incentives on Industrial
use of oil/gas
(October 1979)
Conservation Technology - DOE M S
Assessment (1/79 - Office cf .
current) Industrial
Programs
Impact of prices cconomic - Private M M/S
growth on industrizal
energy conservation
(10/80) -
Natural Gas Demand - - AGA M S
(1/79, 1/80)

17. As the table above suggests. an imporlant factor in model development and documentation Is whather or not the model
has ever been installed and operated by someone other than the modeler.

8) Can the mode! be transferred for use by someone other than the modeler?
—X.Yes No 1 no, why rot?

b) Has the madel ever been transferred for use by someone other than the modeler? *
No X __ves lt,}( nlease ng, cq\;a wnere the mecel was translerred and bnefly cescride the
rinste crsion I to DOE computcr tor planned use

tran slir 0racess
Sy ossil Enecrgy’ Dx\x~xon was completed and model was successfully

Tun.

¢) Do you have any plans to transfer the model in the future?
~X__N Yes ityes, towhere?

18. One factor scmetimes complicating model assessment Is that one-time or on-going changes to 8 model’s structure have
lod to more than one version af that model. In this question we are Interested in tinding out how many discrete versions of

the model have been developed, and which, il any, are currently operational,

a) Has the modsl undargone any major structural changes since lts original finished form?

No(skiptoCues 18) _x . .Yes  Ilyes, piease drety Cescr De any signmcant aitterences between the versions and
the reasons motivating (re changes.

b )\V/hich version(s) of the model are currently operational, and where are they maintsined?
Version 1; Maintained on STSC computer system; is operational.

Version 2: Maintained on EIA/DOE comput_er)‘will be operational in the fall.
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MODILL ASSESSMENT
*49. Has the made! ever basn subjocted (o an in houso assessmoat by the madalers?

X _HorrpwOues 260 (not formally)

Yes ) I yos, which clomonts listed bolow recelved emphasis dutlng tho niodelor assessment?
L Modnt vaidity ’ O Usatty
U5 Structure G Documentation
C Content O Ettcency
G Preacuion C Model
C Data valaily apphcations
T Venticaton of the G Other (specily)

model’s expression
n the computer
code

b) Pleasc brietly describe the techmiques utilized inn thy modeler assossment.

*20. Has the model been made available for assessment by exlernal parties?

No (skp tn Question 21)
Yes. threugn suthcation of magel descnziions in the literature.
Yes. througn a 10rmal exiernal assessment

Yes. through other meanstspecily)

Kinwn

1 the moge! was assessed by an inavdual, group or organ:zation other than the mcdeler(s), piease answer the questions below.

8) Who was the assessor for the model?
Organization Technokron

Name of coriact
Ttle
Address

Telephane{ )
Title of Report
b) Who sponsored the assessment?

Qrganization Fossil Energy Division, DOE

Name of contact__Cyril Draftin

Title RTE 7
i1 % ; ependence Aveauc, N.W

Adaress - asTﬁg—?JEh, Ot 20585

Telephone( )

¢) What assessment approach(es) were employed by the assessors?

[ Rewview of the Lierature. not incluzng the computer code

0 Evaluation of the detaned dccumentation, nctuding the code

O Audit of the meceel's performance, using tesi problems

O Evaluation of the modei usINg expenments cesigned by the assessors. bul implementeg Dy the modelers
O Indepin assessment, in wnich the assessors themselves implemented expanmental runs of the moge!
[ Comparative evaluation of two or more models

O Other (specity)

d) Which elements listad below received emphasis during the external assessment of the model?

& Model vahdity 0O Usability
X Structure O Documentation
O Content - O EMticiency
O Prediction O Mode!

O Data vaudity applications

0O Venficaton of the O Other (specity) ____

model’s expression
in the computer
codo

o) Do you have any comments on the external evaluation of the modei?

21. a) Please discuss the accessibilily of the madel for initial or further as-.essment. It the model has not been assessed, do
you have any plans concerning future assessment? Do you leel it s hould be considered for an assessment?
Version 1l of the Model will be in the public Jomuain, fully documented and

available t ‘low by the bewanninge oi 1982, Mo _extensive extornal review
1S prcscntjfv pi;umcd. Towover, model outputs will be reveiwed by 1industry

experts _as part of a validdation t.isk in _the project.

22. “We would bu interested in any othar aspects of the madel that you would like to discuss. How does'it compare with other
models in terms of structure or coverage? Wera there any interesting ramifications resufting from use of the model?
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Additional Infarmation and Comments on ISTUM

ISTUM computes energy demand and technological market shares from
technological costs and efficiencies, service sector demand, and fuel
prices.

Fuel prices are built into ISTUM, but can also be input by the user.
Fuel prices are entered as distributions as opposed to point estimates in
ISTUM. Thus they are characterized by their mean, variance, and minimum
values. This is done to capture regional differences in prices. The
ISTUM fuel prices were provided by Data Resources, Inc. from the DRI U.S.
Annual Energy Model.” Fuel prices are input adjusted to the specific
technology with which the fuel is used. This is done by dividing the
fuel price by the conversion efficiency of the technology. This is done
so that all fuel prices reflect the cost of the energy produced that is
usable to industry in a constant manner.

In order to determine total energy demand, ISTUM nust first determine
the demand for each of the 23 service sectors. To do this ISTUM divides
industrial demand into 26 Standard Industrical Classifications (SICs).
Each of these SICs has a certain demand for each service sector. These
demands are then aggregated to determine total service sector demand. To
project fﬁture service demand ISTUM assumes that service demand grows at
the same rate at which the industry does. These projections were also
made by DRI on their Quarterly Macroeconomic Model. Since there are
differences in ISTUM's and DRI's industrial classifications, surrogates
for service sectors are used in some projections.

ISTUM divides industrial use of energy into 23 service sectors. Of

these, thirteen actually compete technologies to fill the demand. The

other ten are sectors such as feedstocks that are included in the model
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Table 1

ISTUM SUBDIVISIONS

List of Competing Service Sectors:

O W N

12.
13.
14.
15.
16.
]7‘
19.

Steam

Direct Heat--Intermediate
Direct Heat--Dirty
Indirect Heat--Coal Based
Machine Drive
Electrolytic

Space Heat

Indirect Heat--Not Coal Based
Calcining

Glass Melting

Brick Firing

Iron Making

Steel Reheating

Listing of SIC Classifications:

. . . . .

—
c'..ooo\: AN DWW N =t

onal et
w N
. .

Food

Tobacco

Textiles

Apparel

Lumber, Wood

Furniture

Paper, Allied Products
Printing, Publishing
Chemicals

Petroleum Refining
Rubber, Miscellaneous Plastics
Leather

S, C, G, Concrete

List of Non-Competing Service

Sectors:

7. Liquid Feedstock

8. Natural Gas Feedstock

9. LPG Feedstock
10. HMetallurgical Coal Usage
11. Miscellaneous Energy and

Lubricants

18. Steel Making
20. Internal Generation

21. Captive Electricity
22. Captive Direct Heat
23. Coke Consumption
14. Steel

15.  Aluminum

16. Other Primary Metals
17. Fabricated lMetals
18. Machinery (Not electric)
19. Electric Machinery
20. Transportation Equipment
21. Measuring Equipment
22. Misc. Manufacturing
23. Crops

24. Livestock
25. Metal Mining
26.

Non-Metal Mining
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to insure that‘tota1 industrial energy usage is accounted.

A problem with this service sector approach is that the service
provided by an individual service sector is not totally homogeneous. One
solution to this problem is to increase the number of service sectors.
ISTUM service sectors calcining, glass melting, brick firing,
iron-making, steel-making, and steel reheating are separated from the
direct heating sectors because of such problems.

A similar type of problem was solved by using size and load factors
in the ISTUM service sectors. It is reasonable that technologies will be
more or less competitive depending upon their size or load factor. Size
refers to the MMBtu's produced per hour and Toad factor to the number of
fiours per year a technology is in use. Part of this size and load effect
is captured by the use of cost distributions. However, for more accurate
predictions up to two size and two load factors for each service sector
are used. More precision might have been available by using more sizes
and load factors, but at a trade-off in model costs.

Technologies are the third important input in determining final -
energy demand. Good descriptions of the engineering processes of the
technologies can be found in the ISTUM documentation.

Like fuel prices, technologies are represented by cost
distributions. The use of a distribution more accurately portrayg costs
than single point estimates. Costs vary for a number of reasons.
Construction costs vary according to site specifications and labor
costs. Also the quality of the service (e.g., evenness of heat) needed
by different industries may vary costs. To calculate capital costs, the
costs are broken down into components, estimated, and then aggregated.

The components are:
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1) site preparation and power house

2) primary systems and controls

3) fuel handling

4) environmental controls and waste handling

5) utility and feedwater systems

6) indirect capital costs

7) installation costs.

When technology costs are finally input into ISTUM they are given in
$/MMBtu's and annualized. The capital charge rate not only takes capital
tifetime and rates of return into consideration, but also the effects of
tax laws and depreciation accounting procedures.

Originally ISTUM was to look at different costs depending upon
whether a new or old plant was implementing the technology. The
empirical data suggest that a great difference in costs does not exist,

so the distinction was not included in the model.

Technologies are given a maximum market penetration. This figures
may be 100% of the service sector. Maximum shares exist for many
reasons. A technology may not provide the correct quality of service
across the whole sector. Steam is an example. Solar technologies cannot
provide the higher-pressure steam needed by soue industries. Thus it has
a maximum market share. Environmental constraints may also limit a
technology's market share.

ISTWM only competes technologies to fill incremental service demand.
This is demand created by increases in service demand plus demand created
by retirement of capital. The retirement schedule is based upon
historical trends. In general, the older the capital, the higher its>

retirement rate. TISTIM dnec nat allnw for sarlv rotiromant af.inoranamie
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capital.

In competing technologies to fill the service demand, it is important
to remember that costs are represented by distributions. By taking
annualized capital and operating costs and adding them to fuel costs,
ISTUM produces a total cost distribution. Since distributions tend to
pverlap, a combination of technologies will capture shares of the
market. The minimum total cost value is important here. Otherwise all
technologies would capture a non-zero market share.

The market shares thus obtained are then modified by the behavioral.
lag component. This component reduces the introduction of new
technologies. The newer a technology, the greater the lag will be.

After accounting for this behavioral lag, the market shares are
recalculated. These shares are turned into actual capital investment by
multiplying by the incremental energy demand. Total fuel use is then

calculated from the technologies in use.
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3. Transportation Energy Conservation Model (TEC)

Energy Model Analysis Notebook Entry

MODEL NAME: Transportation Energy Conservation Model TEC

Linear Programming

ANALYTIC TECHNIQUES:
Regression, econometric

(==

Demand for Non-Electric Energy
Regulatory Behavior
Other Industry Behavior

New Technology Assessment
Conservation Assessment

ISSUES ADDRESSED:

O o0 o000

DEVELOPED: 1976-1978

o

Geographic: U.S. as a whole

0 Temporal: 1long term 1975-2025;
single year up to 2000;
five year steps to 2025

RESOLUTION:

o

ASSESSMENT: Partial - Automobile sector forecasting model -
independent assessment by University of Michigan
Highway Safety Research Institute

MODELER CONTACT: Mike Laurence
Jack Faucett Associates
5454 Wisconsin Ave.
Chevy Chase, MD 20015
301-657-8223 '

Gary Kaitz
Stanford Law School
Palo Alto, CA 94305

SPONSOR: Department of Energy - Applied Analysis
MODEL DESCRIPTION:

TEC is designed to compute energy usage in the transportation sector
between the years 1975 and 2025. The model is divided into nine
transporation modes ~ air, automobile, truck, bus, motorcycle, rail,
marine, and pipeline. The modes are independent and can be run together
or in any combination of the nine. TEC is a demand for transporation
services model in which the manufacturers minimize the lifetime vehicle
costs to the consumer. The model can consider factors such as fuel
prices, vehicle miles demanded, cost of improved efficiency,
environmental and safety factors, tax effects, and the introduction of
new technologies.

The automobile mode is the most complex of the nine modes. The model
classifies autos into three weight classes and projects a demand for each
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ENERGY MODEL ANALYSIS PROGRAM
R Energy Ladboralory
45 i P Massachuselis insttule of Technology
. . Cambricge, Llassachuselis 02139

’
e
TP

QUESTIONNAIRE FOR ENERGY POLICY MODELERS

The M.LT. Energy Model Anzlysis Program (EMAP), under sponsorship trom the Etectric Pcwer Research Instituta, is ceveloping
a directory of energy models and assessments, 10 be published in the tait of 1930. The directory wiil be distributed widely to
government departments, acacernc institulions, and private indusiry, ang il be an extremaly uselul reterence ool $or modal
developers, assessars, anc users. We would very much hike to include your modet in this directory, and there'ore are requesting
that you complete the foltowing torm to provide the information needed. Vie will then compile your responses into a standarg-
ized format, which will be sent to you for review prior to publication,

Please answer the questions below as complelely as you can: we are particularly pleased to be atle to present in this ciractory
the kind of meaningful and interesting informat:on and perspective that only modelers and modet assesscrs themseives can
provide. We are interested in anything you have ta offer about ycur model, and encourage you to use extra sheets of paper where
necessary. i you are extremzly short of ime, pl2ase answer the quastions marred ¢ith an astensi.® tartha Mason and Keily
Morgan of the EMAP vali be huppy to answear any questions ang offer assistance: they may be contacted at {5317) 253-3313.

Thank you for your assislance — the directory will not be complete without an entry on your modelit

GENERAL INFORMATION
*1. Whatis the pama of the modal? '

Transportati :
-2, By W RO aEIon Eneray, Conseryation Model
*3. WhTerEe(,:and under whal auspices, was the mode! developed.

Developed by Jack Faucett, Associates under fundin C
A C g from ER2DA
Conservation and Solar Applications, Office of Transportation Programs

*4, Over what time period was the model developed? - J976—. to
mo fyr. mo fyr.
*5. Whols the p'efson tilling out this quastionnaire?
Name: Michael F. lawrence
Address 5454 Misconsin—Ave—Chevy Chase,HD-20015—
Telephone, _301-657-8223 .
Relationship to model.
*6. Who Is (or are) the key modeler contact(s)?
Name: Michael F, fawrence =~ Name Gary Kaitz
Address addressStanford law School, Palo Alto, CA
Telephone: Telephone: 94305
Retationship to mode: Relationship tomodel: _Programmer
*7. Who is (or are) the key contacl(s) in the organization(s) that sponsored the model development?
Name: ___slerry Peahody. Name
Address: _DOE-Applied Analysis, Hashingten, D.C 20461
Yelephone: 202-£33-8508 Telephone:
Relationshiptomodst project supervisar _  Relationshiptomodet:

MODEL CHARACTERISTICS

The following guestions are designed to provide understanding of the tundamental technical characleristics of the model. The
multiple-choice options are provided for your convenience; however, we und2rstand that models vary sigmficanlly, and these
choices may not be suited to your model. Please add categories, phrases, or sentences, as applicable,

in Question 18 we will ask about dilferent operating versions of the same basic model. It there has been more than one version,
please indicate here which one you are describing. lf the versions are significantly ditferent, you may find it nacessary to filf out
& completa questionnaire for each unique model version,

*8. What keywords characterize the issues the model addresses?

[1Supply of fuels & resources 0O Economic impacts of energy pohcies
(XDemand for electncity 0 Environmental impacts of enetgy policies
[3Demand for non-eleciric energy 0 Demographic/social impacts of energy pahicies
URegutatory behavior : X New technology assessment

OEtectne utitty behavior ! Conservation assessment

GOther indusiry behavior

QO0ther(specity)

*8. What analytic techniques are used in the model? (il appropriate, chack mors than ons, and Indicate which subsaction of
the model uses which technique.)

XLinear programming O Descriptive simulation
ONonlinearhnteger programming {1 Allocation & equiibrium
DO0er stahc optimizaton 0 apuvoutput

O1Dynamic oplimization i Regressicn, econometric
Q1Stochastic techniques O Exper! opruon, non-quantitative

‘O0ther {specily)




*10.

*11.

12

*13.
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a) What geographic resolution does the mode!l cover?

{1 Sie-speciic (specity)
“{.; Regwoneade (specily)
L) StatewiCe (specity)
{X US asawhale
L) International{specry) .
L Other{specity)
b) lfregionalinformation is aggregated belore reporting results, whatis the level of aggregation?

2) What temporal resolution does the model cover?

{2 Shortterm(Syearsorless)

L3 Medwmierm{6-z0years)

L% Longterm(over20yeoarst __ Q752025 . R e

b) #1 there are discrele lime steps, whatis their typical length? SINGTE year Steps up to —2000,
five year steps up_ta 2025

Aside from their use as input, wers dala used during calibration/development of the model?

X__yes no (skip to ques. 13)
if yes. how were the daia used?

I tor coathicientiparamater dete minaticn

= for structural form det2:minatcn

X tor assessing the accuracy.of model results
[ other(specily)

In the space below (os on extra sheets) please provide a complete technical description of your model, discussing when
applicable: . :

e mode! structure and methodclogy' ® variables {endogenous & exogenous)
® signiticant equations ® input data
® parameters * oulput data

When discussing input ¢ata. please differentiate between those data that serve as input assumptions imbedded in the modet and
thuse that are lrequently changed during model runs. :

Please attach a llow chart or other diagram of the structure of the model, it possible.

see attached
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MODEL DESCRIPTION

TEC is designed to compute energy usage in the trans-
portation sector between the years 1975 and 2025. The model
is divided into nine transportation modes - air, automobile,
truck, bus, motorcycle, rail, marine and pipeline. The modes
are independent and can be run together or in any combination
of the nine. TEC is a demand for transportaion services model
in which the manufacturers minimize the lifetime vehicle costs
to the consumer. The model can consider factors such as fuel
prices, vehicle miles demanded, costs of improved efficiency,
environmental and safetyAfactors, tax effects, and the intro-
duction of new technologies.

The automobile mode is the most complex of the nine modes.
The model classifies autos into three weight classes and projects
a demand for each weight class. It then determines the demand
for new cars by calculating the scrapage rate of the existing
fleet and by finding the difference between fleet demand and
number of cars in the fleet minus scrappage. The model then
fills the new car demand with the cars that minimize the fota]
of the initial costs and the discounted operating costs over |
the first owner's lifetime of the car. The car life for the
first owner is assumed to be approximately 52,000 miles.
Future costs are discounted at 10%Z for 80% of the car buyers.
The other 20% are assumed not to consider operating costs when
making their purchase. The costs of increased fuel efficiency

are built into the model and the fuel prices may be changed for
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all years of the run. The costs of the technologies to improve
fuel efficiency are considered seperately for three time blocks
within the model. The model also includes different safety and
emitions scenarios and can check the effect of MPG requirements
énd penalties for non—éomp]iance.

The truck and air modes are similar in design to the auto
mode. Trucks are divided into light, medium, heavy and heavy-
heavy weight classes. Airplanes are &ivided into six categories
for commercial flight and one general aviation class.

The other modes aﬁe simpler in‘design than the first three.
This is due largely to data constraints.

TEC offers output on fuel consumption and costs, vehicle

costs and vehicle market shares.

+



14. The tollowing questivns concern the computing environmen?! required by the mooer,

a. Biand of maztuneiy }"’ ? O ,___A‘:Z_Z_Q_ e e e e
b. Lanauage(s) empioyed ORI e e e T
€. ADProarnate CoLlp solubon Cost .. of e f", hnfluf [ 3 S o\ solution
d. Is the mocat knred with other madels or sotware pachages?
_X__HNo —..Yes(speolyy _
- €. Is the corle avaizble on tan2 __yes cards .yes ?

1. Aré any parts of the raodel propnetary?

Xx__No _Yes(upecily) —_—

*15. Bibliography

We wou'ld ike 10 includ= a bibliography for your model Therefore. in the fotlowing space. or on an atlached sheet, please tist ax
references in which the mocel has been descrnibed or cited: incluging cocumaniaton, journals pubhcalions, and reparts on moc
apphcations Piease number each ilem for easy reterence later in the questionnaire

1. Jack Faucett Associates, TEC: Transportation Energy Conservation Model,
Hashington, D.C. JFA, 1978

2. Jack Faucett Associates, TEC: Transportation Enargy Conservation Model-User's Guide
Washington, D.C., JFA, 1978

3. The Energy Productivity Center, Least-Cost Energy Strateqy-Technical Appendix ,
Carnegie-Mellion University Press

4. Shackson, Richard H. and Leach, H. James, Maintaining Automotive Mobility:
Using Fuel Economy and Synthetic Fuels to Compete with OPEC 0il, Interim Report,
Carinegie-tlelion University Press, 1920

5. Jack Faucett Associates, Automobile Sector Forecasting Model Documentation,
Washington, D.C. JFA, 1978

16. Which documents listed in Question 15 are references for the model's data sources?

Relerence numbers:
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MODEL DEVELOPIENT AND APPLICATIONS

In this seclion we are interestad in tracing how the modet has been used Inthelirst column, please describe each application of
the model, uses might include both academic study and specific problem-solving. In the following columns please inaicate
which reference number from Question 15 descnbes the application, who the sponsor was for that application, who actually
opcrated the model, and who suggested or supplied the scenarios implemented in the application,

. Mode! Scenanos
*Description of each sigmificant Rel. # trom Sponsor! operated supplied
application of the mocal, Question 15 client” by: by:
including dalas ol usage describing for each M = modeler . M=modeler
each applic- applic- S = sponsor S =sponsor
ation ation O = other O = oner
Least-Cost Energy Strategy Mellon S S
Study . 3,4 Institute
EPC

17. As the table above suggests, an importan! faclor in model development and documentation is whether or not the model
has ever been installed and operated by someone other than the modefer. :

8) Can the model be transferred for use by someone other than the modeler?
- X_Yes No # no, why not?

b) Has the mode! ever been transterred tor use by someone other than the modeler?
No ~X__Yes It yes. please indicate where the model was transferred and briefly descnte. the

transfer process. model was_transfoered-to-Carnegie-Mellon-Universityom——

c) Do you have any plans to transfer the modes! in the future?
~X__No Yes Ityes, towhere?

18. Ons {actor sometimes complicaling model assessment Is that one-time or on-going changes to.a modeY's structure have
1od to mora than one version of that model. In this question we are interasted in finding out how many discrete versions of
the model have been daveloped, and which, if any, are cuirently opsrational.

#) Has the mods! undergone any major structural changes since Its original finished form?
~-X_..No{skiptoQues. 19) Yes  Iyes, please briefly descnbe any sigruficant ditterences between the versions and
N the reasons motivating the changes.

b YWhich verslon(s) of the mode} are currently operations). and where are they malntalned?



MODéf;\%gESSMENT

*19. Has the mode! ever been subjected 1o an in-house assessmen! by the modelers?

*20

. 3) Who was the assessor for the model?

b

No (skip to Ques 20)

X__Yes a) It yes, which elements lisled below received emphasis during the modeler assessment?
. . O, Model valihty o Usabity
X Structure {3 Documentation
%3 Content 3 Efhciency
& Prediction T Model
f¢ Oata valichty apphcations

f Ventication of the 3 Other (specify)
model’'s expression
in the computer

code

b) Piease brielly describe the techniques utilized in the modeler assessment,

Has the model been made available for assessment by external parties?

r

No (skip to Question 21}
3 Yes, through pubhcation of model descriptions in the literature.
X Yes. through a formal extaenal assessment assessment done of Automobile sector
G Yes, through otrermeans (specity) :

m

1 the mode! was assessed by an individual, group or organizalion oiher than the modeler(s), please answer the QUestuo}\s below:

Organization University_aof Michigan Highway Safety Research Institute
_l;lalme ofcontact_Barbars-Richardsen—
e
Address University of Michigan -HSRI
2901 Baxter Paad

Ann_Azbnzthu an 481049
Telephone( 313) 763=1276

Fitleof Repordue_to he published fall 1978

b) Who sponsored the assessment? )

Organization Motor Vehicle Manufacturers Association

ick Shackstan

Name of contact].
- Title

Address

Telephone{ )

¢) Whal assessment approach{es) were employed by the assessors?

[ Review of the literature, not including the computer coce

& Evaluation of the detailed documentation, including the code

Kl Audit of the modeat's performance, using test probiems

03 Evaluation of the model using expeniments cesigned by the assessors, but implemented by the modslers
£ In-depth assessment. in which the assessors themselves implemented experimental runs of the model
J Comparative evaluation of two or more models

O Other (specity)

d) Which elements listed below received emphasis during the external assessmen! of the model?

£ Model validity G Usabliity
X1 Structure 0O Documentation
X3 Content O Etliciency
X1 Prediction O Model

K1 Data vahdity applications

R Verification of the

model’s expression

In the computer
code

03 Other (specily)

¢€) Do you have any comments on the external evaluation of the madel?

21. a) Please discuss the accessibility of the mode! for |
you have any plans concerning future assessmen

nitial or further assessment, If the model has not been assessed, do
t? Do you feel it should be considered tor an assessment?

22. We would be Interested in any other aspects of the model that you would like 10 discuss. How does it compare with other
models In terms of structure or coverage? Were there any interesting ramilications rosulting from use ol the modei?
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weight class. It then determines the demand for new cars by calculating
the scrappage rate of the existing fleet and by finding the difference
between fleet demand and number of cars in the existing fleet minus
scrapage. The model then fills the new car demand with cars that
minimize the total of the initial costs and the discounted operating
costs over the first owner's lifetime of the car. The car is assumed to
last 52,000 miles. Future costs are discounted at 10% for 80% of the car
buyers. The other 20% are assumed not to consider operating costs when
making their purchase. The costs of increased fuel efficiency are built
into the model and the fuel prices may be changed for all years of the
run. The costs of. the technologies to improve fuel efficiency are
considered separately for three time blocks within the model. The nodel
also includes different safety and emissions scenarios and can check the
effect of MPG requirements and penalties for non-compliance.

The truck and air modes are similar in design to the auto mode.
Trucks are divided into light, medium, heavy and heavy-heavy weight
classes. Airplanes are divided into six categories for commercial flight
and one general aviation class.

The other modes are simpler in design than the first three. This is
due largely to data constraints.

TEC offers output on fuel consumption and costs, vehicle costs and
vehicle market share. ‘
COMPUTING ENVIRONMENT:
o Machinery: IBM 370
0 Language: FORTRAN
0 Approximate time per solution: 2 1/2 minutes
0 Model is non-proprietary
0 Model can and has been transferred

o Model is available on tapes and cards

MODEL DEVELOPMENT AND APPLICATIONS:

The TEC model was developed around the Jack Faucett Associates’
Automobile Sector Forecasting Model. The Automobile Sector Forecasting
model is now a fully integrated part of the TEC model; however, like all
the sectors of TEC, it may be run separately.

The only current application of the TEC model is its use in the
Mellon Institute's Least-Cost Energy Study.
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Description of each Ref. No. from Sponsor/
significant application Bibliography client Model Scenarios
of the model, including describing each  for each operated supplied
dates of usage: application application by: by:

*M = modeler

S = sponsor

0 = other
Least-Cost Energy 3,4 Mellon S S
Strategy Study Igétitute

E

MODEL ASSESSMENT:

Assessor: Barbara Richardson
University of Michigan Highway Safety Research Inst.
2901 Baxter Road
Ann Arbor, Michigan 48109
313-763-1276

Sponsor: Motor Vehicle Manufacturers Association

An in-house assessment of the TEC model was performed. The validity
of the model's structure and content were checked. Tests were also run
to check the model's predictions. The in-house assessment also verified
the computer code.

An in-depth external assessment of the Automobile Forecasting Sector
of the TEC model was performed by the University of Michigan Highway
Safety Research Institute. This work included recalculation of the data
inputs and the parameters of equations used in the model. Test data were
run to check the accuracy of the model's forecasts. This assessment also
examined the model's computer code.

No other assessments are planned at this time.

BIBLIOGRAPHY:

1. Jack Faucett Associates, TEC: Transportation Energy Conservation
Model, Washington, D.C., JFA, T978.

2. Jack Faucett Associates, TEC: Transportation Energy Conservation -
User's Guide, Washington, D.C., JFA, 197/8.

3. The Energy Productivity Center, Least-Cost Energy Strategy -
Technical Appendix, Carnegie-MelTon University Press.
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4. Shackson, Richard Hy and Leach, H. James, Maintaining Automotive
Mobility: Using Fuel Economy and Synthetlc Fuels to Compete with OPEC
0i1, Interim Report, Carnegie-MelTon University Press, 1980.

5. Jack Faucett Associates, Automobile Sector Forecasting Model
Documentation, Washington, D.C., JFA, 1978.
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Additional Information and Comments on TEC

The TEC model used in the Least-Cost Strategy Study is on the
CarnegieFMellon University computer. Thus it is possible that changes
were made to the model which may make it different than the description
below. Recently, an evaluation of the Automobile Sector Forecast Model
(the automobile sector of TEC) was performed by the University of
Michigan Highway Safety Research Institute. This report should be
available in the fall. The report did suggest changes that must be made
in the model to insure reliability of the results. When this report
becomes available, it should provide valuable insights into the rest of
the TEC model and the Least-Cost Study. The Least-Cost Study only
appears to use the aircraft, automobile, and truck sectors of TEC. Thus
they will be the only ones discussed here.

The aircraft sector is divided into two parts: air carrier and
general aviation. The Least-Cost Study does not appear to consider
general aviation in its analysis. The air carrier sector is further
divided into two components, domestic and international travel. This is
because the two types of travel have somewhat different characteristics.
However, the methodology involved in calculating fuel use is the sane.

TEC divides aircraft into six categories according to number of
engines and body type (i.e., narrow or wide). Current aircraft are
placed into these groups. Fuel efficiency gains are made by replacing
existing planes with more efficient planes. The more efficient planes
are phased in according to a schedule based on various studies. TEC
contains two alternative schedules which may be used. One is based upon

the assumption that research being done by NASA will become available.

This schedule is considerably more optimistic about fuel efficiency
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increases than the other schedule that does not assume the NASA research
will be available.

The aircraft sector first projects total passenger-miles for a given
year. These estimates are based upon an FAA study. However,
passenger-miles can be input by the model user. Passenger-miles are then
converted to seat-miles by dividing by load factor. TEC assumes a
constant load factor of .55. This figure can also be changed by the user.

Seat-miles are then allocated into each of the different aircraft
groups. The percentages to each category are held constant by the
model. Within each category seat-miles are then allocated to specific
aircraft. To do this a retirement schedule based upon assumed aircraft
lifetime is applied to the fleet to determine size of existing fleet.
Seat-miles are first distributed among the existing fleet. Remaining
seat-miles are then allocated to new planes. It is assumed that the most
fuel-efficient planes available will be purchased. From this information
fuel consumption can then be determined. -

The automobile sector begins by projecting a demand for automobiles
in a given year. This is done as a function of household income.
Different household income levels are assumed to have different demand
levels. The parameters were developed from historical data. Total
automobile fleet demand is figured by aggregating the number of
automobiles demanded by each income level. The demand for new cars is
then determined by subtracting current fleet size from the total
automobile demand plus scrappage. The scrappage schedule is based upon
historical trends. The effect of new car prices and the unemployment
rate on scrappage is also added for automobiles nine years or older.

The new car demand is filled by cars that minimize the total
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discounted éosts to the first owner, or about 52,000 miles. The data on
costs of increasing fuel efficiency were taken from a Hittman Associates,
Inc. study. The study looks at different technologies and estimates
their cost and fuel savings. Future costs are discounted at 10% for 80%
of car buyers. The other 20% are assumed not to consider future costs in
their purchase decision.

TEC divides the automobile market into three groups depending upon
weight. Market shares of each of the three weight classes are based upon
historical data and are a funﬁtion of the relative prices of cars of -
different weight classes and the market share of the weight class in the
previous time period.

TEC also computes vehicle miles traveled per year per household.

This is a function of disposable income, number of automobiles owned, and
the real price of fuel. From the information on weight class, fuel
economy of cars, and vehicle miles traveled, TEC calculates fuel
consumption. Iﬁ this calculation an adjustment is made to simulate the
fact that as a vehicle gets older it is used less often.

The Tight truck sector is modeled in a similar way except no
competition exists among fuel-saving technologies. Yearly fuel economics
are simply put into the model.

The trucking sector is also similar to the automobile sector. The
trucks are divided into three types: medium, heavy, and heavy-heavy.

The trucks are also divided into seven categories according to their use

(e.g., construction, agriculture). Demand for truck use in each of these
categories is predicted. This demand is a function of growth in GNP.
New truck demand is figured from demand, existing fleet, and scrappage.

Vehicle miles traveled are then calculated and fuel efficiency can be



A-29

calculated. The fuel efficiencies of different model years are taken
from earlier research by Jack Faucett Associates. From information about
vehicle miles traveled, fuel efficiencies and the age mixture of the

truck, fleet fuel consumption is calculated.
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4. Buildings Energy Conservation Optimization Model (BECOM)

Energy Model Analysis Notebook Entry

MODEL HNAME: Brookhaven Buildings Energy Conservation
Optimization Model BECOM

ANALYTIC TECHNIQUE: Linear Programming

o

ISSUES ADDRESSED: 0 Demands for Energy
o Regulatory Behavior
o Economic Impacts of Energy Policies
o MNew Technology Assessment
o Conservation Assessiient
o Federal Energy Policy
DEVELOPED: o 1/77-1/78
RESOLUTION: o Geographic: 4 U.S. census regions; U.S.
o Temporal: 6-20 years
ASSESSMENT: Not Assessed

MODELER CONTACT: Peter T. Kleeman and Chip Balzer
Building 475
Brookhaven National Laboratory
Upton, NY 11973
617-426-5844

SPONSOR: Department of Energy
MODEL DESCRIPTION:

The Brookhaven Buildings Energy Conservation Optimization Model
(BECOM) is designed to provide a tool for projecting, analyzing, and
evaluating the energy implications of conventional and proposed
energy-related technologies in buildings. Starting with detailed cost
and performance data for individual building technologies, the model
assembles alternative combinations of these technologies within a linear
prograrming framework. BECOM explicitly models 25 energy conversion
technologies and 8 structural technologies that can be used by 9 building
types in each of 4 regions. BECOM is designed as an extension of the
Brookhaven Energy System Optimization Model (BESOM).

Structure. BECOM is formulated as a modified transportation/
transshipment problem. The aggregated demand points of BESOM for
residential/commercial space heat, air conditioning, water heating, and
appliances are the sources for the transshipment problem. The
destinations are the different building markets. Shipments from source
to destination are made through intermediate transfer points: conversion
devices and thermal shells. Associated with each node (technology or

transfer point) is an efficiency coefficient and a cost. The objective
is to minimize cost.
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Equations”

1) .BESOM

1) Supply equations - 1imit amount of a given resource available

2) Demand equations - specify energy requirements of a given
sector

3) Electrical supply and peaking constraints - limit capacities
of plants and account for peak demands

4) Environmental constraints - limit emissions into environment

5) Martet penetration equations - limit technology penetration of
markets

II1) BECOM Constraints
1) Demand constraints for each ty?e of demand and building type
2) Minimum constraints on residual stock
3) Seasonal load balance
4) Fuel mix in new construction
5) Seasonal operation constraints on heat pumps
6) Solar back up constraints
7) Solar AC constraints
8) Solar water heating

Data Inputs
1) Building stocks including inventory data for 1975, removals in
1976-2000, and new construction during 1976-2000
2) Theoretical building loads specified for space heating, air
conditioning, hot water, lighting p]us power, and auxiliaries
in commercial buildings
3) Shell efficiencies
4) Conversion device efficiencies
5) Technology costs
Inputs core from Arthur D. Little data base for buildings.

Qutputs. Output for each region is displayed on three levels. The
first shows energy demand by building type. The second sums the energy
flows separately in residential and commercial buildings. The third
presents net energy demand by fuel and end use for each region.

In addition, the results of each run are presented in tems of
physical units which use each technology combination. The investment in
energy-related devices and structures during the period from 1976 to the
case year is sumnarized.

BESOM
Demand Point

0 — Conyersion __| Thermal | Building —-0 BECOM
Device Shell Type Demand Point

BECOM
Supply Point
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Model Operation. The model is set up using a génera]-purpose

probTem-description system (PDS/MAGEN) which is interfaced to the CDC
APEX III linear programming system. Runs for each region are independent
of each other. BESOH and BECOM are run simultaneously as a
cost-minimization problem.

Data APEX p Solu=. DS/MAGEN |— REPORTS
Inputs PDS/MAGEN | peadable APEX TIT |70 | PPS/MAGE
Inputs "
COMPUTING ENVIRONMENT:
o CDC 7600
o Languages employed are PDS/MAGEN, and APEX
o0 Linked with BESOM (Brookhaven Energy System Optimization Model)
0 Code available on tapes and cards
o Non-proprietary
MODEL DEVELOPMENT AND APPLICATIONS: .
o Model is transferable but has not been transferred
o Replacement model is currently under development under the name KB-1
- at Brookhaven Nationdl Lab
o Developed from 1/77 to 1/78 under contract to DOE, Division of
Buildings and Community Systems
Description of each Ref. No. from Sponsor/
significant application Bibliography client Model Scenarios
of the model, including describing each  for each operated supplied
dates of usage: application application by: by:
*M = modeler
S = sponsor
0 = other
Assessing market potential Work is American M S
of gas powered air-cond. currently in Gas
technologies under various progress Ass'n
fuel & technology price Arlington,

assumptions 9/80-pres. VA
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Assessment of alternative 4 New York M S
building energy policy State

options for New York State Energy

Energy Office 1979, 1980 Office

Investigation of elasticity 6,7 Energy M S
of demand for energy 1978, Modeling

1980 Forum

Identifying energy conservation2,3 Mellon M S
strategies in residential and Institute

commercial buildings 1979

MODEL ASSESSMENT:

The modeler conducted an in-house assessment. Although this model

has been used, it has not been submitted to formal third-party assessment.

BIBLIOGRAPHY:

1.

The Brookhaven Buildings Energy Conservation Optimization lModel.
Steven C. Carhart, Shirish S. Mulherkar, and Yasuko Sanborn. BNL
50828, Brookhaven National Laboratory, 1978.

The Least-Cost Energy Strategy. The Energy Productivity Center,
Mellon Institute. Carnegie-Mellon University Press, 1979.

The Least-Cost Energy Strategy: Technical Appendix. The Energy
Productivity Center, Mellon Institute. Carnegie-Mellon University
Press, 1979.

Analysis of New York State Energy Office Conservation Programs in
Buildings. Peter T. Kleeman and Doreen Schneider. BNL 28523,
Brookhaven National Laboratory, 1980.

A Simulation Model for Assessing Building Energy Conservation

Policies. Peter T. Kleeman in Modeling and Simulation, Volume II,
Proceedings of the Eleventh Annual Pittsburgh Conference,
Pittsburgh, PA, May T-2, pp. T133-39, Instrument Society of
America, Research Triangle Park, N.C., 1980.

Aggregate Elasticity of Energy Demand. Energy Modeling Forum, EMF
report 4, vol. 1, August 1980.

Aggregate Elasticity of Energy Demand. Energy Mbde]ing Forum, EMF
report 4, vol. 2, in preparation.
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ENERGY MODEL ANALYSIS PROGRAM
€ oergy Latoratory
tAssachnetis nsiiute of fechnolngy
Canbndqge, Massachusel!s 02139

QUESTIONNAIRE FOR ENZRGY POthY IODELERS

The' MLLT. Energy Micdzl Analysis Program (E84 AP), under sponsorship from the Clectric Power Rasearch Institute, is developing
a direclory of en=rgy models and ass2ssiments, (o be pubhizhed in the tall of 1730 The directory wdi be distributed widaly to
goverament deparirnents, academizirchiutions, and privale wndustry, and wall be an extremely useful relerence toot tar moztel
developers, assessars, and users. Ve would very much ke toinciud2 your model in this directory, and theretore are requesting
that you comp'ete tha {oligwing lcrm to provide the saformation needed. Vie will then compite your responses into a standard-
Ized format. which viil be sent to you for review prior to publication.

Plcase answer the quastions teiow as completely as you can, we are particularly pleased to be able to present in this directory
the kind of meaningful and interesting infcrmalion and perspectize that only modelers and model assessors themselves can
browde Vieareinterestedin anything )ou have to offer abaut your model, and encourage you to use extra sheets of paper whare
necessary. If you are extremely short of time, pleass answer the queshons marked with 20 asterisk.” Martha Mason and Kelly
Morgan of the EtIAP will be happy to answer any questions and offer assistance, they may be contacted at (617) 253-8318.

Thank you for your assistance — the directory will not be complete without an entry on your model!

GENZRAL INFORMATION '

*1. Whatis the name of the modal?  Brookhaven Buildings Energy Conservation Optimization

Model
°2. By whal acronym, nickname, or other name(s) is it known? BECOM

*3. Vihere, and under what auspices, was the madel developed. Developed at Brookhaven National :
Laboratory under contract to the U.S. Department of Energy, Division of Buildings
and Community Systems.

*4. Over what tima pariod was the mode! developed? ~ 317 1o 1/78
mo lyr. moJyr.

*5. Who Is the person lilling out this questionnaire? ’
Name: _Dr. Peter T. Kleeman
Address- Building 475 , Brookhaven National Laboratory, Upton, NY 11973

Jelephone: {516) 345-2116
__Have used and modified model for expanding its capabilities.

Relationship to model
*6. V/ho is {or are) the key modeler contaci(s)?
Name: _Dr. Peter T. Kleeman Name: _Chip Balzer
Address: Bldg. 475, Upton, NY 11973 Address: Bldg. 425, Upton, NY 11973
Telephone, _(316) 345-2116 Telephone: _(516) 345-2256

nelationshiptomcdei: as above Data base and model mainternance

°7. Who is (or are) the key contact{s) in the organization(s) that sponsored ths model development?

Relationship to madel:

Name: Mr. Peter Back Name _ Mr. Steven Lee
Address. U-S. DOE, Washington, D.C. 20585 Address: I.S. DOE, Washington, D.C. 20585

Relationstup tomodel._pProgram sponsoy Relationship to model. Program sponsor

MODEL CHARACTERISTICS

The following questions are designed to provide understanding of the fundamental technica! characteristics of the modsl. The
multiple-choice options are provided for your convenience; however, we understand that models vary sigmiticantly, and these
cholces may not be suited to your model. Please add categories, phrases, or sentences, as applicable.

in Question 18 we will ask about difterent operaling versions of the same basic model. if there has been more than one version,
please indicate here which one you are describing. If the versions are significantly ditterent, you may find it necessary to fill out
& complete questionnawe for each unique model version,

*8. What keywords characterize the Issues the model addresses?

Osoply of tuels & resources (H/Economic impacts of energy policies
Demand tor electncity O Environmental impacts of energy pohsies
ggemand for non-elecine energy 0/ Demographic/social impacts ot energy pohcies
TRegutatory behavior New technology assessment
OEtectnc utity behawvior D/Conservahcm assessment °

J0ther industry behawior
V4 .
BOther (spocity) Federal energy policy assessment

*9. What anslyliz 1schniguas aras usad in the modal? (it appreprlats, check mors than ons, and Indicats which aubsection of
the model uses which tachaique)

[:;/mear programming {1 Descnptive simutation
ONonknearhnteger programming O Allocaton & equitibrium
(10Mher static oplimization QO InpuVYoutput

. QO0ynamuc eptuization - O Regression, economotric
CiStochastc techniques 0 Expert opinion, non-quantitative

OOther (specity)




*10.

‘1.

12.

*13.
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a) What geogrophic resolution doss the model cover?

1 _Sue-sprecitic (Apecily)

7 Regrarwvsse (Lnecily)
), Statevndefog.ecily)
¥/ US asawto'e as union of four repions
(3 Intenat onal {zpecity)
3 Other(sacaly)
b) Hregionalinformationis aggregated before reporting resulls, whatis the level of aggregation?

- four U.S._census_reglons

8) V/hat temporal resolution does the madel cover?

[3\/%0” tesin (Syears or 1ess)
W Mediurn torm (5-20 yeats)
{J Longtarm{over 20 years)
b) il there are discrele lime steps, whalis their typical length?

Aside from their use as y were data used during calibration/development? of the model?

yes no {skip to ques. 13)
1t yes, how wete the cata used?

C for coctlicient/parameter determination

O for struziural form determnat:on

[ for assessing the accuracy of model results
O other(spacily)

In the space below {or on extra sheels) please provide a complete lechn.ica! description of youi model, discussing when
applicable:

e modal structure and methodology ' e variables (endogenous & exogenous)”
e signilicant equations ® input data
* parameters * ‘output dala

When discussing input dala, please differentiate between those data that serve as input assumptions imbedded in the model and
those that are frequentiy chzngad dunng model runs. .

Please altach a flow charl or other diagram ol the structure of the model, it possible.

see attached report

(reference 1 in bibliography)
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*14. Tho tollowing questions concern the computing environment! required by the mudel.

*1S

b

a Brand of machoery __.-(,nur rol Data. f‘(up _LCDC_7600
b. Languased) ernp'ozed _PDSIMAGEN . AVEX
€ Appronmate cont per soluton ol _ 859 of hn: per solution
d. 1s the moze Lnxed vath Other modas or collware packaies?

—_ho XX__Yes(spcely) Brogkhaven_Energy Sy:tg:m Optimization Model (BESQM) .
e Isthe code avavable ontape XX cards
f. Are any 5arts of the model propnetary?

XX _No Yes(specily)

Bibliography

V/e would tve 1o includ @ bxb.«r.graphy for your model Therelfore, in the lollownng space, or on an attached sheel, please st all
references v vituch the model has been descnbed or Lited, inciuding documentation, journals, publications, and reports on model
applicaticns Pleasc number each item for easy reference later in the queshionnaire

The Brookhaven Buildings Energy Conservation Optimization Model. Steven C. Carhart,
Shirish S. Mulherkar, and Yasuko Sanborn. BNL 50828, Brookhaven National Laboratory,
1978.

The lLeast-Cost Energy Strategy. The Energy Productivity Center, Mellon Institute.
Carnegie-Mellon University Press, 1979.

The Least-Cost Energy Strategy: Technical Appendix. The Energy Productivity Center,
Mellon Imstitute. Carnegie-Mellon University Press, 1979. .

Analysis of New York -State En-v~pgy Office Conservation Programs in Buildings. Peter T.
Kleeman and Doreen Schneider., BNL 28523, Brookhaven National Laboratory, 1980.

A Simulation Model for Assessing Building Energy Conservation Policies. Peter T. Kleeman.

in lNodeling and Simulation, Volume 11, Proceedings of the Eleventh Annual Pittshurgh ’
Conference, Pittsburgh, PA, May 1-2, pp. 1133-39, Instrument Society of America,

Research Triangle Park, N.C., 1980. .

Aggregate Elasticity of Energy Demand. Energy Modeling Forum, EMF report &4, vol. 1,
August 1980.

Aggregate.Elasticity of Energy Demand. Energy Modeling Forum, EMF report &4, vol. 2,
in preparation.

46. Which documents listed in Question 15 are references for the model's data sources?

Relerence numbders 1, 3.
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MODEL DEVELOPMENT AND APPLICATIONS

In this ceclion we areinterested in tracing how the mo-f2t has been used Inthe bt colurnn, please describe each application of
tho mo7l, uses might inclucde both academic study and sprcihe problein nolving In the lolowing colurnns please indicats
which reterence numbeer from Ouestion 19 describes the apphcation, whn the sponsor was tor that apphcation, who aclually
opctated the model, aad who suggested or supphed the scenanos unplemented in the apphcation

. Modct Scenzrios
*Description of each signilicant Ref. # {rom Sponsor/ operated supphed
appheation of the mocel, Question 15 client by: :
Including dates of usage: describing for cach M = modeler M = modeler
cach gsppl:c- applic- S = sponsor S = sponsor
ation ation 0= other O = other
Assessing market potential] work is American Cas M S
of gas powered air-coud. currently in | Association,
technologies under variousﬁ progress Arlington,VA
fuel and technolozy price
assumptions 9/80 - pres.
Assessment of alternative 4 New York M s
building energy policy State Energy
options for New York State Office
Encrgy Office
1979,1980
Investigation of elasticity 6, 7 Energy M S
of demand for energy Modeling :
1978,1979 Forum
Identifying energy 2, 3 Mellon S S
conservation strategies Institute
in residential and
commercial buildings
1979

17. As the iable above suggests, an important factor in model development and documentation is whether or not the model
has cver been installed and operated by someone other than the modeler.

8) Can the model be transferred for use by someone ather than the maodeler?
XX__Yes No 1 no, vihy not?

b) Has the model ever been transferred tor use by someone other than the modeler?
XX _No Yes It yes, please indicaie where the modet was trensferred and brielty describe the
transfer process. _Sponsax_used BNI._installation but worked independently

€) Do you have any plans to transfer the model in the future?

"{o Yes ftyes, towhere?

18. Ono factor somelimss complicating model assessment Is that one-tima or on-going changes to a model's structure have
ted to more than one version of that modst. In this question we are interestedin finding out how many discrete versions of
the mods! have been devsioped, and which, It any, are cutrently operational. :

8} Has tho model undergone any major structural changes since lts orlginal tinished torm?
—_NofskiptoQues 19) _XX..Yes I yes, please briefly descrbe anv sgmhicant ditferences between the versions and
‘ : the reasons msivahrg the changas -
—new version (or replacement model) cutrently uader_duvelopment
—uader_the paue KB-i at Breokbaven Natiwnal Laboratory i

b }Which verslon(s) of tha mode! are currently operrtional, and whero are they maintained?
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MODEL ASSESSIMENT
*19. Has thd model over bean subjecied to an in house assessmont by the modeters?
‘/No('.hp 10 Ques 20)

—..Yes 8) W yes, which elements listed below received cmphasis duting the modeler assessment?
0 Mogel vaudiy 0 Usability
0 Stucture L} Dozumentation
0} Content 11 Ethciency
J Picdiction 3 ™odel
{0 Daia valdity apphcations
0O Venfhicaton of the O Other (specty)

model’s expression
in the computer
code

b) Please briefly describe the techniques ulilized in the modeler assessment,

*20. H? the model been made available for assessment by external parties?

O/ No (skip 1o Ouestion 21)
[) Yes, through pubicauon of model descrplions in the hterature
{1 Yes. throuGh a formal ealarnal assessment

[ Yes. trroughother means (spacily)

Ul the model was assessed by an indwidual, group or organization other than the modeler(s). please answer the questions below:

8) Who was the assessor for the model? .

Organnzation - —_—
Name of contact
Tiile ___
Address

Telephone { )
Title of Report

b) Who sponsored the assessment?

Organization
Name of contact
Title
Address

Yelephone ( )

€} What assessment approach{es) were employed by the assessors?

O Review of the Iteraiure, not including the computer code

{1 Evaluation o! the d2talled cocumentation, including the code

01 Audit of the madal's perfarmance, using test problems

{1 Evaluation of the modsl u ang expenments designed by the assessors, bul implemented by the modelers
) Indepth assessmant, in which the assessors themselves mpteincnted experimental runs o!f the model
{1 Comparative evaluat.on of lwo or rore models

O Other (specity)

d) Which elements listed below received emphasis during the external assessment of the model?

{3 Model vatidity 0 Usability
O Structure 0 Documentation
O Content 0O Efhciency
O Prediclion 0O Mode!

O Data vahdity epplications

O Verntication of the O Other (specily) ____

model’s expression
in the computer
code

¢) Do you have any comments on the external evaluation of the model?

21. 8) Please discuss the accessibility of the model tor initial or further assessment. I the modal has not been assessed, do
you have any plans concerning future assessment? Do you leel it should be considered for an assessment?
This model is_not_a_peod candidate_for_assessment _since a model is currently being
developed.that.will dn.effect replace-this . model with one.of..superior_quality.
This-model-is- current ly—known—-as-KB-1- and- may-be-inplement ed -anddocumentod—m———
gomerinewicthinthe nexcseveral months: T

22. We would be interasted in any other aspects of the model that you would like to discuss. How does it compare with other
models in terms of slructure or coverage? Were there any interesting ramilications resulling trom use of the model?
This model indicated in several applications that aggressive policies on the
part of the federal gove. could encourage large cnergy savings in both residential
and commercial sectors. The bulk of these savings would occur through building
envelope inprovement rather than conversien device retrofit or replacement
when real fucl prices pald by consumers increases. ’
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INTRODUCT1ON AND OVERVIEW

The Mellon Institute Least Cost Energy Strategy (LCES) is an at-
tempt to examine how the effects of higher world energy prices
can be partially mitigated through the introduction of more efficient
technologies. The approach taken in the LCES is to consider competition
between alternative new technologies to determine their adoption patterns.
Very detailed breakdowns according to technology type, and energy service
demand by industry, transportation, and housing sectors are provided.

The scenario explicitly considered by the LCES is what technologies
and energy inputs would have been adopted in 1978. Actual energy service
quantities in 1978 are determined and then, not allowing for changes in
these quantities, the cost savings associated with adoption of least cést
technologies to meet these.these energy service quantities are determined
using existing, large scale computer algorithms for each of the industrial,
transportation, and housiﬁg ;ectors. The industrial sector analysis makes
large use of the Industrial Sector Technology Utilization Model which is
not part of the LCES report but was partially available to us for exami-
nation. The building sector analysis relies heavily on the Building
Energy.Conservacive Optimization Model and the transportation sector
relies on the Transportation Energy Conservation Model. Documentation
of neither of these models was available to us for evaluation. Below,
our evaluations of the LCES are presant;d based on the LCES reports and

other limited material available to us but not included as documentation

to the Mellon Institute reports.
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MARKET ADOPTION IN THE LCES

The methodology employed in the LCES is to consider energy efficiency
improvements in three sectors of the economy: industrial sector, build-
ings sector, and the transportation sector, While improyved efficiency in
Aeach of these sectors had been substantial up through 1978, as pointed out
by the authors of LCES, the approach taken by them is to consider more
completely further efficiency improvements and the potential cost-savings
associated with their adoption. The question they wish to provide in-
sights on is "How would the nation have provided energy seryices in 1978
if its capital stock had been reconfigured to be optimal for the actual
1978 energy prices?" In essence, their answer to the question involves
comparison of costs of providing energy services among alternative techno-
logies in various sectors of the economy. This section examines the me-
thodologies used in this attempt and evaluates them in the hope of pro-

viding a more appropriate approach.
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A. 1Industrial Sector Analysis

The first step in analysis of the industrial sector is to determine
the quantity of energy services demanded to produce given output levels
based on actual 1978 levgls'of economic activity. Given these quantities
as inputs, the Industrial Sector Technology Utilization Model (ISTUM) is
used to calculate the lowest cost combination of fuel and efficiency
improvement technologies to meet these quantities demanded. The average
cost of fuel prices in 1978 were used in this cost determination approach.
No changes potentially induced by lower cost alternatives, on economic
output levels or the distribution of economic activity are permitted.
Turnover of the capital stock in which technologies are embedded includes
equipment used in generation or conversion of energy but not other items.

The exercise considers 23 energy service sectors (e.g., machine
_ drive, space heat,etc.) in 26 industrial catagories. Within each service
sector technologies were adopted on the basis of the ISTUM lowest service
cost algorithum. The least cost estimates are based on an assumed con-
stant (1978 actual) quantities of service demanded and energy prices
through the year 2000, but allow for full turnover of energy using durable
goods t#king into account replacement through the year 2000. The authors
suggest that limitations in the approach such as process changes due to
changing costs of energy services are not serious because the analysis
is only for one year, 1978. Numerous technologies are considered for
each of the 23 service sectors with competition between technologies

conducted separately for each service sector.
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Market Share Projections

Market share projections in the LCES are determined by use of ISTUM.
The discussion presented here is based in large part on documents referred
to in the LCES pertaining to ISTUM but not developed by the LCES. The
basic approach is to characterize the cost of a technology in terms of
capital costs and costs associated with the utilization of the durable good

in generation or conversion of energy services. With different costs

associated with alternative technologies and utilization rates the ob-
jective is to determine the least cost technology that would be adopted.
The cost of each technology is determined by adding up (using a discounted
cash flow technique) capital costs, fuel costs, and operating and main-
tenance costs. That technology with the lowest total cost is then the
appropriate technology to be adopted.

The procedure to determine the total cost associated with each
technology is to assume distributions of fuel costs, capital costs, and-
operating costs. For a particular type of plant this includes site pre-
paration, start-up costs, and other capital costs as well as refined
breakdowns for operating and maintenance costs. Appropriately, ISTUM
realizes that these costs may vary by plant for a variety of reasons
(included are site-specific valuations and firm-related variation).
Hypothetical ranges associated with cost variation due to these factors
are then used to determine distributions of costs associated with all
factors that figure into total cost determination. These distributions are
then added together (assuming independence) to arrive at total cost dis-

tributions for each technology. Each technology is assumed to have a



maximum market share in each service sector with some technologies excluded

(zero market share). The exact procedure for this determination, however,

is not explicitly addressed in the available documents. In addition to

these considerations, often some technologies are limited in application
because of restrictions in size either because of technical factors or
through regulation. The cost associated with a particular technology may
also depend on the extent of utilization. Thus load factor categories
are used within each service sector in analysis of competition among
alternative technologies.

Competition between alternative technologies is examined in five-
year intervals (1980-2000) with only those technologies available in a
given year able to compete. Thus, for example, a technology that is
expected to be developed in 1985 will have no effect on the technologies
available in 1980 and adopted in 1980. The nominal market share is
"...that fraction of the market segment in which that technology will be
able to supply encrgy to the final process more cheaply than any other

competitor."

Since the nominal market share determines the fraction of the
market in which any technology is theoretically preferable to any alter-
natives, based on the cost of the alternatives, it is most probébly the
market ceiling for the particular technology. It is realized that the
acceptance of a given product or process in a market place is not
dependent on cost considerations alone. Factors such as consumer risk
aversion, lags in transfer of information concerning the technology,
role of governments, etc., all affect the rate at which a product/process

is adopted.



In the original industrial sector technology utilization model (1STUM)
these factors are termed behavioral lag factors. ISTUM defines behavioral
lag as the amount of time in years required for actual market shares to
equal the nomiral market shares (the market ceiling). It is supposed to
be a timg lag function controlling the rate at which the actual market

shares approach the market ceiling. ISTUM concentrates only on costs and

does not consider the effect of net benefits of a particular technology
on its adoption. To get around this point, the ISTUM methodology uses
the ratio of the nominal market share (NMS) to maximum market fraction
(MMF) as a measure of the perceived profitability of a technology (PTP)
and in turn the expected length of‘the behavioral lag. The assumption is
that the higher this ratio, the higher the perceived profitability of a
technology and hence the shorter the behavioral lag time.

The behavioral lag time (BLT) is modeled as the product of the
initial technology behavioral- lag time, ITBLT, and the behavioral lag
multiplier. The ITBLT is defined as the maximum number of years one
could imagine that risk aversion and information transfer constraints
which delay the commercial acceptance of a product/process could be over-
come. ISTUM sets the upper limit of this number to be 15 years.

A risk aversion multiplier (or lag time slope) is defined as the
slope of a downward sloping straight line which depends én the nominal
market share relative to the maximum market fraction. This slope is
set equal to 5.0. After calculating the béhavioral lag time fof‘each

technology, the actual market share (AMS) is computed according to the
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following procedure:

( 0, where t - YTA < O

n

AMS ] WMS(t) x (t - YTA(t)), where O < t - YTA(t) < BLT(t)

NMS(t), where t - YTA(t) > BLT(t)

where YTA = Year téchnology is available

BLT

1]

Behavioral time lag
t = Time in calendar years

The assumption is that once time t exceeds the year technology is
available, (YTA), by the technology behavioral lag time, actual market
share will be equal to the nominal market share. Since this model does
not take into consideration the probable appearance on the market of
more superior technologies,.it is not clear whether the nominal market
share or the market ceiling will ever be approached by most of the
technologies.
Results

In the industrial sector, technological improvements in energy cf-
ficiency accounted for 22% of the industry energy service market in 1978
in the ébsence of least cost strategy. However, the results also show
that if least cost strategy had been applied in 1978, technological
improvements in the energy efficiency would have accounted for 33%Z of
the energy service market. O0il utilization in industry contributed to
18% of the energy service market in 1978 and in the hypothetical situation,
0il would have accounted for only 117 of the energy utilization in indus—

try. Another important difference in energy utilization in industry was
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in the ;rea of natural gas usage. The results show that while natural
gas accounted for 227 of the energy service market in 1978, if least cost
strategy had been employed natural gas would have accounted for 377 of
the energy service market in 1978. Purchased electricity would have
captured 117 of the market for energy services in industry in the presence
of least cost strategy in 1978 but the actual share of the market captured
by purchased electricity in 1978 was 267%. Industrial.coal utilization
would have dropped from 10%Z in the actual 1978 situation to 7% in the
hypothetical case.

On the whole, energy cost per capita which was $257 would have de-
creased to $232 if least cost strategy had been employed in 1978. This

is a 10% drop in the actual 1978 situation.

Evaluation

Table 1 presents the major comments of our evaluatiﬁn of the LCS.
modeling effort.

First, the modeling effort provides a detailed breakdown of
encrgy service demand sectoxrs and industrial catagories. This disaggre-
gation effort is an important step forward in analysis of market adoption
of new innovations. They have provided a model that brings to light some
of the effects of competition between new technologies on the extent of
adoption which are essential 1ingredients in understanding adjustment
to the changing world energy situation.

Second, the demands for energy sources in each sector are assumed

fixed at their 1978 levels, not respoasive to price or expected growth



B-9

TABLE 1

COMMENTS ON THE LCES INDUSTRIAL SECTOR ANALYSES

The detailed breakdown of energy service demand sectors and industry
categories is a necessary step forward in the modeling of market

adoption of new technologies.

Effects of energy service cost reductions due to adoption of new
technologies on costs of outputs and input quantities demanded

need to be considered to determine total market adoption patterms.

The LCES results are relevant for comparison of cost savings asso-
ciated with adoption of new technologies only in the sense that they
compare actual costs to what costs could have been if adoption

of new technologies took place in a non-dynamic setting without un-
certainty. A more realistic approach is needed that takes into
account market adoption decisions in a world where future changes

in prices and economic conditions are uncertain.

Costs of adjustment are not explicitly modeled in the LCES market
adoption methodology. Factors that alter the rate of adoption of .
new technologies should be viewed in the same manners as other costs

and explicitly included in the LCES analysis.
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TABLE 1 (con't)

COMMENTS ON THE LCES INDUSTRIAL SECTOR ANALYSES

The level of existing durable good stock structure, embodying older
technologies should be explicitly considered in the determination
of adoption of new technologies. Replacement of existing technologies
will depend on the age and efficiency structure of capital

goods in which technologies are embedded and thus will alter the

rate of adoption of a new technology depending on this structure.

Effects of expectations of introduction of newer technologies in the
future on current adoption patterns of new technologies in the current
period need to be explicitly treated in the LCES analysis. The age
structure of existing capital stock, the life terms of alternative
new technologies and the extent of expected future cost reductions
will play important roles in determination of market adoption pat-

terns of existing new. technologies.

The approach taken in the LCES through use of ISTUM is to consider
dispersion of elements of costs associated with purchase and utili-
zation of new technologies. The economic reasons for this disper-
sion need to be explicitly incorporated into the cost structure
analysis instead.of relying on mechanistic procedures to determine
;ost dispersion and the maximum market penetration.of new techno-
logies. Variation in labor costs and other input costs as well as

output market conditions need to be included in a more complete

analysis.
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TABLE 1 (con't)
COMMENTS ON THE LCES INDUSTRIAL SECTOR ANALYSES

A least cost of production strategy could include substantial re-
location of industry to areas where fuel costs are lower and cli-
matic conditions are such to lower demand for energy servies in
heating and cooling capacities. Howeyer, the benefits to the pop-
ulation may be more substantially decreased because of higher costs
of transportation and/or costs associated with population relocation.
Instead of relying on cost of production decreases as the LCES, a
more appropriate approach would be to consider reduce& costs of

population consumption of all goods and services.

The cost savings associated with adoption of a technology that pro-
vides two distinct services 1is the sum of the savings in each cate-
gory. The appropriate comparison between alternative technologies,
some of which provide multiple services, should take into account
such joint cost savings. The current cost comparison algorithms, to

the best of our knowledge do not take into accouat these properties.

The year of availability of new technologies, just like costs of

existing technologies, should be allowed to depend on economic factors.
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or decline in demand. Further, reduced costs of production in one
sector of the economy due to adoption of new technological innovations

do not affect production costs in other sectors. For example, reduced
steel prices would not reduce the cost of automobiles. People often
consume not the output of metal fabrication industries but rather sexvices
from goods they directly purchase. A direct measurement of the benefits

to society of adopting new technologies is the ability of people to

purchase goods and services they directly consume and not the changes in
costs associated with intermediate goods used in production.

Third, although the LCES results are only meant to relate to what
happened in 1978 relative to what could have happened if the LCES were
followed, it is not clear that given the information available in 1978
and earlier, the LCES results may not have been appropriate, even with
perfect foresight with respect to new technologies. For example, great
uncertainty with respect to future energy prices may optimally lead to
less investment in new technologies that would have large benefits asso-
ciated with their adoption only if fuel prices did not decline.

Fourth, costs of adjustment are not explicitly treated in this
modeling effort. If all relevant capital was to turn over immediately
in 1978, the cost of producing all the durable goods that embody the new
technology may increase in cost. Thus the cost distribution associated
with supply of one type of technology will not be independent of the
quantity of other technologies supplied. More explicit treatment of the

aggregate implications of the model results and their appropriateness is.

needed.
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Fiftﬁ, the role of the existing capital stock and cost of'utilization
relative to that associated with the new technologies needs to be more
completely developed. The efficiency of the existing capital stock may
depend significantly on its age structure and thus the technology imbedded
in it. It appears there is an asymmetry between competition betwecn existing

(old) technologies and that between new technological innovations.

Our understanding of the model is that all old capital is replaced by

improved egisting teéhnologies as of 1978 and this old capital has no
value. An economic treatment of this subject would not lead to this
result and that it is not likely to be a least cost strategy. In order
to carry a more sound economic analysis along these lines it would be
necessary to compare costs of utilizing existing durable goods that
embody old technologies with both costs of new durable goods containing
new technologies and their costs of utilization.

Sixth, the expected introduction of a new technology in the future’
does not affect what technologies are adopted in the current period.
Even abstracting from the existence of current old technologies that are
in place, the choice between two equal-cost technologies available in th;
current period,but with different lifetimes, will not be adopted at the |
same rate if it is expected that in two years a new, dominant technology
will become available. 1In addition, in some cases it may be least costly
not to replace an old technology with a new, more efficient technology,
if it is expected that an even more efficient, less costly technology
will be developed in the near future. These trade-offs need to be more

explicitly dealt with in the Mellon Institute study.



Seventh, the approach taken in the LCES through the use oﬁ ISTUM is
to consider dispersion of elements of costs associated with the purchase
and utilization of new technologies. The economic reasons for this dis-
persion need to Ee explicitly incorporated into the cost structure analysis
instead of reliance on mechanistic procedures. For example, variation in
labor costs and other input costs will alter the variation in cost in a
systematic manner that should be included in the cost structure analysis,

Eighth, a least cost strategy could involve the relocation of all |
industry to regions where energy costs are minimized and/or where cli-
matic conditions are such as to require very little heating services. This
may lead to very low costs of production but an overwhelming decrease in
the benefits that stem from the consumption of the goods purchased. 1In
other words, the resultingLincrease in costs of transporting goods and .
services where people live would outweigh tﬁe savings achieved by pro-
duction relocation. Moreover, such considerations suggest that the effécts
of energy cost changes in production and distribution’ (the transportation
sector) cannot be developed independently. Optimal adjustmeng to higher
energy prices thus involves comparison of both benefits and costs asso-
ciated with the adoption of new technologies in a spatial context.

Ninth, the cost savings associated with adoption of a technology
that produces two distinct services is the sum of the cost savings in
each category. The appropriate comparison, for adoption purposes, between
technologies that have such characteristics should take into account these
joint cost savings amounts. The current cost comparison algorithms, to

the best of our knowledge, does not take into account this property.
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Tenth, the year of availability of new technologies. depends on dif-
ferences between regions, prices, labor ayailabilities, site-specific
factors aé well as qualitative service demand differences such as pro-
duct/process reliability. The model should include the effects of inter-
actions betgeen these factors on the availabilities of new and improved
technologies and make new technology development a result of economic

determinants.



B. Bullding Sector

The LCES for the building sector focuses on the lowest cost combina-
tion of energy technologies that would satisfy the actual 1978 quantities
of a variety of service demands. Nine building types were considered
under the residential and commercial building categories; the residential
category had four building types--single-family detached, low density,
multi-family, and mobile homes. The commercial buildings category is
made up of the following: office, retail, school, hospital, and miscel-
laneous. Service demands in a béilding category are broken down into
four types: 1) space heating, 2) air conditioning, 3) thermal demands
(water heating, cooling, drying), and 4) lighting/appliances.

An example of a space heating demand for a single-family house is the
energy required to maintain.a reference house, defined explicitly in
terms of its thermal characteristics, at a reference temperature for
one year. Fuel demand is then derived from service demaﬁd by adjusting‘
for fuel conversion efficiences.

Service demands were derived for new and existing buildings for each
of the four end uses--space heating, air conditioning, thermal, lighting/
applianées——in each of the nine building types in the four specified
regions of the U.S. The LCES uses the Building Energy Conservation
Optimization Model (BECOM) which derives the least cost mix of capital
and fuel required to meet all service demands. However, no documentation

of this model was available.



Model Formulation

The model is formulated as a trans-shipment problem with energy as
the commodity to be shipped from the supply nodes (fuel sources) to the
demand nodes (building service demands). All the possible ways of satis-
fying the service demand for each building type in each region are
specified. Each procedure is likely to incur a different cost. The
components of the costs are 1) fuel cost, 2) capital cost amortized
over the lifetime of the equipment, and 3) the capital cost of the
structural improvements, also amqrtized. The costs are represented as
costs per unit of service adjusted for efficiency.

Given the efficiencies of the equipments and the structural tech-
nologies and the associated costs, the preferred mode for the provision

of a service demand is one that provides the energy service at the lowest

cost. A discount rate of 5% is used in the LCES. The model is basically
a cost minimization linear programming algorithm which seeks to achieve

the least cost of provision of a specific level of service demand in a

given building type in all four regions of the U.S.

Results

According to the LCES modeling effort, building energy service markets
would have shown a 23% reduction in the cost of energy services per capita
if the least cost strateéy had been employed in 1978. Technological im-
provements in energy efficiency accounted for only 2% of the energy service
market in the building sector in the actual 1978 situation. But in the
least cost case , a hypothetical 1978 case, improvements in energy effi-

ciency would have contributed 357 of the market for energy services.
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Tﬁe shares of o0il, natural gas, and purchased electricity in the
buildings' energy service would have declined if least cost strategy had
been followed in 1978. 0il would have accounted for 127 of the building
sector energy service market in the hypothetical case compared to 16%Z in
the actual 1978 situation. The share of natural gas in the energy
services market would have decreased from 567 in the actual 1978 situa-
tion to 377% in the hypothetical situation.

Intensive retrofitting of residential and>commercial structures
would have been mostly responsible for the differencé between the two
cases, contributing to over 8% of the aggregate energy service market.
It was also found that under the 1978 hypothetical case, the introduction

_of more energy-efficient appliances would have occurred.

Evaluation

Table 2 gives our major comments on the LCES modeling in the building
sector.

First, regional representative technologies are described in much
detail for all building types. Most of the refined breakdowns deal with
alternative technologies and associated costs. This is a necessary first
step in analysis of adoption of alternative technologies in the housing
sector.

Second, documentation of the procedures used in the LCES is not

complete so that comment on the underlying determinants of market pene-

tration cannot be clearly presented.



Third, homégeneous conditions are assumed within each broad regional
category although very substantial variations in climatic conditions,
structural characteristics, and energy prices exist. A need is Lo
consider more completely this intra-regional variation in the above
factors.

Fourth, the 1970's were characterized by substantial regional and
intra-regional changé in location of population. To the extent that
differential energy costs played a role in these patterns, market
penetration results in the buildings sector may not affect the least
cost strategy.

Fifth, similar to the modeling for the industrial sector, no con-
sideration is given to the role of existing technology age structure, or
age structure of the housing unit iﬁself. Issues associated with adoption
of new technologies in existing buildings need to be examined more com-
pletely before the LCES results can be useful in describing potential
cost savings.

Sixth, sensitivity analysis with respect to assumptions made would
be useful in establishing the stability of the.results and indicating

which assumptions need to be more fully addressed.
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TABLE 2

COMMENTS ON THE LCES BUILDING SECTOR ANALYSIS

Very refined breakdowns of alternative technologies are presented

and provide a necessary first step in market adoption analysis.

Documentation of analytical procedures used limits comment on the

methodology.

More refined intra-regional breakdowns would enhance the usefulness

of the modeling effort.

Substantial movement of population between and within regions in the
period analyzed needs to be included in the analysis of housing demand

and associated energy use.

The role of age structure of existing housing stock and technologies
needs to be more fully incorporated into the new technology adoption

process.

Sensitivity analysis to the assumptions made would be useful in

indicating which assumptions need to be more fully explored.
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C. Transportation Sector

The approach taken in the LCES for ihe transportation sector was to
make use of the Transportation Energy Conservation Model (TEC), for
which documentation was not available.
Model

Specification of service quantity demanded (passenger miles of service
to consumers) was determined through historica} correlation with disposable
income and other variables,. although the nature of this relation is not
presented. Principle modes of transportation are examined with aging
and retirement of vehicle types, althéugh the procedures used are not
documented. However,no switching between modes is allowed. Moreover,
it "assumed that development of technologies planned for introduction
within the next ten years would have been advanced to make them available

k3

in 1978."

For each mode, transportation source demand is held constant. The
LCES then makes use of TEC to defermine the least cost mix of technolo-
gies. Apparently, a variety of alternative technologies were considered
in each mode.

Results

The results showed that in the transportation sector significant
technological improvements in energy efficiency in automobiles would have
contributed to 29% of the energy service market shares in the hypothetical
least cost case in 1978 compared to the 3% shares captured by improved

energy efficiency in the actual 1978 case. 0il consumption would have
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accounted for 697 of the energy scrvice market in the hypothetical case
compared to 947 in the actual 1978 case. Most of the improveménCS in
efficiency in the hypothetical situation in the transportation sector

were expected to result from improved fuel econamy, increased use of diesel
engines in light and heavy-weight trucks, reductions in vehicle weight
through material substitution, and substitution of advanced wide-body

for narrow-body airplanes. Under the hypothetical 1978 least cost
situation, deregulation of the airline and trucking industries was expected
to have led to further improvements in efficiency.

The study also found that éven though efficiency improvements
and fuel substitutions occurring in the hypothetical situation
would have required $364 billion (1978 prices), it would have cost a lot
less than the $401 billionﬁinvested in power plants and the o0il import
bills actually required in past years.

Evaluation

Table 3 summarizes our evaluation of the LCES transportation sector
analysis.

First, unlike the analysis for the industrial and buildings sectors,
it appears that the analysis for the transportation sector does take into
account the influence of existing durable goods and retirement rates in
determining adoption of new technologies. This is an important element
in the analysis and should be addressed and documented more completely.

Second, mode switching, especially within urban areas, is likely to
have a major impact on demand for transportation services of each mode

even though demand for transportation services may not change in all modes.
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TABLE 3

COMMENTS ON THE LCES TRANSPORTATION SECTQR ANALYSIS

The role of age structure and retirement rate associated with existing
durable goods is included in analysis of new innovation market penetra-

tion, but needs to be more completely documented.

Mode switching as a result of changing costs needs to be included in
the analysis as it has been found in a variety of studies of urban

travel demand to be an important element in transportation analysis.

Effects of transportation cost changes on location of population and

production need to be addressed.

More complete documentation of effects of environmental and govern-

ment regulatory activity on the transportation sector should be in-

cluded.
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Mode switching due to cost changes has been well-established in studies
of urban areas and needs to be included iﬁ the LCES modeling effort.
Further, the historical correlations used to determine mode demand should
include such interactions.

Third, transportation costs have played an important historical role
in determination of location of population and jobs. Regional growth and
change as a result of transport cost changes is not included in the
modeling effort but is likely to be a long-term result.of such transpor-
tation cost changes, thus altering regional demand for transportation
services. A need is to more fully develop these issues in a least cost
energy modeling effort. |

Fourth, environmental factors and government regulatory changes
have been included in the model and are likely to be of substantial
importance. However, to evaluate precisely the effects of these con-
ditions on penetration of new technologies a more complete documentation

is necessary.
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SUMMARY AND SUGGESTIONS FOR AN IMPROVED METHODOLOGY

The ﬁellon Institute study is an attempt to examine how effects of
higher world energy prices can in part be lessened by adoption of more
efficient technologies that compete with each other on a cost basis. The
economic basis for these adjustments is recognized by the LCES but rigorous
economic analysis of the adjustment process is seriously lacking in the
LCES modeling effort. |

The mechanistic approach taken by the LCES needs to be altered so
that the underlying economic principles affecting market adoption of new
technologies is explicitly included in the process of adjustment to chang-
ing world energy process. Serious analysis of this adjustment and the pro-
cess of new technology adoption must address the manner in which existing
and new technologies embedded in:durable goods compete hoth at any point
in time and over time. Such analysis needs to be based on a framework
that considers relationships among the level of adoption of alter-
native technologies and the rate at which these change. ‘In essence, mar-
ket adoption of innovations is a dynamic process that must be eiamined in
that context, including uncertainty with respect to future conditions.
Market adoption patterns of a single new technology will depend on how
costs and benefits of adoption of that technology over time are related to
costs and benefits of adopting alternatives over time and the replacement
process now and in the future. The mechanistic algorithms used in the
LCES are not sufficient to accurately reflect the complicated dynamics of
change involved. In additién, analysis of market adoption of new techno-
logies must be viewed in a setting of a dynamic economy with changes in

industrial composition and location of production and population in addi-

tion to changes in world emergy prices.
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This paper is a review of the assessment of cogéneration in the
Mellon Institute Energy Productivity Center's report "The Least Cost
Energy Strategy" (the LCES Study). LCES results show far greater
penetrations of cogeneration than are found in other literature on the
subject. Some of these differences can be explained by merely examining
the input assumptions of the relative costs of investing in the various
cogenerating technologies and of the relative costs of fuels. However,
the biases that result from these assumptions can only be clearly
understood through a detailed examination of the methodology.

Cogeneration is conventionally defined as the joint production of
heat and electricity. The joint production can be thought of as reducing
the costs of producing each of the outputs through the "writing-off" of
part of capital and operating costs to each of the outputs. The costs of
producing electricity will then be the residual of the net cost of
producing steam, or the cost of producing steam can be the residual of
the net cost of producing electricity.

The plan for this paper is, first, to compare the LCES results with
those found in other reports. The input assumptioﬁs that Tead to the
divergence of the LCES results from the other reports are reviewed
briefly. The methodology of the LCES report is then reviewed in some
detail. That description, drawing heavily on documentation provided by
the creators of the model utilized for the LCES report, is followed by a
discussion of the estimation of the capital costs of cogeneration. The
emphasis in that discussion is on the problems of trying to predict the
total of individual investment decisions using aggregate energy demand
data. The purpose of that discussion is not so much to criticize the

model, which in many respects is satisfactory, but to outline the



limitations of the aggregate approach that it utilizes.

The simple economics of cogeneration are reviewed in the appendix C.1 to
this paper. Particular weight is placed on the complexities of
estimating the capital costs of cogeneration systems and of the
estimation of an optimum investment in these systems. Those not familiar
with cogeneration or not familiar with the impact of such considerations
as utilization factors and its effects on the estimation of capital costs
may find it helpful to review the appendix before proceeding. Other
papers that discuss the economics of cogeneration include Cox and
Helliwell (1980), Helliwell and Cox (1979), Helliwell and Margolick
(1980), Pickel (1978), and Joskow and Jones (1981). The appendix and the
text draw heavily from these papers.

Two technologies will be discussed in this paper, both of which

1 They are: steam-topping

provide process heat in the form of steam.
cogeneration and gas-turbine, combined-cycle cogeneration. Diesel-motor

cogeneration is occasionally referred to.

The Least-Cost Results

Table 1 compares the LCES results with those found in other reports
and with the actual situation in 1975, as reported by Pickel (1978). The
most striking feature of this table is the large amounts of cogeneration
found in the LCES results, far greater than those found in the other
studies. In fact, the LCES penetrations are so great that estimates

previously considered outliers now appear to be fairly reasonable.

Tprocess” will describe an input to all non-electricity production; f
or instance, process steam for the production of paper.
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TABLE 1

Estimates of Congeneration Penetration

Total U.S. cogenerated electricity as a
percentage of total electricity production,1975 (Pickel, 1978) 4%

Massachusetts estimate of profitable cogeneration
in state as a percentage of 1977 electricity

consumption. Base Case. (Massachusetts, 1978) 19%
Resource Planning Assoc.! 5.5-16.4%
Dow (1975)1 : 18.2%
Thermo-Electron (1976)] . 7.7%
ISTUM! : : 5.9%
Least-Cost(a)2 . 51.6%
Least—Cost(b)3 37.7%

1 As percentages of 1985 demand projected by DRI. Adapted from Joyce
{1978) using 65 percent utilization rate.

2 Industrial cogeneration as a percentage of 1978 industrial demand.
Estimated from gas consumption figures. Table III1.3.3 of LCES technical
appendix. Total gas use for electrolytic and machine drive demand = 2.95
Quads. At 60% efficiency this gives 1.75 Quads of electricity.
Percentage cogeneration is then (1.75/{2.21 + 1.18) where 1.18 is
industrial demand for purchased electricity. '

3Total cogeneration as a percentage of total 1978 demand. Estimated as
in (a) plus oil consumption for diesel cogeneration in buildings times .
40% efficiency. 0i1 use in diesel cogeneration in buildings (from Table
111.4.1) 2.29 Quads. At 40% efficiency, this gives .916 Quads of
electricity. Total electric purchasesof LCES study is 4.4 Quads. (1.75
+ .916)/(1.75 + .916 + 4.4) = .377.
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This is not thé only unusual result. The LCES report shows all
industrial cogeneration coming from gas turbine systems. This result is
not found in any other study and is not even found in the original report
on ISTUM, the computer model upon which the LCES industrial results were
based and which is described below. Table 2 has been drawn up to
indicate this divergence. It presents two estimates of the fuels
consumed in the production of steam and cogenerated electricity by
predicted levels of investment in different technologies. The fuel
consumption figures are in percentages. Each percentage is the
proportion of the total fuel cohsumed to meet either steam or electricity
demand. The first of these results is from the original report on
ISTUM. The second set of results is the LCES result. The fuel cost
input assumptions are also listed for both studies.

While gas turbines provide very little steam in the ISTUM study, this
technology provides almost half the steam in the LCES study and meets
about half the demand for electricity. Similarly, while coal provides
large amounts of steam in the ISTUM study and some electricity, it
provides none of either in the LCES study.

The major reasons for these results were found to be:

i) The low price of natural gas assumed in the LCES study, a price
consistent with the average price in 1978, but not representing its true
value as a substitute for oil, nor its likely level in the gradually
deregulated future. Natural gas is the presumed fuel for gas turbines in
the LCES study, while ISTUM assumed the turbines to be fired by oil.
Thus, the cost of fuel for the gas turbine is $2.50/MMBtu for ISTUM and
$1.55/MMBTU in the LCES study.

ii) Capital costs were generally found to be understated in the LCES
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Table 2
Steam penetrations %
ISTUM
Coal (New) 26.9
Gas Turbine .06
Diesel .02
Natural Gas Boilers {New) 16.35
LCES

Coal (New) 0.0
Gas Turbine (WHB)* 45,62
Diesel 0.0

Natural Gas Boilers (New) 42.84

Electricity Penetrations]

Coal Topping

Gas Turbine

Diesel

Electricity Purchases

Coal Topping

Gas Turbine (ORB)Z
Gas Turbines

Diesel

Electricity purchases

Price Input Assumptions

in $/MMBtu

ISTUM

(1980 prices in 1978%)
Coal 1.20
0il 2.50
Gas 2.30
Electricity 7.10

LCES
(1978 prices in 1978%)

1.10
2.49
1.55
8.12

This does not include electrolytic demand for electricityl

2Organic Rankine cycle.
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study, with the exception of coal boilers, which were assumed to be about
twice as expensive as their current cost.

The primary consequence of this particular set of assumptions is thag
investment in gas-turbine technologies are made to appear cheaper than
investment in steam-topping systems or to purchasing electricity.
However, gas turbines produce about four times as much electricity per
pound of steam than topping technologies. Thus, the apparent biases in
the cost assumptions lead to the choosing of a technology that produces
far more cogencrated electricity than found in other studies.

To see the manner in which these input assumptions affect the choice
of technology and the amount of cogeneration it is necessary to review

the methodology employed in the LCES paper.

Review of Least-Cost Strategy Procedure

The model upon which the Least-Cost Energy Strategy report depends is
an adaptation of ISTUM, which itself was developed for DOE and is
documented in Department of Energy (1979). Figure 1 is a flow diagram
that illustrates some of the steps in this process. The model takes as
inputs fuel prices, technology capital costs, and energy demand data. It
evaluates a set of technologies to find the combination of them that
meets fixed energy service demand at lowest cost. The penetrations of
some technologies are limited by technical constraints. “Energy demand"
is separated into 26 industries, each with up to 23 energy service
demands. Two of these service demands are relevant to cogeneration;
machine drive demand and steam demand. These services are the only two

that will be considered in this review.
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TECHNOLOGY
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Penetration of technologies
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Figure 1
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Technical Constraints Estimation

Cogeneration systems can only produce a certain number of kWh per
pound of process steam demand. For instance, a steam-topping system with
a boiler pressure of 1250 p.s.i., a heat content per pound of steam of
1375 Btu, and a process requiring steam at 150 psi, can produce about 55
kWh of electricity per thousand pounds of steam generated to meet'process

heat requirements. The steam-topping maximum market share is estimated

as:
s ) Mczt . p-r . pg(-Ah3) (1)
T,t MT,t
where ST t is the maximum share of machine drive energy demand
]

that coal-topping can meet,

MC t is the total amount of new coal-fired boiler capacity
installed in year t, in Btus,
MT t is the total demand for electricity, in Btus.
’ -
PTs Pg are turbine and generator efficiencies (pT - pg = .7), and
Ah3 is the change in Btus per pound of steam as it expands

through the turbine, as a percentage of Btu/lb, as steam
exhausts the turbine.
This can be converted to an equation to estimate the amount of

cogeneration potential available in kilowatts by replacing M with

T,t
3412, the number of Btus per kilowatt hour.

rMarket Competition Analysis

ISTUM takes the costs of providing an energy service from the range
of possible technologies and picks the lowest cost system to meet that

demand. However, instead of using point estimates of the cost of each
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technology's services (which would result in a single technology
capturing the whole market or up to the maximum allowed by its technical
constraint) the model utilizes a range of per-Btu costs for each of the
technologies.

The costs of meeting steam- and machine-drive service demands through
cogeneration are estimated in two inconsistent ways. To understand this
problem it is helpful to review the capital costs involved in

cogeneration systems.

The major investments that are incremental to providing steam and are
due solely to the decision to cogenerate electricity from a steam topping
system include .

i) the cost of the turbo-generator,

ii) the cost of the additional boiler capacity necessary to produce

the greater output of steam necessary to make up for the heat

converted to electricity,

jii) the additional boi]ef cost resulting from a boiler of a

pressure higher than that necessary to provide process steam alone,

if the investor is considering increasing cogeneration capacity in
this manner, and

iv) the cost of any condensing capacity.

While the isolation of the incremental cost of producing electricity
from a coal topping cycle is straightforward, the same cannot be said of
the other two technologies. In fact, both diesel and gas-turbine
cogeneration could be considered primarily electricity-generating
technologies, with steam being a by-product. However, the ISTUM
methodology requires that these technologies compete in well-defined

service sectors, either steam services or electricity services. All



three technologies must first compete to meet industrial steam demand.
The capital costs of meeting steam demand with a coal system is merely
the cost of a conventional coal boiler. However, the cost of providing
steam from the gas turbine and diesel technoloyies is deemed to be the
total eost of the systems, minus the benefits to the firm of producing
electricity for its own use and for sale to the local utility. The
average cost of providing process steam fom a gas turbine could then be
represented as

where ACS is the average cost of a Btu of steam,
K 1is the total annual capital and operating cost,

Fg is the cost of fuel consumed to raise steam to meet process

heat requirements,
Fr is the additional fuel required to produce electricity from
ary steam topping system,
is the annual benefit due to reduced electricity purchases
and due to sales of surplus electricity, and

Btu is the annual process heat production.

Thus the greater the price of electricity the lower is the cost of steam
used in production. Also, the lower the cost of the fuel burned to
produce both steam and electricity, the greater will be the net benefits
of producing electricity and hence, the lower will be the cost of
producing steam.

Coal boilers with no cogeneration capacity then compete with
gas-turbines and diesel cogenerators to meet steam demand on the basis of
their average costs of steam. Once the amount of steam generated from

gas turbines and diesels is estimated, the amount of electricity prdduced



can be computed. This electricity production is then subtracted from

that required by the machine drive sector. The remaining machine drive
demand is met by steam topping and purchased electricity, whichever is
cheaper.

Thus, three cogeneration technologies are evaluated in two
contradictory ways. The ISTUM modelers no doubt felt that, since there
was no way to isolate a steam-producing segment of the gas-turbine system
or the diesel system, they had to think of the steam generating
investment as being incremental to the electricity generating system.
However, it is incorrect to assume that the incremental cost of producing
electricity is embodied in one technology. Consider the case of a plant
manager evaluating the purchase of a new steam generating system and
faced with the choice of the three technologies. The cheapest way to
produce steam alone will probably be the coal system since the other two
systems produce the steam merely as a byproduct. Suppose the manager
then considers the possibi]ity of cogenerating electricity. The
incremental cost of cogenerating by steam-toppping is, as we saw, the
additional boiler cost plus the cost of turbo-generator. The incremental
cost of producing e]ectricity from a gas-turbine or a diesel system would
be the total cost of those systems, minus the total cost of the coal -
boiler large enough to provide steam requirements alone. In this manner
all technologies could compete on the same basis in order to meet
electricity demand.

Conversely, the method applied by ISTUM for gas turbines and diesels
(equation 2) could be applied to the coal-topping system as well. The
credit to be applied to the cost of process steam production would be the

value of electricity produced.
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Once the net steam costs had been evaluated for all possible topping
designs this technology could compete with gas turbine or diesel
cogeneration systems on the same basis. This sort of approach has been
suggested by the developers of the ISTUM model. (See 0lson and
Kalkstein, 1980.)

Even if these methodologies had been applied consistently to all
technologies, however, it is unlikely that they would result in an
optimum investment strategy. The only way to do that would be to
calculate the net present value of the whele range of possible technology
options, including conservation possibilities. More specifically, that
means subtracting the capital, fue],opgrating and maintenance costs for
the entire investment (i.e. not broken into their component parts) from
the present value of electricity savings. The project which supplies
steam requirements with the smallest negative value should bé the one
undertaken. Howéver, in a system that chooses technologies by minimizing
costs instead of maximizing benefits, such a procedure, though correct,
cannot be undertaken.

In summary, the amount of machine drive demand satisfied by each
technology is based upon each technology's penetration into the steam
market. The cost of steam from coal is merely the cost of a coal
boiler. The cost of steam from a gas turbine is the total cost of that
system, minus the benefits of electricity production. With the very low
prices for natural gas and the realistic prices for electricity found in
the LCES study the gas turbines take a very large share of the steam
sector market. The amount of electricity generation that this

gas-turbine steam penetration implies is so large that there is little

left for any other technology to capture.
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To see how the results of Tables 1 and 2 come out of the LCES study
it is useful to look at the assumed capital and fuel costs for each
technology. The first part of Table 3 displays the LCES cost assumptions
(in dollars per MMBtu) for the technologies. It clearly demonstrates the
economic advantage that gas turbines enjoy under the LCES scenario. The
costs shown are after electricity benefits have been subtracted. The
electricity savings are somehow allocated over both the capital and fuel
costs of the gas-turbine system. In some cases the fuel costs are
reduced to a negative number. The credits earned from electricity
generation are $6.76/MMBtu for electricity (about 2.3¢/kWh) and the cost
of the fuels are $1.55/MMBtu for natural gas and $2.49/MMBtu for
diesel.  (The fact that the minimum costs under the "fuel" and "total"
headings are higher than their mean costs may indicate that the cost
distribution of the ISTUM system have been replaced by using the nean as
a point estimate.)

As Table 2 indicates, the natural gas price assumptions are clearly
very low, resulting in the low net fuel prices for gas turbines on column
3 of Table 3. The 1978 prices are much lower than those that one could
reasonably expect after natural gas deregulation. The LCES study implies
that investors will be very myopic in their decisions to invest in
cogeneration,even though the 1ife of this equipment is very long.

What if potential cogeneration investors had not had as myopic a view
of the price of natural gas and expected to face the marginal cost of
natural gas by 1985? In the second and third sections of Table 3 are
represented some of the LCES cost assumptions adjusted to take into
account different possible prices for natural gas. In the second section

we add an additional $0.75/MMBtu to the cost of gas to bring it up to the



Table 3

Technology Costs
Steam Service

$/MMBtu
LCES Cost Assumptions

From Table II 2.5

Capital + 0&M Fuel Total

Technology Mean Min Mean Min Mean Min
Steam
Gas Turbine 3.2 2.1 -.4 1.2 2.8 3.3
New Coal 3.4 2.7 1.25 .97 4.7 3.6
Machine Drive
Coal topping 7.9 4.2 1.8 1.4 9.7 5.6
Purchased 0.27 0.15 7.6 1.5 7.87 2.8

Electricity

ISTUM Price Assumptions
Steam
Gas turbine 3.2 - .4 - 3.6 -
Deregulated Case Cost Assumptions

Steam :
Gas turbine 3.2 - 2.26 - 5.46 -
New Coal . 3.4 - 3.06 - 6.46 -

Machine Drive
Coal topping 7.9 - 3.6 - 10.7 -

Corrected Coal Costs with Deregulated Fuel

Steam

New Coal 1.82 - 3.06 - 4.88
Machine Drive

Coal Topping 2.76 3.6 - 6.36

1rron page II-98, Vol. 1 of ISTUM reported, corrected for different
interest rates and for ipflation.
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ISTUM case. In that scenario the difference between the cost of steam
from a gas_turbine and the cost of steam from a coal boiler is reduced
from $1.9/MMBtu to $1.1/MMBtu.

For a "deregulation" scenario all prices are set on the basis of the
cost of oil in 1980 when residual oil was priced at an average of
$4.27/MMBtu. Coal is assumed to have a long-run price of one half of the
price of residual oil. (It was actually about one third the price of oil
in 1980, but the one half proportion is closer to the historic
situation.) Natural gas is priced at 85 percent of o0il. Under this set
of assumptions the cost of new coal steam is $1.00/MM4Btu above that of
gas-turbine steam.

With these fuel cost adjustments the coal technology still costs more
than the gas turbine technology but the reduction in the differences
between the mean prices could well have resulted in some coal being used
to generate both steam and electricity. However, a further adjustment
must be made to the LCES cost assumptions. The assumptions of investment
costs for coal systems are too high. The discrepancy between the LCES
assumptions and currently listed prices is discussed below, under
"Capital Cost Issues." Corrected coal cost est{mates are listed in the
last section of Table 3. The additional adjustment to capital costs
results in the cost of coal being below that of the gas turbine in
providing steam.

The annual holding cost of capital utilized in the LCES study is also
too Tow. The LCES formulation for estimating the annual cost of capital
includes no consideration of taxes and assumes a discount rate of 5
percent. Even if the discount rate were acceptable, the inclusion of

taxes would almost double the cost of holding capital. Since gas
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turbines have a higher capital cost than coal boilers, this correction
would hake gas-turbines even less attractive for the production of steam.
With fuel and capital costs adjusted to be more realistic, the LCES
results would have shown far greater production of steam from coal
boilers. The biased input assumptions combined with the ISTUM
methodology result in the gas turbine technology capturing most of the
steam market. With less gas-turbine steam production, far more of -the
machine drive demand would have remained to be competed for by
coal-topping cogeneration and by purchases. Furthermore, coal-topping
would not have captured as high a percentage of electricity demand. With
the cost assumptions of the last row of Table 3 coal would have captured
a substantial portion of this market. The appendix and the capital cost

section contain discussions of the reliability of these cost estimates.

Electricity Prices and Utility Operations

The electricity prices used are about the same as the average U.S.
industrial price in 1978. A valid objection to the use of these prices
lies in considering the relative costs of capital to the utility énd the
potential cogenerator. Utilities clearly expéct a higher rate of return
than the 5 percent real rate enjoyed by the LCES investors and pay some
taxes that are not accounted for in the LCES study. A more reasonable
(i.e. higher) cost of capital faced by cogenerators would reduce the
amount of cogeneration in the LCES study. On the other hand, the average
industrial rate charged for electricity is based on the historic book
value of the utilities' capital stock. A socially optimal level of
cogeneration can only be found if the price of electricity is based on

the costs of new capital to utilities. In most cases this would result
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in a higher price of electricity and, therefore, increased cogeneration.
Any study that purports to estimate the socially optimum mix of energy
technologies should do so on the basis of the marginal costs of all
energy, including the marginal cost of electricity.

.Furthennore, the estimate of the marginal cost of electricity should
take into account the large amounts of cogeneration that are being
projected. There are two primary concerns of having large amounts of
generation connected to the utility grid but not under the control of the
uti]ity;.the reliability of the dispersed systems and the effect on these
systenris on operating costs.

Figure 2 outlines a simplified flow structure for modeling these
effects. A utility's hour-by-hour demand for electricity is collapsed
into a cumulative distribution of demand (referred to as a Load Duration
Curve) which is then fed into a production costing model. The mininum
cost of meeting the demand for electricity is estimated taking full
account of the reliability of each unit owned by the utility. The
overall reliability of the system is also measured. The operating costs
are passed on to a rate-setting model which utilizes information on the
investment history of the utility to estimate regulated rates and also

calculates rates based upon the long-run marginal costs of the

2

utility.® Both sets of rates should be used to compute the level of

cogeneration; one in response to current regulatory practice, the other
in response to socially optimal prices.

The amount of investment in cogeneration should provide a time

profile of the production of cogenerated electricity which can be

——————

2Both sets of rates include prices of electricity both for sale and
for purchase by the utility.
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subtracted from the original load duration curve. The new Toad-duration
curve is then run through the production costing and reliability model
and the rate-setting model. Depending upon the effects of cogeneration
on net load, the operating costs of meeting the new demand will be less
than, equal to, or greater than during the first iteration. A revised
set of rates is then estimated to pass on to the cogeneration investment
model, revised levels of cogeneration investwent are calculated, and a

new load duration curve is fed back into the system.

No work has been done to examine the effects of large amounts of
cogeneration on the operating and capital costs of a utility. Work
reported in Cox (1981), Tabors, et al. (1981) and Finger (1981) on the
effect of Targe amounts of photovoltaic producers connected to the
utility grid indicate that, for this technology, the operating costs of
the utility are reduced. As more and more electricity is fed info the
grid the utility shuts down some of its most inefficient plants. With
increased penetration of these dispersed generating systems cheaper and
cheaper electricity is displaced. Thus additional dispersed units
provide lower benefits.

The strong correlation between peak demand and maximum photovoltaic
output (which may also exist between peak demand and maximum
cogeneration), allows the utility to reduce its capital requirements and
maintain its reliability requirements. On the other hand, Lee and
Yamayee (1980) predict increases in spinning reserve requirements with
levels of photovoltaic penetration greater than 6 percent of a utility's
peak demand.

Either increasing or decreasing costs to the utility through large

penetrations of decentralized generation will result in a reduced value
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for cogeneration. Reduced total utility costs due to production savings
will be passed on as lower rates to customers reducing cogeneration
benefits. Increased costs {e.g., for spinning reserve) due to
cogeneration alone will be assessed against cogenerators and will also

result in Towered profitability.

On page 36 of the summary LCES report, gas turbine cogeneration is
shown to save 1.6 percent-of the 1978 U.S. energy consumption. This
result can be approximately replicated from the information provided in
the LCES technical report3. It is important to note, however, that the
LCES authors are implying a substitution away from oil, coal, nuclear,
hydro and some natural gas-fired utility generators. The savings are
thus not necessarily in oil and natural gas.

Problems with the the relative prices of electricity and natural gas
account for a large part of the surprising results of the LCES study.
However, the estimation of relative capital costs also has an impact on
both the choice to cogenerate and the choice of technology with which to

cogenerate.

Capital Cost Issues

The investment costs quoted in the ISTUM reports seem to be fairly

consistent with costs published elsewhere. A standard design for a 108
MW gas-turbine combined cycle system, according to Pickel (1978), costs

$455/kW. ISTUM uses a mean price of $444/kW (Vol 1, p. II-99). Cox and

34.18 Quads of steam generated times .4562 of this steam coming
from gas turbines times .82 Quads of electricity per Quad of steam
produced by gas turbines divided by 79 Quads of energy consumed in the
U.S. gives .0198. To save 1.6 percent indicates that for every Quad
burned to produce electricity by cogeneration a utility would have to
burn 2.2 Quads.



c-21

Helliwell (1978) report an average capital cost of electricity production
of 1.0¢/kWh (1978 Cdn. $) for cogeneration from wood-fired topping system
in British Columbia whereas the ISTUM document reports a capital cost of
.78¢/kWh (1978 US §) for coal-fired cogeneration. The LCES study seems
to have retained the same investment costs as those found in ISTUM for
the gas turbine systems. For instance, the ISTUM report states a total
cost for gas turbines as $11.16/MMBtu; which, after subtracting fuel
costs gives $5.41/MMBtu. After correcting for changes in the fixed
charge rate used in the LCES study, the ISTUM result transforms to
$3.79/MMBtu. The equivalent capital cost quoted in the LCES study is
about $4.5/MMBtu. (This interpolates between two capacity factors
presented in the LCES study.)

There is one glaring inconsistency between the capital cost estimates
of the LCES study and the ISTUM study; the capital costs of
coal-topping. An estimate of the mean cost of capital for this
technology in the ISTUM study (p. I1I-98 of Vol. 1 of Department of Energy
(1979)) is one half that found in LCES study. An overestimation of coal
capital costs was also found in the steam demand sector. Pickel (1978)
reports (on p. 217) that the cost of a typical field-erected coal boiler
is .0315 $/Btu/hr. For a 300 thousand pound boiler this coverts to about
$10.4 million (1975 $), which would be about $12.94 million in 1978
current year do'ﬂars.4 Assuming a load factor of .457, this gives an
annual cost of $879,160. The operating and maintenance costs for this
system with the same load facfor would be $792,000. This becomes

$990,000 in 1978 dollars. Dividing capital, operating and maintenance

———

*his conversion is made using the Handy-Whitman index of electric
utility costs. See Whitman, Requardt and Assoc. (1980).
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costs by the expected annual heat production gives $1.416/MMBtu. The
LCES study uses a value of $2.9936/M4Btu for the same sized boiler,
utilized at the same 46 percent rate. Thus we find that coal consumption
is understated partly because the LCES workers utilize a cost that is
twice as high as that found in other reports.

There are, in addition, two issues in the estimation of capital costs
that neither ISTU nor the LCES study take into account. These issues
are better addressed by studies that examine individual plants instead of
whole industries. Pickel (forthcoming) shows that past predictions of
cogeneration based on aggregate studies have overestimated the levels of
cogeneration. This is partly due to important details being excluded,
details that must be dealt with by surveying plants séparately. Pickel
(forthcoming) and Helliwell and Cox (1978) show the advantages of this
approach.

The first of these capital cost considerations has to do with
economic retirement of older plants. ISTUM assumes that the rate of
retirement in the past will continue into the future. This is hardly a
reasonable assumption for energy generating and consuming equipment. As
an example, consider a plant with several boilers, and with annual
production expected to remain constant. Each time there is an increase
in energy prices a plant manager examines the stock of boilers, with a
view of replacing that equipment. If the present value of savings due to
the installation of a new, more efficient boiler is greater than the cost
of installing that boiler, then a new boiler should be purchased. Thus
the rate of replacement is a function of the rate of change of the
relative costs of energy and capital. 1If energy prices increase on a

sustained basis more rapidly than they have in the past, then replacement
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rates wi]} be greater. As the ISTUM documentation states, these factors
are not taken into account (Vol. 1, p. IV-103). The data upon which the
retirenent rates are based are ten five year periods from 1926-1975.
Thus, the data on retirement rates are based on a period of decreasing
real costs of energy, except for the last 5-year observation.5

Premature retirements will impose additional costs on a firm. The
writing-off of large amounts of undepreciated capital, while having no
economic consequences, will have an impact on the firms ability to raise
the capital necessary to make the economically efficient investrent.

But the zero economic cost of discarding undepreciated capital is not
entirely a correct assumption to hold for cogeneration inhvestments.
Imagine a potential investor in cogeneration who has a boiler which
currently has 10 years of economic service remaining. An estimate of the
net benefits of adding cogeneration equipment to the current boiler
indicates that the project would result in losses. A possible
alternative is to scrap the boiler for one designed to provide riore
electricity per pound of steam or to invest in a gas-turbine system. In
this case, the cost of cogenerating electricity must include the value of
the discarded boiler in order to cogenerate electricity. Thus, the
prospect of producing electricity may result in early retirement of
capital, but the costs of such a retirement would tend to push the
retirement date back towards the date that it would have been retired had
there been no increase in electricity prices. These scrapping costs are
not taken into account in the ISTUM cost distributions. They probably

———

5However, instantaneous and unexpected changes in the price of
energy, spaced with intervals of real price declines will have no effect
on survivorship rates. There will be rapid adjustments in the capital
stock with retirements proceeding at their previous rate.
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cannot be measured in an aggregate model of this sort, again pointing to
the preference to individual plant modeling.

The ISTUM methodology measures capital costs as a function of the
projected capacity factors of the equipment used. However the average
costs of energy from a new system may not be the same as the marginal
cost of producing energy from the total energy-producing plant (i.e.,
with both old and new capital). With indivisibilities of capital and
economnies of scale matched against continuous increases in steam demand,
a firm will purchase equipment in such a way that some of its capital
will be redundant. Thus, some investments tnat may seem attractive on
the basis of the average cost of energy with a fixed capacity factor will
not be so when the marginal cost of energy production is used as the
investment criteria.

In addition to the problems of indivisibilities it is important to
consider the complexities of the cogeneration investment that are
outlined in the appendix. Firms faced with base load demand for steam
plus a highly oscillating demand above that base will not purchase a
cogeneration system to capture all of that peak, but may utilize an array
of technologies that will efficiently utilize the varying demand for
steam. The perspective of the individual investor is much different from
that implied by a model that optimizes upon a national steam demand. The
smaller systems that such considerations would lead to will also

significantly reduce efficiencies, particularly for gas turbines.

Conclusions
The results of the Least-Cost study indicate levels of cogeneration

far greater than those predicted elsewhere. The LCES study also
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indicates that all industrially cogenerated electricity should ideally

coine from'gas turbine systems. The penetration of cogeneration is much
greater than even that found in the report of early results from ISTUM,
the model upon which the Least-Cost report is based.

There are four major weaknesses of the LCES study. The first of
these is the unrealistically low price of natural gas which fuels the gas
turbine technology. Secondly, this low price results in gas turbines
capturing a large share of the demand for steam, an outcome of the ISTUM
methodology which was found to be inconsistent in the way it treated
different technologies. The large amounts of cogeneration that the LCES
study predicts arise from this bias towards gas turbines because this
technology produces about four times as much electricity per pound of
steam than topping systems. .

Thirdly, the large penetrations of cogeneration have profound
implications on electric utilities' costs of production. These issues
are not addressed anywhere in the Least Cost study.

Finally; capital costs of technologies were often incorrect.

The cogenerdtion submodel suffers from the problem of trying to model
very complex individual investments in an aggregated manner.
Considerations raised in this paper and in the appendix indicate that

such an effort is likely to miss key considerations that must be taken

into account and that will vary from plant to plant.
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Appendix C.1

Brief Review of Cogeneration

Figure Al provides a diagramatic representation of the three
technologies discussed in this paper and which are described below. The
Least-Cost study also includes a fourth technology for on-site generation
of electricity, a gas-turbine combined with an organic rankine cycle.

This technology produces electricity only, and will not be discussed.

Steam-Topping Technologies

The standard method of producing steam for process requirements is to
combust fuel below a boiler in which steam is raised. In order to assure
a constant supply of steam, the boiler pressure is significantly greater
than that which is required at the process site. The steam can be passed
from the boiler through a pressure-reducing valve to the production site
where it is required at from 60 to 150 pounds per squave inch (p.s.i.}).
As heat is transferred to the production site the steam condenses and is
pumped back into the boiler.

Electricity can be jointly produced with steam by dropping the
steam preésure from boiler to process through a turbine attached to a
generator. The energy cost of producing this electricity is only the
energy loss in converting the stcam into electricity .in the turbine. At -
a typical electric utility plant a considerable amount of energy is lost
to the environment in order to condense the steam after it leaves the
last turbine. With a cogenerating system the heat loss in condensing is
actually recovered in the production site. What otherwise would have
been a heat loss can be thought of as being written off as a cost of

producing the plant's non-electric output.
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The amount of electricity that can be produced by cogenerating is
limited by the demand for steam and by the tempcrature and pressure drop
across the turbine. (See equation 1.) For a given steam flow,
therefore, the amount of electricity cogenerated at a particular site can
be increased by building a boiler of greater pressure and temperature.

Figure A2 shows a transform from steam demard to electricity
cogeneration potential. (Equation 1 is the exact formula for the
transform.) Figure A2a represents a hypothetical steam demand for a
plant over one year. This demand shows seasonal fluctuations but assumes
the hour-to-hour demand to be constant.

Figure A2b represents the same steam demand of the plant as a
cunulative distribution. It expresses the probability that any level of
steam demand, in thousands of pounds per hour, will be experienced by the
plant at any point in time. Figure A2c is the cunulative distribution of
possible cogenerated electricity production that arises from the steam
demand of Figure A2a, assuming the same set of boiler and process
pressures and also assuming the installed capability to harness all the
cogeneration potential. This capability includes, as we see later, the
existence of excess capacity in the boiler.

Thus, at an installed cogenerating capacity X* ki, the plant will be
able to fully utilize the turbo-generator 50 percent of the time and will
be able to produce, per year, a number of kilowatt hours equal to the
area under the curve below X*AB times 8760, the number of hours per year
(see Figure A2c).

The components of the capital costs of cogenerating by steam-topping
vary with the exact configuration of the system. One possible design

would size the boiler(s) to be just large enough to provide the maximum
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steam necessary for all non-electricity production. Since some heat
energy is converted to electricity, this heat must be made up with
additional steam from the boiler over that required for non-electrical
production. If the boiler is just large enough to provide peak process
steam demand then no energy will be available for electricity production
ddring periods of peak process requirements.

Figure A3 shows the derivation of the cumulative distribution
function of cogencration capability for such a system. In Figure A3a we
again show a seasonally fluctuating demand for process steam. The shaded
area indicates the amount of steam available for cogenerating
electricity, wjth the maximum steam available for cogeneration, H',
occuring during some summer hour. Figure A3b shows the cumulative
distribution function for process steam demand. Figure A3c is the
cunulative distribution for electricity that can be generated from the
steam available in the shaded area.

The depiction in Figure A3 implies that there is enough turbine
capacity to convert all excess steam to electricity by cogeneration. If
this is not the case then excess steam is used for cogeneration until the
maximum amount of electricity production is attained. At that point
total steam demand continues to go down at about the same rate as process
steam demand.

This situation is depicted in Figure A4. The result of this
situation is a flat portion of the cumulative distribution function for
electricity generation. This sort of profile and distribution function
wéu]d result if the potential cogeneration investor wanted to improve the
utilization of the turbo-generator even though process steam demands

would allow higher amounts of cogenerated electricity.
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If the plant designs that gave rise to Figures A3 or A4 were
employed, the additional capital cost of producing electricity would be
merely the cost of the turbo-generator alone since the boiler(s) would
have been necessary for process steam requirements. The total production
of electricity and, hence, average cost of capital per kilowatt-hour of
electricity would depend upon the number of hours that the boiler would
have spare capacity. The percentage utilization will also dépend on
the size of the turbine generator. The larger the turbine, the fewer will
be the number of hours during which there will be enough spare boiler
capacity to use the turbo-generator to full capacity.

A profit-maximizing firm would probably find the design strategies
discussed above to be sub-optimal if they provide any profit at all.
Larger turbo-generators could be built and their utilization cou]d be
increased by building a larger boiler and continuously feeding some stean
to the production site through the turbine. The degreerf utilization
would depend upon the size of the boiler and of the turbine. These
systens relax the constraint of steam availability and are faced with
onTy the constraint of a sufficient heat sink at the production site for
cogeneration to take place.

Figure A5a shows, as a solid line, the process stean demand of Figure
Ada. The vertical distance between the solid line and the dashed line is
the additional steam necessary to make up the heat Tlosses due to
cogeneration when all the cogeneration potential is utilized. The
vertical distance is greater during the winter due to the large potential
available at that time. Figure ASb translates the total steam production
into a cumulative distribution function for steam demand; Figure ASc

illustrates the transformation of steam demand to a curnwlative
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distribution of cogeneration potential. The peak cogeneration potential
is greater than that depicted in Figure A4 because the steam producing
capability of the boiler has been removed as a constraint.

The utilization of both the turbo-generator and the boiler can be
improved by reducing the capacity of both. This is depicted in Figure AG.

For the situation in which only excess steam demand is used to
produce electricity the only capital cost of cogeneration is just the .
cost of the turbo-generator. With some steam always being made available
for cogeneration there is added a second component of the capital cost,
the cost of building a boiler of capacity greater than that required for
prdcess requirements alone.

There is an additional incremental cost that can arise in
steam-topping cogeneration. As noted above, more electricity can be
produced per pound of steam by using a boiler of a higher pressure and
temperature rating at some additional cost. Furthermore, the boiler will
have to provide more steam to make up for the increased energy lToss fm
the additional electricity production. These supplementary costs cam be
partially offset against the economies of scale captured with the larger
boiler and turbo-generator.

A final possibility is the inclusion of some condensing capability to
the electricity generation equipment. This will augment the production
heat sink when the production demand for steam is low. Figure A7 shows
steam demand profiles for such a system. The shaded area in Figure A7a
is the additional capacity that is available for condensing generation.
The area between the solid and dashed 1ines of Figure A7a is the steam
utilized for cogeneration, that below the solid line steam for process

requirements. Figure A7c shows the electricity production profile for
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this system, with the shaded area being that due to condensing steam.
Generation of electricity through the use of a condenser would have a
higher fuel cost since no useful heat will be recovered outside the
turbine. However, this additional cost will be offset by the increased
utilization of the boiler and the turbo-generator. The investment with

the highest present value will depend upon the relative prices of capital

and energy. For a rigorous derivation of this trade-off, see Helliwell

and Margolick (1980).

Gas Turbine Combined Cycle

The gas turbine technology is depicted in Figure Alb. It utilizes
the expansion of gases released by combusting fuel to drive a turbine.
The gas exhausting from the turbine is then channelled through a
waste-heat boiler in which steam is raised. This steam can be delivered
to the process site through a topping turbine (not shown in the diagram)
or a pressure reducing valve. Again, flexibility in the ratio of
electricity to steam production can be maintained through the use of
condensors.

The possible steam demand profiles and cumulative distribution
profiles are portrayed in Figure AS8a. Three profiles are shown. The
lower solid line is the demand for process steam. That steam is provided
from the exhaust gases which first produces the electricity. The dashed
1ine indicates the additional steam demand for electricity production by
steam topping cogeneration. The topping generation strategy implied by
this stean demand profile is one in which the topping turbine is utilized
at full capacity at all times. Additional capital costs to provide this

steam would be a larger combustor and a larger gas turbine. The higher
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solid Tine is a possible profile to provide added steam to be put through
a condenser. Again, the advantage of being able to run steam through a
condensor would be increased utilization of both the gas turbo-generator
and the steam-topping turbo-generator.

The electricity generation load duration curve is found in Figure
8b. The lower solid line is, of course, the electricity production from
the gas turbine. The height between the lower solid line and the dotted
line represents the additional capacity generation that results from
adding a topping turbine. There are two components to this additional
power, the first being that which arises from the topping turbine. The
second component arises from the extra steam that will be required to
make up for heat lost in the topping turbine. That heat will have to be
raised in the fuel combustor, the gases from which will be passed through
a gas turbine larger than the one indicated by the Tower solid line. A
large waste-heat recovery boiler would also be required.

A cogenerating strategy does not have to include full use of the
topping turbines. The gas turbine and waste-lieat recovery boiler could
be sized just large enough to meet peak process steam requirements with
the topping turbine only large enough to generate electricity from excess
steam. (This is a strategy similar to that described for the situation
in Figure A4.)

The capital costs of these gas turbine cogeneration options are
slightly more complicated to assess forthe joint products than the simple
topping cycle. The smallest system possible results in an investwent in

a gas turbine and a waste heat recovery boiler. An additional investment
can be made in a steam topping turbine up to a size large enough to

utilize excess process steam requirements. Topping capacity larger than
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that will require further investments in a larger gas turbine and a
larger waste heat recovery boiler. The thermal efficiency of the
gas-turbine-boiler system can be improved with a balancing condensor to

dampen any remaining fluctuations in the steam requirements.
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Appendix D

An Analysis of ‘'Least-Cost' Methodology

by

Michael Manove

Minimizing energy costs seems, on a superficial level, to be a
worthwhile objective of energy policy. It has more appeal than various
all-or-nothing alternatives such as a strategy of energy self-
sufficiency. The Carnegie-Mellon Energy Productivity Center (EPC)

describes the least-cost idea with great enthusiasm:

The nation has been on an unproductive course; it has lTooked at

. energy as a diminishing domestic commodity instead of a service which
could be provided by many competing sources. We have been developing
a least-cost strategy which, we believe, could unleash new
competitive forces, multiply consumer choices, force down the real
cost of energy services over the long run, cut the demand for energy
supplies, and make a substantial contribution to the nation's
economic health. [Emphasis added.]

Unfortunately, as a bit of thought will reveal, the least-cost-
energy strategy is generally not optimal; nor is it easily defined. In
this Appendix, I will examine least-cost methodology with regard to its

limitations and its use within these limitations.
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1. Is the "Least-Cost Energy Stratogy" the Best Strategy?

Least-cost energy strategies are generally not the best strategies,
for two different reasons. First, benefits are not explicitly considered
in the selection of least-cost energy strategies; only costs are
recognized. Second, it may not be reasonable to minimize energy costs
alone, for energy costs are often linked to other costs of production. I
will discuss the first of these problems here.

When a consumer goes to the store to buy an item, he often does not
pursue a least-cost strategy. Taken literally, the Teast-cost strategy
would require the consumer to buy the cheapest brand. But a consumer is
not interested in cost alone; rather, he is interested in net benefits,
the surplus of ben:fits over cost. Therefore, consumers are willing to
buy expensive brands provided that the added cost is justified by the
increased quality of the product.

The concept of a least-cost strategy is meaningful only when some
details concerning the output (or benefits) produced by that strategy
have been specified in advance. ‘"Least-cost for what?" we must ask. If
desired benefits can be specified in advance, then the search for the
least-cost strategy is a useful one. In most situations, however,
consumers are as free to determine the level of benefits as they are to
determine cost. In such cases, the benefits and costs of each

alternative strategy must be evaluated simultaneously.
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Consider, for example, a consumer who is shopping for an automobile.
The consumer is free to make his/her decision on the basis of fuel
efficiency, but is also free .0 decide on the size of the car and amount
of driving. The values that a rational consumer assigns to each of these
variables are interrelated and all will depend on the price of gasoline.
Normally, it would not be rational for a consumer to take the amount of
his driving and the size of his car as fixed and to consider the price of
gasoline only in choosing the appropriate level of fuel efficiency. Yet
the design of a least-cost study postulates exactly that: the quantity of
energy services to be produced and the productive capacity of the
equipment are both specified exogenously; only the efficiency of
energy-service production can be varied.

The least-cost strategy identified in this way can markedly deviate
from the optimal (net-benefit-maximizing) strategy. In order to obtain a
quantitative measure of the nature and degree of this deviation, I shall
employ several elementary analytical models of the production of energy
services. The models I use here were inspired by the more complex and

general models presented by McFadden [2].

1.1 General Setting

The general setting for all of the models presented here is the
same. Some energy service (space-heating, cooling, industrial steam,
transportation) is to be produced by some sort of equipment (furnace,
boiler, air conditioner, automobile) that uses some form of energy input

or fuel. Each strategy of energy-service production is described by
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three variables: the level of energy-service output, the productive
capacity of the equipment and the energy efficiency of the equipment.
These three variables imply values for two other important variables:
the capacity utilization rate and total use of energy inputs or fuel.

The models differ from one another in their designation of which of these
variables are fixed in advance, and which may be set by the consumer or
policymaker.

Our first model will represent the selection of the least-cost energy
strategy: the least-cost level of energy efficiency is chosen for a given
output of energy services and equipment capacity. The second model will
represent the selection of the maximum-net-benefits strategy when both
the Tevel of energy services and the energy efficiency of the equipment
can be varied. The third model represents the selection of the
maximum-net-benefits strategy when energy services, equipment capacity
and equipment efficiency can all vary, but where the capacity utilization
rate is fixed. Finally, we shall construct a model of the selection of
the maximum-net-benefits strategy when energy service, equipment capacity
and equipment efficiency can all be varied independently of cne another.

The properties of the strategy selected by our representation of the
least-cost model will be compared with those of strategies selected as
optimal by our three net-benefits maximizing models. In this way, we
shall reach some conclusions about the type and degree of distortion
inherent in the least-cost model output because of its restrictive
assumptions.

It is important for the reader to keep in mind that all models

contain simplifying assumptions and that their outputs necessarily
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deviate from reality. These simplifications cannot and ought not be
avoided if the model is to have significant explanatory and predictive
value. In fact, most policy model failures occur because of models that
are cluttered with complex, poorly represented and poorly understood
detailed depictions of the real world. Many models would be greatly
improved if they were cast at a simpler, more highly abstract level.
Thus, we are not objecting to the fact that a least-cost study contains
simplifying assumptions; rather, we are asking when the particular
simplifications made are the abpropriate ones for the pufposes to which

the study is to be applied.

1.2 Our Modelling Framework

The fundamental policy variables of our models are the level of
energy services, X, the capacity of the service-producing equipment, K,
and the equipment energy/service ratio (ESR), denoted by H. The variable

H is defined by the identity

(1) H=E/X
where E is the total quantity of energy used as an input to the
productive process. Thus the reciprocal of H is a measure of energy
efficiency.

The capacity utilization rate, U, is defined by the identity

(2) U=X/K
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When cost is the same, consumers prefer lower utilization rates to higher
ones, because lower rates afford the consumer more flexibility in the
production of energy services.

In all of our models, equipment costs will be assumed proportional to
equipment capacity. This is because we are trying to depict the
production of energy services in the aggregate. Equipment capacity is
visualized as being determined by the number of units of equipment
available rather than by the size of each unit. The cost per unit of
equipment is denoted by the function C(H). We assume that lower ESR
values (greater efficiency) are more costly to achieve than higher ESR
values (lesser efficiency), and that there is increasing marginal cost of
increasing efficiency. Thus C'<0 and C">0.

The price of energy inputs or fuel is denoted by P. In the models

below, we shall examine how the value of P effects the optimal value of

the other variables.

1.3 The Least-Cost Strategy of Producing Energy Services

Let the output of energy services, X, be fixed and, for simplicity,
assume that the equipment capacity, K, is fixed at K = 1. Then, total

cost of producing energy services is given by

(3) T = C(H) + PXH
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Note that HX is the quantity of fuel consumed in the production process,
so that PHX is the total cost of fuel consumed. The cost-minimizing

strategy is determined by the energy/service ratio, H, that minimizes T.

This first-order condition for the optimal value of H is given by

Suppose, now that C(H) is defined by

(5) C(H) = c, * mH~*

for u > 1. The parameter c, represents the base price of a unit of
capacity, and the parameter p represents the elasticity of additional
equipment cost with respect to energy efficiency.

Differentiating (5), we have

(6) C'(H) = -muH "t

Subtituting (6) into (4) yields

(7) log{mu/X) - (p+l)h = p

where h and p are the respective logarithms of H and P. By

differentiating (7) with respect to p and solving for h' we obtain

1

8) 0 = - 5

Note that h' is the elasticity of the lTeast-cost H with respect to

the price of fuel, P. Thus -h' is the elasticity of energy efficiency of
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the least-cost production strategy with respect to the price of fuel.
If, for example, u = 1, then a doubling of the price of fuel will cause
the energy efficiency of the least-cost strategy to increase by about 40
percent. We will show that this figure substantially exceeds the

analogous figures obtained from some of the maximum-net-benefits models.

1.4 The Production of Energy Services with Fixed Capacity

In this model, we shall assume K is exogenously specified at K = 1,
and allow both X and H to vary. As an example, think of a consumer that
must have a two-ton truck in order to haul large fixtures. The consumer
can select the efficiency of his truck and can determine the extent of
its use. The consumer derives benefits (revenue) from the services
provided by the truck, but must pay both capital costs and mileage costs.

Let B(X) denote the benefits to the consumer of the level of service
X. We assume decreasing marginal benefits, i.e. B'>0 and B"<0. The net
benefits associated with any values of X and H is the difference between
the benefits of the energy service and its costs. This is given by the

function w(X,H) where

(9) =(X,H) = B(X) - C(H) - PHX

The maximum-net-benefits strategy is given by the solution of the
following problem:

max w{X,H)
X,H
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The first-order conditions for the maximum-net-benefits strategy are

given by (4), repeated here,

(4) zEH) -

and by

A second-order condition sufficient to guarantee that the solutions of

(4) and (10) describe a maximum-net-benefits strategy is given by

(11) -B"(X)C"(H) > p2

We now find the solutions of (4) and (10) for particular

specifications of benefits and cost functions. Let B(X) be defined by

(12) B(x) = D2, x{e-1)/a

for a > 0, c‘# 1. This benefits function was chosen because it implies a
demand function for X with a constant own-price elasticity of -a.

Let C(H) be given by (5), as before.

Differentiating (12), we have

(13) B'(X) = px1/e

Let x, h and p denote log X, Tog H and log P, respectively. Substituting
(6) and (13) into (4) and (10) and taking logarithms yields the
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logarithmic form of the first-order conditions for the

maximum-net-benefits strategy:

(14) Tog(b) % Xx-h=p

and

(15) log(mu) - (utl)h - x = p

Equation (15) is equivalent to (7), but in (15) X is not a constant. The

second-order condition (11) will hold if and only if
(16) 1 +u-a>0

Therefore, a maximum-net-benefits strategy will exist at positive values
of X and H if and only if (16) is true.

Equations (14) and (15) implicitly define x and h as functions of p.
Differentiating (14) and (15) with respect to p and solving for x' and
h', we have

ap

(17) x' = -T—:—m

and

(18) h' = - y——3—

The logarithmic derivatives x' and h' are the elasticities of X and H
with respect to P, the price of energy inputs. Because the demand for

energy is given by E = XH the own-price elasticity of the demand for
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energy is given by e' = x'+h', so that

(19) e' = - po
Condition (16) implies that both x' and e' will be negative. But, we can
see from (18) that h' will be positive if « > 1. Thus, as Khazzoom[1]
and McFadden [2] observe, it may be desirable for consumers to decrease
the efficiency of their equipment when the price of rnergy rises: In our
model, this somewhat surprising behavior will occur ihenever consumer
demand for energy services is price-elastic. The intuitive reason for
this phénomenon is easy to understand. A consumer with an elastic demand
for energy services responds to an increase in energy price with a very
large decrease in the use of his equipment. Therefore, he no longer
needs to have equipment that is as energy efficient. Of course, his
total energy use will still decline.

By comparing (18) to (8), we can estimate the overstatement of
optimal equipment efficiency associated with least-cost analysis when
demand for services can vary. If the true price-elasticity of demand for
energy services is zero, then (18) becomes the same as (8) so that cost
minimization will idenfify the appropriate energy strategy. But if the
price-elasticity of the demand for energy services is non-zero, cost
minimization yields an exaggerated result. Recall that for u =1 cost
minimization (8) yields h' = -.5, so that optimal efficiency increases
by about 40 percent when the price of energy inputs doubles. But if the
elasticity of demand for energy services is .5, then the

maximum-net-benefits strategy described by (18) calls for an efficiency
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increase of only 29 percent. And if the elasticity of demand is unitary,
then the maximum-net-benefits strateqgy calls for no change in efficiency
of energy-service-producing equipment, only a reduction in the quantity
of services consumed. Because the demand for energy service is certainly
sensitive to the price of that service, we are confident that in cases
where equipment capacity is fixed, least-cost strategies will reflect a

significant bias toward increased efficiency of energy-using equipment.

1.5 The Production of Energy Services with Fixed Capacity Utilization

In the previous section, the stock of equipment was assumed to be
constant, and the production of energy services was varied by varying the
utilization rate of that constant stock. In this section we fix the
capacity-utilization rate, and allow the capacity of the equipment to
vary. When capacity utilization is fixed, the ratio of equipment
capacity to the output of energy services must be constant.

As before, we let B(X) represent the benefits of X units of energy

services and C(H) represent the cost per unit of capacity of equipment

with an energy/service ratio of H. The net-benefits function is given by

(20) =(X,H) = B(X) - C(H)X - PHX

Using (2), we can rewrite (20) for the case of fixed capacity utilization

as follows:
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(21) #(X,H) = B(X) - Ac(H)X - PHX

where U is the constant capacity-utilization rate. The first-order

conditions for the maximization of (21) are given by

(22) B'(X) = gC{H) - PH
and

(23) C'(H)X = UPX
If X is positive, (23) reduces to

(24) C'(H) = UP
Let us now specify the function C(H) by equation (5), so that C'(H) is
given by (6). Substituting (6) into (24) and taking the logarithm of
each term in the resulting equation, we get

(25) 1log(mu/U) - (u+l)h = p

where h and p are the logarithms of H and P, respectively.

Differentiating (22) with respect to p and solving for h' yields

' oo 1
(26) h' = - Ty

But (26) is identical to (8). This means that if the
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capacity-utilization rate is fixed, as we have assumed for this model,
the least-cost strategy is a good approximation for the
maximum-net-benefits strategy with regard to the energy-efficiency of
equipment. This is true even if the demand for energy services is price
elastic. Of course, because least-cost analysis contains no counterpart
of equation (22), it cannot tell us anything about the output of energy

services.

1.6 The Production of Energy Services with Variable Capacity Utilization

In this section, we allow both productive capacity (for producing
energy services) and capacity utilization to vary. In other words, the
level of the production of energy services and the capacity to produce
those services can vary independently. It is important to understand
that the presence of productive capacity creates benefits even when it is
not being used. This is because excess capacity allows increased
flexibility in the rate that services are created. Because of the need
for flaxibility, people are often willing to pay for capacity in excess
of minimum production requirements. Therefore, in this section, we will
consider the benefits of energy services to be an increasing function
both of the Tevel of services and the amount of capacity available to
produce those services. Benefits will be denoted by B(X,K). This will
make our model a bit more complicated than the previous models in which
benefits were functions only of the level of services, X.

In this model, net benefits are given by



D-15

(27) W(XQK;H) = B(X:K) - C(H)K = PHX

First-order conditions for maximizing = are given by

(28) "a‘x' = PH

(29) 22 = c(n)

and

(30) -C'(H)K = PX

In order to present one example of how X, K and H might depend on the

price of energy, P, we will specify the following form for B{(X,K):

(31) B(X,K) = bX"K" Ys8 > 0, v,8 < 1

This particular functional form (Cobb-Douglas) is a plausible, but by no
means general, benefits function. The value y+g is the elasticity of
benefits with respect the the level of energy services when the capacity-
utilization rate is held constant.

We specify the cost-of-efficiency function, C(H), by (5), as before.
Differentiating (31) and (5), substituting the results into (28), (29)

and (30) and taking logarithms yields

(32) log(by) + (y-1)x + Bk - h =p
(33) log(bg/m) + vx + (g-1)k - log(C(H)) = 0
(34) 1log(mu) - X + k - (utl)h =p
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Differentiating these equations with resect to p yields the equations:

(35) (y-1)x' + gk' - h' =1
(36) yx' + (g-1)k' + uSh' =0
(37) -x' + k' - {utl)h' =1

where S is the ratio of efficiency costs to total capacity costs given by

-

mH™ ¥

(38) S = -
c0+ mH

These equations can be solved for x', k' and h', the elasticities of X, K

and H with respect to P. The solutions are:

[ - 1‘8
(39) X—_T:W

]
<

(40) k' = - —f—

and

]
o

(41) h'

Equation (41) implies that for the Cobb-Douglas benefits function, the
optimal energy efficiency of productive equipment is independent of the
price of energy. How can this be so From (2) we know that u', the

elasticity of the utilization rate with respect to the price of energy,
is given by u' = x' - k', so that by (39) and (40), u' = -1. Thus, as

the price of energy increases, productive equipment is used less
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intensively. Although increased energy prices tends to increase optimal
efficiency, the accompanying reduction in utilization rate negates that
optimal-efficiency increase.

Suppose, for example, that vy = -1/4 and 8 = 3/4. From (39) and
(40), we have x' = -1/2 and k' = 1/2. Therefore, if fuel prices double,
the demand for energy services will fall by about 30 percent. The
capacity of the equipment, howevef, will increase by about 40 percent.
This increase comes about because consumers find equipment has become
less expensive as compared with the cost of energy services. Thus, for
example, after an increase in the price of gasoline, consumers may choose
to own more cars on the average, even if they decrease their total
mileage. Each car would be used significantly less, so that consumer
willingness to pay for increased fuel efficiency would be less than it
otherwise might be. .

This model brings out a very important aspect of the production of
energy services. Increases in energy prices tend to decrease optimal
equipment utilization, and decreased utilization decreases optimal
efficiency. Thus, optimal efficiency is bound to be less than would be
indicated by least-cost analysis, in which productive capacity and the
rate of capacity utilization are both held fixed. The distortion
associated with least-cost analysis might be less (or more) dramatic than
the distortion that appears with the Cobb-Douglas benefits function, but
some distortion will be present. This type of distortion is independent
of the elasticity of demand for the energy service, and it will exist

even if that demand is perfectly inelastic.
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1.7 Conclusion

In Section 5, we suggested that least-cost analysis tends to be a
good approximation of maximum-net-benefits analysis whenever
capacity-utilization rates of service-producing equipment are fixed. But
while fixed capacity-utilization rates may be a realistic discription of
certain sectors of the economy, it is unreasonable to assume that
capacity utilization rates for the economy as a whole will remain
unchanged when energy prices are drastically increased.

We must coﬁc1ude, therefore, that a least-cost energy strategy may
strongly overstate desired increases in efficiency. This can occur for
two different reasuns. First, there are miny situations in which the
capacity of equipment must remain relativeiy fixed, despite changes in
the price of fuel. If, in such cases, the demand for energy services is
price sensitive, then increased fuel prices will cause capacity-
utilization rates to fall and least-cost analysis will overstate optimal
efficiency increases. This tendency was demonstrated in Section 1.3.
Second, when the level of productive capacity and the quantity of energy
services can vary independently, consumers {(or producers) will tend to
substitute additional capacity (and flexibility) for the energy service
itself. This lowers utilization rates and optimal efficiency. This
tendency was demonstrated in Section 1.6.

It is a general principle of economics that the existence of
substitutes in production and consumption tends to reduce the impact of

external economic shocks. The methodology of least-cost analysis allows
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increased efficiency in the production of energy services to substitute
for energy-inputs or fuels, as energy prices rise. However, that
methodology excludes the possibility of substituting increased
flexibility in the production of energy services for some portion of
those services. Least-cost methodology also excludes the possibility of
substituting the consumption of non-energy services for the the
consumption of energy services. because of these characteristics,
least-cost methodogy will tend to overstate both the importance of
increases in energy efficiency and the overall impact of high energy
prices on the economy as a whole. The general perspective created by

Teast-cost analysis may be seriously biased.

2. The Formulation of the Least-Cost Concept

Having already raised some questions about the desirability of the
least-cost approach, I would like to consider the meaning of the terms
“cost" and "least-cost," and discuss the different ways in which the
concept of least cost can be formulated. The task of adding up the costs
of providing energy services to the entire nation is extremely broad and
varied. In pursuit of this endeavor, even the most detached analyst will
be forced to make a long series of decisions entailing value judgments
and predictions. These decisions will constitute an implicit definition
of what the analyst means by the cost of a strategy and will ultimately
affect choice of which strategy is the least-cost strategy.

Here are some examples of decisions that must be made in computing

the cost of a national energy strategy: Should payments for



D-20
already-existing capital goods be counted as costs? What value should be
placed on environmental quality? Should the actual price of natural gas
be used to evaluate the cost of gas? Or, should the analyst use some
estimate of the price of gas that would prevail in the absence of
regulation? What are appropriate minimum ambient temperatures.for
various categories of buildings? If a strategy includes governmental
regulations, should costs be computed on the assumption of complete
compliance with those regulations? If not, how should the costs of
cheating be evaluated? Will a particular strategy induce innovation and
market penetration of new, more efficient technologies? Should the
quantity of avaiiable oil be constrained to equal known reserves? Or
should the discovery of new deposits be assumed?

It should be obvious, I think, that there are no clear-cut right or
wrong answers to these questions. Many of the answers ought to turn on
the purpose of the cost calculations. But one point is clear: The
identification and description of the least-cost strategy will be of
little value unless the analyst diligently communicates his answers to
all of these questions and many others. In fact, any depiction of a
least-cost strategy without careful documentation of these decisions may
prove to be seriously misieading.

Each of the cost-defining decisions tends to answer one of the
following four general questions: Which resource expenditures are
counted as costs? At what prices are expended resources evaluated? What
variables are endogenous to the cost-minimization process? What
constraints are used in conjunction with the least-cost objective

function? One of the sections below is devoted to each of these general
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questions.

2.1 Which Resource Expenditures Are Counted as Costs?

Answering this question requires a number of careful value
judgments. Below, I discuss some general points that arise in connection
with costing out all resources, and then I discuss costing-out specific

resources.

2.1.1 Money Expenditures vs. Resource Expenditures

It is important to consider as costs the real use or expenditure of
~ scarce economic resources rather than money payments. Sometimes the two
go together, but sometimes they do not. For example, federal, state aﬁd
local taxes are money costs that do not, in themselves, involve the
expenditure of scarce economic resources. Thus, taxes normally should
not be counted as an economic cost. However, when a specific energy
strategy requires the government to provide a certain service, the value
of that service should be counted as a cost.

The degradation of the environment is an example of a resource
expenditure usually not associated with a money payment. It is important

to count all such costs, even though it may be difficult to assign a

value to them.
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2.1.2 Point of View

This brings us to a closely related and equally general point: From
whose point of view are costs defined? From the point of view of
corporate stockholders, the corporate income tax is a cost, because it
gives the government, an 'outsider,' a claim on the real resources owned
by those stockholders. But from the point of view of the nation as a
whole, the corporate income tax is not a cost. It is simply a transfer
of resources from one group of citizens to another; both groups are
'insiders.' No resources are actually expended in that transfer.

We are frequently concerned about costs from the national point of
view. Thus, for example, all of the funds paid to foreign governments
for 0il are considered to be costs. This makes sense because those funds
give foreigners (outsiders) a claim on our own real resources. It should
be understood, however, that it would be perfectly valid for an analyst
to be concerned with costs from the point of view, say, of all of
humanity. In that case, the profits paid to an OPEC member by virtue of
OPEC's monopoly power would be considered a simple transfer of resources
from one inside group to another, and not a true expenditure of
resources. Only the “competitive" value of 0i1 would be counted as a
cost, for only that part of the money payment represents the value of the
oil in its best alternative use.

When the analyst determines the point of view, she is making a value
judgment that cannst be declared 'right' or 'wrong.' But those of us who
form the audience for the analysis are entitled to know whose point of

view was adopted.



D-23

2.1.3 Capital Goods

Should the (levelized) cost of existing in-place capital goods be
included in the cost of an energy strategy? The answer to this question
depends on the purpose of the leaét—cost analysis.

Suppose, for a moment, that the analysis was motivated by the
following question: "How much would we have saved if we had had the
foresight to invest in efficient capital equipment rather than in the
inefficient equipment we now use?" This is a question of historical
interest. It is addressed to what we should have or might have done, not
to what we ought to do at the current time. The motivating question
implicitly requires that we view the world from the standpoint of the
time before current investment decisions were made. Thus, in trying to
answer this motivating question, we must put existing capital goods on
the same footing as alternative capital goods. Therefore, the cost of
both existing and alternative capital goods should be included in our
calculations.

Suppose, however, that we are attempting to solve the very practical
planning problem: "In what type of equipment should we now invest?" In
asking this question, we are looking forwards, not backwards. We must
view the installation of existing equipment as an irreversible event. If
existing equipment 1as no use other than to produce energy services, then
there are no economic costs (lost opportunities) entailed in using it for
that purpose. Therefore, in this case, capital charges for existing

equipment should be excluded from our calculations. Capital charges for
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new equipment, however, should be fully included.
The analyst's decision to include or exclude capital charges on
existing equipment is a crucial one. It should be documented and

carefully justified.

2.1.4 Implementation of the Energy Strategy

We now turn our discussion to issues that relate to the social
organization of energy production. These social issues frequently entail
substantial resource expenditures.

Consider an energy-production strategy that requires a well-insulated
housing stock. For that strategy to be impiemented, homeowners must be
informed that insulation is advantageous and induced to install it in
their homes. If the economic benefits of insulation do not accrue
directly to the homeowners, if the homeowners do not perceive those
benefits, or if the homeowners are irrational, then regulation and
enforcement may be necessary to implement an insulation program.
Providing homeowners with information on “nsulation and its economic
effects may be costly. The regulatory process can also be extremely
costly. Vast resource expenditures may be required to enforce
regulations. Should these costs be included in the cost of the
associated energy strategy?

Or consider the following closely related question. Suppose that a
particular strategy calls for a large number of nuclear power plants.
These plants are highly unpopular among some segments of the population,

and their construction might make those people very unhappy indeed.
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Should such "psychological" costs be included in the analyst's cost
calculations? Suppose that the construction of nuclear power plants
would likely induce widespread social unrest? Should the cost of such
unrest be tabulated and included in the cost of the associated strategy?

The appropriate answers to these questions depend on the identity of
the policymakers for whom the least-cost analysis is intended. If one
wants to convince nuclear opponents that nuclear power is desirable
because it s inexpensive, it does not make sense to include the
psychological state of those nuclear opponents as a cost of nuclear
power. But if the analysis is being conducted on behalf of'a politician
who is concerned with popular sentiments as well as with dollar and

cents, it may make perfect sense to convert sentiments to dollar-costs.

2.1.5 Diminution of Benefits

The least-cost methodology explicitly excludes consideration of the
benefits of energy service, a fact I have discussed at some length. In
principle, energy services are specified in advance, and all strategies
considered provide the same energy service. In fact, however, no two
energy strategies provide exactly the same energy services. For example,
improvements in the thermal shell of buildings may degrade ventilation to
some extent, causing benefits of space heating to be slightly
diminished. In order to make different energy strategies comparable,
such diminutions of benefits can and should be treated as costs of the

strategy with which they are associated. Any increases in benefits
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should be subtracted from strategy costs.

Very often, energy-efficient equipment is less convenient than
energy inefficient equipment. Efficient automobiles are often
characterized by cramped interiors, sluggish acceleration, high noise
levels and manual transmissions. Such inconveniences should be charged
off as added costs of efficiency if the analysis is to avoid a
pro-efficiency bias.

Of course, translation of inconveniences to costs requires numerous
value judgments. Often, these judgments can be facilitated by data

descriptive of consumer willingness to pay for added conveniences.

2.1.6 Conclusion

There are no simple answers to the question: "Which resource
expenditures should be counted as costs?" Many decisions in this area
require value judgments by the analyst. Many decisions depend on the
point of view of the analysis. It is essential, therefore, that these

decisions be well-documented and explained.

2.2 At What Prices Should Expended Resources Be Evaluated?

The evaluation of expended resources is a difficult process requiring
good judgment and forecasting abhility. When a resource is bought and
sold in a competitive market, the actual price tends to reflect true

economic scarcity. Therefore, competitive prices are normally a good
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index of current resource value. Unfortunately, competitive prices are
often unavailable to the analyst. This may be because a resource is not
traded in a competitive market, or it may be because the analyst cannot
secure the relevant market data. Often, the analyst needs to know the
future value of a resource, and it may be difficult to forecast such
values even when current values are known. There is no single "right”
way to evaluate resources, but there are many wrong ways to do it. I

will discuss a number of them.

2.2.1 Resources Traded in Competitive Markets

When a resource is traded in a competitive market, the competitive
price forms a good starting point for resource evaluation. But even in
this simplest case, difficulties can arise. As an example, consider the
case of coal. Coal is one of the few basic energy sources whose supply
is competitive. But coal is not homogeneous; nor is the railroad system
that transports the coal. Since coal supplies differ by quality and by
location, there are a very large number of competitive prices available,
one for each type of coal and for each location in which it is traded.

Furthermore, although the national market for coal tends to be
competitive, some firms may exercise local monopoly power. More
importantly, the market for coal miners is unionized. Consequently, the
wage bill in the coal-mining sector may overstate the true economic costs
of that labor. This would be reflected in the market price for coal, so
that a downward price adjustment might be desirable.

There are other non-competitive factors in coal supply. Some states,
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and the federal government have imposed taxes and royalty charges on coal
production. These fees may affect a sufficiently large proportion of
coal to drive up its market price in some regions.

We can see then, that even competitive prices should be examined to
determine how well they reflect underlying economic scarcity. They may
deviate from scarcity values for a variety of reasons: non-competitive
elements in resource supply and transportation, externalities in resource
production, or because of buyers and sellers who are poorly informed
about market conditions or who have incorrect expectations about the
future. When substantial deviations exist, price adjustments in the

computation of costs may be desirable.

2.2.2 Regulated Markets

Prices in regulated markets rarely have the virtue of reflecting true
economic scarcity. Therefore, it is important to try to estimate the
economic cost of delivering marginal units of the resource involved.

This is an extremely difficult task. For .atural resources, like gas,
both production and depletion costs must b: consider:d. And depletion
costs, the value of the resource in its ne. 't best alternative use
(possibly in the future), cannot be calculated with conventional
accounting procedures. Some economists have proposed complicated dynamic
optimization techniques to find them, but at this time the state of the
art has not been advanced far.

Both natural gas and electricity fall into the category of resources

whose production and sale are regulated, and there is reason to believe
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that their regulated prices underestimate their economic value. The
analyst must do his/her best to make appropriate price adjustments. The
difficulty of the problem is not a good reason to cost out these

resources at the regulated price.

2.2.3 Resources with Strategy-Dependent Prices

When the production of energy services consumes a large portion of
the available quantity of a resource, the price of that resource may well
depend on the energy strategy implemented. In such cases, estimating the
economic cost of the resource used up by a given strategy, requires
knowledge not only of the price that would prevail given the
implementation of that strategy, but of the entire supply curve for that
resource. This is because of the fact that the a competitive market
price reflects the economic cost of the marginal (last) unit of the
resource delivered; previous units are less costly. If a strategy uses
only a small portion of the supply of a resource, then the value of the
last unit is a good approximation for the value of all units used by that
strategy. Otherwise, each succeeding unit of the resource must be valued
differently. The conventional technique for evaluating the cost of such
a resource is to calculate the area under the supply curve, bound by the
quaﬁtity of the resource usage external to the strategy, on the one side,
and total resource usage, including that of the strategy, on the other
side.

A supply curve for a resource is illustrated in Figure 1. Suppose

the non-energy sector of the economy uses quantity Qo of the resource,
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while the energy-service sector specified by a given energy strategy uses
quantity Q of that resource. Then the shaded area corresponds to the
economic cost of the resource used up in the given strategy.

As an example, consider an energy strategy specifying extensive
retrofitting of heating systems. Suppose that the retrofitting work
would use a substantial portion of the available labor time of plumbers
over a period of several years. To calculate the economic cost of the
plumbers' labor, one would determine the supply curve for plumbers, and
calculate the area designated in Figure 1. Notice that the last plumber
used costs quite a bit more than the first plumber used. Because more
and more plumbers are used, each succeeding plumber is withdrawn from

important alternative work.

Figure 1
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2.2.4 Future Costs

Calculating the cost of an energy strategy projected into the future
requires some form of economic forecasting ability. Good forecasting
techniques can range from educated "guestimation" to sophisticated
econometric forecasting models. In order to obtain some sort of
confidence interval for cost estimates, it is important to conduct
sensitivity studies with respect to all forecasted parameters and data.
Usually, it is useful to present results for several variants of the key
parameters.

If important parameters are highly uncertain, the strategy that is
optimal for the most likely (or expected) outcome of the parameters
generally will not be the optimal strategy. This is because of the need
to "hedge one's bets" in an uncertain world. If key parameters are
unknown, it is often best to postpone irreversible commitments.

Consider, as an example, the problem of developing a strategy for
Tong-term investments in electricity generating equipment. If it is
certain that in the future coal-fired boilers will be less expensive to
operate than gas-fired boilers, then coal-fired boilers should be
installed. If the opposite is certain, then gas-fired boilers should be
installed. But it does not follow that a combination of gas-fired and
coal-fired boilers is a good strategy when relative costs are uncertain.
It may be much better to hedge with stop-gap investments in small gas
turbines until more information emerges about future costs.

- In short, the kinds of strategies appropriate to a highly uncertain

world are qualitatively different from those suited to a certain world,
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whatever the description of that certain world may be. The best strategy
for the best guess about future prices may be a poor strategy indeed. To
find the least-cost strategy in the face of uncertainty, the analyst may
be best advised to use stochastic optimization techniques. Needless to
say, the application of such complicated techniques to large systems of
variables is highly problematical. In any event, an appreciation of the

implications of uncertainty is useful.

2.3 What Variables are Endogenous to the Cost-Minimization Process?

The analyst's answer to this question will determine the scope of the
policy model. The analyst must find a natural boundary for the problem.
A1l variables outside that boundary are to be specified as parameters in
advance of the analysis or omitted from consideration entirely; the
values of the variables within that boundary will be determined by the
analysis itself. In the design of a policy model for selecting a
minimum-cost energy strategy, there are a number of broad classes of
candidates for endogenous variables. These include impprtant
macroeconomic variables, capital stock by technology type, energy
supplies by source, utilization rates of energy-using capital, innovation
of energy-related technologies, energy prices, and prices of non-energy
resources.

Selecting the endogenous variables for a policy model is an
analytical task requiring substantial creativity. Nevertheless, a few

general common-sense rules may be formulated. Variables that define the
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strategy'being sought must be endogenous. With respect to the selection
of a least-cost energy strategy, the capital stock by technoldgy type is
at the heart of any strategy description, and so must be endogenous.
Variables whose values are sensitive to the strategy chosen should also
be endogenous. If a group of variables is highly interdependent, then
either all should be endogenous or else enough of them should be
exogenously specified to determine the rest uniquely. For example, it
would not be logical to make the supply of coal endogenous and the supply
of natural gas exogenous.

If one variable causally determines the value of another, it would
not make sense to have the former endogenous and the latter exogenous.
More generally, causality may run from exogenous variable to endogenous,
from endogenous to endogenous, but not from endogenous to exogenous.

These rules are a rough guide to logical consistency in policy model
design. But the overall blueprint of the model, the decision about what
vériables will be at its focus, should depend on the ultimate purpose of
the analysis. Almost every variable explicitly represented in a model
adds to its conceptual difficulty, its cost and its completion time. It
is important to keep this fact in mind during the crucial task of
choosing the level of aggregation for the model. Variables should be
omitted entirely unless they are to the point of the analysis. -It

probably would not be a good idea to have a variable representing
academic salaries in a model of energy strategies. Academic salaries are
extraordinarily important, but, in the opinion of most authorities on the
subject, they are not closely related to the energy question. Every

variable included in the analysis should be relevant from a conceptual
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point of view.
I will now proceed to consider some specific classes of variables.
Then I will discuss the limitations of the least-cost methodolgy in this

connection.

2.3.1 Capital Stock by Technology Type

The capital stock of energy-service producing equipment is at the
heart of any energy-strategy model, and must be represented as a decision
variable. The difficult question in this connection is the appropriate
level of detail. In general, it is usually suggested that highly
aggregated representations are preferable until the structure of the

model is well understood and under control.

2.3.2 Capacity-Utilization Rates of Energy Consuming Equipment

As I have explained in a previous section, capacity utilization rate
variables are extremely important aspects of an energy strategy. Along
with fuel prices, they determine the appropriate rate of substitution
between capital costs and energy efficiency. With the cost of obtaining
efficiency given, the higher the energy price and the higher the

utilization rate, the more efficiency is justified.
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2.3.3 Efficiency of Energy-Consuming Equipment

The efficiency variable is at the foundation of any energy strategy.
It may be represented either as a continuous variable, where each level
of efficiency has an associated capital cost, or as a discrete variable,
associated with the technology type of the equipment and the cost of that

equipment.

2.3.4 Energy Supplies and Prices by Source

If the energy strategies under study are U.S. national strategies,
then energy prices and associated supply variables that depend on those
strategies should be endogenous. The domestic supplies and prices of
coal and natural gas are examples. If prices are modelled as exogenous
parameters, there is an implicit assumption that supply is perfectly
elastic at its parametrically given price. This is unrealistic for coal
and gas. If quantities are modelled as exogenous parameters, then there
is an implicit assumption that supply is perfectly inelastic or,
equivalently, that the amount of the resource that can be obtained is

independent of extraction or production costs.

2.3.5 Innovation

In the long run the amount of innovation that occurs in the area of
energy production and consumption will depend partly on the price of
energy inputs and services. Therefore least-cost energy analysis with

Tong time horizons should make energy innovation an endogenous variable.
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Of course, it is very difficult to make accurate predictions about the
quantity and effect of innovations. The analyst may choose to seek

expert opinion.

2.3.6 Limitations of the Least-Cost Methodology

As I have noted above, least-cost methodology requires that benefits
be exogenous and specified in advance. Therefore, there are several
categories of variables that cannot be endogenous to a least-cost model.
These include demands for energy services and macroeconomic variables.

The prices of energy services will be highly sensitive to the energy
strategy selected. Therefore, if the demand for a particular energy
service is price-elastic, then the quantity of that service demanded
should be, but cannot be, endogenous to the least-cost model. To specify
demand exogenously is to assume that either the price of energy services
will not depend on the energy strategy, or that service demand is price
inelastic. This is unrealistic for most energy services.

Energy is so fundamental to our economy that our overall economic
performance is likely to depend on the energy strategy selected.
Therefore, it would be desirable to endogenize a number of key
macroeconomic variables. But this is incompatible with the least cost
methodology.

The inability of the least-coast methodology to represent the causal
connection between energy strategy, on the one hand, and demand and
macroeconomic performance, on the other, is a serious limitation of that

me thodology .
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2.4 MWhat constraints are used in conjunction with the least-cost

objective function?

The least-cost methodology is a methodology of constrained
minimization. The very concept of least-cost has no meaning until
sufficient constraints are specified to define the feasible set of energy
strategies. The audience for a least-cost study will be unable to

interpret its results without clear knowledge of the model constraints.

2.4.1 Simulation of Base-Year Data

At some time during the process of model development, it is important
to have the model constrained,§ufficient1y to simulate actual production
of energy services during the base year for which data is available.
Forcing a model to simulate known data has two benefits. First, the
model is partially validated. A model that cannot correctly simulate
something that has actually happened probably cannot simulate future
events of a similar nature. Second, the set of constraints needed to
simulate the base-year case provides a point of comparison with different
sets of constraints yielding different least-cost strategies. When we
see a strategy with a Tower cost than that associated with existing
behavior, it is useful to be able to answer the question, "What

constraints were dropped?"
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2.4.2 The Economic and Technological Environment

Constraints must be used to describe various features of the economic
and technological environment including energy sources, energy conversion
technologies and industrial production technologies. Furthermore, upper
and lower bounds on stocks of certain capital goods must be present in
order to force model conformance with real-world base-year capital
stocks. It would not make much sense to allow the model to make drastic
changes in the stock of structures over a short period, for example.
Constraints must often be added to the model in order to force a measure
of realism on areas of the model that are loosely specified. In models
that do not endogenize innovation and technical change, it may be
desirable to have constraints on rates of technical change and market

penetration of new technologies.

3. Conclusions

The most serious limitation of the least-cost methodology is that it
focuses on costs and cannot take benefits into account. But both costs
and benefits depend on the national energy strategy selected. To specify
a Tevel of benefits or energy services that prevailed during a period of
low energy prices biases the energy strategy that i; chosen towards
increased efficiency in energy consumption.

The least-cost methodology does have the advantige, however, of
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avoiding all of the problems attendant to benefits computation. This is
one argument that can be made in favor of its use. In the context of
selecting a national energy strategy, however, I do not find the argument
convincing. As I have pointed out above, the concept of cost has
critical subjective elements, as does the concept of denefits. The
decisions of the analyst regarding the evaluation of expended resources
can have a critical impact on cost figures.

The subjective elements in least-cost analysis impose a number of
obligations on the analyst. The analyst must be consistent in apbroach.
Decisions must be appropriate for the purpose of the analysis. But most
important of all, the analyst must meticulously document any subjective
input and assumptions. Lack of such documentation prevents other parties
interpretion of the results of the analysis in a meaningful way and can

cause those results to be confusing or misleading.
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