What Is The True Energy Picture?

The energy situation is probably the sin-
gle most important issue facing our
society today. The basic issue is whether
adequate energy supplies will be avail-
able at a reasonable cost to drive the
economy or whether shortages and un-
necessarily high prices will act as con-
straints to development. Our actions
during the next few years to resolve our
energy problems will determine the level
and type of economic development that
will occur both at the State and national
levels in the future. They will also deter-
mine, to a large extent, our standard of
living and life styles.

As recent events have shown, we are at
a crossroad concerning energy. We can
no longer afford to take either availability
or price for granted. We are moving from a
situation of abundant low cost energy to a
future of energy-related supply problems
and uncertainties.

From an economic develpment stand-
point, it is feasible to maintain a healthy
and growing economy with a much lower
rate of energy consumption than we have
had in the past. This will require that the
fransition to lower growth rates in con-
sumption be properly managed.

We know that: Energy, in most cases, is
still a relatively small percent of total pro-
duction costs. Industries can adjust to
gradually rising prices. Industry has great
difficulty in adjusting to rapid price in-
creases or precipitous reductions in sup-
ply, etc. We need to develop programs
that will result in gradual adjustments over
time, rather than create disruption.

As Energy prices rise, as a matter of
business and basic economics, energy ef-
ficiency will improve substantially. By en-
ergy efficiency, | mean more output per
unit of energy input.

It will mean more fuel efficient cars,
more efficient buildings and products and
placing greater emphasis on the develop-
ment of new and improved industrial tech-
niques as well as conservation. It does not
mean a back-to-the-caves reduction in
amenities, quality of products, working
conditions, etc. At the consumer level, it
will mean less of some things as consump-
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tion patterns are adjusted to compensate
for higher energy prices and more limited
supplies.

Increasing energy efficiency in the in-
dustrial sector, as well as the residential
and commercial sectors, would reduce or
moderate (notice | don’t say eliminate) the
need for new mines, power plants, refin-
eries, and synthetic fuel plants, and re-
duce the capital outlays required for
expanding our supplies of energy.

This capital could be plowed into other
productivity enhancing investments that
might be more economic and socially de-
sirable, i.e. creating new employment
opportunities and new and improved tech-
nology. Energy conservation is capital
conservation.

A Business Week article discussed the
current situation in terms of capital re-
quirements of investor owned utilities.
These utilities produce 77 percent of all
U.S. power (May 28, 1979 "'A Dark Future
For Utilities™).

* The article stated that "'Even un-
der the lowest growth forecast, the
investor-owned utility industry fig-
ures that it will need at least $500
billion over the next 15 years to
build enough capacity to meet de-
mand ..." (data in current dol-
lars).

» The same article discussed the
experience of Pacific Power and
Light Company in Portland, Ore-
gon, that was recently granted au-
thority to approach customers
with an offer to insulate their
homes free. In return, the utility
would be granted a lien on the
homeowner's mortgage to re-
cover the cost of insulation when
the home was sold.

e As of May 1979, 1,000 houses
have been refrofitted (insulated),
and 6,900 homeowners wanted to
sign up for the program.

e The company estimates that in-
sulating an electric home in its ser-
vice area costs 1.5 cents per
kilowatt hour saved, compared to
more than 4 cents for producing

that same amount of power with
new capacity. As the company
has stated, “If we can in effect
generate kilowatt hours from your
house by insulating your ceiling
cheaper than we can by building
new power plants then It's in
everybody's interest o do it.

e Other uitilities, including PUD's,
are looking at this and other
means of load management—It's
the coming thing.

It is innovative ideas such as this exam-
ple, coupled with development of alterna-
tive sources of energy supplies, that are
going to help the region and the nation
make the required energy adjustments.
This transition will not be totally smooth
and not without false starts, but I'm sure
that we will make it.

Washington State is not a producer of
either petroleum or natural gas. We de-
pend on our supply from domestic pro-
duction in other states, Canadian and
other foreign sources. Our future supplies
of these energy sources are tied to the
national and international energy situation.
The energy resource which makes Wash-
ington and other Pacific Northwest states
unique is our hydroelectric capacity. It is
renewable and low cost.

It was the excess capacity in hydro gen-
erating capacity which resulted in much of
the industrial diversification that occurred
in Washington during and after the Second
World War. Our per capita consumption of
electricity is double the national average
while our total energy consumption is
close to the national norm. The Pacific
Northwest holds 35 percent of the nation’s
installed hydroelectric capacity. About 80
percent of the region’s total electrical
power is produced by these facilities. This
compares with a national average of
roughly five percent.

Economic growth in the region con-
tinues to place increased pressure on this
resource. We are in a situation where
there are essentially no new large scale
hydroelectric sites available for develop-



ment. For all practical purposes, the po-
tential of the Columbia River system has
been fully tapped. Power requirements
continue to increase with growth in popu-
lation, employment and industrial output.
Moreover, as we found out during the
1977 drought, we are notimmune to short-
ages in critical water years.

Various forecasts have been made and
are developed on a continuing basis on
the long-term needs of the region for elec-
trical power. Additional generating units in
some of the existing hydroelectric projects
can be used effectively for peak energy
requirements. The base load for in-
creased firm energy will come from
thermal sources. The Bonneville Power
Administration has given notice of insuff-
iciency to meet additional requirements to
its preference customers, the public and
municipal utilities after 1983. BPA has an-
nounced that it will not be renewing direct
service customer contracts to industry.
These direct contracts go essentially to
the aluminum companies.

Current planning calls for 11 nuclear
plants and three coal units in the region
plus additional coal plants just outside the
region. This will shift the hydro-thermal
mix from 80/20 to 50/50 by the end of the
1980s. Delays and rapidly increasing
costs for these plants have been com-
mon. New energy from these sources ob-
viously will be very costly, but that is true
of any future energy development, re-
gardless of type.

There are various power-planning pro-
posals which would permit regional plan-
ning and distribution of power from
thermal plants mixed with existing Federal
low cost hydro. These plans and pro-
posals have generally met with opposition
from public agencies which benefit from a
preference clause established 40 years
ago. Such legislation probably will be
passed by the Federal Government next
year."”

Washington State’s economic develop-
ment interests would be well served by a
Federal system that:

* Provides for existing energy in-
tensive industrial users.

* Reflects a recognition of the
need to achieve a balance be-
tween overall load growth and
generating capacity.

* Reflects a forward looking atti-
tude on the part of the region to

seek longer-term solutions to this
important facet of the region's
business climate.

* Reflects a willingness to deal
with power availability issues on a
long-term basis.

In terms of power availability issues, we
have a number of them facing us today.
Construction of new facilities such as nu-
clear and coal fired power plants are
meeting opposition based on issues such
as nuclear safety, coal impacts on health,
efc. If we are to meet our immediate elec-
trical energy needs, we will have to com-
plete these projects without additional
delay. Forecasts show that with a critical
water year (may or may not happen), we
will be in a deficit position even with these
plants on line as currently planned. Addi-
tional work will need to be done to in-
crease our supply capabilities.

Meeting regional energy needs will re-
quire some very tough policy decisions to
more expeditiously resolve issues relating
to energy supply by both industry and
government leaders. Conservation and
other demand considerations will also
have to be addressed to bring our regional
situation into balance.

These policy decisions relating to en-
ergy are made even more difficult by what
| view as a false perception of the problem
common to many experts and the public in
general. Ask your neighbors what the en-
ergy problem is all about and they will
probably tell you that it is about shortages.
Shortages of gasoline, of heating oil, of
electricity, of natural gas, etc. Higher
prices are also of major concern. Ask an
expert such as an oil company executive
or government energy official and they will
express concerns about future energy
"‘gaps"’ as well as current shortages. They
will talk of future energy requirements and
needs and how future supplies will fall
short of demand. They talk about rates of
return on investment, high developmental
costs, etc.

The difficulty that | have with this per-
ception of the energy issue is that short-
ages and gaps are not acts of nature that
just sort of happen. They are the conse-
quences of deliberate government policy
choices. | say this because basic econom-
ics tells us that at some price the energy
market will clear.

This matter has been well stated by
Professor Milton Friedman who said:

“*Economists may not know much, but we
do know one thing very well—how to pro-
duce shortages and surpluses. Do you
want to produce a shortage of any prod-
uct? Simply have government fix and en-
force a legal maximum price on the
product which is less than the price that
would otherwise prevail . . . Do you want
to produce a surplus of any product? Sim-
ply have government fix and enforce a
legal minimum price above the price that
would otherwise prevail.”

I think there is some general agreement
that government policies have had no ef-
fect on the U.S. oil market. State produc-
tion restrictions, Federal import quotas
and Federal leasing policies kept oil prices
higher than the market level in the 1950s
and early 1960s. As surplus domestic oil
capacity declined in the late 1960s, import
quotas were loosened, and prices were
held down first by informal pressures and
rising imports and then by mandatory
price controls. While capacity was declin-
ing, public policy shifts dictated more im-
ports and lower prices than the true
market level. This stimulated demand and
increased our dependency on foreign oil.”’

A similar case can be observed regard-
ing U.S. natural gas production. After
prices rose through most of the 1950s
price ceilings were placed in effect in
1960. The low ceiling prices increased de-
mand drawing down existing reserves.
Low gas prices meant declining explora-
tion for new reserves, since this was
becoming more expensive. By 1970,
available supplies were falling short of de-
mand.

Nationally, the cost of electrical power
generation, although to a lesser degree,
has a similar history. By the late 1960s,
the decline in production costs associated
with hydro generation were reversed as
more expensive thermal plants were
brought on line. In addition, there were
added costs of meeting environmental
constraints. These added costs were not
reflected in all cases in electrical rates. In
many states, rate increases were denied
outright by Public Utility Commissions, and
the average increase granted has been in
the range of 50-60 percent of the original
request.

Prospects for investment in private util-
ities have been reduced. Consequently,
needed sources of supply are not being
developed. Public utilities, with tax ex-
empt bonds are generally in better shape.
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My point is that past policies and institu-
tional frameworks have helped us con-
sume more energy of all types since the
late 1960s by generally keeping prices
below the true market level. Also, lower
prices and rates of return have dis-
couraged long-run investment in new
sources of supply. As we make necessary
energy adjustments, it is helpful to keep
this bit of history in mind. Had higher prices
(as determined by the energy market)
been allowed to occur, the adjustment
process that we are now facing would
have been underway for some time. The
fransition would have been much more
gradual.

The question is how do industrialized
countries manage to shift to a new gener-
ation of energy technologies in an era of
gradually declining world oil and natural
gas production? These shifts will be ac-
companied by higher prices which will re-
quire further adjustments in energy use.
These developments will obviously re-
quire certain types of government policies
at the national and local levels. How well
these policies work will depend in part on
what we have learned from our past expe-
riences.

Several government-sponsored pro-
grams are being proposed and discussed
at the Federal level to alleviate the energy
problem. On the supply side, research
and development on alternative sources
of fuel, i.e., solar, synthetics, nuclear,
(such as the program suggested by the
President rivaling the space effort in mag-
nitude) are being proposed.

Also proposed are programs such as
tax incentives, laws to remove obstacles
to the siting of facilities, new leasing pro-
grams for Federal lands and even direct
exploration of Federally controlled re-
sources. The value of each of these pro-
posals can be tied directly to the extent
that it expands our energy supply.

On the demand side, there are pro-
posals to reduce unnecessary consump-
tion of energy. Some proposals require
higher insulation standards, further sup-
port of rapid transit, more efficient
automobiles and requiring more energy
efficient production processes. The value
of each of these proposals can be tied to
the extent that they reduce consumption.

It should be obvious to all of us that
there are numerous combinations of sup-
ply expanding and demand reducing pol-
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icies that will do the job, that is, alleviate
our short and long-term energy problem.
Each interested party can rank policies in
terms of self-interest and choose a com-
bination that will accomplish what needs
to be done while maximizing his own per-
sonal well being (or minimizing his per-
sonal disruption). This presents a dilemma
for those who develop energy policies. Al
people are not in the same boat in terms of
energy and any policy action can create
hardships on one hand while benefiting
someone else. Because of different cir-
cumstances, everyone does not benefit
equally.

| don't know the total answer to this di-
lemma, but I think that the following con-
cepts are helpful to keep in mind as we
address the energy problem.

First, balance is necessary, that is, one
cannot simply choose options from one
side of the equation. Supply and demand
considerations must be viewed together.
We should appreciate the fact that at
higher prices, consumers really do buy

less and producers offer more. These
tendencies are not so weak that only as-
tronomical prices will assist in correcting
the problem. For example, it is estimated
that price rises so far this year for gasoline
have brought demand down 2.5 percent.

A market-oriented approach (particu-
larly for petroleum) is an essential ingre-
dient of a sound Federal energy policy.
Exposure to realistic prices will be a re-
minder to us all that we are entering a new
era, and abundantly available and cheap
energy is fast becoming a thing of the
past. It will result in a better allocation of
the resource and prompt the development
of alternatives. The mechanism of the
marketplace is far better than government
threats and pleading in inhibiting con-
sumption, encouraging conservation,
matching supply and demand, and offer-
ing incentives to find more oil or develop
oil substitutes. This would apply equally to
other forms of energy.

Such a shift in government policy, how-
ever, would not be without adverse im-
pacts {o some segments of our society.
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Letting prices rise to their market level has
been long recognized as having the poten-
tial to create a great hardship on lower
and fixed income citizens. However, a
means of direct assistance to alleviate
these hardships could be accomplished
through additional government programs
and policies. A gradual approach or tem-
porary phase out of controls would also

- soften impacts and make them more man-
ageable.

It may already be too late for some

- effective government policies, at least for

now. As the present shock wears off, peo-
ple will tend to forget the problem. Articles
are becoming more prevalent in news-
papers, etc., such as ‘'plentiful pe-
troleum™ with headlines proclaiming that
the shortage of oil is over for now. Con-
sumption is down; production is up.
Above-ground inventories are moving into
the “‘normal’’ range. Spot prices for crude
are declining and most of all these articles,
however, if you read them carefully state
that problems remain for the long run.
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This good news in the short run might
suggest bad news for the long term if we
are not careful. Energy experts are right-
fully concerned that the change in our
current circumstance, may effectively tor-
pedo efforts in the U.S. and the rest of the
world aimed at dealing with the long term
petroleum problem.

Most worrysome, is that this will result in
a resurgence of demand and once the re-
cession is over, we will be back to square
one, thatis, right back to our current situa-
tion. More problems in Iran, reductions in
OPEC production to a sustainable level,
efc., are other variables that could effec-
tively create a shortage situation. As
Kuwait's oil minister put it, “The imbal-
ance between the supply of crude oil and
demand will not be that great, but given
the world’s insatiable appetite for oil, it
does not take a lot to move from feast to
famine.”

In closing, | would like to suggest that
we make the necessary adjustments to
carefully go on a diet, and escape the

feast or famine routine. If we do this, we
can work our way out of our long term
energy problem starting now, and not
merely postpone the day of reckoning.
This is what is needed to assure that en-
ergy will be available to drive our econ-
omy in the 1980s.

It will take strong leadership at all levels
of government, cooperation from the pri-
vate sector and it will take time. It will re-
quire that we all become better educated
about basic economics and this complex
set of problems. We should also be pre-
pared to support the right programs even
if they hurt. There are no easy and inex-
pensive solutions. Policies that merely
postpone the adjustment are not in our
best interest.

In the end, the behavior, patience, and
understanding of an educated public will
be the determining factor in how well we
make the required adjustments. The fate
of our country, and probably the free
world, hangs on whether or not we collec-
tively get our act together!
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