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Utility Pricing Is Important 
(but it is not the most important thing) 

•  Four legs to the chair of Energy Efficiency: 
– Policies (NW Power Act, EPAct, etc) 

– Programs (Energy Efficiency Funding, etc) 

– Prices (today’s topic) 

– Penalties (NW Power Act Surcharges, RPS 
penalties, etc) 

•High prices alone do not achieve 
conservation goals (Hawaii, Guam, Samoa) 
•  Good policies and programs can overcome 
bad prices, but good prices alone cannot 
overcome poor policies and programs. 
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Basic Principles of Rate Design 

• Simplicity, understandability, freedom from 
controversy as to interpretation, ease of 
administration 

• Collect the required revenue 
• Achieve a fair allocation of costs, and address 
perceptions of equity and fairness 

• Avoid sharp changes from year to year 
• Encourage efficient use of energy, and 

discourage inefficient use of energy. 
• Avoid undue discrimination. 
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Examples of  
Residential Rate Design 
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Lane Electric Coop 

$14.00/month 

8.2¢ / kWh 

EWEB 

$7.00/month 

Winter Usage 

First 800:        7.2¢ 

Next 2,200:     8.9¢ 

Over 3,000:   10.1¢  

 

Summer Usage 

First 800:        7.2¢ 

Next 900:        8.9¢ 

Over 1,700:  10.1¢ 

 

Pacific Gas & Electric 

$0.00/month 

First ~400:       12.2¢ 

Next ~200:       13.9¢ 

Next ~600:       29.3¢ 

Over 1,200:      40.3¢ 

 

Block sizes vary with 

climate zone and 

housing type 

ALL of these 

rates are 

“based on 

the cost of 

service.” 

 

Why are they 

so different? 



Many Ways to Measure  
“Cost of Service” 

• Embedded vs. Marginal Cost 

• Minimum System vs. Basic Customer 

• Ramsey Pricing 

• Hydro Blocking 

• Bill and Revenue Stability vs. Efficiency 
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There are as many ways to measure “cost of 

service” as there are analysts doing the 

studies.  There is no “correct” way to do it. 



Embedded vs. Marginal Costs 

• Embedded costs look at the actual costs the utility is 
incurring in the current year; marginal costs look at the 
cost of new resources in pricing existing resources. 

• Because the cost of energy may be rising more rapidly than 
the cost of distribution service, embedded cost ratemaking 
puts less emphasis on energy than the future portends. 

• Nearly all publicly-owned utilities use embedded cost 
methods.   

• ~17 states use marginal costs to set private utility rates 
(including Oregon & California). 

• But there are dozens of different methodologies. 
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Minimum System vs.  
Basic Customer  

Minimum System 
Method 

• Each customer assigned 
a per-customer share of 
the cost of poles, wires, 
and transformers. 

• Puts more cost on 
residential class, less on 
commercial 

• Used by most coops 
• Results in high per-

customer charges, like 
Lane Electric 
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Basic Customer 
Method 

• Only metering and 
billing assigned on a per-
customer basis 

• Other distribution costs 
in usage rates. 

• Puts more cost on 
commercial class 

• Used by most state PUCs 
• Results in lower per-

customer charges, like 
EWEB 
 



Most “Fixed” Costs Do Not Belong  

In the Fixed Monthly Charge 
• Lots of businesses have 

high fixed costs, but do 
not impose fixed 
charges on customers.  
Oil refineries, hotels, 
retailers. 

• Only the costs of meter 
reading and billing “go 
away” if a customer 
disconnects. 

Transmission Distribution

Metering and Billing Power Supply

Admin



Inverted Block Rate Design 

• Multiple justifications 
– Limited low-cost resources 

– Upper blocks of usage are more 
weather sensitive and 
unpredictable, thus higher cost 
to serve. 

– Future costs are higher than 
present costs, so they reflect 
long-run marginal costs. 

– Benefit most low-income 
consumers 
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EWEB 

$7.00/month 

Winter Usage 

First 800:        7.2¢ 

Next 2,200:     8.9¢ 

Over 3,000:   10.1¢  

 

Summer Usage 

First 800:        7.2¢ 

Next 2,200:     8.9¢ 

Over 3,000:  10.1¢ 

 



Ramsey Pricing  
Inverse Elasticity Rule 

• Rates should deviate most from 
marginal cost for the least elastic 
components of demand. 

• End-block prices approximate 
long-run marginal costs inclusive 
of environmental costs to serve 
sporadic uses like space 
conditioning. 

• The cost of meeting needs for 
space heating and cooling are 
much higher than for other uses, 
due to season, time of day, and 
sporadic demand. 
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Pacific Gas & Electric 

$0.00/month 

First ~400:       12.2¢ 

Next ~200:       13.9¢ 

Next ~600:       29.3¢ 

Over 1,200:      40.3¢ 

 

Block sizes vary with climate 

zone and housing type 



Rate Design and Conservation 
Good Rate Design = Quick Payback 

Insulation Job 
• Cost:  $3,000 

• Savings:  5,000 
kWh/year. 

 

• Customer savings: 
– Lane:     $410/year 

– EWEB:  $505/year 

– PG&E:   $1,500/year 

 

12 

New Fridge   
• Extra Cost:  $100 
• Savings:  200 

kWh/yr 
 
• Customer savings: 

– Lane:     $16/year 
– EWEB:  $18/year 
– PG&E:   $58/year 

 



Rate Design and Salmon 

• Under natural river management (no storage), 
river can produce a limited amount of power 
each month. 
– A tiered rate gives each customer their share of this 

limited hydro power at a hydro-based price. 

• Hydro storage dams interfere with natural flows, 
and carry an environmental cost 
– A tiered rate can charge customers a higher price for 

usage in excess of the natural-flow monthly output of 
the hydro system (or covers the cost of thermal 
power, including emission-related costs). 
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A Few Key Pricing “Do’s” 

• DO set prices for incremental usage to reflect 
ALL incremental costs. 

• DO set the basic charge to recover no more than 
metering and billing costs. 

• DO use inclining block rates to recover costs 
fairly and encourage conservation 

• DO let customers choose a time-varying rate 
schedule if they want. 

• DO display the effective rates on the bill 
(including all taxes in the unit costs) so 
customers can see what they can save. 
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A Few Key Pricing “Don’ts” 

• DON’T raise the fixed monthly charge to recover 
distribution costs. 

• DON’T include the cost of any Smart Grid 
investments in the fixed monthly charge. 

• DON’T price kilowatt-hours cheaper as usage 
increases. 

• DON’T force customers onto complex rate 
designs they cannot understand. 

• DON’T shift risks to customers with automatic 
adjustment clauses without considering this in 
setting the rate levels. 
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About RAP 

 The Regulatory Assistance Project (RAP) is a global, non-profit team of experts that 
 focuses on the long-term economic and environmental sustainability of the power 
 and natural gas sectors. RAP has deep expertise in regulatory and market policies 
 that: 

 Promote economic efficiency 
 Protect the environment 
 Ensure system reliability 
 Allocate system benefits fairly among all consumers 

 
 Learn more about RAP at www.raponline.org 

jlazar@raponline.org 


