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Two Views of Energy Efficiency 

 Free Lunch:  
– Energy users are ignoring opportunities to save 

money and save energy at the same time 

 Markets Work 
– Reducing energy use will have a cost that must be 

justified by non-market benefits 
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The Free Lunch View 

 The direction of inference is from simple 
engineering calculations to conclusions about 
markets 
– The added cost of efficient equipment is calculated to 

be less than the present value of energy cost savings 

– Therefore energy users are ignoring opportunities that 
would make them better off 

– Therefore market failures must exist 
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The Markets Work View 

 The direction of inference is from characteristics 
of markets to conclusions about the cost of 
improving energy efficiency 
– Energy markets in the U.S are observed to provide 

price signals that reflect the marginal cost of energy 

– Exceptions arise largely from existing subsidies for so-
called renewable energy and more efficient equipment 

– If energy users appear to be making irrational 
decisions, the next step is to see if there are hidden 
costs not addressed in the engineering calculations 
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Where the Free Lunch View Goes 
Wrong 

 Ignoring system level effects and interactions 
– When the fuel economy of cars is increased, reductions in driving 

have smaller effects on fuel use 

 Ignoring hidden costs: consumers rationally care about 
many attributes other than first cost and energy use 
– CFL color temperature, usability in existing wiring, mercury 

hazards 

 Diversity of use is not considered 
– Inefficient lights and motors are rational choices in applications 

with low utilization 

 Institutional obstacles to pricing energy and water 
properly are most often the real culprit 
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Why Addressing Market 
Failures Directly is Necessary 

 Regulations, Standards and Mandates 
– Are most often proposed as a way to collect the Free Lunch 

– Do not ameliorate or remedy an underlying market failure 

– Add to costs by limiting choice and by adding bureaucracy, 
paperwork, and opportunities for rent-seeking 

– Force energy users to make particular choices even if they 
rationally perceive those choices to be excessively costly 

 Identifying and fixing market failures makes it possible to 
– Adopt a “do no harm” approach  

– Remove the problem that makes efficiency excessively costly 
rather than mandating that users bear those costs 

– Balance the costs of implementing a policy against the potential 
net economic savings in energy use 
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Visit www.nera.com Subscribe to the NERA Weekly 

 Complimentary weekly 
newsletter that features our 
latest thinking 

 Updates on new publications, 
events, and client case/project 
work on our website 

 Subscribe now online at 
www.nera.com/neraweekly.asp 
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