Attachment 1

Section 4:  Cost Effectiveness Criteria

1.
Background.  In Docket No. 2002-161, we discussed the background of, and offered options for, determining the cost effectiveness of interim programs.
[9]  In that proceeding, we decided to rely on the framework established in the current version of Chapter 380 (Ch. 380-O) to determine the cost effectiveness of individual interim programs and of the portfolio of programs.  Under that framework, we rely on the All Ratepayers Test to screen for cost effectiveness, but we also consider whether a program or group of programs is likely to have a significant impact on T&D utility rates.

 



Cost effectiveness testing for conservation programs has a long history before this Commission.  Twenty-five years ago, the Electric Rate Reform Act authorized the Commission to order electric utilities to submit programs for implementing energy conservation techniques.
[10]  Throughout this time period, we have periodically considered how to test whether proposed conservation measures are likely to minimize electricity costs.  The debate typically is framed in terms of which of various cost effectiveness tests should be applied.  That debate is generally reducible to a debate over our goals in adopting conservation programs.

 

Historically, the Commission has considered three cost effectiveness tests.  The primary test has been the All Ratepayers Test (ART), which measures whether a conservation program provides the same level of end use amenity (e.g. lighting or hot water) at a lower overall net cost to utilities and ratepayers taken together.  The ART generally measured savings in terms of avoided generation and delivery costs.  The second test has been the Rate Impact Test, which measures the impact of a program on the average electric utility rate.  Finally, the Societal Test is an expansion of the ART, in that it includes environmental and other social benefits external to the transaction between the utilities and their customers.

 



The Commission’s use of these tests was prescribed in earlier versions of Chapter 380.  Chapter 380 was developed in the 1980’s and remained substantially unchanged until 1999, when legislation associated with electric restructuring shifted the responsibilities for conservation programs within the State.  During the 1980’s and 1990’s, the purpose of Chapter 380 was to provide a set of rules under which utilities could implement conservation measures without seeking Commission approval.  However, Chapter 380 allowed utilities to seek approval for programs that did not meet the three tests.
[11]  Thus, the tests were not absolute limiters.  The Commission could exercise its judgment in approving additional programs if it determined that such programs exhibited benefits not captured in the three cost effectiveness tests.       

 


The current Conservation Act is broad in scope and includes goals that extend well beyond savings associated with generation and delivery costs.  Increased consumer awareness, sustainable economic development, reduced environmental impact, the creation of more favorable market conditions for efficient products, a 20% funding target for low-income and small business consumers, and geographic and income diversity are all statutory goals that are likely to be difficult to accomplish under a strict cost effectiveness test.  At the public hearing, the Public Advocate urged the Commission to be flexible in its use of cost effectiveness tests.  In the Public Advocate’s view, the Legislature has encouraged the Commission to “come to its own conclusions about a fair distribution of benefits.”  He comments that “there’s no way to avoid the exercise of judgment in the design of cost effectiveness screens.”  We agree that our decisions regarding cost effectiveness criteria must include the flexibility to balance all the goals in the Conservation Act – whether strictly quantifiable and related to electrical generation and delivery, or less quantifiable and related to broader goals in the Act.  At a minimum, we must retain the flexibility the Commission had under earlier provisions of Chapter 380.  To comply with the Act, we must have as much flexibility as possible while retaining a consistent, economically rational approach to program design.

 

Currently, most other states – and particularly Northeast states -- use variations of the ART, variously called Total Resource Cost Test, Modified Total Resource Cost Test, Societal Test, or Modified Societal Test.  These tests are distinguished by the fact that they include costs or benefits associated with ”non-electric” resources (e.g., increased use of gas or water), customer O&M expenses (e.g., reduced maintenance), and improved ability to pay electric bills.  They may include “spillover effects” (e.g., adoption of additional efficiency measures by customers outside of the efficiency program). Societal Tests may include costs and benefits accruing outside of Maine, such as environmental effects.  Some states attempt to include economic development and job creation benefits.  On the other hand, some states consider cost effectiveness from the participant’s perspective or from the utility’s perspective.  

 

Quantification of some of these costs and benefits is difficult.  Some states solve this problem by creating a percentage adder to represent environmental or other non-quantifiable costs.  In general, these adders are not meant to represent a measured level of benefit, but are meant to acknowledge that some benefit exists and should be recognized.

 

Appendix A contains a summary of the most common costs and benefits included in commonly considered cost effectiveness tests.  Appendix B contains a summary of our understanding of other states’ cost effectiveness tests.

 

2.
Subsection A – Modified Societal Test.  In subsection A of the proposed rule, we defined a Modified Societal Test (MST) as the cost effectiveness test that will be used for ongoing (as opposed to interim) conservation programs.  The proposed rule defined the MST as the ratio between benefits and costs.  

 

OPA supports the MST, but suggests that it be expressed as the difference (rather than a ratio) between benefits and costs.  OPA comments that the magnitude of this difference (using a net present value calculation) is the “true economic value provided by the conservation measure or program” and that the MST should at least consider the net difference.  In earlier comments and at the public hearing, OPA emphasized that, regardless of whether a ratio or a “net benefits” approach is used, the test should not be so rigid as to eliminate the Commission’s ability to use judgment in balancing goals.

 

In our view, the choice of using a ratio approach (as in the proposed rule) or a net benefits approach (as suggested by OPA) will have very little influence on our choice of programs, if any at all.  For a fixed budget, each approach would yield the identical decision.  Absent a fixed budget, implementing programs with the greatest net benefit might focus funding on a small segment of the population, thereby conflicting with our efforts to offer programs to a wide variety of consumers.  In either event, we agree with OPA’s opinion that we should not choose programs rigidly based on the level of a ratio or net benefits.  Notwithstanding these comments, we conclude that expressing the MST in terms of absolute dollars might make a program’s effect more intuitively understandable without changing the intent or the impact of the proposed rule.  Thus, we have revised subsection 4(A) and subsection 4(B)(1) of the final rule to express the MST as a net benefit measurement.  We expect that we will express the results of the MST in terms of both dollars and a ratio, to retain the advantage of each.

 

The proposed rule included in the MST all costs and benefits that are reasonably quantifiable, regardless of who pays or experiences the cost or benefit.  This approach is generally consistent with the All Ratepayer Test approach taken in years past, but expands the approach to include all impacts that clearly result from the programs.  We recognize that some factors will continue to be difficult to quantify.  We do not establish a percentage adder to represent those factors.  Rather, we intend to quantify when possible and simply report program effects when quantification is not possible.  

 

Subsection 4(A)(1) lists benefits to be included in the cost effectiveness calculation.  Avoided electric generation costs will be estimated using regional prices. The proposed rule states that an average generation cost is adequate, but that more precise estimates based on time differentiation may be used when appropriate.  Avoided T&D costs will rely on T&D utilities’ marginal cost estimates, which also may be averages or time differentiated estimates.  In the inquiry, utilities commented that their marginal cost estimates are imprecise.  However, they are the most appropriate quantities available.  Avoided fuel savings will include reduced use of oil, gas, or any other fuels saved.  The  rule does not specify a method for calculating fuel savings – we will use the best estimate available.  Similarly, avoided costs of water, sewer, or any other resource will be estimated as accurately as is possible and reasonable.  Finally, subsection (e) establishes that any other benefit that we can reasonably quantify will be included in the cost effectiveness test.  We conclude that these benefits are important outcomes of conservation programs – sometimes by design and sometimes by good fortune – and they should be acknowledged whenever possible.

 

Subsection 4(A)(2) lists costs to be included in the cost effectiveness calculation.  Direct program costs listed in subsection (a) and capital costs associated with the purchase and installation of appliances or equipment, listed in subsection (b), are traditional costs included in cost effectiveness tests.  Subsection (c) lists other costs such as increased customer operation and maintenance costs.  Considering such costs is consistent with considering all benefits that can be recognized as resulting from a program.

 

In its comments in the rulemaking, BHE suggests that we consider lost utility profits as a program cost, noting that lost utility revenue is a societal cost and will ultimately result in higher rates.  We reject BHE’s suggestion.  To the extent that a utility’s rates exceed its marginal delivery costs, a utility will lose revenue if a conservation program lowers total kWh use.  That loss is a transfer-payment from the utility’s stockholders (in the short term) to program participants.  The utility’s monetary loss is offset by participants’ economic gains (whether through lower costs for similar productivity or through increased productivity at a lower price than would have occurred absent the program).  At the heart of the economic tests used in most states and in Maine has been the policy decision that lowering society’s overall expense of using electricity without lowering productivity level is a desirable goal.  Historically, a transfer of funds has occurred under Total Resource Cost Tests, All-Ratepayer Tests, and Societal Tests, and has been mitigated by offering a wide range of programs to all ratepayers.  Currently, very few programs that reduce kWh use would pass a test that included lost utility profits as a cost.  It is unlikely that the Legislature intended us to establish a cost effectiveness test that excluded virtually all programs that reduce kWhs.  Thus, our final rule treats lost utility profits in the manner they have been treated historically in cost effectiveness tests.

 

We note, moreover, that conservation programs will not always lower kWh use.  The Act includes many goals, including the goals that programs “create more favorable market conditions for the increased use of efficient products and services” and “promote sustainable economic development.”  We have incorporated those goals into our goals, objectives, and strategies, and have also stated that programs shall “improve the efficiency of electric energy use by Maine residential consumers, businesses and other organizations.”
[12]  In our Order Approving Goals, Objectives, and Strategies, we assert that programs will not reduce kWhs per se, but will improve electric efficiency.  Programs that meet these goals may increase utility sales, thereby improving, not harming, a utility’s profits.

 

CMP suggests that we include the Rate Impact Test in a manner similar to its use in Chapter 380-O.  According to CMP, under this approach the Commission would consider a program’s impact on rates, rejecting the program if the impact exceeded a pre-defined level.  CMP suggests that the 1% specified in Chapter 380-O would be reasonable.

 

We agree that we should consider the impact on rates from the portfolio of programs, and would do so as a matter of our normal approach to utility matters.  However, we reject setting a specific rate impact that would automatically require program rejection.  As discussed earlier in the order, the 1% level in Chapter 380-O only prohibited the utility from implementing a program without Commission approval.  The Commission still retained the flexibility to use its judgment in balancing the rate impact with the program benefits.  The breadth of the Act requires us to consider even more goals than we did under Chapter 380-O, and we intend to retain that flexibility to do so.  Thus, in subsection 3(C) of the final rule we have added the provision that we must consider the likely impact of the full portfolio of conservation programs on a utility’s rates, but we do not specify a level that would trigger program rejection and we do not state any action that must be taken based on our consideration.  Under the final rule, we will weigh the program benefits with the harm to utilities and their ratepayers given the conditions at the time.  

 

BHE and CMP comment that “non-electric benefits”
[13] should not be included in the MST.  CMP advocates using the methods used in the All Ratepayers Test, which CMP asserts did not include such benefits as increased amenities and decreased operating expenditures not related to electricity use.  CMP contends that quantifiable externalities may be considered as program benefits, but only if an All Ratepayers Test is first satisfied.  BHE advocates capping non-electric participant benefits to participant costs, and capping non-electric benefits at some portion of total benefits.   CMP notes that the All Ratepayers Test emphasized avoided cost benefits, while the MST is overly expansive.  CMP quotes Commissioner Diamond in his separate concurring statement to the June 13 Order in Docket No. 2002-161 as asserting that it is difficult if not impossible to measure non-electric benefits such as environmental benefits.  Both utilities comment that the programs are funded by electric ratepayer money and should be targeted to electric savings.  On the other hand, OPA supports inclusion of non-electric benefits in the MST.  OPA states that the Legislature has given the Commission a new mandate to “consider, without limitation” programs that promote sustainable economic development and reduce environmental damage.  The OPA believes that a strict All Ratepayers Test is “neither necessary nor feasible” under the new mandate, and that it is appropriate to consider both quantifiable externalities and non-ratepayer specific benefits that result from a conservation program. 

 

We agree that programs should be targeted to savings associated with how a customer uses and obtains electricity.  However, we disagree that savings such as reduced operating expenses and alternative fuel savings should be excluded from the cost effectiveness test.  As long as such savings result from the electric efficiency measure, they are a savings of the program and should be considered in a cost effectiveness test.  We disagree with an implication that Commissioner Diamond asserted that all non-electric benefits are difficult to quantify; indeed many will be easily quantified.  The Act allocates ratepayer funds to implement programs that are beneficial for reasons that extend far beyond avoided generation and T&D utility costs.  The Act targets economic development and environmental benefits in particular.   The Act directs the Commission to make an investment decision on behalf of the citizens of Maine.  When making an investment decision, one considers all savings associated with the investment.  While we agree that a program must focus primarily on electric use, we see no reason to ignore a subset of savings that result when the electricity measure is undertaken.  Thus, the final rule retains the “non-electric” benefits contained in the proposed rule.   

 

Having stated our decision regarding the cost effectiveness test that is required before we will fund a program, we turn to a different decision – namely, the amount of funds we will commit to customer incentives within a program.  We acknowledge that non-electric savings such as reduced maintenance and non-fuel costs benefit only the participant, while avoided generation and T&D costs generally benefit all electric users.  This becomes relevant because we desire that the program portfolio benefit as many consumers as possible.  With this concern in mind, we are initially inclined to limit the incentive we award participants to the level of savings attained through avoided generation and T&D delivery costs.  This approach would address many of BHE’s and CMP’s concerns.  We decline to adopt a rigid provision that requires imposing this limitation.  Rather, we will judge each situation on its merits.  Thus, in Section 4(A)(6) of the final rule, we have added the sentence that the Commission consider the value of the program savings associated with electrical production and delivery when setting incentive values.    

 

In addition, we observe that environmental benefit in the form of reduced emissions has, for many years, been considered by some to be an important benefit of conservation programs.  The current law is no exception.  The Act contains a goal of attaining environment benefits, yet program proposals made to us have contained no estimates – either quantified or not -- of environmental impact.  While it is difficult to determine precise quantification of this benefit, it is not impossible to produce estimations.  We ask persons who view environmental improvement to be important to submit program suggestions that explicitly target environmental improvement.   For example, a program that reduces energy use or demand at a time when the marginal generating units produce high emissions would help us fulfill the Act’s environmental goal.  We also ask all persons submitting program proposals to provide, if possible, information on the environmental impact of the program.  Finally, we intend to issue a solicitation, separate from this order, that requests proposals for conservation programs that explicitly target environmental improvement as a primary goal.  These actions will allow us to include programs in our portfolio that may reasonably be considered to meet the environmental goal of the Act.    

 

Finally, BHE and CMP recommend that the Commission reject non-quantifiable benefits in the MST.  CMP comments that the All Ratepayers Test was a “simple, objective, mathematical test” while the MST is imprecise and encourages disputes and second-guessing.  In our view, the Act clearly rejects a “simple, objective, mathematical” view of cost effectiveness by including a variety of broad and difficult-to-quantify goals.  As pointed out by the Public Advocate in his comments, the Act requires that the Commission exercise judgment when determining cost effectiveness and when balancing goals.  The fear of less than perfect precision should not cause us to ignore important benefits that are consistent with the intent of the Act.  The proposed rule used terms such as “reasonably identifiable costs” (subsection 4(2)(a)) and “to the extent such costs can be reasonably quantified and valued” (subsection 4(2)(c)).  We consider these phrases to be adequate protection against disputes or abuse and have not changed them in the final rule. 

 

In the proposed rule, subsection 4(A)(3) established guidelines for the discount rate to be used in cost effectiveness calculations.  We commented that the cost effectiveness of a program is calculated from the perspective of Maine consumers as a whole (as opposed to only the participant).  Thus, the discount rate should be a societal discount rate.  Long-term treasury securities yields are reasonable for this purpose.  

 

In its comments in the rulemaking, BHE suggests that, for each program, the Commission choose a discount rate that reflects the risk profile of the program.  BHE points out that some measures are short-lived and that some costs and benefits cannot be predicted with certainty.  In our view, establishing a discount rate to use when evaluating most programs establishes consistency and predictability and creates a result that is reasonably accurate.  However, consistent with comments made earlier in this order, this rule should not limit our ability to exercise judgment.  We acknowledge that variability in certainty and measure life exists.  Thus, while we decline to state a prescribed method for linking risk to the discount rate, in subsection 4(A)(3) of the final rule we have introduced the flexibility to consider alternative discount rates when conditions warrant doing so.      

 

Subsection 4(A)(4) establishes that costs and benefits will all be measured on a comparable, net present value, basis.  This is a traditional, established calculation method.  No person suggested changing this subsection.

 

Consistent with our intent to consider all costs and benefits that can be recognized, subsection 4(A)(5) establishes that costs and benefits will be estimated for as many years in the future as seems reasonable.  

 

3.
Subsection B – Non-Quantifiable Cost Effectiveness Test.  Subsection B of section 4 accommodates programs that satisfy statutory or Commission-established goals but whose benefits cannot be quantified.  While we will measure costs and benefits whenever possible, we conclude that there are programs that will benefit consumers in Maine, or that meet statutory criteria, but whose benefits cannot be reliably estimated.  Indeed, there may be requirements of the Act that cannot be met if all programs must pass the Modified Societal Test.  In particular, it may be impossible to spend 20% of total funds on low-income or small business programs and it may be impossible to conduct energy education as the Act contemplates, unless programs with non-quantifiable benefits are considered.  The subsection includes three criteria, all of which must be met, before a program can be implemented without passing the Modified Societal cost effectiveness test.  Subsection 4(B)(1) allows a program with non-quantifiable benefits to be implemented, while subsection 4(B)(2) establishes that the program must meet statutory or Commission-established goals and subsection 4(B)(3) establishes that the entire portfolio must be substantially cost effective. 

 

This subsection creates the possibility that a program whose benefit-to-cost ratio is quantifiable but is less than one, and that meets particular goals, cannot be implemented.  However, a program whose benefit-to-cost ratio is not quantifiable, and meets the same goals, may be implemented.   

 

In its comments in the rulemaking, MCAA supports the inclusion of a non-quantifiable cost effectiveness criteria, calling the provision “forward-looking.”  MCAA comments that this provision will allow the Commission to implement “cutting edge” ideas to determine whether they are successful.  BHE expresses the concern that subsection 4(B) could result in abuse and reiterates the suggestion that non-quantifiable benefits be limited to a portion of total benefits.  While we decline to specify such a percentage, as a practical matter we expect to limit our funding of programs with non-quantifiable benefits.

 

In the inquiry, we invited interested persons to express their views on whether there should be a quantitative standard for the distribution of benefits.  To elaborate, the MST looks at benefits and costs in the aggregate.  We wondered whether the Commission also should be required to find that benefits will exceed costs for some minimum percentage of Maine consumers.  For example, if it were determined that for a particular portfolio of programs the benefits will exceed the costs in the aggregate (i.e., the portfolio passes the Modified Societal Test) but that only 20% of consumers will actually receive more in benefits than they pay in costs, should that portfolio be deemed cost effective?  

 

The OPA does not support this approach, commenting that, given limited resources, it would foreclose many programs, particularly those in smaller service territories.  BHE comments that resources should not be diverted from high benefit programs in favor of high penetration programs.  We did not introduce such a provision in the final rule. 

 

In the inquiry, we also welcomed comments on whether the existence of statutory requirements that certain percentages of the spending be directed at specified groups and that all groups be given the opportunity to participate warrants the conclusion that the Legislature did not expect the Commission to deal further with distributional equity issues.  Even if one answers this question in the negative, we asked whether it is realistic to expect the Commission to be able to determine the percentage of ratepayers who will have a benefit-to-cost ratio in excess of 1 (or a net benefit greater than 0) for a particular program or portfolio of programs.  Finally, given the Commission’s conclusion that the Rate Impact Test is not feasible in a restructured environment, which means that some and perhaps many ratepayers may have costs in excess of benefits from these programs, we inquired whether the Commission should suggest to the Legislature that it may want to reexamine the statute.
[14]
 

The OPA suggests that, in the Act, the Legislature has already determined the distributional equity it considers to be appropriate.  The Commission should not delve further into the issue.  BHE suggests that the Act should be re-evaluated.  We made no change in the final rule based on these comments.     
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