Cost-Effectiveness Methodology

The cost-effectiveness evaluation of DSM programs has been standardized to a significant
degree in order to provide for greater transparency and understanding of the metrics. Auvista has
brought these standardized approaches into the evaluation of the cost-effectiveness of our
portfolio through a series of specific interpretations, approaches and policies.  The
summarization of these key policies provides a greater insight into the evaluation and how to
interpret the results.

The cost-effectiveness of DSM programs can be viewed from a variety of perspectives, each of
which lead to a specific standardized cost-effectiveness test.

1.

3.

The perspective of the entire customer class of a particular utility. This includes not
only what they individually and directly pay for efficiency (through the incremental
cost associated with higher efficiency options) but also the utility costs that they will
indirectly bear through their utility bill. When looking at the full customer population
incentives are considered to be a transfer between ratepayers and not a cost for the
overall ratepayer class. This perspective is represented in the total resource cost
(TRC) test.

a. Avista does not perform a full societal cost test (SCT), which is often
considered to be a variant upon the TRC test. The SCT differs in that
quantifiable reductions in externalities are incorporated as a benefit, but
lacking markets for these externalities the quantification is very difficult and
subjective. The SCT also does not allow for funding from outside of the
service territory (tax credits, external funding sources) to offset the cost as
would occur in the TRC test.

If the objective is to minimize the utility bill, without regard to costs borne by the
customer outside of that which is paid through the utility bill, then cost-effectiveness
simply comes down to a comparison of reduced utility avoided cost and the full cost
(incentive and non-incentive cost) of delivering the utility program. This is the utility
cost test (UCT) also known as the program administrator cost test (PACT).

A participating customer’s view of cost-effectiveness is focused upon their reduced
energy cost (at their retail rate). Avista also includes the value of any non-energy
benefits that they may receive. Incentives received by the customer offset the
incremental cost associated with the efficiency measure. This is the participant cost
test (PCT). Since participation within utility programs is voluntary it could be
asserted that well-informed participating customers are performing their own cost-
effectiveness test based upon their own circumstances and voluntarily participate only
to the extent that it is beneficial for them to do so.
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4. A non-participating customer is impacted by a utility program solely through the
impact upon their retail rate. Their usage, since they are a non-participant, is
unaffected by the program. The impact of a DSM program on the utility rate imposed
upon these non-participating customers is the result of the reduced utility energy
costs, diminished utility revenues and the cost associated with the utility program.
Since utility retail energy rates exceed the avoided cost under almost all scenarios
(peak end-use load and a few other exceptions apply) the non-participant rarely
benefits. This is the rate impact measure (RIM), also known as the non-participant
test.

The following table summarizes Avista’s approach to calculating the four basic cost-
effectiveness tests. The categorization and nomenclature have been worded so as to provide the
clarity regarding each cost and benefit component. Please note that some of the values within
the table below represent negative values.

Appendix C, Table 1: Summarization of Standard Practice Test Benefits and Costs

TRC UCT PCT RIM

Benefit components

Avoided cost of utility energy $ $ $
Value of non-utility energy savings $ $
Non-energy impacts $ $
Reduced retail cost of energy $

Cost components

Customer incremental cost $ $
Utility incentive cost $ -$ $
Utility non-incentive cost $ $ $

Imported funds (tax credits, federal funding etc) -$ -$
Reduced retail revenues $

A summary of some of the approaches by which Avista measures these values and how they are
applied within Avista’s evaluation of cost-effectiveness is contained below.

Avoided cost of utility energy: The avoided cost of electricity and natural gas is based
upon the results of the most recent Integrated Resource Plan to include the valuation of
several avoided costs that are somewhat unique to energy-efficiency (e.g. distribution and
transmission capacity, distribution losses, the monetary cost of carbon etc.). Externality
values (e.g. carbon) are only included to the extent that they are expected to be monetized
and payable by the utility at some point within the twenty year forecast period.
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To provide consistency with the accepted Council methodology, the Company increases
the avoided cost calculation by 10% to incorporate an explicit preference for DSM
resources.

The application of the avoided cost of energy to a DSM measure includes all interactive
impacts upon the own fuel (e.g. interactive impacts upon electric consumption by electric
programs) and cross fuel (e.g. interactive impacts upon natural gas usage as a result of an
electric program). This includes the natural gas usage associated with electric to natural
gas (fuel efficiency) programs.

Value of non-utility energy: For forms of energy not provided by the utility, such as
propane or wood fuel, and for which there is no Integrated Resource Plan valuation of the
avoided cost, all savings are valued based upon the customers retail cost of energy.

Non-energy impacts: Impacts of efficiency measures unrelated to energy usage are
incorporated into the appropriate standard practice tests to the extent that they can be
reasonably quantified and externally represented to a rational but critical audience.
Savings most typically quantified are related to reductions in lighting maintenance and
water and sewer cost savings. Additionally when the Company pays the full cost of a
measure within the low-income portfolio, and includes that full cost as a customer
incremental cost, the value of the baseline measure is included as a non-energy benefit as
a representation of the end-use service beyond the energy-efficiency impact. Those
impacts that have been determined to be unquantifiable within reasonable standards of
rigor consist of both benefits and costs. For example, the Company has not been able to
quantify the value of comfort, preventing us from valuing the benefit of draft reduction
from efficient windows as well as the cost of thermostat adjustments in response to
Opower behavioral messages.

Reduced retail cost of energy: For the participant test it is the participating customers
reduced retail cost of energy and not the utility avoided cost of energy that is relevant to
that perspective.

Customer incremental cost: This represents the additional cost of an efficient measure or
behavior above the baseline alternative. To the maximum extent possible the
determination of customer incremental cost is based upon alternatives that are identical in
all aspects other than efficiency. When a clearly comparable comparisons isn’t possible
an individualized adjustment is made to the extent possible. Applicable incremental sales
tax and permitting fees are included in the incremental cost.

Utility incentive cost: Direct financial incentives or the utility cost of physical products
distributed to customers are transfer payments between participating and non-
participating customers. The provision of program delivery services is not a transfer cost
and is not incorporated into the definition of the utility incentive cost.
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Utility non-incentive cost: These costs consist of all utility costs that are outside of the
previously defined incentive costs. It typically consists of labor, EM&YV, training,
organizational memberships and so on.

Imported funds: Avista includes the value of imported funds (generally tax credits or
governmental co-funding of programs) to be a reduction in the customer incremental cost
of the measure for purposes of calculating the TRC Test and the Participant Test. These
funds are acquired from entities outside the ratepayer population or the individual
participant.

The alternative approach to treating imported funds as an offset to the customer
incremental cost is to consider these funds to be a benefit. For purposes of Avista’s cost-
effectiveness objective (maximize residual net TRC benefit) there would be no
mathematical difference between these two approaches.

Reduced retail revenues: For purposes of the RIM test the loss of retail revenue is a cost
to the non-participating customer.

The means by which Avista’s DSM portfolio is defined for purposes of evaluation and cost
allocation is also an important part of our methodology. The various definitions used to define
the different levels of aggregation are explained below followed by an explanation of how these
are applied in the allocation of costs.

Sub-Measure: A sub-measure is a component of a measure that cannot be coherently
offered without aggregating it with other sub-measures. For example, an efficient
three-pan fryer couldn’t be offered as part of a sensible customer-facing program if
the program did not also include two-pan and four-pan fryers. Avista may offer sub-
measures that fail cost-effectiveness criteria if the overall measure is cost-effective.
This is the only area where Avista permits the bundling of technologies for purposes
of testing offerings against the cost-effectiveness screen. There are relatively few sub-
measures meeting the criteria specified above within the portfolio.

Measure: Measures are stand-alone energy efficiency options. Consequently measures are
generally expected to pass cost-effectiveness requirements barring justifiable
exceptions. Exceptions include, but are not necessarily limited to, measures with
market transformation value not incorporated into the assessment of the individual
measure, significant non-energy benefits that cannot be quantified with reasonable
rigor and cooperative participation in larger regional programs.

Programs: Programs consist of one or more related measures. The relation among the
measures may be based upon technology (e.g. an aggregation of efficient lighting
technologies) or market segment (e.g. aggregation of efficient food service measures).
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The aggregation is generally performed to improve the marketability and/or
management of the component measures.

Portfolio: Portfolios are composed of aggregations of programs. The aggregating factor
will vary based upon the definition of the portfolio. The following portfolios are
frequently defined in the course of Avista’s DSM reporting and management:

Customer segment portfolio: An aggregation of programs within a customer segment
(e.g. low-income, residential, nonresidential).

Fuel portfolio: Aggregating electric or natural gas DSM programs.

Reqgular vs. low income portfolios: Separating income qualified measures delivered
through CAP agencies from the remainder of the portfolio.

Jurisdictional portfolio: Aggregating programs within either the Washington or Idaho
jurisdiction.

Local or Regional portfolio: Aggregating all elements of the local DSM portfolio vs.
the regional market transformation portfolio.

Fuel/Jurisdictional portfolio: Aggregating all programs within a given fuel and
jurisdiction (Washington electric, Washington natural gas, Idaho electric or the
currently suspended Idaho natural gas portfolio).

Overall portfolio: Aggregating all aspects of the Washington and Idaho, electric and
natural gas DSM portfolio.

Methodoloqgy for Allocation of DSM Costs

The Avista methodology for cost-allocation builds from the measure or sub-measure analysis to
the program and ultimately portfolio analysis. At each level of aggregation those costs that are
incremental at that stage are incorporated into the cost-effectiveness analysis. Incremental
customer cost and benefits are fully incorporated into measure-level analysis. Utility costs (both
labor and non-labor) are currently fully incorporated within the program level of aggregation
based upon previous Advisory Group discussions regarding the Company’s ability to expand or
contract the portfolio to meet acquisition target. Cost allocations are made based upon the
expected BTU acquisition of the program.

Generally little of the non-incentive utility cost (labor and non-labor) are allocated at the measure
level with the exception of programs delivered through a third-party contractor where those costs
are truly incremental. Other non-incentive utility costs are allocated at the program level in the
belief that the addition or elimination of programs would lead to a change in the scale of the
overall portfolio and that therefore these costs are incremental at the program level.
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Programs that do not fully pass cost-effectiveness tests may remain in the portfolio if it is
believed that the allocated costs could not be eliminated in a reasonable timeframe and that
therefore the program is incrementally cost-effective within the shorter term.

It should be noted that costs not associated with the delivery of local DSM within the planned
year are excluded from the cost-effectiveness calculations. These are termed “supplemental
costs” and consist of NEEA funding, funding low income educational outreach programs,
continuing payment streams for two resource contracts acquired approximately ten years ago,
Idaho research funding and similar expenses unrelated to the planned 2015 local portfolio.

Cost-Effectiveness Calculations (Net-to-Gross Adjustments, Baselines)

The Company performs TRC cost-effectiveness calculations based upon those electric program
participants who were influenced to adopt the measure as a consequence of the utility program or
interaction. To some extent customers participating in the program would have adopted the
measure even in the absence of the program. The ratio of those customers influenced by the
program to the total participating customer population is known as the “net-to-gross ratio”.
Adjusting cost-effectiveness for the net to gross ratio involves excluding the incremental costs
and benefits associated with the “free riders” (those who participated in the program but would
have adopted the measure in the absence of the program). It is worthwhile to note that the
industry term “free-riders” should not be construed so as to indicate that these customers have
not contribute to the DSM tariff rider. Only those customers who contribute to the portfolio are
eligible for DSM services.

Those utility costs that are included within the cost-effectiveness calculation (restricted to non-
incentive utility costs in the case of the TRC calculation) create a ‘wedge’ between the net and
gross cost-effectiveness. The size of this wedge is dependent primarily on these utility costs.
Since incentive costs are included within the UCT metric the differential between the net and
gross calculations is considerably larger than the comparable TRC values.

The Company does not apply a net-to-gross ratio adjustment where the measure is characterized
based upon RTF unit energy savings. RTF unit energy savings are measured against an adjusted
market baseline that serves the same function as the previously described net-to-gross
adjustment.

A net-to-gross adjustment is not employed for purposes of estimating the acquisition eligible for
meeting the Company’s EIA acquisition target.

In recognition of this increasing need to manage the net-to-gross ratio the Company engaged
Cadmus to perform a net-to-gross study in 2010, with a small follow-up in 2011 and 2012, to
assess the net-to-gross ratio of eight categories of the non-low-income DSM portfolio. These
results have been applied to the calculations within this business plan. The low-income portfolio
has been deemed to be 100% net.
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Sub-TRC and Sub-PACT Cost-Effectiveness Tests

Given that the Company is performing cost-effectiveness calculations on components of the
portfolio that do not include their full allocation of fixed infrastructure cost, the Company has
developed a terminology to avoid misunderstandings of these calculations. The term “sub-TRC”
(or “sub-UCT?”) calculation is applied to calculations that are made on individual components of
the portfolio that do not include allocated fixed infrastructure costs. It is the key metric for
determining if that component (measures or programs) should be included in the portfolio or not.

The sub-TRC and sub-UCT calculation can be expressed as a residual benefit (benefits minus
costs) or as a benefit-to-cost ratio. It can also be applied on either a net or gross basis.

Unit Energy Savings

The quantification of energy savings applicable towards achieving Washington EIA acquisition
targets has been an ongoing topic of discussion since the effective date of this requirement
became effective. For the 2014-2015 biennium it has been agreed that the unit energy savings
used to establish the target should be applied to calculate the energy savings applicable towards
achieving that target. In order to utilize the RTF unit energy savings the measure and the means
of delivery must be reasonably consistent with those defined by the RTF. The unit energy
savings used to develop Avista’s acquisition targets through the CPA and IRP processes were
established in April, 2013.

Where RTF unit energy savings cannot be used Avista’s Technical Reference Manual (TRM)
estimates of measure savings are applied. The TRM Lacking reflects recent impact evaluations
on the same measure. If neither RTF nor TRM values exist the business plan applies other
methods to develop an estimate of what the third-party impact evaluation will yield at the close
of the year.

For planning purposes the business plan has applied the same assumptions regarding unit energy
savings to the Idaho portfolio as our best current estimate of savings. However, the retrospective
Energy Efficiency Annual Report may displace these assumptions with the results of actual
impact evaluations when available and appropriate.

Analytical Methodology Applicable to the Low Income Programs

Avista has developed several analytical methodologies that are specific to the evaluation needs
of the low income portfolio. These include the (a) accommodation of incentive levels equal to
the entire cost of the measure, including the cost of the baseline measure and (b) the treatment
and quantification of the considerable non-energy benefits incorporated within the low income
portfolio. Beyond these two rather significant analytical issues the treatment of the low income
portfolio is similar to that applied to the other portfolios.
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Except for the low income program, Avista does not typically fully fund the customer
incremental cost and even less frequently the full installed cost of an end-use. For low income
programs delivered with Avista funding in partnership with Community Action Program (CAP)
agencies the participating customer may receive full funding of the end-use. There is a need to
appropriately represent this expenditure within the overall DSM expenditure budget, but at the
same time it is necessary to recognize that only a portion of this expenditure is dedicated toward
energy efficiency. The Company does so by recognizing the full expenditure as a cost but also
recognizing that there is a non-energy benefit associated with the provision of base case end-use
services. The full cost less this non-energy benefit is equal to the amount invested in energy
efficiency. Thus the assessment of the cost-effectiveness of the energy efficiency investment is
appropriately based upon the value of the energy savings of the efficient measure in comparison
to this incremental cost.

The Company has also defined the expenditure of non-energy health and safety funds as a non-
energy benefit (on a dollar-for-dollar basis). This quantification is based upon the individual
assessment of each of these expenditures by the CAP agency prior to the improvements being
made. This approval process provides reasonable evidence that the improvements are worth, at a
minimum, the amount that has been expended upon them through CAP agency funds.

As a consequence of these two assumptions the low income portfolio accrues considerable non-
energy benefits.

The 15% administrative reimbursement permitted to the CAP agency is considered to be a
component of the measure cost. This amount reimburses the CAP for back office costs that
would, in a typical trade ally bid, be incorporated into the project invoice.
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