MEMORANDUM

TO:
Maine GHG Stakeholder Group

FROM: 
Center for Clean Air Policy
DATE:
April 1, 2004

RE:
Population and Economic Forecasts, Discount Rates


The intent of this memo is to outline the Work Group discussions and recommendations regarding (1) the underlying population and economic assumptions that will be used to forecast greenhouse gas emissions and (2) the selection of a discount rate that will be used to analyze the cost-effectiveness of the priority measures to reduce GHG emissions.

Population Forecast

The population forecast will be used in the baseline forecast of greenhouse gas emissions and in evaluation of mitigation options.  Several Work Groups discussed the forecast of population growth and considered the following sources:   EIA’s Annual Energy Outlook (national), 2004; Charles Colgan, University of Southern Maine; and the Maine State Planning Office (SPO).  The Buildings, Facilities and Manufacturing Work Group felt most comfortable with the Charles Colgan medium forecast because it used Maine data and covered the time period of the analysis.  This was supported by the Energy and Solid Waste Work Group.
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Economic Forecast

The economic forecast will be used in the baseline forecast of greenhouse gas emissions and in evaluation of mitigation options.  The forecast of economic growth was discussed in the Buildings, Facilities and Manufacturing Work Group and the Energy and Solid Waste Work Group.  The Work Groups considered the following forecasts:  EIA’s Annual Energy Outlook (national), 2004; Charles Colgan, University of Southern Maine; and the Maine State Planning Office (SPO) (see table below).  The EIA GDP forecast extends from 2004 to 2025, as does the Charles Colgan GSP forecast.  However, the SPO only has a short-term economic forecast to 2007.  The Buildings, Facilities and Manufacturing Work Group felt most comfortable with the Charles Colgan medium forecast because it used Maine data and covered the time period of the analysis.  This was supported by the Energy and Solid Waste Work Group.

[image: image2.wmf]EIA's Annual 

Energy Outlook 

2004 [1]

Charles Colgan, 

USM [2,3]

Maine State 

Planning Office 

[2,3]

Forecast Period

2004-2025

2004-2025

2004-2007

GDP (low)

2.40%

3.0%

GDP (med)

2.97%

3.5%

2.85%

GDP (high)

3.45%

4.0%

[1] National Gross Domestic Product

[2]  Gross State Product

[3]  Preliminary


The BFM Work Group is in the process of investigating the industrial sector component of this economic forecast.  The BFM WG believes that the economic indicator for industrial growth should be constant or declining over time (with the exception of the tourism sector).  Once forecast is determined, it will be used to estimate future emissions from fossil fuel combustion in Maine’s industrial sector.

Discount Rate

The Maine Department of Environmental Protection has recommended the use of a consistent discount rate across all sectors (e.g., transportation, industry, residential, etc.).  Consistency is important for policy analysis as it allows decision-makers to compare the cost-effectiveness of different measures across various sectors. 

One option for a consistent discount rate is the Federal Reserve Prime Rate, the average over the last five years (1999-2003) is 6.58% and the 2003 rate is 4.12%.  The US Federal Government Office of Management and Budget recommends using a discount rate of 7% for regulatory analysis. The 7% rate, an estimate of the average before-tax rate of return to private capital in the US economy, reflects the returns to real estate and small business capital as well as corporate capital.  

Due to their tax exempt status, states have a lower discount rate – about 5%.  Note that the Maine State Planning Office does not currently have a recommended discount rate that they use for policy analysis.  As a point of reference, Rhode Island used a discount rate of 5% in analysis of greenhouse gas mitigation options that the Rhode Island Legislature’s Policy Offices uses for all legislative and policy analysis, whereas Connecticut used a discount rate of 7%.  

The Buildings, Facilities and Manufacturing Work Group had a lengthy discussion regarding the selection of a discount rate.  They pointed out that the private sector uses higher discount rates to evaluate investments.  This discount rate reflects the capital constraints and preference for short payback periods, and high internal rates of return that are often required by the private sector.  For example, the BFM Work Group suggested a 12% discount rate for the residential sector, 30% discount rate for the commercial sector, and a 50% discount rate for the industrial sector.  However, this process will not delve into the details of which sectors the investments will come from (i.e. government v. private).  Therefore, application of a private discount rate might be more appropriate in the future during the stage of final program design as a check regarding whether expected levels of customer investment/contribution are likely to occur. 
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