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No one can think energy, and more particularly energy efficiency,
these days without wondering what the impact of util ity deregulation
and competition will be on his or her operation. Suddenl y, owners must
get smart about bu ying power and making choices. The complexities
inherent in this new era make what was learned through the deregula­
tion of the telephone and natural gas industries look like rehearsals for
the command performance.

Before we look at the ESCO fit in all this, one undergirding prin­
ciple need s to be kept in mind. The popular nomenclature has been "util­
ity deregulation." The more appropriate term is reregulation. An yone
wh o has seen the Federal Energy Regulatory Commission's Order 888,
will ha ve difficulty believing we are on the eve of deregulation. The term
deregulation will continue to be used, but keep in mind that a bev y of
orders, regulations and new federal intrusions are apt to come with the
utility restructuring.

We have also been warned by Mr. Ashley Brown, former Ohio util­
ity commissioner, that competition and deregulation are not synony­
mous. As Mr. Brown has observed, the airlines hav e been deregulated
for many years, but in Atlanta today the choice of airlines is Delta ...
Delta ... or Delta . Competition at Hartsfield Airport comes close to a
choic e among 747s, 727s or ma ybe an LlOII .

For years the facility owner has flipped the switch and the electric

' This article has been abstracted from Perjormance Contracting: Expanding Hori­
ZOIlS, Han sen and Weism an, 1998, The Fairmont Press, Lilburn, GA.
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power was there. Little thought was given to the whole process. Pur­
chase options were severely limited, as owners were captive customers
of the monopoly utility that served the territory. Customer protection
was offered to some extent by state utility commissions and the Federal
Energy Regulatory Commission.

Owners now have no choice but to become educated consumers.
The first option will be whether to designate, and develop, in-house ex­
pertise to follow the day-to-day changes in the utility market place and
their implications. Or, to gather a general knowledge of what is needed
and outsource this "watch dog" function.

"Reliability" and "power quality" will become new words in most
electric consumers' lexicon. Reliability has been pretty much taken for
granted; and, for most, power quality has been an unrecognized factor. It
may be a rude awakening but we are apt to soon learn what Mr. N.K.P.
Salve, India's Minister of Power, meant when he said, "No power is cost­
lier than 110 power."

Consulting engineers, especially energy engineers, will need to de­
velop their own supply expertise and/or develop strategic alliances with
a firm that can provide this resource. Utility deregulation offers engi­
neering firms a new burden or a great opportunity. Or both.

For E5COs, the whole scenario becomes a crucial part of doing busi­
ness. There is no question that changes in the new utility market place
will have a significant impact on the way ESCOs do business.

The market segments an ESCO strives to serve will change. In the
near term, large industrial customers will have little interest in the rela­
tively small action on the demand side of the meter when rate /price
negotiations on the supply side can make a big difference in the utility
bill.

And what will happen should the price of electricity drop well be­
Iowa previously contracted floor price and stay there? Could owners
find themselves paying more to save energy than to burn it? Customer
apprehension, real or perceived, could put a pall on the ESCO market
place. At least until the utility restructuring sorts itself out.

The part, however, that will make presidents and CEOs of ESCOs
lose sleep will be the dancing payback numbers that could vary by the
hour. How will guarantees work? How will ESCOs cushion the risk?
Will energy diminish in the performance contracting field while water
performance contracting and other services grow? Those responsible for
developing the operating blueprints of tomorrow will need superb
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sources of information, great computer programs .. . and big erasers.
Conversely, the new utility industry could offer ESCOs some exciting
new opportunities and tremendous growth potential.

DUSTING OFF THE CRYSTAL BALL

The best fortune teller would have trouble wading through the
mire of political, legal, regulatory and industry prognostications to accu­
rately foretell how the utility scenario will ultimately play out. The most
appropriate approach seems to be to take wording from the adage: She
who lives by the crystal ball must learn to eat broken glass.

With a big supply of digestive relief on hand and mindful of the
hazards, an assessment of a few short term and long term implications
still seem to be warranted.

Stranded Benefits
Much has been said, and will be said, about stranded costs or

strande d investments. The other side of that coin (particularly for those
who wonder how energy efficiency will fare under utility restructuring)
is thi s: stranded bellef its are of equal concern.

In the monopolistic environment, utilities were directed (and some­
tim es offered ) to provide special customer benefits. The utility services
ha ve been so pervasive that many government agencies have forgotten
that they ar e often dealing with private companies. As utilities shed their
quasi-government role and focus on competition, only those services that
induce cu stomer retention are apt to survive in utility hands per se.
Unregu lated subs id iaries of utilities, including utility affiliated ESCOs ,
will pick up some of the slack.

For analys is procedures, the stranded benefits are apt to sort them­
selves int o three areas:

1. Economically viable services, such as cost-effective energy efficien t
measures. These services are apt to be found in utility-affiliated ES­
COs, or ESCOs with established relationships with a utility.

2. Ser vices that are not self-funding, such as more costly renewable
measures. These measures may earn their way by being amortized
over a longer tim e period. Some, which are de emed to carry social
goo d, may recei ve subsidies.
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3. "Welfare" ser vices, such as low income energy assistance programs,
will probably require more direct government intervention to per­
severe.

The ESCO Fit
The ESCO of tomorrow, and most likely today, will need at least

some bu ilt-in expertise in power marketing and / or a strong alliance with
power mark eters and ind ependent power producers (IPPs). The ESCO,
which canno t reach across the meter and serve its cus tome r's supply
concerns, will be at a di sad vantage in the market plac e.

Many owners will be happy to dump the whole supply / deman d
ene rgy qu estion on someo ne else; energy purchasing economies and use
efficiencies are not central to most managers' missions. The appeal of
ENRON' s earl y foray into chauffage (selling conditioned spa ce for 10
years at a set price per squa re foot) was an instant marketing success.
Unfortuna tely, the appeal wa s appa ren tly greater than the company's
ab ility to deliver at this early stage in the chauffage evolu tion, but this
leader in the industry is still expected to stay on the cu tting edge of com­
bin ed supply / de ma nd offerings.

ENRON's vision marks the an ticipated larger role ESCOs can , and
will, play in providing all its cus tome rs' energy need s. Ultimately, we
will have a seamless mark et of energy efficiency and supply. The supply
and dem and d istinc tions in a competitive market will be less important
as time goes on.

The market dem and for cha uffage offerings , which will effective ly
rem ove the sup p ly meter from cus tomer's conscientiou sness, will move
the industry in this di rection. As util ities negotiate supply prices, they
will realize that their ow n people, wea ring the ESCO hats down the hall,
or in the next bu ild ing, are negotiating guaranteed efficiency sav ings.
Soon a combined effort will eme rge. Unfortunately, the first contract s are
ap t to be cumbersome attempts to combine the separate legal conditions
of supply and demand contracts. Early on market increased share, how­
ever, is apt to go to the ESCO, which is customer sens itive enough to
provide simpler contracts. The basic contract, from the owne r's perspec­
tive, nee d only establish ope ra ting parameters; i.e., temperature, humid­
ity, air chan ges, light level, etc., and establish ways to deal with ma jor
an ticipa ted and unanticipated variables. A reopen clau se to negot iate the
im pact of un anticipated even ts will become even more commo np lace .
ESCOs will ha ve a greater challenge to manage the risks and deliver the
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results, but h ow th is w ill be done is not cen tra l to th e owner's conce rn s.
Nor, is it part of th e con tract lan guage cus tom ers wa n t to sign .

If emerg ing utility-aff iliat ed ESeOs can move out fro m und er th eir
parent co m pan y 's tradit ional m onopol istic mind-set an d d e vel op a

strong m arketing an d fin ancin g ap proach, th ey wi ll be in a preferred

p osition to d evelop chauffage. The " in-ho use" sup p ly ex pertise a lready

resid es in the p ar ent company.

for a sho rt time, utilities-and to some d egree th e ir ESeOs-will
co n tin ue to enjoy th e quasi-gov ernment image they ha ve held. As long

as th e fede ra l governmen t co n tin ues to regard utiliti es, even pri va te
ones, as quasi-government, the ut ilit y-aff iliat ed ESeOs w ill con tin ue to
h a ve some advan tage. Whe n the federal govern m en t no longer a llo ws
th e utilit ies to pre-qualify Eseos for its ag enc ies , the playi ng fie ld w ill
even out. But th e " level pl aying field" m ay not be so easy to achieve,

p arti cu larly if ut ilit y-affiliat ed ESe Os w isely use th is resp ite to cemen t
th eir m a rket p osition .

For th e n on-ut ilit y affilia ted ESeOs and enginee ring fir ms, wan ting

to as sure a s trong position in th is changing world, th e learn in g curve
w ill be steep an d demandin g. The trick will be for Eseo managemen t to
reali ze w ha t th ey d on't kn ow, find rel iable so urces of in formation or

stra teg ic allianc es, an d in tegra te these new d at a and affi lia tio ns in to their
opera tio ns for effec tive applicat ion.

" Wa nna-be-E'K'Os" m ay fin d a m ore sec u re, and profitabl e, ap­

p ro ach in servin g the ESeO ind us try ra the r th an becoming p a rt of it.

Tw o n iches a lready exis t th at could pro ve ve ry lu crative in se rv in g per­
for man ce con trac tors. The y ar e:

a) I Il t'CS!1I1Cll ! g rade audit» (lGAs). Engineer ing firms can bu ild on th eir
exis ting a ud iting exp ertise by ref in ing the tradit ional a udit and in­
co rpora tin g th e risk as sessment co m pone nt. (See th e d isc ussion on

IC As in Cha p ter 9, "ESeO Risks and Man agement Stra tegies. ") En­
ergy engineers, who can offe r a quality IC A w ith p redic tive cons is­
tency, a re in g rea t d emand now and the need is increa sing.

b) M el/SUrc/llclI! and vcnficat ion (M&V). O wners are increa sing ly aware
th at th e sav in gs they are pa ying for should be verified , p referably

by an im part ial thi rd party. Thanks to the lead e rship of th e U.s.
De pa rtm en t of Energy, a wi de ly accep ted protoco l ex is ts. (See
Chap te r 4 for m ore in form at ion on M&V an d access to th e DOE

material.)
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ANTICIPATING TH E NEE D; FINDING TH E SO URCES

Both eng ineering firm s and ESCOs, who wi sh to se rve cus tomers
effectively, need to rea lize the st ru gg le in the m arket pl ace began lon g
befor e the first legal and legislati ve acti on s took pl ace, Whe the r we point
to Ca lifornia as the firs t deregul ated sta te because of its legislat ive effo rt
or Massachusetts ' a ttorney ge ne ral' s pl an which cla imed to hav e beaten
Ca lifor n ia to the punch by a wh ole three hours (favored by the tim e d if­
ference) on the stroke of 12:00 on January 1, 1998, man y cus tomer re ten­
tion maneuv ers were already hi story.

On the othe r hand, wise cus tome rs were alr eady ac tive in establish­
ing thei r bargaining positions. O ne of the end user visiona ries was, and
is, Lindsay Aud in, wh o began gathe ring key facility dat a and research­
ing options ea rly , He ur ged hi s colleag ues to collec t and m an age load
inform ati on . to expe rime n t with time sensi tive tariffs, to ana lyze and re­
d esign (a t least on pap er) present loads, to cons ider aggregate purch as­
ing with othe r end users and to issue RFPs for m arket-b ased pow er . '

Th ose who listen ed to Aud in did not sig n long term con trac ts and
ar e now in a positi on to work the new competitive m arket to their ad­
van tage. The Aud in adv ice to his end-user co lleag ues can eq ually serve
engineers and ESCOs, who wish to be in a p ositi on to se rve th eir cus tom­
ers mor e effe ctive ly. Eng ineers and ESCOs ro u tine ly ge t some of the rec­
o m mend ed in formati on , such as d emand p rofiles for load she d di ng
analysis . Th e abi li ty to assess ra te op tions, cha nges in ope ra ting sched ­
ules, and the impact on ene rgy -us ing equip me n t are part of an y invest­
men t grad e audi t. Thi s in formation can now be seen as p repar at ion for
com par ative shopping and negoti ating stra teg ies,

Three of th e tari ff-sensit ive op tio ns , lis ted belo w are genera lly
avai lab le n ow. The fourth w ill soo n be more com mo n. They g ive o wne rs,
and tho se who wish to serve them, a glimpse of what th e mar ket offers:

• time-of-day (TOO) or tim e-of-u se (Ta U) ra tes-cl1arges vary sea­
sonally and with the tim e of use; typ ically peak use is pen al ized
and off-peak provid es incentives to sh ift loads;

• int errupt ible electric service, which gi\ 'es the util ity the flexib ility to
red uce pow er sup p ly beyond a defined level an d /or for a defined
period in excha nge for lower rates;
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curta ilable ra tes, sometimes referred to as energy manager rat es,
a llow the utility to red uce loads upon ad vance notice for which the
utility offers incentives-and penalt ies for non- com pliance; and

real time pricing (IU P), which is relat ively new, typically offers
price by the hour wi th 2-l-hour advance notice.

The N ew Wo rld of RTP

Owner s, cons ultan ts and ESCO s wi ll have to learn to manage RTP
if they are to take full adv an tage of it. RTP can, and w ill, S,1\'e money.
Con verse ly, it w ill becom e equally apparen t that a p remium is assign ed
to se t prices. The first question then is: How much price vo latility can the
business handl e? Once the range of acceptable volatility is established ,
then maneu vering to gain RTP ad van tages w ill work.

The seco nd as pect of wor king w ith RTP reflects the managem en t of
demand conce rns we have all worked wit h for years , but now it is not
just seaso na l or TOO /Ta U, The qu estion turns on : How m uch price elas­
ticity can a bu siness have? Can load s be shed a t the sa me time the utili ty
has its late af ternoon demand spikes? Depar tment stores, for exa m p le,
ar e ap t to th ink of their cons tan t lighting and air-condi tionin g need s and
asser t they have no ela sticity. A careful study of customer traffic, how­
ever, is ap t to sho w a major drop during the d inner hou r. If air tem pera­
tu res in the summe r were allow ed to rise a couple of degrees during the
d inner hour, there would be negligibl e impact on the com fort level an d
the store would be in d ve ry strong position to negot iate a bett er con trac t.

Presumed rigidi ty in ene rgy dem an d may be replaced wi th consi d ­
erable elas ticity if all cond itions are exam ined wi th an op en m ind .

Unde rs tand ing how var ious utilities respo nd to load varia tions
now wi ll lay some groundwork for more soph isticated purchasing agree ­
men ts whe n the time comes . In the same vein, load profiles (ave rage
deman d di vid ed by peak demand ) and load man agement can enhance a
custom er's a ttractiveness to the ut ility.

ESCOs , or their pow er marketers, who understand thi s new m ar­
ket , will be able to take ad van tage of tariff struc tu res, parti cul arl y poorl y
design ed tariffs, by working the wh olesale market through bu y-backs
and selling proced ur es. But these "ne w oppor tunities" ar e not for the
fain t of hea rt and req uire good and constan t resear ch .

Utility restru cturing in the United States and around the world is
on fast forward . Sources of information to keep abreast of the times a re
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d iscussed in the "Parchme nt to Internet " chapter and a few se lect refer ­
cn ccs wh ich have been cited.

The h.izard s of w riting abo u t th e vola tile e ra o f d er egulat ion
re regu lation Me profound . The ut ility perspe ctive of all of th is ad ds an­
other lave r of com plexity and a un ique persp ective. The au thors Me in­
debtcd to representa tives of Ediso n Electric Inst itu te (EEl) for prov id ing
their insights of the chang ing energy market p lace.

A BOUT TH E AUT HORS
Shirley Han sen is increasin gly ac tive in the internati on a l ESCO

world . havi ng now wor ked in 22 coun tries in the past six year s. Bu t she
finds time to kee p tab s on ESCO activities in the Ll.S, and is pa rt icul arl y
in tr igue d bv the "rercg" scene and its impact on ESCOs. Sh irley is Execu­
tive Vice Presid en t of Kiona Internat ion al w hile she keeps her ties to
Hansen Associates as CEO . Both firms spec ialize in all facets of perfor ­
man ce con trac ting .

Jeannie c. Weisman, Pre side n t, Han sen Associates Inc., has expe ri­
ence e1J1d background that match well with the expand ing role of perfor ­
ma nce based con tracting, not only as a valuable tool in the achiev emen t
of energy efficiency, but as a way to acco m p lish efficiencies in many
o ther activities.

Following her wo rk wi th the Geo rg ia Ener gy Office, Jeannie was
asked to become a par t of the Alliance for Employee Grow th and Devel­
opment, a join t ven ture of AT&T. While working in the area of corpora te
training she d iscovered that the concep t of performan ce based con trac t­
ing has wid e applica tion beyond its use in energy efficiency . While she
serve d as Director of National Program s for the Alliance, she int roduced
the principals of perfor ma nce contracting to the field of vend ored se r­
vices for training, ad ministra tion and deliv er y.

Jeannie was a "pionee r" of performan ce contracting. As Manager of
the Institut ional Conserv ati on Pro gram for the Governo r's Office of En­
e rgy Resour ces for the Sta te of Geo rg ia, she became an ea rly ad voca te for
the use of performa nce contracting as a route to energy efficiency in sta te
and loca l facilit ies. Recogn izing the advan tage s of leveraging lim ited
publ ic resour ces th rough the inn ov at ive p rocess she becam e nation all y
recogn ized for her work in Georgia. Speaking an d wri ting abo ut the p ro­
gr,lms she managed helped to estab lish pe rforma nce con trac ting as e1
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valuable tool available to institutions in need of energy efficiency help
but sho rt of budget.
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