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Fundamentals of Financing
Energy Conservation Projects

Ed Falkotoitz, President
The Falkowitz Group

CHANGES IN CUSTOMER REBATES
AND THE UTILITY INDUSTRY

Approximately three years ago, the utilities started preparing for
deregulation. Energy savings concerns and rebate programs were sus
pended by the fear of retail wheeling. Utilities were becoming more in
terested in increasing load and their customer base because, under de
regulation, competitors would be stealing their customer ba se with
cheaper prices and incentive packages. Thu s, the commitment of utilities
sh ifted from supplying power under their obligation to serve the cus
tomer, and to obtain a reasonable return for the stockholder to increasing
their market share.

It sho uld be pointed out, however, that rebates by the utilities will
persist , but onl y to the extent mandated by polit ical pre ssure and as a
part of a compromise for the utilit y to achieve strande d asset cost recov
ery. Stranded assets, or inefficient generating assets , are incurred under
regulation that cannot be recovered through lower competitive pric es
under deregulation. Such assets include investments in exp ensive gener
ating plants and high-cost contracts for fuel and wholesal e electric
pow er . An Energ y Information Administration news relea se indicates
that in the absence of mandated asset cost recovery, "Electricity prices
are expected to fall over the short term relative to where they would
hav e been under traditional cost of service regulation (by 8 to 15 percent,
assuming stranded cost recovery, or 24 percent without stranded cost
recov ery)...In the long term, prices will be reduced (by 16 percent in 2015
relative to traditional regulated prices) if there are efficiency improve
ments or othe r cost reductions that result from compet itive pressures."

This ar ticle first appeared in Lighting Management & Maintenance, a publicati on of
i\JALMCO-The National Associa tion of Lighting Mana gem ent Companies.
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FINANCING ENERGY SAVINGS PROJECTS

As a consequence of the evaporation of utility incenti ve pa ym ents,
financing ha s taken on a larger role in developing viable projects. The
de veloper ha s to present projects to his customers as the y stand on eco
nomic benefits, and wi thout the help of rebate incentives.

Consider a typical energ y conser vation project. A salesman, let us
call him Jim, walks into a plant and sells Linda, the plant owner, on the
idea of sav ing money on the electric bill through the installation of en
ergy efficient lighting equipment. Linda listens to Jim 's ideas of improv
ing the lighting in the eng ineering department where each engineer ha s
his ow n lighting set-up, at hu ge energy cost. New lighting would be
terrific in the employee cafeteria whe re garish lights make lunch stress fu l
and unappet izin g. The entrance to the plant could be made inviting wi th
the subs titution of efficient spo t lighting on the company d isplays, and
the building would be more secure with better security lighting.

Lind a likes Jim's ideas, but points out that there isn' t the cash for
such p rojects. Jim then makes an offer that Linda can't refuse: "I can
finan ce all the equipment tha t your plant need s, and your energy savings
will more than pay for the equipment." Linda wants a guarantee that the
sav ings will cover her payments.

"You pay me for the next five years a percentage of what you save,
and I'll install the equipment for free," promi ses Jim. Lind a ag rees to the
cond itions, and a sha red sav ings con tract is initiated .

Jim begins the process by getting his new customer to p romise that
the new and retrofit equipment will be in use at least 10 hours a da y, five
da ys a week, for the next five years. Then he checks the plant's electri c
bill and find s that Linda pays $.10 per kilowatt hour. Jim gets a ladder
and puts a meter on one of the lights. The meter registers 100 wa tts . He
then substitutes an ene rgy efficien t bulb and an electronic ballast which
regist ers 32 watts. The luminescence is the same. Linda qu ickly multi
plies the 68 watt sav ing by 10 hours of usage, times the util ity rate of $.10
per kWh . She then translates the savings for one da y for one fixture to
the wh ole plant for the yea r. Linda is now conv inced that she w ill actu
ally see the sav ings that Jim has promised , plus she wo uld ha ve more
fun ctional and attractive electrical equipment. The sav ings could be con
side rable, and she would have to pay Jim 60% of her savings for the next
five years, and then the equ ipment and the savings would be en tirely
hers; not a bad deal.
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But what would happen , asks Linda, if she decid ed to mov e or se ll
the plant befor e the five years are over? Jim explains that she would then
have to pa y a termination value so that he ma y recover the cos t of th e
equipme nt which he installed. linda agrees to the termination value.

Jim then goes to Ed, a financier who specia lizes in energy project s.
Ed asks Jim for a credi t applicati on from linda. Ed review s Linda 's
financia l in formation and finds that she is good for the terminat ion
amounts . Jim ass igns the right to receive sha red sav ings to Ed, as we ll as
any term inati on amounts, and Ed gives Jim enough mo ney to ins tall
lights , p lus an y pro fit that Jim ha s w ritten int o the deal for h imself.
linda w ill make pa yments to Ed for the next five yea rs.

If a deal inv olved a pa yment strea m from the u tility for ene rgy
sa vings, these paym ents could also be ass igned to Ed as part of the
repaym ent of the loan. Jim 's customer , linda, could be concerned that as
a result of deregulation , ut ility rat es may drop while she is locked in to
an ene rgy savin g contrac t whe re curren t cos t is a factor. For exa m ple, if
the u tili ty ra te is fixed at $.10 per kWh , and that drops to $.08 per kWh ,
her savings would only be $.03, not $.05 as or igin ally p lanned. Her pay
men t to the fina ncie r wo uld be the same , but the percent of savings she
reta ined wo uld be less. Thi s and othe r issues that energy co nserva tio n
projec ts inv olve sho uld be cons ide red care fu lly by all parties before en
tering int o a con trac t.

1. COST SAV INGS

• Ene rgy sav ings

• Hours of opera tion of the facility

• At curren t u tilitv rate

• At projected ut ility rat e under deregulat ion

2. CA PITA L COST of PROJECT

• Technology se lected

• Efficiency of labor vendor

• Efficiency of purchasin g from the material vendor

3. OPERATION CONSIDERATION DURING INSTAl l ATIO N

• Developers need to work aro und cr itical opera tions, w ith installa

tion on evening and weekend hou rs, as required
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THE CONTRACT

Strategi c Planning for Ene rgy a nd the Envi ronment

The developer and the customer will sign one of two basic types of
contracts.

1. DESIGN AND BUILD: the customer pays for material and labor
when the project is completed.

2. PERFORMANCE: the cus tomer and the de veloper ma y elect one of
thr ee type s:
• Shared Savings: in this type of contract the pa ym ent is a per

centage of whatever the customer saves . The savings ma y be
calculated by dollars, kilowatts, or kilowatt hours.

Dollar amount savings are almost impossible to determine because
the customer may change his/her energ y usage pattern or ma y add ex tra
ene rgy using equipment such as air-conditioners, computers, manufac
turing equipment, surveillance equipment, etc. Therefore a cu stom er
ma y not perceive an y discernible dollar savings. The contract or in turn
ma y ha ve to spend much time proving dollar savi ngs to a custom er.

Kilowatt hour savings methods factor the cost and the hours of use
wi th the wattage saved, and give a clear ide a of the total amo un t of
sav ings. Kilowatt savings method is preferable to the othe r method s
because equipment ma y be monitored prior to and after installati on to
prove savings. A 100 watt bulb may be replaced by a 32 watt fluorescent
and give the same luminescence. Kilowatt sav ings can also be subs tan
tiated through a voltme ter at anytime in the future.

Deemed Savings: in this typ e of performance contract an amo unt
is agreed to at the inception of the contract and fixed for the term of the
con tract. The problem is the need to decid e at the ince p tion of the con
tra ct as to who should bear the risk of the cha nge in utility rat es in
determining sav ings . At the time the contract is signed, is the curren t
util ity rate assumed for the term of the contract or is the rate adjus ted for
changes in future utility rate s? Gene rally, neither cus tome rs nor finan
ciers wa n t to bear the brunt of ut ility rat e decreases whe re savings
wo uld decrease commensurably. If the cus tomer is not willing to fix at
curren t rate , the p roject developer or con tractor most likely need s to
ab sorb that risk in order to seal the contrac t.

Guaranteed Savings: in this type of contract the develop er will
gua rantee a minimum amo un t of energy sav ings ove r the term of the
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contract. The contract is easier to administer because the developer has
only to determine that the minimum guaranteed savings is met. How
eve r, some of the sam e issues as the shared savings such as util ity fluc
tuations will occur. In certain cases it is possible to bu y insurance to
gua ran tee ene rgy savings. The purchase of such insurance can resolve
some of the sales and finan cing issues.

FIN AN CING SOURC ES

Financing energy conservation deals is the province of a small com
munity of financiers who have expertise to present and explain these
deal s to lend ers. They are the best financing sources for energ y conser
vation deal s for the following reason s:

• They cultivate long-establi shed business relationships because of
their ability to perform the due diligence proce ss to the lender 's
spec ifications .

• They know the unusu al structure of energy conservation deals
whi ch tend to make most conventional lending sources quite un
comfo rtable.

• The can accumulate or warehouse project s so that the lender get s
an efficien t-size funding package. Many lenders are not interested
in pro jects under $100,000; therefore, warehousing these projects is
often necessar y.

• They screen and present funders with opportunities particular to
their spec ific inve stm ent parameters.

WHAT FOLLOWS IS AN APPRAISAL OF
OTH ER AVAILABLE FUNDING SOURCES.

1. Banks. Banks are the cheapest source of financing but they tend to
be uncomfortable with performance contracts. They should defi
nitely be conside red in Design and Build contracts, but they tend to
resist the "soft security" of lighting fixtures.

2. Insurance Companies. These companies tend to be more sophisti
cated than banks, but are still uncomfortable with performance con-
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tract s. Insurance companies only look at deals in excess of one mil
lion dollars.

3. Utility Subsidiaries. These are utility owned ESCO's. They are a
good source of financing for performance contracts because they
understand the industr y. Their rate s range from fair to "rape and
pillage." The de veloper has to be aware that these ut ility subs id iar
ies are his d irect compe tition for projects and customers.

4_ Energy Funds and Green Funds. Such funding shies aw ay from
weak er cred its and favors the more conservative projects. These
funds are generally un comfortable wi th performance contracts and
deal in one mill ion plu s accounts.

5. Private Investors. Such investors generally look for above ave rage
rat es. This is a quicker form of financing but the inv estor will ask
fundam entals that are familiar to most industr y professionals. Pri
vate investors will deal in smaller am ounts, and can be approached
on a deal-by-deal basis.

6. Leasing Companies. Most Design and Build con trac ts ma y be fi
nanced throu gh leasing companies. They tend to be un com fortable
with "soft secur ity" and their rates are higher than bank rat es.

FINANCIAL STRUCTURES FOR ENERGY PROJECTS

The following components of some deals may en ter into the pic ture
and need to be understood by the project developer.

1. Receivable Securitization is when a long-term receivable is used
security for a loan . For example, a developer wh o has a long-term
monthly payment due from a util ity may use the payments as se
cur ity for a loan .

2. Recourse versus non-recourse loans. In case of default, the de vel
oper is not liable in a non-recourse loan. Most developers desire
non-recourse financ ing, while most fund ers prefer recourse financ
ing. This is frequently an important point in negotiating the deal.
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3. Lease versus loan. In a loan situa tion, the custome r holds title to
the equipment and the developer or financie r receives monthly
payments. In a lease arrangement, the customer leases the equip
ment, keeps the sav ings, and afte r a time is able to bu y the equip
ment for residual amount, typ ically 10% or $1.

Ene rgy conservation projects canno t be sold if they do not provide
the customer with a day one net cash benefit. When all is said and done,
the developer has to cons ide r him /herself as a serv ice provid er , whose
livelih ood depends on sav ing the customer some money. He/ she must
develop tru st wi th the customer, the d istributor of the lighting equip
ment, and the financier who understands ene rgy conservation contracts.
The develop er is a memb er of a team of people wh o wi ll do the extra
wo rk to show the customer all options possible on both the equipme nt
and the financ ing aspects of the project.

Utility audits may take time to complete, in which case the sav ings
strea m may not reach the customer in time to make payments. A mem
ber of the team, such as the financie r or developer , may have to make
good on the payments until the ut ility catches up . A team ap proach to
projects makes sense in the energy conse rva tion projec t bu siness becau se
there is so much compe tition out the re. But there certainly is money to
be made in an ind us try where there have been tremendous techn ological
advances in the equipment. In an environment of aging plants an d en
ergy ineff icient commercial infras truct ures, retr ofitt ing and new ins talla
tions wi ll provide above average profits for the ente rp rising project de
veloper.
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