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What Is Energy Performance Contracting?

A

cross the country, energy performance contracting (EPC) is offered by Energy Service Companies (ESCOs) as a practical way for public sector entities to obtain and finance energy-saving projects for their facilities.  EPC can provide the resources to finance and acquire needed capital equipment and improve energy efficiency and comfort in public buildings. Numerous states, including Florida and the federal government, have enacted legislation that authorizes public facilities to use EPC for implementing energy improvement projects.

EPC is rapidly achieving widespread use by Florida’s public agencies, primarily because it offers a mechanism for overcoming constrained capital budgets, aging and inefficient buildings and equipment, and limited maintenance staff resources.  In Florida, one of the most attractive and distinguishing features of EPC is the guaranteed energy cost savings that pay for all associated project costs over the life of the contract.  This provides an opportunity for agencies to free-up scarce budget resources for other needed services and activities.

By allowing the building energy savings to cover all project and financing costs, EPC provides agencies the ability to purchase these comprehensive energy improvements (e.g., lighting, heating, air conditioning, and system controls, etc.) and services from qualified ESCOs.  Often in the early years of the contract term, ESCOs structure the public building projects to generate a positive cash flow to the agency.

Florida laws authorize the use of EPC by all public agencies and specify the contract term limits for EPC.  For state and local agencies and schools (school districts, community colleges, and state universities), the length of the contract term cannot exceed 20 years.  For purposes of this report and to assist the reader, all public sector entities (e.g., state agencies, local governments [counties and cities], schools, community colleges, and universities) will be referred to as “agencies” or “agency."  Figure 1-1 outlines procedural steps for developing a performance contract.
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Florida Laws
D

ue to the Florida Legislature's 1992 and 1994 enactment of Senate Bills 1648 and 394, respectively, the state's school districts, community colleges, universities, and state and local government agencies NOW are authorized to use EPC to implement large capital-investment energy projects and reap the long-term energy-saving benefits.  In 1997 during the Legislative Special Session on schools, the EPC law for Florida’s schools was amended substantially.  During the 2001 Regular Session, the Florida Legislature also amended the EPC law for state and local agencies.  These legislative changes mirrored many of the changes made for schools in 1997.

These Florida Statutes, codified at s. 1013.23 (for school districts, community colleges and state universities) and s. 489.145 (for state and local agencies) are included in Appendices A and B found at the end of this manual.

Figure 1-2 highlights the feature-by-feature comparison between these statutes.


	FIGURE 1-2

Key Provision Comparisons 

of Florida’s Energy Performance Contracting Laws

	Section 1013.23, Florida Statutes


	Section 489.145, Florida Statutes

	Name:
Energy Efficiency Contracting


	Name:
Guaranteed Energy Savings Contracting Act

	Applicability:
School districts, community colleges, state universities


	Applicability:
State and local (city & county) agencies 

	ECMs (energy conservation measures): 

· Insulation

· Storm windows and doors

· Energy control systems

· Heating and air conditioning

· Lighting

· Energy recovery systems

· Cogeneration systems

· Measures reducing operating costs & BTUs

· Renewable energy systems (solar, biomass, wind)

· Devices that reduce water consumption or sewer charges


	ECMs (energy conservation measures):

· Insulation

· Storm windows and doors

· Energy control systems

· Heating and air conditioning

· Lighting

· Energy recovery systems

· Cogeneration systems

· Measures reducing operating costs & BTUs

· Renewable energy systems (solar, biomass, wind)

· Devices that reduce water consumption or sewer charges

· Storage systems, such as fuel cells and thermal storage

· Generating technologies, such as microturbines

· Any other repair, replacement or upgrade of existing equipment



	Procurement Process:
Consultants’ Competitive Negotiation Act

(s. 287.055)


	Procurement Process:
Consultants’ Competitive Negotiation Act

(s. 287.055)

	Advertising Requirements:
· Notice of meeting at which contract will be awarded

· Names of parties to proposed contract

· Purpose of contract


	Advertising Requirements:
· Notice of meeting at which contract will be awarded

· Names of parties to proposed contract

· Purpose of contract

	Energy Cost Savings:
· Derived from reductions in fuel, energy, and operation and maintenance costs

· Derived from reductions achieved in new construction when minimum Florida Building Code standards for educational facilities construction are implemented, then signed and sealed by a registered professional engineer


	Energy Cost Savings:
· Derived from reductions in fuel, energy, and stipulated operation and maintenance costs

· Derived from reductions achieved in new construction 

	Contract Provisions:

· Design and installation of project

· Operation and maintenance of equipment

· Actual annual savings (must meet or exceed total annual contract payments)

· Finance charges incurred over contract life 

· Guarantee that annual energy cost savings meet or exceed the amortized cost of energy conservation measures

· Annual reconciliation
	Contract Provisions:

· Design and installation of project

· Operation and maintenance of equipment
· Actual annual savings (must meet or exceed total annual contract payments)

· Finance charges incurred over contract life 
· Written guarantee that savings will meet or exceed amortized cost of energy conservation measures
· 
· Allocation of excess savings (optional)

· Annual reconciliation

	Contract Term:

20 years


	Contract Term:
20 years

	Bonding Requirements:
100 percent public construction bond


	Bonding Requirements:
100 percent public construction bond

	Payback Calculation:
Life cycle costing, which takes into account fuel costs and maintenance over the life of the ECMs


	Payback Calculation:
Life cycle costing, which takes into account fuel costs and maintenance over the life of the ECMs 

	Savings Calculation:
Annual reconciliation conducted by ESCO; requires ESCO to be liable for annual savings shortfall; excess savings can not be used to cover shortages in subsequent contract years


	Savings Calculation:
Annual reconciliation conducted by ESCO; requires ESCO to be liable for annual savings shortfall; excess savings cannot be used to cover shortages in subsequent contract years


	Audit Report Review:
Department of Education or Department of Management Services or signed and sealed by a registered professional engineer


	Audit Report Review:
None

	Contract Review:
None required by this law
	Contract Review:
Authorizes the Department of Management Services, with the assistance of the Office of the Comptroller (now called the Department of Financial Services) , to provide technical assistance to state agencies and other activities as needed.  Also, the Department of Financial Services is authorized to develop model contractual and related documents for use by state agencies.  Agencies are required, prior to entering into these contracts, to submit the proposed contract to the department for its review and approval




ESCO Standard Services
E

SCOs provide comprehensive technical services as a part of an EPC project.  In addition to analyzing facility energy use and designing comprehensive projects, they provide ongoing equipment maintenance, project monitoring, and savings measurement and verification services that ensure persistent and reliable project performance.  In essence, the ESCO becomes a partner with the agency to improve, efficiently manage, and maintain a facility's energy consumption throughout the term of the contract.

ESCOs design projects to use state-of-the-art technologies.  They also provide extensive training for facility operation's personnel and provide or arrange for project financing.  This will be repaid over the contract term from the energy cost savings.  In the event that actual savings fall short of the guarantee, the ESCO is contractually liable to reimburse the agency for the shortfall.

Standard services offered by ESCOs under an energy performance contract:

· An investment-grade technical energy audit that analyzes current building conditions, establishes base-year energy consumption, recommends energy conservation measures (ECMs), and calculates associated energy cost savings 

· A sound technical project, which includes capital equipment and ongoing energy services

· Project engineering and design

· Tax-exempt project financing options

· Construction bonding to comply with statutory and agency requirements

· Equipment acquisition

· Complete project installation and construction management

· Guaranteed savings for the life of the contract

· Project commissioning

· Savings measurement and verification

· Project monitoring services

· On-going equipment service and maintenance (if needed)

· Extensive training for building operators and facility personnel

Project Site Selection
T
here are a number of technical factors to consider when selecting a suitable project site for an EPC energy project.  In general, the facility should have high annual energy use, coupled with sufficient energy saving opportunities to generate the necessary cash flow to amortize all project costs over the contract term and attract ESCOs’ interest.  Some ESCOs are willing to implement projects for smaller facilities, but they make those decisions on a case-by-case basis.

A facility that makes a good candidate for EPC will possess most of the following characteristics:

· Annual utility costs in excess of $300,000

· Potential annual energy savings from  $45,000 to $75,000 (15% to 25% of the project cost)

· Stable facility use and occupancy

· Consistent energy-use patterns over several years

· Access to several years of utility records

· A structurally-sound facility with no extensive building renovations planned, nor recently completed 

Often, it makes economic sense to combine several facilities into a single project offering.  Multiple building projects with excessive energy costs are usually very attractive to ESCOs and allow the agency to finance and obtain a greater number of energy improvements through a single procurement.

A simple rule of thumb to consider when selecting candidate project sites:

The larger the annual energy costs and potential for savings, the greater the opportunity for both parties to benefit from energy performance contracting.

Features of Energy Savings Guarantees 
S

ince expected energy cost savings must pay for all project costs over the term of the contract, ESCOs have a strong financial incentive to design optimal-performing projects.  In addition, payment of ongoing ESCO service fees (e.g., maintenance services, project monitoring, savings measurement and verification, etc.) must also be paid from the facility savings. Therefore, if savings are not achieved the ESCO does not get paid.

At a minimum, any savings guarantee should meet the annual debt service payments (e.g., tax-exempt lease, bonds, bank loan, etc.).  Typically, these savings guarantees are structured to be 85 percent to 90 percent or more of the predicted savings. 

Savings guarantees are generally expressed in both dollars and fuel units.  The dollar value attributed to fuel units should be the prevailing utility rate for that particular fuel at the time of contract execution.  It is standard practice for ESCOs to establish the prevailing unit utility rate as a "floor rate" from which the dollar value of savings will not fall.  This "floor rate" protects the ESCO from future projected savings devaluation should utility rates drop during the contract term.  This structure assumes that if utility rates fall, the facility will immediately benefit from an overall reduction in utility costs. 

However the savings guarantee is structured, it is critical that both parties agree to and thoroughly understand the terms of the guarantee and how it will be applied throughout the contract term.

Benefits of Energy Performance Contracts
I

n addition to the savings guarantee, there are a number of other benefits for public agencies using EPC to implement capital energy projects:

· Preserves limited budget dollars for other services and activities

· Finances capital energy improvements from utility savings

· Reduces frequency of repairs and maintenance costs for inadequate, aging, or obsolete equipment

· Provides operating personnel with technical training

· Decreases indoor air quality (IAQ) problems

· Creates a more comfortable work environment and increases employee productivity

· Enhances the local economy with the ESCOs’ use of local subcontractors

· Creates an incentive for ESCOs to develop efficient projects, since compensation is linked to project savings

· Improves the environment and conserves scarce energy resources

Project Financing
I

n general, it is more economical for public agencies to secure their own project financing and to require an ESCO financial guarantee that covers the annual debt service from the project energy cost savings.  The tax-exempt status granted to a public agency, enables them to access lower-cost financing than that typically available to an ESCO.  More favorable financing terms enhance the potential scope of work, the contract terms, and can reduce the overall cost of the project.

Project Financing Considerations
There are a number of factors to consider when assessing financing options for EPC projects:

· Size of project investment

· Length of financing term

· Source of funds (e.g., bonds, tax-exempt lease, commercial lease, ESCO corporate fund or line of credit, etc.)

·  Interest rate

· Flexibility of financing instrument to fund project "soft costs" (e.g., design, engineering, construction management, etc.)

· Creditworthiness of the agency and ESCO

· Length of construction period


· Construction financing options/interest rate

· Equipment ownership

· Buy-out schedule

· Required security interest/project collateral

· Project bonding requirements

· Risk premium charges for ESCO financing (if applicable)

· Preferred project repayment schedule (e.g., monthly, quarterly, annually)

· Ability to time the debt repayment schedule to coincide with the guarantee period

Available Sources of Project Financing
One of the primary benefits of EPC is the ESCOs savings guarantee.  This guarantee makes the ESCO financially liable for any project performance savings shortfall.  If the guaranteed level of savings does not materialize, the ESCO is contractually bound to reimburse the agency for the difference between the actual and guaranteed savings.  This feature reduces the agency’s financial risk.

There are a variety of sources available to public agencies for financing EPC projects.  Since public agencies are tax-exempt, it makes economic sense to use some method of tax-exempt financing.  Most ESCOs offer to assist with project financing arrangements, since many have established relationships with financial institutions willing to provide financing.  While the repayment obligation resides with the agency, the ESCO should provide a guarantee that the agency's annual financial obligation will be met during the contract duration, regardless of the financing method chosen. 

The primary project financing sources available to public agencies include:

· General Obligation (G.O.) Bonds

These are typically the least expensive source of funds available for agencies with the authority to issue general obligation bonds.  The bonds are attractive to the financial market because they are backed by the full-faith and credit of the issuer.  This means that the issuer pledges its' authority to tax, raise, and collect sufficient funds to satisfy the bond obligations.  There have been a number of instances where energy projects have been financed as a part of a larger G.O. bond issue that included other capital projects.  In those cases, the project costs were paid outright and the energy performance contract was structured to provide a guarantee that corresponds to the bond retirement schedule agreed to by both parties.  

While general obligation bonds offer the lowest interest rates, there are statutory debt restrictions that limit their availability.  Approval to issue the bonds must be obtained by the state legislature or by public referendum.  This can impose project implementation delays.  Also, the financing of capital energy projects must compete with the financing of other essential government services and capital project needs.  

· Revenue Bonds

Revenue bonds are another option for energy project financing.  They carry attractive interest rates, although the rates are slightly higher than G.O. bonds.  Also, revenue bonds are not backed by the full faith and credit of the institution and are therefore considered a method of "off-budget" financing.  In addition, revenue bonds require the identification and availability of a dedicated revenue source to retire the bond debt.  While guaranteed savings would appear to fulfill that requirement, energy savings are not considered actual revenue by the financial markets.  Appropriated payments dedicated specifically to revenue bond retirement would have to be secured to fulfill the revenue obligation.  Approval by the state legislature or public referendum often is required prior to issuing revenue bonds; however, there is rarely a statutory limitation on the use of such bonds for public use.  Similar to G.O. bonds, the performance contract would guarantee the retirement of the revenue bonds on a schedule agreed to by both parties.

· Tax-exempt Lease Purchase

The use of tax-exempt lease financing is the most common method used by public agencies to finance EPC projects.  The interest rates associated with tax-exempt lease financing are significantly lower than commercial lease-purchase interest rates because the interest payments are tax-exempt income to the investor.  A tax-exempt lease typically does not require public approval or constitute a long-term debt obligation for the agency.  This type of financing also allows the agency to retain the equipment title with an equipment security interest held by the investors.  The ESCO industry and financial institutions typically accept lease payments subject to annual appropriations with a standard non-appropriations provision included in the lease agreement.  This ready access to tax-exempt lease financing makes this method the most attractive and commonly used method of financing EPC projects by public agencies.  

· Bank Financing

A conventional installment-payment loan obtained from a local bank or financial institution also can be used to finance an EPC project.  Depending upon the agency's relationship with the bank, interest rates and contract terms could be negotiated to make this an attractive and economical means of project financing.  Under an installment payment loan, the bank retains title to the equipment for the loan term.  At the conclusion of the loan, the title is turned over to the agency subject to the agreed-upon terms.  This type of financing is considered a long-term debt obligation and is credited against the agency's outstanding debt limitation. 

· ESCO Financing (Commercial Leases, Internal Corporate Funds or Credit Lines) 

ESCO financing is generally the most expensive financing available for EPC projects - particularly for tax-exempt public agencies.  Since ESCOs do not have direct access to tax-exempt financing sources, they must use commercial sources or their own internal funds or credit lines.  Commercial credit lines carry higher interest rates.  And, using an ESCO’s internal corporate fund is subject to required rates of return for corporate shareholders.  Additional financial risk premiums also may be charged to the project in exchange for the ESCO bearing all the financial risks associated with project repayment.  The high cost of ESCO financing can impose limitations on the technical scope of the project and may place restrictive conditions on the terms of the energy performance contract.
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“Over the next 20 years, Florida will have to greatly expand its energy capacity and supply to meet the increasing demand.  Yet the cheapest, easiest and fastest kilowatt we generate is the one we can save through efficiencies.  There is a consensus on conservation and efficiency, 


so let us start there."


 --Governor Jeb Bush
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The larger the annual energy costs and the potential for savings, the greater the opportunity for both the Agency and ESCO to benefit from energy performance contracting.
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