AUDIT PROCESS & FINAL
CONTRACT DEVELOPMENT 
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A
fter the agency has approved selection of an ESCO, negotiation of the technical energy audit agreement begins.  Once signed by both parties, this agreement authorizes the ESCO to conduct an audit.  Under an EPC arrangement, the negotiated cost of the audit will be rolled into the project financing and repaid from savings.  If the agency decides not to proceed with the project after the audit is completed, they are obligated to pay for the audit. 

Since the audit results contain most of the information that will be incorporated into the final contract, the agency should conduct a rigorous technical review of the audit information before negotiating the final contract.

 Appendix G includes a Sample Investment Grade Technical Energy Audit Agreement.

What are Investment Grade Audits?
An investment grade audit is the technical and economic foundation of a successful EPC project.  The audit needs to provide sufficient detail so a technically competent reviewer can effectively assess the ESCO’s project site analysis.  The audit results also must establish and define a representative annual consumption baseline for all utilities and fuel types (e.g., gas, water, electric, etc.) to allow a realistic analysis of potential energy and cost savings. 

At a minimum, an investment grade audit should include:

· A  summary table that defines the cost of each measure, the annual maintenance costs, simple payback, and expected life of the measure

· A full analysis and definition of base year energy for each fuel and utility type 

· A full description of the analysis methods, calculations, data input, and all technical and economic assumptions

It is important that the ESCO conduct a thorough and comprehensive technical and economic facility analysis, since this serves as the basis for the project design and performance.  The cost of an investment grade audit generally varies between 6 and 12 cents per square foot, but costs could be higher or lower depending on the complexity of existing equipment and the effort required for collecting accurate data. There are economies of scale, however, which help to control audit costs in large facilities.  For example, using representative equipment sampling can reduce the need for analyzing many similar pieces of equipment.

The time required to complete an investment grade audit varies by the facility size and complexity, and data availability.  Typically the time to conduct an audit ranges from two to six months. 

Challenges of Investment Grade Audits
There are a number of challenges to completing a quality audit:

· Missing or inaccurate utility consumption/cost and equipment data

· Inaccurate building operation and equipment load data

· Inadequate cost estimates for implementing the energy savings measures 

· Incorrect evaluation of available utility savings

· Undocumented operation and maintenance savings estimates

· Inaccurate accounting for interactive effects between energy saving measures

· Inadequate analysis of feasible energy saving measures 
· Limited field measurement to verify equipment operating parameters

Final Energy Performance Contract Overview 

T
he final energy performance contract (also known as an energy services agreement or ESA) serves as the blueprint for how the project will operate over the contract term.  This contract should clearly define each party’s roles and responsibilities and should explicitly state how the project is expected and guaranteed to perform.  The relationship between the agency and the ESCO - including who will do what, when, at what cost, and under what conditions - needs careful review.  Due to the long-term nature of this relationship, the contract should be specific yet flexible enough to accommodate both current and future facility needs. 

The main body of the contract frames the basic legal provisions and protections to which each party will conform.  It specifies governing laws, contingent liabilities, conditions of default and remedies, regulatory requirements (e.g., insurance, labor and wage rates, minority/women business goals, code compliance, etc.), and indemnification provisions.  The contract can be customized to accommodate additional terms and conditions as necessary.

A Sample Model Energy Services Agreement is located in Appendix H.  This model contract is designed to illustrate the usual legal provisions and protections covered in an energy performance contract. 

Individual projects and circumstances vary widely.  Each state agency, school district, university, community college, and local government should consult appropriate legal counsel about individual ESCO projects. The sample energy services agreement in Appendix H is included as a guideline only.

Contract Schedules
Contract schedules are referred to throughout the main body of the contract.  These schedules contain specific details of the project negotiated between an ESCO and the agency.  The schedules listed below are offered only as illustrative examples of the types of contract schedules that could be negotiated into the final contract. 

· Schedule A: Equipment to be Installed
This schedule should specify newly installed equipment, including name of manufacturer, equipment quantity and location. The schedule also should describe, if applicable, any existing equipment modifications.  New equipment warranties often are kept in a separate warranty schedule. 

· Schedule B: Energy Savings Guaranty
This schedule fully describes all provisions and conditions of the savings guarantee provided by the ESCO. The guarantee should define the units of energy and dollars to be saved for the contract duration.  Reference to the annual reconciliation of achieved vs. guaranteed savings should be included (Please see specific language in Section 3.4 of the Sample Model Energy Services Agreement regarding annual reconciliation).

· Schedule C: Compensation to Company
This schedule should cover the amount and frequency of payments that will be made to the ESCO for maintenance, monitoring, or other services negotiated as part of the contract.  Schedule C also should contain information about how the compensation is calculated and if an annual inflation index will be used to escalate fees over the duration of the contract term.  An hourly fee structure should be included to cover ESCO costs for any services provided beyond the scope agreed to at the time of contract execution.

· Schedule D: Premises
This schedule contains basic information about the condition of the premises at the time of contract execution.  Such information would include facility square footage, construction type, use, occupancy, hours of operation, and any special conditions that may exist. 

· Schedule E: Calculation of Baseline/Benchmarks
The baseline utility consumption is the yardstick by which project savings will be measured.  The methodology and all supporting documentation used to calculate the base year, including unit consumption and current utility rates for each fuel type, should be located in this schedule.  This schedule also may include base year documentation regarding other cost savings such as commodity savings (e.g., bulbs, ballasts, filters, chemicals, etc.) and cost savings associated with the elimination of outside maintenance contracts. 
· Schedule F: Financing Agreement 
This schedule contains a copy of the project financing agreement or terms and conditions of whatever financing vehicle is chosen (e.g., lease, COPs, bank financing etc.).  Include an amortization and payment schedule in this section as well.

· Schedule G: Company Maintenance Responsibilities

A complete description of the ESCOs specific operation and maintenance responsibilities should be included in this schedule along with a timeline for these activities.

· Schedule H: Customer Maintenance Responsibilities
This schedule describes the agency operation and maintenance responsibilities that have been agreed to by both parties.  In some instances, the schedule will contain no more than a description of routine operation and maintenance currently being performed on facility equipment.  In other cases, facility staff may provide routine maintenance on newly-installed equipment, with the ESCO providing some specialized services on the same equipment.

· Schedule I: ECMs Operating Parameters and Standards of Comfort and Service 
Schedule I contains explicit standards of comfort and levels of service for heating, cooling, lighting levels, hot water temperatures, humidity levels, and/or any special conditions for occupied and unoccupied areas of the facility.  In addition, operating schedules for installed equipment should be specified in this schedule.  

· Schedule J: Company Training Responsibilities
A description of the ESCO’s facility staff training program should be contained in this schedule.  The schedule also should include the duration and frequency of the training sessions, plus provisions for on-going training, commitments to train newly hired facility personnel, and future training for equipment or software upgrades.  Any fees associated with the agency's training requests beyond the contractual specifications should be provided in this schedule.

· Schedule K: Project Installation Schedule
Timetables and milestones for project installation should be contained in this schedule.  If so desired, documentation of required insurance, subcontractor lists, and any MBE/WBE required subcontracts may be included in this schedule or broken out into a separate schedule.

 NOTE:  It is important that the construction/installation phase of the project be treated in compliance with individual agency requirements and the appropriate governing statutes.  Since construction is just one component of the overall project, a separate construction contract may be desirable and in some cases necessary.  The construction contract would then be referred to in the body of the contract and attached as an exhibit, appendix, or other type of attachment.  Or, the appropriate construction language could be included in the body of the final contract.  This decision should be made on a case-by-case basis. Sample construction contract language is contained in the Model Energy Services Agreement in Attachment A.

· Schedule L: Current And Known Future Capital Projects at the Premises
Information about the implementation of current or planned facility capital projects should be contained in this schedule.  This information could prove useful in later contract years by avoiding disputes over long-term savings performance, overall facility energy consumption, and associated energy costs.
· Schedule M: Pre-Installation Equipment Inventory

A pre-installation equipment inventory helps to identify which equipment was in place and how it was configured at the time of contract execution.  This schedule is important to accurately establish the energy base year and savings measurement, and may be need to be referred to in later years of the contract. 
· Schedule N: Methods of Savings Measurement and Verification
This schedule contains a description of the savings measurement, monitoring, and calculation and modeling procedures used to verify and compute the savings performance of the installed equipment.  The calculation formula will include a method to compare the energy that would have been consumed if the EPC project had not been implemented (referred to as the "base year") with the amount of energy actually used over a specified time (monthly, quarterly, etc.).  All methods of measuring savings, including engineered calculations, metering, equipment run times, pre- and post-installation measurements, etc., should be explicitly described for all equipment installed.  The technical review and approval process for baseline adjustments also should be fully described in this section. 

Periodically, the baseline may be adjusted to account for changes in conditions that impact savings (e.g., weather, billing days, occupancy, etc.).

· Schedule O: Systems Start-Up and Commissioning of ECMs
This schedule should specify the performance testing procedures that will be used to start up and commission the installed equipment and total system. It also should provide for agency notification before all commissioning procedures.  Schedule O ought to contain a provision for documenting the agency’s commissioning attendance and for approval signatures that the commissioning tests followed the procedures specified and met or exceeded the expected results.  Detailed specifications for these commissioning procedures should be developed during the project design phase.

· Schedule P: Alternative Dispute Resolution (ADR)
This schedule describes methods for resolving disputes or claims relating to construction or the contract, wherein the parties agree to exercise good faith efforts (e.g., mediation, dispute resolution board) and to only use litigation as a last resort. This schedule is included as an alternative to costly binding arbitration and litigation. (See Appendix H, Sample Model Energy Services Agreement for sample ADR language.)

· Schedule Q: Insurance and Bonds

This schedule should contain evidence of each type of insurance policy and bond required by the Agency to be obtained by the ESCO during all project phases.

· Schedule R:  Warranties

This schedule ought to contain all of the manufacturers' equipment warranties, specifications, and procedures for invoking warranty provisions.

· Schedule S: Proposed Final Project Cost and Proposed Final Project Cash Flow Analysis 
This schedule should contain a spreadsheet depiction of the expected financial performance of the project throughout the entire contract term.  The documentation should clearly identify all financial components of the project, including interest rates, current fuel prices, any escalation rates, guaranteed savings figures, ESCO compensation figures, cash-flow projections, and projected Net Present Value of any cumulative positive cash flow benefits to the agency.  Savings projections should be delineated by utility/fuel type and should identify ongoing annual service fees provided over the contract term.  Project cost breakdowns should identify both hard costs (labor costs, subcontractor costs, cost of materials and equipment, and miscellaneous costs like permits, bonds taxes, insurance, mark-ups, overhead and profit, etc.).  A suggested presentation format for this information can be found in the Sample Model Investment Grade Energy Audit Contract located in Appendix G.

Optional Contract Schedules
The following schedules can be included as either separate schedules or combined with the above schedules:

· Pre-Existing Service Contracts
Information regarding the scope and cost of pre-existing equipment service contracts may be located in this schedule.  This gives both the agency and the ESCO information about how and when existing equipment service should occur.  If the ESCO is credited with maintenance savings or if it is taking over existing service contracts, the scope and cost of these contracts will be useful for tracking the ESCO’s performance.

· Facility Maintenance Checklist
This checklist assists the ESCO in tracking the agency’s compliance with maintenance procedures performed by facility staff.  The checklist typically specifies a simple list of tasks and a corresponding schedule for performing prescribed procedures.  When facility staff complete the checklist, they forward it to the ESCO on a pre-established schedule (monthly, quarterly, etc).  This checklist is a useful tool for both the ESCO and agency to verify that the required maintenance activities are being performed at the scheduled intervals.

· Facility Changes Checklist
A facility changes checklist may be provided by the ESCO to assist the agency in notifying them when energy use changes occur (e.g., occupancy, new equipment acquisition, hours of use, etc.).  This checklist is generally submitted to the ESCO on a monthly or quarterly basis.

Managing EPC Projects to Avoid Disputes

I

t should be a mutual goal of the ESCO and agency to voluntarily resolve any performance problems that may arise.  Because of cost and time delays, it is not advisable to delegate a technical dispute to attorneys or others.  But, it is important to fully disclose all pertinent information and not allow frustration to result in the parties loosing focus on the project value and their real interests.

EPC projects require a cooperative effort between the agency and ESCO to achieve energy and cost saving goals, effective equipment maintenance and building comfort.  Maintaining high quality performance results over a 10 or 20-year contract requires effective communication, a mutual understanding, and the fulfillment of contract responsibilities.

The voluntary resolution of performance problems is facilitated when both parties are committed to seeking resolution based on good faith.  Pertinent facts should be fully disclosed early in the resolution process with the ESCO and the agency devoting sufficient time and resources to the proper evaluation of viable options.  The ESCO and the agency must realistically evaluate the potential risk and cost of seeking legally binding involuntary resolution.  Litigation and formal arbitration are usually very expensive and involve lengthy procedures by judges or arbitrators who often have inadequate expertise to understand complex technical issues.  Alternative dispute resolution (ADR) that requires the use of mediation should be included as a standard contract provision to minimize the high cost of resolving performance problems.


To ensure a successful relationship and reduce the potential for conflict, the following should be considered:

· Document and Explain Adjustments Made to the Base Year Projections
Mutual duties should be explicitly defined in the contract.  Any contractual conditions that affect the savings guarantee must be realistic and technically sound.  It is important to document and explain any adjustments made to the base year projections.  If unsound technical data are used for project analysis and planning, there will be problems with the project performance.

· Document Equipment Technical Performance Requirements
Adequate staff training and accurate documentation of equipment technical performance requirements are a must for a successful project.  Continuous monitoring and regular performance reviews provide important feedback to keep the project on track.  Also, coordination of energy performance contracts with other construction projects helps to minimize conflicts between project goals.

· Put All Project Changes IN WRITING
It is important to keep thorough and precise written records of approvals for all changes to the project.  Individual memories are often unreliable and staff turnover is unavoidable. The resolution of problems through prompt and effective action by both the ESCO and the agency is essential to avoiding disputes.  Sound technical solutions, transparent to both parties, should satisfy the legitimate interests of both the agency and the ESCO.  It is advisable to have a process in place to confirm, by mutual sign-off, that performance problems are solved. 

· Create Explicit Definitions of Technical and Economic Data and Performance Measurement Methods

Since vague definitions of technical and economic data and methods of performance measurement invite misunderstanding and differing perceptions, it is important that clear definitions be provided.  Definitions and contract standards should be fair, economically viable, technically sound, transparent, and mutually approved.  All technical calculations should be double-checked for data input and math errors and fully documented to explain any base year adjustments.  

· Encourage Open and Timely Communication 

Open and timely communication between the ESCO and agency staff charged with performance responsibilities is crucial to a project success, especially during project commissioning.  Each party needs to fully describe project performance concerns and objectively evaluate the merits of available options in order to fairly and efficiently resolve performance problems. 
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An investment grade audit is the technical and economic foundation of a 


successful EPC project.
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Maintaining high quality performance results over a 10 or 20-year contract requires effective communication, a mutual understanding, and the fulfillment of contract responsibilities.
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