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Abstract

The Directive on the Energy Performance of Buildings (EPBD)
and the Directive on End-use energy efficiency and energy
services (ESD) are in force and now are on the way of being
implemented.

While this new legislation is in place, providing a clear signal
from the EU Commission on the value of energy services to
increase energy efficiency, security of supply and at the same
time supporting climate protection goals, its value to help
mainstream the application of energy services in the European
Union remains to be seen. Besides an improved political frame-
work, crucial elements for further market uptake are the crea-
tion of demand for energy services on the side of the building
owners as well as increased awareness of and responsiveness to
the opportunities of energy service projects on the side of the
financial institutions.

The paper will discuss, based on past and ongoing work
(1) the Market demand for energy services through the expan-
sion of services currently offered, towards more comprehensive
refurbishment measures, (2) Facility Management as a possible
link to increase the sectoral application of energy services, its
role for implementing the EPBD (3) ESCO versus customer fi-
nancing with a focus on balance sheet issues, and their possible
advantages in creating more demand for energy services.

Glossary

[ENERGY SERVICE]

As defined in the energy service directive by the European
Commission is the physical amenity for energy end users de-
rived from a combination of energy and energy using tech-
nology and, in certain cases, the operations and maintenance
necessary to deliver the service (examples are indoor thermal
comfort, lighting comfort, domestic hot water, refrigeration,
product manufacturing, etc.) meeting quality performance re-
quirements and improving energy efficiency, contracted for a
fixed period of time and paid for directly by the customer or
agent who benefits from them.

Furthermore the directive also defines Energy service com-
pany (ESCO) as a company that delivers energy services, en-
ergy efficiency programmes and other energy efficiency meas-
ures in a user’s facility, and accepts some degree of technical
and sometimes financial risk in so doing. The payment for the
services delivered is based (either wholly or in part) on meet-
ing quality performance standards and/or energy efficiency
improvements.

[ENERGY PERFORMANCE CONTRACTING (EPC)]

An Energy Service Company (ESCO) plans and realizes en-
ergy saving measures and operates all energy related plants in
a building. The aim is to achieve the guaranteed improvement
of results (economic efficiency, energy saving...). The main
distinguishing feature is the guaranteed cost savings. The in-
vestment is refinanced via the savings achieved through im-
proved energy efficiency within the terms of the contract. The
client pays the same energy costs as before or even a smaller

ECEEE 2007 SUMMER STUDY e SAVING ENERGY - JUST DO IT! 785



5,005 GEIBLER ET AL

amount, but part of this is the remuneration for the services of
the ESCO. The payment is determined in dependence on the
savings achieved. After termination of the contract, the entire
savings will benefit the client.

[FACILITY MANAGEMENT]

The German Facility Management Association GEFMA (www.
gefma.de) defines Facility Management (directive GEFMA 100-
1) as a management discipline that combines the supporting
(secondary) processes for the core business of a entity. Hence,
the main task of FM is “to improve and increase the flexibility
of usage, the productivity and the return of investment (ROI)
on capital, and the value of the facilities through targeted plan-
ning, control and operation of buildings, operations, facilities
and services.“! Typically one differentiates between technical,
infrastructural and economic facility management. Work place
organisation, value stability and return on investment are lead-
ing principles for facility managers.

Introduction

Despite a widespread agreement on an existing 20 % economic
(40 % technical) potential for energy savings in Europe’s build-
ings?, and a given suitability of many of the approximately
160 million buildings in Europe to use energy services for im-
proved building performance, the market for energy services
across Europe provides a heterogeneous and by no means very
developed picture. In Austria roughly 3 % of all public and pri-
vate service buildings, related to the useful floor area, are cur-
rently under EPC contracts. It is estimated that approximately
half of the total useful floor area in public buildings would in
principle be suitable for EPC.

Applied since the early 1990s, the volume of energy services
in Europe still has not reached its estimated 5-10 billion Euro
of total EU market value [1], not even in markets that can be
described as developed, such as Germany and Austria. This
low level of implementation holds especially true for Energy
Performance Contracting (EPC) that in Germany for example
constitutes less than 20 % of energy service contracts. In terms
of its sectoral application, EPC is applied mainly in public sec-
tor buildings, owing to a series of factors that favour its applica-
tion in this sector including for example the typically long term
stability of usage in public buildings or the fact that the public
sector will not cease to exist e.g. through bankruptcy.

With the Directive 2002/91/EC of the European Parliament
and of the Council of 16 December 2002 on the Energy Per-
formance of Buildings, EBPD, and the Directive on End-use
Energy Efficiency and Energy Services (2006/32/EC), ESD, two
directives are in force that acknowledge the savings potential
in Europe’s buildings (EPBD) as well as the role that energy
services can play to achieving the European Union’s goals for
an increasingly rational use of energy (ESD). These directives
represent two approaches of the EU in addressing problems
and implementing solutions: demand & control in the case of
the EPBD; a legal framework depending on market forces to

1. Source: German Facility Management Association GEFMA

2. See references in European Green paper on energy security of supply, European
Action Plan on Energy Efficiency
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achieve its goals while setting an indicative framework in the
case of the ESD.

AIMS OF THE DIRECTIVES ON THE ENERGY PERFORMANCE

OF BUILDINGS AND THE END-USE ENERGY EFFICIENCY AND
ENERGY SERVICES (ESD)

The EBPD aims for a common methodology for calculating the
integrated energy performance of buildings; it sets minimum
standards on the energy performance of new buildings and on
existing buildings that are subject to major renovation. Systems
for the energy certification of new and existing buildings have
to be developed and all buildings over 1.000 m> will need to
have a valid certificate. For public buildings, prominent display
of this certification and other relevant information is foreseen.
Regular inspection of boilers and central air-conditioning sys-
tems in buildings and in addition an assessment of heating in-
stallations in which the boilers are more than 15 years old are
further aims of the directive.

The ESD entered into force on 17 May, 2006. The directive’s
aim is “not only to continue to promote the supply side of energy
services, but also to create stronger incentives for the demand
side. The public sector in each Member State should therefore
set a good example regarding investments, maintenance and
other expenditure for energy-using equipment, energy serv-
ices and other energy efficiency measures. Therefore, the pub-
lic sector should be encouraged to integrate energy efficiency
improvement considerations into its investments, depreciation
allowances and operating budgets. Furthermore, the public
sector should endeavour to use energy efficiency criteria in ten-
dering procedures for public procurement, a practice allowed
under Directive 2004/17/EC of the European Parliament and
of the Council of 31 March 2004 coordinating the procurement
procedures of entities operating in the water, energy, transport
and postal services sectors , and Directive 2004/18/EC of the
European Parliament and of the Council of 31 March 2004 on
the coordination of procedures for the award of public works
contracts, public supply contracts and public service contracts
, the principle of which was confirmed by the judgement of 17
September 2002 of the Court of Justice in Case C-513/99”.

SHORT ANALYSIS OF THE DIRECTIVES
The need for certification of buildings (EPBD) will at least have
one potential effect on the awareness of building owners (pub-
lic and private) on the level of costs incurred by the energy per-
formance of their estates. As a basic input the data gathered is
also valuable input for the selection of potential energy service
projects, and as such synergies could therefore in principal be
activated for better buildings. An issue that is not sufficiently
reflected in the directive and in the Commission’s expectation
on its implementation success (compared to other measures
such as Energy Services), is the continued lack of incentive for
building owners to act on energy efficiency in markets with a
higher demand in space (living and office) than availability.
The ESD directive, only proposes an indicative target of 9 %
increase of overall energy efficiency (not limited to one instru-
ment) between 2008 and 2017. Member States (MS) will have
to make plans how they want to achieve this target. Energy
services are one tool suggested. MS have to remove market bar-
riers and ensure that innovative financial instruments such as
third party financing or energy performance contracting are
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possible. Herein lies currently the main challenge in making
the directive achieve its set goals: to provide security to the
market by providing unequivocal opinions in favour of energy
services. In some MS energy services may not become one of
the selected instruments for increasing energy efficiency.

Authors have argued already in earlier papers [2, 5] that
hold-ups in market development for EPC refer to the differing
interpretation and application procurement regulations, budg-
etary rules in the different MS (and even within single MS) that
with a lack of clear unequivocal opinion of political decision
makers towards the implementation level still represent a core
barrier to the wider application of energy services. This has
to be seen against legislation that in principal does not pose a
barrier to the implementation of energy services.

Besides an improved political framework however, crucial
elements for further market uptake are the creation of demand
for energy services on the side of the building owners as well
as increased awareness of and responsiveness to the opportu-
nities of energy service projects on the side of the financial in-
stitutions. One way to help spur market uptake it is argued by
authors is the availability of relevant information and support,
e.g. through neutral process management and the availability
of tested and standardised instruments, (model contracts and
other support documents). The a.m. Directive provides a more
common framework and supports the authors” argumentation
for standard documents. Further market success will however
rest with the transposition and the value that the implemen-
tation instrument “energy services” is given by MS decision
makers.

Based on current experiences, this paper argues that the
market also can increase through diversification both in width
(sectors) and depth (expansion of approaches) without com-
promising the quality achieved by the successfully applied
models available today. Tested standards and model documents
increase legal certainty.

In addition financing of energy services has to be looked at
in more detail. Financing has not become an easier exercise but
rather more burdensome, increasing overall transaction costs
yet again: Market partners reach credit line limits; and credit li-
abilities burden balance sheets. International accounting guide-
lines and Basel II regulations® also cast their shadows.

Energy Services and Comprehensive
Refurbishment

FURTHER MARKET DEMAND FOR ENERGY SERVICES IN THE
PUBLIC SECTOR THROUGH THE EXPANSION OF SERVICES
CURRENTLY OFFERED, TOWARDS MORE COMPREHENSIVE
REFURBISHMENT MEASURES

EPC has been successfully applied in the public sector, health
sector, and in industry to modernise the energy system of
buildings through an external partner, the ESCO: with guar-
anteed energy and cost savings, refinanced without own invest-
ment capital needs. In many cases this will continue to be the

3. Basel Il is a set of regulations aiming at an increased stability of international
financial markets. Its central topic is the share of equity capital in banks’ activities.
Basel Il results in credits being given out with an increased sensitivity to risks as-
sociated with a specific credit.
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best solution for the implementation of a systematic and sys-
temic implementation of cost effective measures for improved
energy efficiency in buildings. There are however also cases
where - in addition to the energy savings potential, there is an
explicit need for refurbishment of the building shell. Refurbish-
ment refers to the thermal insulation, exchange of windows,
etc., hence to measures targeting the energetic upgrade of the
building shell. The savings realised via the “classical” energy
performance contracting (EPC) project, that mostly focus on
the energy system of a building excluding the building shell, are
in most cases not sufficient to fully cross-finance refurbishment
measures within a feasible contract duration. On the other
hand, expanding energy services especially with measures that
result in the thermal insulation of the outer walls of a building
are highly relevant for the total energy performance of a build-
ing and therefore principally desirable to be integrated in any
building refurbishment project.
In addition to the advantages of “classical EPC” projects

¢ Systematic optimisation of the energy system
¢ Turn key solution

¢ Guaranteed savings in heat and energy costs
* Guaranteed comfort levels

¢ Performance based remuneration of costs
the extended version brings

¢ Total optimisation of the building shell in combination with
the energy system

¢ Sustainable measures and long term quality based on the
long term agreement and quality guarantees

Comprehensive refurbishment typically needs a higher level of
investment capital than investments in a classical EPC project.
The full refinancing of the measures based on the achieved sav-
ings would result in much longer contract durations which only
in a minority of cases can be accepted. Therefore the financing
model has to be adapted for these cases. Financing will involve
the building owner’s resources. It can be achieved by full or
partial financing of the refurbishment measures by the building
owner and it can be either through own funds or supported by
available subsidies.

The principal idea* is also here to establish a pool of build-
ings. For comprehensive refurbishment measures to be inte-
grated in a deal, the buildings need to show not only a potential
for energy savings but also show a clear need for maintenance
& refurbishment investments. Savings resulting from system
improvements and related savings in energy consumption can
then be used to invest in more comprehensive refurbishment
measures that otherwise could not be refinanced within a typi-
cal contract period of 8 to14 years.

The capital intensity for the refurbishment measures influ-
ences to what extent the energy savings can cross-finance their
implementation. Extending the classical EPC model towards a
“refurbishment-contracting” model foresees closing the financ-
ing gap through funds by the building owner, i.e. for the refur-
bishment services. The capital would either have to come from

4. as is currently developed in Berlin
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subsidies, or planned and re-channelled investment money on
the side of the building owner, re-channelled to the ESCO for
the implementation of such measures.

In the model propagated here, the principles of the “classi-
cal” EPC still apply: guaranteed energy (and cost) savings, a
performance based remuneration for the ESCO (for the im-
provements in the energy system). What changes is that ad-
ditional and separate quality guarantees for the refurbishment
measures would apply. The guarantees that need to be given by
the contractor are ensuring quality in a classical EPC project.
For refurbishment contracting they will lead to significant im-
provements of the quality of the measures. [3]

CONTRACTUAL ARRANGEMENTS

The ESCO, to be selected via a tender procedure, a competition
of ideas and best value for money, will be - as in the classical
approach - responsible for the system improvements, and give
a guarantee on the targeted savings. However, it will also be
responsible for the refurbishment, implementation. The main
part of the investments in the refurbishment will be financed
through the building owner. The responsibility of the ESCO is
besides energy saving realisation also the implementation of re-
furbishment measures and quality insurance so that the overall
savings guarantee can be kept. The quality guarantees will be
formulated e.g. as product and material quality, but also a defi-
nition of a cap on total investment costs for refurbishment and
the definition of the (minimum) investment level for energy
saving measures. Through the EPBD, most European countries
will in the near future have building specific energy indicators
that can be used as a quality benchmark, together with comfort
level agreements and price caps.

While the contract duration is similar to classic EPC with
8-15 years, the quality guarantees/warranties need to be longer,
given the lifetime of refurbishment measures, and will extend
to around 20 years.

In case the contractor cannot meet the specified guarantees,
the fees for routine services will be reduced according to an
agreed penalty scheme; typically the reduction could be equal
to the percentage by which the target was missed.

Critical for the implementation of such projects is the prepa-
ration of the tender procedure: with more building measures
within an energy service project, the applicable procurement
rules will differ from a classical EPC project. Are services pre-
dominantly or building measures? What is the total price, and
as a result, which tender procedure applies? However, critical
does not mean that it is impossible or exceedingly complicating
issues. The need for thorough preparation of a tender proce-
dure is a need in any project.

FINANCIAL ARRANGEMENTS

The financial arrangements have to consider the increased need
for capital and longer amortisation periods for comprehensive
refurbishment. This will — as indicated above, be reflected in
the contractual arrangements. The need for the financing can
be covered either by budgeted maintenance money, additional
subsidies are possible or soft loan programmes®.
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Recent years and financial restrictions have resulted in mini-
mum and often end-of-pipe reaction to building maintenance.
Badly maintained buildings result in value losses for the own-
ers. Through an expanded model for EPC, synergies can be
activated in cases where refurbishment needs have time con-
vergence with a saving potential in the energy system. Through
the insulation of the outer walls and windows exchange the
overall need for energy per unit of floor space can be reduced,
the system requirements are reduced overall. Through the auto-
mation of energy controlling, energy consumption can be fur-
ther reduced, with an effect on the overall maintenance costs.
Given the fact that once investments are made e.g. in the system
of a building, these measures and installed equipment will be
operational for the coming 10 to 15 years. The core advantage
is the therefore a cost effective combination of necessary refur-
bishment with energy saving measures when needs for both
arises. Integrating comprehensive refurbishment measures
therefore offers an opportunity to implement a total energy
management concept.

Basic even a maintenance backlog and resulting degradation
of buildings in some cases may have also been a reason to not
enter into classical EPC projects. In this way, “refurbishment
contracting” offers a model for more building owners to tackle
their buildings’ performance.

Energy Services and Facility Management

FACILITY MANAGEMENT AS A POSSIBLE LINK TO INCREASE
THE SECTORAL APPLICATION OF ENERGY SERVICES, E.G. IN
PRIVATE SECTOR BUILDINGS

The implementation and use of energy services for increased
building energy efficiency, especially of EPC, is not limited to
but is predominantly taking place in the public sector. This situ-
ation is due to a number of factors that favour its application
in the public sector. Typically in Europe the public sector is
seen to be a reliable partner and associated with less risk from
an ESCO’s point of view. This refers for example to the typi-
cally long term stability of usage in public buildings (schools,
administrative buildings) or the fact that the public sector will
not cease to exist e.g. through insolvency.

For the management of real estates, single buildings or build-
ing sites, and other facilities, facility management (FM) is a
growing market. FM continues to grow because the manage-
ment of facilities in many cases is not part of the core business
of the building owner, and because there is a growing need for
economic competitiveness that asks for highest efficiency in
the core business. At this point unnecessary parts are being
outsourced to external expert companies. [10].

The main task of FM is “to improve and increase the flexibili-
ty of usage, the productivity and the return of investment (ROT)
on capital, and the value of the facilities through targeted plan-
ning, control and operation of buildings, operations, facilities
and services.“® Typically one differentiates between technical,
infrastructural and economic facility management. The level of
outsourcing differs. Three main levels can be distinguished:

5. e.g. the KfW banking group’s programmes
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¢ Complete outsourcing of all three parts (technical, infra-
structural, and economic FM) (all parts of FM are handled
by an external FM provider),

* Only technical and/or infrastructural FM is outsourced.

¢ Only parts of technical or infrastructural FM are being out-
sourced.

Another way to differentiate the level of outsourcing FM is
whether the services are procured for single buildings /build-
ing sites, or for pools of facilities. Recent analyses could not
make about a clear trend as to where the preferences of build-
ing owners are. A general observation however is that building
owners do tend to keep the economic FM in-house. The reason
can be seen in the fear of the client that a FM service provider
that evaluates himself bears the risk of reduced overall quality
1, 10].

Technical FM constitutes the largest proportion of energy
relevant elements. Generally speaking, FM as Energy Manage-
ment fosters cost transparency and life-cycle-view of a build-
ing. Using a precise model for processes and clearly defined key
figures, the basis for optimised operation of available resources
is given. As a result, the value of a building or building port-
folio is stabilised or actually increased, given the optimisation
of costs versus comfort and up-to-date technical standards [9].
In practice, energy management does not receive the neces-
sary dedication among the array of services provided under
FM agreements. The focus is many times on the occupancy
rates and the immediately related (infrastructure) services to
cover the expected service level of occupants. In markets with a
higher demand in buildings than availability, the lack of incen-
tive to look at the energy performance of a building will not be
increased even with the EPBD in place.

Regularly therefore, large energy savings are not realised
when buildings are modernized or even during normal op-
eration and facility management activities. Where the build-
ing owners are also occupants of a building, FM is typically
not their core business. Given the fact that energy costs often
only make up 3-5 % of total costs, the building owners don’t
see them as a relevant aspect. Even when the FM is outsourced,
energy efficiency will be among the core services demanded
from the FM provider. In short, a lack of awareness is fact. If
the building owners looked closer at the proportion of energy
costs within their total operational costs, the resulting figure of
around 50 % should result in a different opinion and requests
of services from the FM provider.

For those cases where the building owner is not the occupant
of a building, to date the so-called “tenant — owner dilemma”
is the predominant reason for non action. The owner is not
responsible for paying the energy related costs in a building,
and would also not profit from reduced energy related bills. His
interest is therefore not to spend money on measures that are
expenditure but do not constitute an income.

The principles of energy services provide a highly relevant
approach to ensure high quality and an increase of value for
the building owner. Advantages are similar to total FM, but
apply only to the energy relevant issues. The building owner is
relieved in his transactions due to energy services being a one-
stop-shop service package. The arrangements result in a high
incentive for the energy service provider (ESCO) to provide
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optimisation of costs and keeping the agreed level of quality
due to the contractual obligations and the guarantee given. This
supports the main aim of FM as mentioned before.

Key factor and challenge is what kind of guarantees can be
given that make an integration of the energy service approach
with FM feasible. This is especially true for buildings that have
frequent changes in occupancy, and also periods of no occu-
pancy. In Germany, building owners using the services of FM
providers are, this is the result of a recent poll among FM pro-
viders and clients [1], not keen on so called service level agree-
ments, because they find them too imprecise to offer quality.
Therefore other solutions need to be found, or solutions need
to be designed differently.

Options/ideas on what these could be are for example

¢ Cap on kWh per unit used floor space (case of office build-
ings)

¢ Cap on total maintenance cost at a fixed rate of occupancy

¢ Cap on total operational costs (including e.g. Infrastructural
FM such as security or gardening) at a fixed rate of occu-

pancy

The calculation of a baseline for these kind of caps, to be ac-
ceptable, would need to be based on the energy need of a build-
ing based on its design.

Another key factor to a possible successful integration of en-
ergy services in FM is the definition of appropriate and exact
interfaces between the two. Data management is one key word
here. Building control system for the energy relevant data needs
to be compatible to other data management of FM e.g. Compu-
ter Aided Facility Management Software.

Among the barriers to foster the attention to energy in FM
and to foster the integration of energy service in FM activities
is the low attention given to the percentage that energy related
costs constitute in overall operational costs. The energy per-
formance of a building, with view to the EU energy policy goals
- and the high energy consumption in the building sector, will
be able to influence the future market value of buildings. To date
italready influences the basic evaluation of a building based on
its maintenance level. It does not yet however, influence to a
large part the behaviour of the building occupants nor does it
influence the selling and buying strategies (which are aimed
towards profit) of large real estate companies to a noticeable
level’. The buying and selling cycle is considered also a barrier
to enter into contracts with durations of typically over five years
as is the case for EPC. The clear definition of guarantees given
(examples given above) provide deals that can in principle be
handed over easily to a new owner, if their cost effectiveness has
a essential influence on the value of a building and therefore is
able to give a positive outlook on expected profits.

Building owners and investors are increasing their port-
folios®. The number of owners is reduced; or the number of
buildings under control is increased. At the same time, the
EBPD demands energy certification for the buildings’ energy
performance. Within larger portfolios the sum of energy re-
lated costs will become more visible. Cost sensitive large real

7. own exchange with Property representatives
8. Tageszeitung, 12th April 06, Financial Times Deutschland, 24th April 06
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estate companies will then need to consider the issue to a larger
extent. When the energy service market is able to offer tailored
services, a larger number of buildings can create a positive
movement. The level of pressure on the market that the EPBD
is able to create is however the critical factor.

Increased portfolios carry one potentially negative issue: the
number of tenant’s increases, and therefore the tenant-owner
dilemma potentially increases, with a negative effect on the
building performance including energy efficiency. Cost sensi-
tive tenants will - also based on the energy certification, hope-
fully mature in their demands. Again, as has been stated before,
in markets with a higher demand than availability, the tenant’s
argumentation will have a limited effect.

Europe’s total of 160 million buildings in 1997 were respon-
sible for a total of 379,2 Mtoe’® This amounts to approximately
41 % of Europe’s total final energy consumption. If it is assumed
that about 10 % of these would integrate energy services with
a conservatively estimated savings potential of 15 %, approxi-
mately 6 Mtoe could be saved.

Financial Re-orientation?

ESCO VERSUS CUSTOMER FINANCING

In Europe the uptake of energy services, especially EPC, is
mainly founded on customers’ lack of the necessary invest-
ment capital (or access to that capital) to implement energy
efficiency upgrades of their building stock. For the public sector
especially among the requirements for ESCOs to win a tender
was and in most cases still is therefore the ability of the ESCO
to organise the financing for the project. This is why in some
European countries; EPC is used as an equivalent to “Third
Party Financing’

ESCOs that organise the financing for an energy service
project currently have to take debts, which burdens their bal-
ance sheet. Therefore especially smaller ESCOs will reach their
credit line limit and will lose manoeuvrability on the market.
The Austrian market already today sees a slow down in new
projects, because of this. Burdened balance sheets - and the
resulting bad equity-debt ration, increases the difficulties to
obtain further loans, besides increasing the cost of obtaining
investment capital (and thus increasing overall project costs.
For the ESCOs, this is even more the case under the Basel 11
set of rules that are in force since the beginning of 2007 and
the increased sensitivity of banks towards risks associated with
credits.

ESCOs are not banks, therefore they would like to pass on
financial risks in an energy services project, and only take those
risks that are connected to their core competencies - technical
ones. During a business start up phase they have accepted the
need to take also the risk of pre-financing, but are based on the
difficulties less willing to do so. From a market development
point of view it is equally undesirable to hamper new projects
because of difficult funding conditions.

For the building owners the advantages to have the financing
organised through the ESCO lie in the recourse on the ESCO
through the principle of performance based payments and the

9. Energy in Europe — European Union Energy Outlook to 2020”, Sonderausgabe
November 1999, Shared Analysis Project, Européische Kommission
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ESCO’s incentive to perform with view to its need of refinanc-
ing the debt.

A common re-financing instrument that is used by the ES-
COs to ease this burden is forfeiting (or cession of claims).
The “receivables” from a project i.e. the part of the contracting
rates paid by the client to the ESCO covering the (hard ware)
investments, are sold to a bank. In return, the ESCO receives
the sum of the receivable sold at once and has the possibility to
partially recover investment costs. The bank is repaid in equal
trenches directly by the client. In other words, the part of the
contracting rate that covers the hard ware costs is re-directed
to the bank. This approach usually comes with an agreement
between the bank and the customer with a quit claim deed. This
fact makes the deal more a loan-like transaction, and can, in the
case of public sector clients, count towards the overall debt of
the state. For this the Maastricht criteria define a limit of overall
state debt to be not exceeding 3 % of GDP.

Searching for new options to overcome balance sheet issues
and credit line limitations, leasing models are currently be-
ing tested and adapted for energy service projects. However,
for pure EPC projects the prerequisites on what are lease-able
goods make this financing option not an obvious one. In cases
where energy supply is part of a project, it becomes an interest-
ing instrument, not the least for its typically off-balance sheet
character. Hence the balance sheet of neither the ESCO nor
the client is burdened. And in the public sector, this approach
avoids that the investment counts towards the municipality’s
debt (Maastricht). The applicability in EPC projects needs fur-
ther opinion on the side of the decision makers.

The public sector in recent years shows a tendency to reor-
ganise the facility/building management under a more central-
ised structure. Public real estate management companies are
formed. Or as for example in the case of Finland, these already
exist for a longer time. These public real estate bodies are typi-
cally run as a private company. Looking further on the financ-
ing of EPC projects, loans taken by such companies for EPC
projects or payments made towards an ESCO in the form of
contracting payments, these do currently not count towards
the Maastricht criteria. The principal difficulty to obtain loans
however remains. And - profit expectations manoeuvre them
into the tenant - owner dilemma. During the transition or re-
structuring period, a hold up of the market is a likely.

RETHINKING FINANCING?

From a debtor’s perspective, it is desirable to base any debt
service on the project cash flow as opposed to basing it on the
customer’s creditworthiness (the current main approach for
energy service projects). Debt should be repayable from future
project income. EPC projects in principle offer that - a guar-
antee of income through the energy savings guarantee given
by the ESCO to the client. The energy cost savings in the case
of EPC projects are cash flow. In other words, EPC is a way to
unlock dead capital.

However, the creditworthiness of the debtor (i.e. in most
cases to date still the ESCO) is usually the most important fac-
tor for a bank when evaluating a project. The change needed
on the side of financial institutions is that the cash flow from
the energy savings in a project receives greater attention and
an increased value for project evaluation. Independent expert
opinions, best practice examples, data on key factors for suc-
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cess, benchmarks are seen as useful support tools°. To date,
however, the savings generated are not acknowledged as cash
flow and therefore not counted as collateral. In order to make
this approach of real project financing more feasible a few ideas
would be, also in the sense of the ESD:

¢ Transaction cost facility for quality project management as
an incentive for projects (e.g. Facility could be limited to r
ten years, and set up as a revolving fund to at least regener-
ate the second five years partly from income during the first
five years. Hence public input into the fund could decrease
after five years by say 10 % yearly.) to spur interest!

¢ Risk guarantee for smaller private clients of energy services
> to reduce direct financing costs

¢ Global loans for energy service projects, guarantee/stand-
ard approach as pre-requisite to access improved loan con-
ditions (e.g. model approach results in 0.25 to 0.75 % less
interest rate or the loan volume is increased at the same
conditions)

Project finance for EPC would help balance sheet issues as
described above. This is due to the fact that project financing
typically has an off-balance structure. Authors believe that
standardisation of project development procedures and stand-
ard documents such as model contracts help. Where standard
documents are used, transparency is increased for both sides.
And a positive effect on transaction costs can be achieved. With
regard to the financial side, such standards in project devel-
opment process are a quality-ensuring instrument whereas a
standard contract model used is also a risk mitigation instru-
ment.

If project finance for EPC were common practice, this could
make client based financing more attractive. And make projects
overall more attractive (reduced transaction costs on side of
ESCO, i.e. reduced project costs also for customer.) This does
not take into consideration the transaction costs for the set up
of project implementation structure to make project financing
possible.

Conclusions

Market development for energy services in the European Un-
ion is dependent on demand and appropriate responses from
the supplier side including the financial sector.

Existing models for Energy Performance Contracting offer
the chance to be easily expanded to allow for an integration
of more comprehensive refurbishment measures. Expanding
energy services especially with measures that result in the
thermal insulation of the outer walls of a building are highly
relevant for the total energy performance of a building and
therefore principally desirable to be integrated in any building
refurbishment project. This would be following the (potential)
demand especially in new MS where refurbishment needs are
in many cases as urgent as are system improvements for the
energy performance of buildings. Another option to expand
market application is the integration of energy services with
facility management which currently is not successful due to a

10. Interviews on EPC know how with financing institutions in the frame of the
EUROCONTRACT project Dec. 06
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lack of awareness and willingness on the side of private sector
building owners to have a closer look at energy related costs
of operation.

Both the directive on the energy performance of buildings
and the directive on the end-use energy efficiency and energy
services provide a further supportive framework for energy
efficiency in Europe’s buildings. Inherent is the possibility to
support market development of energy services. However, fac-
tors determining the success or failure for the development of
energy services lie within the Member States. Main reason is
that energy services are just one of a list of measures, not a
must; and — with view to the alternative of buying energy ef-
ficient equipment (instead of buying energy savings) a strong
argumentation is needed to mobilise the many decision makers
to realise the advantages of system improvements via energy
services versus easy to buy energy efficient technologies that
while valuable within their own rights, will block investment
for system improvements in many buildings where this could
be cost effectively done.

Here the argumentation of authors is that more targeted fi-
nancing possibilities for energy services are needed. These need
to help decrease transaction costs and allow for a pure project
financing approach to EPC, accepting the guaranteed savings as
what they are: cash flow, unlocked previously dead capital. The
issue needs more attention, and support from decision making
levels. Leasing companies have realised the potentials in the
market for energy service projects with a focus on energy sup-
ply contracting offering specialised packages and contractual
arrangements making projects in many cases an off-balance
sheet transaction. This could be an incentive also for other
financial institutions to follow suit and offer tailored energy
services financing packages.

The ESD provides a good framework and has the potential to
foster a higher market volume for EPC, but its success relies on
proper implementation in MS and specific support for energy
services as one of the directive’s core implementation mecha-
nisms used; this is to date not clear and needs an unequivocal
mandate from decision makers, as well as targeted information
towards the financial sector. The ESD alone will not not suffice
to provide a market uptake for energy services.
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