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Background
With the onslaught of Utility Deregulation and an increased focus on reducing energy costs by the leaders of today’s businesses, the interest in performance contracting and energy system outsourcing has grown tremendously.  Building owners and managers are in the process of investigating the feasibility for performance contracting and outsourcing some or all of their utility systems.    

These building owners and managers have two goals:  1)  To reduce operating and capital costs and 2) To concentrate their resources on the core business of running a first class business or institution.  Performance contracting and utility outsourcing, although not a new concept, have gained increasing acceptance by a variety of industries in recent years.  This is due in part to the awareness that energy cost can be controlled and a desire to concentrate on the core business.  It is also due to the interest by the energy sector as a way to expand their normal lines of business beyond supplying only energy commodities in a deregulated era.  This change in the way the energy business is being approached has led to the creation of companies and a competitive marketplace for performance contracting and energy outsourcing businesses.

Along with the opportunities to reduce costs and concentrate on the core business are many potentially detrimental issues that need to be recognized and dealt with.  The following issues and their resolution or mitigation are important to the success of these types of projects: 1) Personnel issues, 2) The effect of any changes in the long term prices of energy and operation costs, 3) Utility deregulation 4) The impact of future expansions, renovations, contractions and other load changes and 5) Legal issues such as defaults, liability, etc.  Possibly even more important are the issues of Loss of control and Are you going to get the savings and levels of service that you need today and in the future?.

What Is Performance Contracting and Energy System Outsourcing?
A variety of terms are often used: Performance Contracting, Energy System Outsourcing, Utility Plant Outsourcing, Guaranteed Savings, Shared Savings, Sell/Leaseback of the central plant, Chauffage (used in Europe), Energy Services Performance Contract (ESPC), etc.  My definitions are as follows:

· Performance Contracting

Is the process of providing a specific improvement such as a lighting retrofit or a chiller change-out, usually using the contractor’s capital and then paying for the project via the savings over a specific period of time.  Often the contractor guarantees a level of savings.  The contractor supplies the capital, engineering, equipment, installation, commissioning and often the maintenance and repair.



· Energy System Outsourcing

Is the process of divesting of the responsibilities and often the assets of the energy systems to a third party.  The third party then supplies the commodity, whether it be chilled water, steam, hot water, electricity, etc., at a per unit cost.  The third party supplier then is responsible for the improvement capital, operations and maintenance of the energy system for the duration of the contract.  

Advantages
The advantages of a performance contract or an energy system outsourcing project revolves around four major areas:

1. Core Business Issues

Many industries and corporations have been reexamining all of their non-core functions to determine if they would be better served by outsourcing these functions.  Performance contracting or outsourcing can make sense if someone can be found that can do it better and cheaper than what can be managed by an in-house staff.  Then the building managers can oversee the contractor and not the complete operation.  This may allow the building to devote additional time and resources to other core business issues such as increasing revenues and reducing health care costs.

2. Monetization

One of the unique features of a performance contract or an energy system outsourcing project is the opportunity to obtain an up front payment.  There is an extreme amount of flexibility available depending upon the needs.  The amount available can range from zero dollars to the approximate current value of the installation.  The more value placed on the up front payment will necessarily cause the monthly payments to increase as well as the total amount of interest paid.

3.
Deferred Capital Costs

Many electrical and HVAC energy systems are at an age or state of repair that would necessitate the infusion of a major capital investment in the near future.  These investments are be required to address end-of-life, regulatory and efficiency issues.  Either the building owner or manager could provide the capital or a third party could supply it and then include the repayment in a commodity charge (plus interest, there are no free lunches).

4.
Operating Costs

The biggest incentive to a performance contract or an energy system outsourcing project is that if the right supplier is chosen with the right incentives, then the total cost to own and operate the central plant can be less.  The supplier, having expertise and volume in their core area of energy services, brings this to reality.  With this expertise and volume, the supplier should be able to purchase supplies at less cost, provide better-trained personnel and implement energy and maintenance saving programs.  These programs can range from capital investment of energy saving equipment to optimizing operations, maintenance and control programs. 

Disadvantages
Potentially, there are several disadvantages to undertaking a performance contract or an outsourcing project.  The items identified in this section need to be recognized and mitigated as indicated here and in the Risk Management section.

3. Loss of Control

As with any service, if it is outsourced, the service is more difficult to control.  The building is left with depending upon the skill, reliability and dedication of the service supplier and the contract to obtain satisfactory results.  Even with a solid contract; if the supplier does not perform or goes out of business, the customer will suffer (see the Risk Management section).  Close coordination between the building and the supplier will be necessary over the long term of the contract to adjust to changing conditions.     

4. Loss of Flexibility

Unless addressed adequately in the contract, changes that the building wants or needs to make can cause the economics of the project to be adversely affected.  Some examples are:

· Changes in hours of operation

· New systems that require additional cooling or heating, such as an expansion or renovation, conversion of office or storage space to other uses, additional equipment requiring additional cooling, etc.

· Scheduling outages for maintenance or repairs

· Using in house technicians for other services throughout the building.  If this situation occurs in your current operation, provisions for additional building staff or having the supplier make the technician available needs to be arranged.  If additional costs are indicated, they should be included in the financial analysis.

5. Cost Increases

This only becomes a disadvantage if the contract does not adequately foresee and cover every contingency and changing situation adequately.  To protect themselves, the suppliers will try to put as much cost risk onto the customer as possible.  It is the customer and the customer’s consultants and attorneys responsibility to define the risks and include provisions in the contract.

Financial Issues

The basis for success of a performance contract or an energy system outsourcing project is divided between the technical issues, contract terms, supplier’s performance and how the project will be financed.  These types of projects are as much (if not more) about the financial deal than the actual supplying of a commodity or a service.  The answers to some basic questions will help guide the decision making process.

Is capital required during the term of the project?
The question of the need for capital is one of the major driving factors of a performance contract or an energy outsourcing project.  Capital invested into the HVAC and electrical systems for efficiency upgrades, end of life replacements, increased reliability or capacity and environmental improvements can be financed through the program.  

Who will supply the capital and at what rate?
The answer to the question of who will be supplying the capital should be made based upon your ability to supply capital from internal operations, capital improvement funds, borrowing ability and any special financing options such as tax free bonds or other low interest sources.  If capital is needed for other uses such as expansions and other revenue generating or cost reduction measures, then energy system outsourcing may be a good choice.

Is there a desire to obtain a payment up front?
As stated previously, a performance contract or energy system outsourcing project presents the opportunity to obtain a payment up front for the assets of the HVAC and electrical systems.  However, any upfront payment increases the monthly payment over the term of the contract and should be considered similar to a loan.

Does the capital infusion and better operations generate enough cash flow to pay the debt?
This is the sixty-four dollar question.  Only by performing a long-term evaluation of the economics of the project with a comparison to the in house plan can the financial benefits be fairly compared.  A Net Present Value and Cash Flow analysis should be used for the evaluation of a performance contract or energy system outsourcing project.  It shows the capital and operating impact of the owner continuing to own and operate a HVAC and electrical systems.  This is compared to a third party outsourced option.  The analysis should be for a long enough period to incorporate the effect of a major capital investment.  This is often done for a 20-year period.  This type of analysis would allow the building owner or manager to evaluate the financial impact of the project over the term of the contract.  Included in the analysis should be a risk sensitivity assessment that would bracket and define the range of results based upon changing assumptions. 


Other Issues

6. Management and Personnel Issues

· Management - Usually, an in-house manager will need to be assigned to manage the supplier and the contract and to verify the accuracy of the billing.  I would also recommend that an in-house technical person or an outside consultant have the responsibility to periodically review the condition of the equipment to protect the long-term value of the central plant.

· Personnel - The existing employees need to be considered.  This may or may not have a monetary consequence due to severance or other policies.  If there is an impact, it needs to be reflected in the analysis.  It would usually be to the buildings benefit if the years of knowledge and experience represented by the current engineers could be transferred to the new supplier.  Another personnel concern is the effect on the moral of the employees due to their fear of losing their jobs.

7. Which services to Outsource?

Where there are other services located in the central plant that are not outsourced, these need to be identified in the documents.  These could include compressed air for controls, domestic water, hot water, etc.  A method of allocating costs for shared services will need to be established and managed through the duration of the contract.

8. Product specifications

The properties of the supplied service need to be adequately described to judge if the supplier is meeting the terms of the contract.  Quantities like temperature, water treatment values, pressure, etc. needs to be well defined.

9. Early Termination

There should be several options in the contract for early termination.  The most obvious is for lack of performance.  In this case, lack of performance can range from total disruption of service to not meeting the defined values of the commodity to letting the equipment deteriorate.  There should also be the ability to have the building terminate the contract if the building decides that they want to take the central plant in-house or find another contractor.  If the supplier is not in default, then a make whole payment would be required of the building to terminate the contract in this case.

Risk Management
As with any long-term commitment, the most important task is to identify all of the potential risks, evaluate their consequences and probability and then to formulate strategies that will mitigate the risks.  This could be in the form of the contract document language or other financial instruments for protection.  One of the most important areas of risk management mitigation is to choose a supplier that will deliver what is promised over the entire contract period.

10. How to Choose a Supplier

In addition to price, the following factors are important to the success of a project and should be evaluated before selecting a supplier.

· Track Record

· Knowledge of your business, priorities and risk tolerance

· Size

· Financial backing

· Customer service and reporting

· Staying Power
11. Long Term Contracts

Because the potential supplier will be investing capital for increased life, reliability and efficiency, the contract needs to be long enough to recover the costs and provide a positive cash flow.  The length of the project can vary from three to five years for a simple, small-scale project to ten to twenty years for one of this complexity.  Cost impacts at the termination of the contract needs to be adequately addressed, such as:

· Renewals

· Buyouts

· Equipment Leases

· Equipment condition at the end of the contract

C. Changing Assumptions

· Interest Rates

· Utility Rates

· Maintenance and Repair Costs

· Areas served (i.e., expansions/renovations/contractions)

· Regulations; building specific, environmental, OSHA, local codes, etc.

· Utility Deregulation

D.
Other Risks

· The impact of planned or unplanned outages of the central plant

· The consequences of the supplier not being able to maintain chilled water temperature or steam pressure

· Take or Pay This provision of a contract requires the customer to pay a certain amount even if they do not use the commodity

· Defaults and Remedies 

Conclusions
Performance contracting and energy system outsourcing projects are often used when an organization desires to outsource its energy functions and return to its core business area.  It can be advantageous when the organization does not have internal expertise to execute these projects and when other sources of capital are needed.  However, performance contracting and energy system outsourcing is not without peril if the risks are not understood and mitigated.  Before undertaking a performance contract or energy system outsourcing project, the owner or manager first needs to define the financial, technical, legal and operational issues of importance.  Next, the proper resources, whether internal or outsourced, need to be marshaled to define the project, prepare the Request for Proposal, evaluate the suppliers and bids, negotiate a contract and monitor the results, often over a long period.  If these factors are properly considered and executed, the performance contract or energy system outsourcing often produce results that could not be obtained via other project methods. 
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