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This Report should not be viewed as legal advice. Readers
are urged to consult a lawyer before engaging in any financing
transactions described herein. The views and opinions of the
authors are not necessarily those of the United States Government
or any agency thereof. .

All references to discussions with energy service companies,
banks, equipment manufacturers, undgrw:iters and other individuals
are based on the authors' recollections and notes. These contents
have not been reviewed or approved by any of the persons or entities
referréd to ﬁerein. This information was prepared solely for fhe
Department of Energy. It should not be relied on by any other
party for aﬁy other purpose. The authors expressly'disclaim any
responsibility to any party for any of the information contained
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CHAPTER VI

UTILITY ASSISTED FINANCING -

The federal government and many states have concluded that
4utilities can play an important role in the national energy con-
servation effort by providihg financing for energy conservation
loans along with the energy audits mandated by the RCS program.
For that reason, in Junef1980; Congress amended the National
Energy Conservation Policy Act to permit utilities to finance
energy conservation programs and to pass certéinAprogram costs on
to rate payers.l/ More than 30 investor owned utilities have

already implemented loan programs for residential energy

efficiency.2/

Utilities are uniquely suited to overcome many of the barri-
ers to enerqgy efficiency investment in multifamily, commercial and
industrial buildings. Utilities can provide the "one stop" no
hassle energy conservation service and financing that repeated
S£udies and experience haQe shown is likely to lead to significant
energy efficiency expenditures. Utilities have credibility within
the community and financial and technical resources that can be

applied to market energy conservation investments.

1/ Energy Security Act, Pub. L. : 96-294(1980),

2/ See "Utility Sponsored Home Insulation Programs", DOE Report
June, 1978. ‘



A. Overall Approach

‘Conversations with officials of fourteen utilities and three
trade associations representing various segments of the'utility
industry were used as the basis for the analysis and evaluation of
utility financing.i/ Utilities interviewed included the
Bonneville Power Authority ("BPA"), which serves a five state
region in the Pacific Northwest, the Tennessee Valley Authority
("TVA"), which serves a region involving several states in the
southeastern United States, and Portland General Electric and the
Pacific:Gas and Electric Company, two of the nation's most innova-

tive investor owned utilities.

Only one utility interviewed provides any direct financing
for enefgy efficiency measures in multifamily, industrial or com-
mercial.buildings. TVA has a commercial and industrial ehergy
conservation loan program for for its customers. The TVA loan pro-
gram is described in Exhibit B4. None of the utilities or utility
trade associations interviewed knew of any existing financing pro-

gram other ‘than the one operated by TVA.

We also identified lighting rebate programs available to com-
mercial building owners operated by Texas Power and Light, Pacific

Gas and Electric and BPA.i/

3/ See Appendix B.

4/ See Appendix B.



At least three of the utilities (Portland, General Electric,
BPA, TVA) provide free energy audits for commercial and industrial
customers. The State of Oregon now requires utilities to provide

these audits.

B. Barriers to Utility Financing Programs

Utilities have been reluctant to become active in sponsoring
energy conservation loan programs. The reasons for their reluc-

tance are numerous. They include the following:

1. Traditional Role of Utilities

Many utilities executives believe that utilities should not
become involved with finéncing, but should leave financing to
banks and other financial institutions, which have more
expertise in the area. They see energy conservation as an

unwarranted shift in the utility's overall objectives.

2. Uncertainty Regarding the Value of Conservation to the

Utility's Customers

In many comﬁunities, utility participation in energy éonser—
vation financing is justified on the basis of the value of
energy saved, because the cost of saving energy (reducing
demand) is lower than the marginal cost of constructing ﬂew
generating'facilities. Public ﬁtility’commissions in Oregon °

and California have used such an analysis to encourage



utilities in those states to develop a range of innovative
conservation programs.é/ A number of other utilities are
undertaking similar analyses. Utilities that presently have
excess capacity, even though they may project the need for
new capacity in the future, may often not be able to justify

engaging in conservation financing activities today.

3. Antitrust Concerns

Utilities usually have a monopoly within their service area.
Since utilities are state—régulated monopolies, they. curren-
tly are insulated from violations of federal antitrust laws.
However, utility officals are concerned that any entry into
financing might be lead to charges.of unfair competition with
traditional éctivities of banks, savings énd Ioan.institu—

tions and other members of the financial community.

4. Lack of Capital.

Despite the public perception of utilities as being large and
financial strong organizations, many utilities presently face
capitalishortages. High debt costs and escalating costs of

operating, maintaining and constructing plants have apparent-

ly outrun rate increases. Some utilities are more severely

. affected by these circumstances than others.

See, e.g., California Energy Commission 1981 Biennial Report



5. Need for Load Management Techniques

Many utilities will benefit more from load managemen£ étrate—
gies than from energy gfficiency investments. While lo;d
management does not necessary benefit a particular customer
(it does not reduce the customer's utility bill) it may be
the most cost-effective investment for a utility seeking to

control its demand.

6. Market Penetration: Potential Energy Savings

The degree market penetration that would be achieved by a
particular energy conservation financing proéram is difficult
to estimate.. Sufficient data are not available from other
conservation programs on which to base reliable forecasts.

It is not clear, for example, how much energy savings would
be achieved at different levels of utility investment (or

subsidy) in conservation programs.

cC. Utility Assisted Financing Program

We discussed with each of the utility executives and their
trade association representatives a variety of roles the utility
might play in financing energy efficiency for multifamily, indus-

trial or commercial buildings, inciuding:
Direct loan programs

Loan Guarantee Programs



Rebates
Use of Tax Exempt Bonds

Creating An Energy Service Company (leasing and

shared savings).

Following is a detailed discussion and evaluation of each of

these options.

1. Direct Loan Programs

As noted earlier, there are numerous utility financing pro-
grams that provide direct loans to homeowners who install
residential enefgy efficiency measures. In most cases the
utilities simply include the cost of administering the loan
programs, including marketiné and administrative costs as an
operating éxpense that can be recovered from rate payefs. To
the extent the utility needs. additional capital to finance
these programs, it raises that capital from its normal
sources, (issuance of utility debt, bank loans and stockhold-
ers equity) at its normal cost of capital, whiéh varies from
utility to utility. In many cases the utilities are subsi-
dizing the loans to homeowners. The finance terms vary from
zero interest loan programs offered by utilities in Portland
and California (with ﬁo principal or interest payment re-
quired until the home is sold), to eighteen percent conven-

tional consumer interest rates.®/

6/ See "Utility Sponsored Home Insulation Programs," June 1978,
prepared for U.S. Department of Energy Contract No.
EY-76-C-D3-1227



a. Advantages and Disadvantages of Direct Loan Programs A

direct loan program is the simpliest and easiest program for
a utility to administer. However, it requires the utility to
be engaged in all aspects of the financing. The utility must
originate the loan, make a credit decision, advanceﬁthe loan
. proceeds and provide adequate assurance that the recommended
measures have been adequately installed. 1In some circum-
stances the utility must approve the contfacto;s used to in-
stalled the measﬁres. Some utilities also c¢onduct followup
audits.to be certain that the measures are proéerly in-

stalled.

A direct loan program is also expensive. It.requires the
utility to usle its existing capital and credit to finance
homeowner loans. 1In effect,vthe utility is guaranteeing
repayment of these loans, and all the other rate payers share
tﬁe cost if any homeowner defaults under the loan program.
Finally, a direct loan program does not produce any profit or
an independent source of revenue for ﬁﬁe utility. Therefore,
it is.unlikely to be treated as anything more than an ancil-
lary and an unimportant company function, not one directly
related~t6 the business objectives and goals of the utility. .
The marketing and performance of the program may suffer from

that perception.



The principal advantage of a direct loan program is that it
is relatively easy £o establish. It does not require cooper-
ation with any ﬁhird parties. It may require'approval of the
state regulatory .commission, although utilitigs have under-
taken pilot loan programs to finance conservation in residen-
tial buildings without first obtaining affirmative regulatory

approval.

2. Loan Guarantees

Instead of making direct loans to property owners, a utility
could guarantee a portion (or all) of loans made by independ-
ent financiél institutions. New York State requires utili-
ties to provide such guaraptees to homeaners who borrow
money from banks for residential energy efficiency purposes.
The interest rate charged homeowneré is tied to the utility's

rate of retuxu.l/

The principal advantage of a loan guaraﬁtee is that it does
not require an immediate cash payment by the utility. It
does not reduce the liquid assets of the utility. A guaran-
tee program also removes the utility from active participa-
tion in the credit decision. The bank making each loan
applies its own underwriting criteria to each loan applica-

tion. Different banks apply different standards.

See Exhibit C8.



The risk to the utility of a loan guarantee will depend on
the other security érovided for the loan; Although the util-
ity may be ultimately responsible for a default, there are
many ways to reduce the risk of suffering monetary losses

from defaults, including obtaining a lien on property.

The overall cost, to a utility of a loan guarantee program
would probably be substantially less than the cost of a dir-
ect loan program. The utility effectively "leverages" its
credit rating to back-up the bank loans. There is obvioﬁsly
a limit to the amount of "loan guarantee authority" that any
utility will be willing to commit. That will not be a 1iﬁit—
ing factor, however, in initiai development of initial pilot
guarantee programs.

@

One disadvantage of a guarantee is that the utili£y.becomes
obligated for loans over which it exerts little control. To
reduce this risk, guidelings could be developed which would
establish criteria for loans to qualify for the utility guar-
antee. For exémple, the utility might provide.that loans

would only be guaranteed if the borrower met certain finan-
cial criteria or if the improvemen;s were recommended as a
result of an "approved energy audit," or where there was some
procedure to ensdre that the recommended measures were propf.
erly instalied. The utility might also only agree to guaran-
tee a portion of each loan, thereby providing the bank wiﬁh

an incentive to apply due care in approving loans.



Another disadvantage of a loan guaréntee program is that it
does not make independent economic sense to the ﬁtility if
the utility is not paid a fee for providing its guarantee.
The utility would expect to incur some costs due to defaults
under the program. The defaults would be included as an
operating expense and recovered from ratepayers. Utility reg-
ulatory approval might be required before starting such a

program.
3. Rebates

Utilities in Texas and California, TVA and BPA have offered
rebates or utility credits to property owners who .invest in
specific energy efficiency measﬁres. Rebates are easy to
administer, compared to a loan program. They dé not require
collecting and keeping track of monthly loan payments. The
cost of the rebate program can be ea;ily calculated anq con-
trolled in advancé. Moreover, there is a growing body of
evidence that an immeaiate rebate provides a more effective
stimulus than a low interest 10an_prbgram. P;operty owners
respond to the immediate availability of the rebate. They

can also easily understand the value of the rebate.

Rebates have only been used in limited circumstances for low
cost items generally. These items generally do not require
independent financing. Capital needed for lighting improve-.

ments usually would not require independent financing. We



did not identify any utilities offering substantial rebates
to encourage large scale investments in energy efficiency in

commercial, industrial or multifamily buildings.

Rebates could be used to write down the principal or interest
rate on loans to property owners who do no£ have the differ-
ence between the rebate and the full cost of the item. Such
a program might wofk like the solar energy and energy conser-

vation bank rebate program.ﬁ/

Like the loan guarantee and direct loan program, gebétes do
not provide any independent source of revenue for.a utility.
They can be justified only on the basis of the value pf
energy conservation to all the rgte payers. That value can
be significant, particularly in publicly owned systems like
TVA, BPA and the Power Authority of the State of New York
("PASNY"), where the utility can use its resources to achieve

the greatest public good.

4. Tax Excmpt Bond Financing

A city, state or political subdivision could issue tax exempt
revenue bonds and use the proceeds to make loans to property
owners to pay for recommended energy efficiency measures.

The utility could assist in this program by:

§/ See Klepper, "Federal Financial Assistance for Energy ‘
Conservation and Solar Energy Improvements: How The Solar Energy
and Energy Conservation Bank Will Work," 15 Real Property, Probate
and Trust Journal at 777 (1980).
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Performing energy audiﬁs;
Originating loans;

Servicing loans;

As;ist in‘marketing the program; and
Conducting follow up audits.

The utility needs to consider the cost and benefits of

providing one or more of these services.

a. Advantages and Disadvantéges of Bond Program

Tax exempt bond financing offers a property owner long term,
low interest financing.' The principal security for the tax
exemptAbond is the promise of the bérrowar (properﬁy owner)
to repay the loan. Thevutility could provide the aboye serv-
ices without charge, thereby helping to subsidize (ana

encourage) energy efficiency investments.

The utility could do much more. It could provide'a partial
or full guarantee of the revenue bonds or make an interest or

principal reduction payment to lower the overall interest

rate to the borrowers even further.

The willingness of a utility to undertake ény of these subsi-
dy techniques will depend on the value of the energy savings

to that utility. The utility benefits from the bond program
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by obtaining the value of conservation energy (i) without
spending its own funds and (ii) at a lower cost of money than

would otherwise be available to the utility.

A utility might be able to earn a separéte fee from commer-
cial and industrial owners for performing the energy audit
and arranging the financing tﬁrough tax exemét bonds. This
fee would coﬁpensate the utility for the cost of its serv-
ices. The utility would obtain the benefits of irncreased
Consefvation without using its own credit or itsvown funds.
These activities might also generéte independent  revenue for

the utility.

b. Examples of Utility Assisted Bond Programs:

Minneapolis and St. Paul, Minnesota each have iésued tax
exempt debt to finance energy conservation logns to single
family homes owners within the past six'months. Al though
these programs presently appiy,to single family homeowners,
they provide valnable insight into the way similar programs
could operate in multifamily, commercial and industrial

buildings.

In St. Paul the local utility, Northern States Power Company
("NSP"), has provided a guarantee of a portion of the bonds.
NSP is also providing energy audits for homeowners under the

RCS program and is originating and servicing the loans.
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In Minneapolis, Minnegasco, a local utility, originates loans
with its own funds and sells the loans to the Minneapolis

Community Development Agency ("CDA"). The loans originated

3

by Minnegasco must comply with detailed and precise criteria
for determining what constitutes a qualified loan. If the
CDA determines, after a loan is purchased, that the loan
fails to satisfy its criteria because of errors made by
Minnegasco during origination process, the utility is obliga-
ted to buy the loan back from CDA. Minnegasco also provided
fifty thousand dollars to help fund a securitx reserve for
the bdnds. Exhibits A3 and A6 contain a more detailed de-

scription of these programs.

5. Energy Service Compani

A utility could offer the full range of services provided by
"ah’energy service company. It could agrée to provide heat,
light, cool air and hot water rather than simply selling
electricity or natural gas. Utilities possess many unique
attributes and resources that make it likely they could be
successful in selling energy services to their customers.
Many of the barriers to leasing and shared savings mentioned
elsewhere in this report are eliminated if the energy service

company is owned by a utility. The utility offers:

o

Credibility in the marketplace;
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A readily available source of capital;

Access to skilled engineering, energy auditing and

other technical pérsonnel:

The ability to evaluate the potential»effeétiveness
of energy‘efficiency measures and to monitor energy

savings obtained from those measures; and

The ability to create a network for repairing and

maintaining energy efficiency equipment.

There are two alternatives that can be followed by a utility
that seeks to pursue these options: (1) create an energy
service corporations; and (2) provide contract services to

energy service companies in the community.

a. Creation of an Energy Service Cogporation ("ESCo")

A utility could set up a separate division or subsidiary to
operate an energy service company. The division might offer
lease financing for measures recommended by energy audits as
well as shared savings programs. The utility could create
its own in-house staff of auditprs, engineers and installers.
Alternatively, the utility could subcontract oﬁe or more of

these services to other firms in the community.

Capital to finance the ESCo could be obtained from the parent

corporation either as an equity investment or as.a loan. If
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providing tﬁe needed capital is a problem, the utility could
consider a joint venture arrangement with a financial insti-
tution, such as a ieasing company, which might agree to lease
the recommended equipment to customers within the utility's
service area. The utility may be asked to guarantee part or
all of this lease. That might be an attractive means of re-
ducing the capital that the utility would otherwise have to
provide for this program.

The ESCo would provide the following services:

-

(i) Perform energy audits of commercial and industrial

buildings

(ii) Recommend designs for cost effective conservation

measures and install such measures
(iii) Measure savings and collect monthly payments
(iv) Maintain and repair the equipmentg/

b. Provide Contract Services to Facilitate Shared-Savings

Programs

Instead of setting ﬁp a separate energy services company, a

utility can provide, for a fee, contract services to

g/ See Chapter V for a more detailed discussion of energy serv-
l1ce companies. '
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facilitatebleasing and shared-savings plans Witﬁin its
service area. For exampie, the utility or a separate subsid-
iary thereof, could provide all or some of the services set
forth above for a fixed fee under contract to a third party
investor. The third party investor might be a leasing cor-
poration, some other financing institution, a group of indi-
vidual investors or an energy equipment manufacturer or
energy service company. By undertaking these activities
jointly with another entity, the utility could share the

operating risks and financial requirements.

c. New England Electric Company's ESCo

New England Electric Corporation has recently established a
separate division, on a pilot basis, to engage in the energy
services business. The company began operations in late
1981; it has just installed its first piece of equipment.
The division is funded completely by the parent utility. To
date, the state utility regulatory commission has not been

asked to review or approve this venture.

d. Advantages and Disadvantages of a Utility Sponsored

ESCo

If successful, an ESCo would provide the utility with a com-
pletely independent source of revenue. It would operate on a

sound financial, "pay as you go" basis without any subsidy
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from the utility rate payers. It could also achieve
significant energy savings which might have an independent

value to the utility.

An ESCo offers the potential of achieving three principal

objectives of the electric utility industry:
(i) Off balance sheet financing;
(ii) Diversification;
(iii) Business activity in a nonregulated area.

Utilities that do not want to use their own capital (debt or
equity) can enter into joint ventures to get an ESCo started.
In preliminary discussions, private leasing compahies and
banks expressed strong interest in pursuing these options
with a utility. A utility might be able to start an ESCo

without burdening its financial structure.

Development of Model Documents for a Utility Sponsored ESCo

A utility sponsored ESCo satisfies all ten criteria for sele-

cting and developing model financing transactions. Once its fea-

sibility is demonstrated, there are hundreds of utilities (public

and private) with the skills, resources and capital to duplicate

the arrangements in their service area.
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There are, however, a range of legal, finéncial and regulato-
ry issues that must be addressed and resolved before a utility
will establish an ESCo. We have had preliminary discussions‘withA
one publicly oWned utility and two investor owned utilities about’
working with theﬁ to pursue the feasibility of their setting up an
energy service company.lg/ The company would focus its initial
’activities on commercial buildings, with the ability to include

multifamily and industrial customers at a later date.

We propose'in Phasé II and III to work with one or more of
these utilities in developing model documents fo create an ESCo on
é Pilot basis with the utility's support. These documents will
include a shared—savings agreement, a leasing agreement, and all
other documents necessary to finance the venture. In addition, we
will develop an overall business plan that would explain how the
energy service company would operate, how it would generate reve-
nue, and how it would structure its fees. The plan would estimate
the cost 6f doing business, and would identify and evaluate rele-

vant legal and requlatory issues,

10/ see Exhibits B-1, B-3, B-13, B-15, B-16, B-20.
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CHAPTER VII

TAX-EXEMPT FINANCING

Tax-exempt financing provides an attractive alternative to
bank financing and leasing of energy efficiency equipment. Tax-

exempt financing ("TEF") normally involves two steps:

(-]

the issuance by a state or local government of tax-

exempt bonds, and

a loan of the bond proceeds to property owners who agree

to install recommended energy improvements.

Tax-exempt financing would provide loans for a longer term
than traditional bank financing -- probably in the range of 10 to
15 years -- at a lower interest rate than is available from a bank
loan. The current market interest fate.for a tax-exempt indus-

trial development bond would be in the range of 12-14%, as opposed

.to0 17-20% for a bank loan. The diffefential between the tax-

exempt rate and the taxable rate has been reduced during the last
few months. Traditionally, the rate differential has made tax-
exempt financing considerably more attractive than taxable financ-

ing.

Like leasing and bank loans, tax-exempt financing may be
available without any additional federal ‘legislation. However, or

local government action, and, in some cases, additional state
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legislation will be needed. A state or locality with appropriate
powers can implement a TEF program for energy projects with little
or not cost once the program is designed and established, other

than funds that would be available from the TEF.

A. Overview of Tax-exempt Bond Financing

There are two principal types of tax-exempt bonds that can be

iseued by a local government entity.
1. general obligation bonds, and
2. revehue bonds.
Within the category of revenue bonds there are fwo subcategories:

(i) industrial development bonds used to finance

"exempt facilities";

(ii) industrial development bonds that qualify under the

"small issue" exemption.

Bonds issued to finance energy conservation improvements in
multi-family buildings would have to qualify as bonds used to fi-

nance an "exempt facility." 11/

11/ See Internal Revenue Code Section 103 (hereafter "IRC") and
regulations adopted thereunder. .
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B. Advantages and Disadvantages of TEF

We talked with five major underwriters about using tax-exempt
bonds for energy efficiency impfovements and cogenération facili-
ties.lg/ None of the firms had developed any programs for finan-
cial energy improvements. One firm had participated in developing
a residential energy bond program for the Maryland HFA.lé/ All the
firms expressed interest in financing a cogeneration facility, but
none knew of any such projects that had been financed with tax-

exempt bonds.

-

1. Advantages of Using Tax-exempt Bonds

Tax-exempt bonds offer many attractive features that cannot

be’duplicated_by other financing mechanisms:

a. Rate. The interest rate will be lower than that
available from a bank loan, .a lease or any other invest-

or oriented program.

b. Term. The term of the loan will usually be longer

than the term available under most other programs. The

longer term lowers the monthly service costs to the

@

lg/ Merrill Lynch, Pierce Fenner and Smith, Incorporated;
Shearson American Express, Matthews and Wright, Inc. L.F.
Rothschild-Unterberg Towbin, and Kidder Peabody &
Co.,Incorporated. See also Klepper, How To Make Energy
Conservation Pay For Itself, Chapter VI.

13/ Matthews and Wright
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borrower, thereby enabling the borrower to install
equipment with a longer payback and still obtain a posi-

tive cash flow from energy savings.

c. 100% Financing. Industrial development bond fi-

nancing often provides 100% of the costs of a project.
This eliminates the need for a significant equity con-

tribution by the borrower.

d. Use of Funds. TEF could be used to pay for a wide

range of energy efficiency improvements. The bond pro-
ceeds do notvhave to be used to purchase "tangible per-
sonal property" (as would bank loans) or "leasable
equipment" (as would funds Qenerated in a leasing ar-
rangement) . Bondbproceeds could be used for structural
improvements (including caulking, weather-stripping,
etc.) as well as construction of buildings and other

major improvements.

e. Availability of Tax Benefits. The borrower (prop-

erty owner) will be entitled to claim any sﬁate tax cre-
dits ‘available for investing in the energy equipment and
the federal investment tax credit, if it is applicable
to the items acquired. The owner would, however, be
barred however, from obtaining the "dual benefit" de-
rived from both the energy tax credit and the benefit of

tax-exempt financing. This "double dip" prohibition
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would make it unattractive to finance solar energy
improvements, which qualify for a 25% federal tax cre-

dit, with the use of tax-exempt bonds.

Disadvantages of Tax-Exempt Financing

a. Need For Political Support. A bond issue must be

approved by a local jurisdiction or political subdivi-
sion thereof. That requires the borrower to ask a local
jurisdiction to adopt a resolution approving.issuance‘of
the bonds. Obtaining political approval can result in
significant delays. Approval by the local government
may be based on a range'of factors other than the credit
worthiness ofvthe applicant or the value of'the particu-

lar project.

b. Coﬁplexity of Documentation. In order to comply
with a variety of federal and state securities and tax
laws,'a detailed series of documents, including an
official statement, a trust indenture, a loan origina-
tion and servicing agreement,land an investment agree-
ment, must be prepared and agreed to by various parties.
The time and effort required to accompliéh these tasks

adds to the cost of the bond issue.
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c. Time Constraints. A longer lead time is needed to

undertake a‘bond issue than to arrange a lease transac-
tion or a bank loan. Approval of various parties and
negoﬁiation of the numerous documents, as well as ulti-
mate sale of the bonds to investors, wiil‘usually take
anyWhere from ninety days to six months‘or more, depend-

ing on the complexity of the transaction.

- d. Cost of Issuance. Fees incurred for legal and ac-

counting services, printing and ﬁnderwriter's fees re-
lated to the bond issue must be absorbeé by the project.
These fees will reduce thé relative advantage provided
by the tax—exempt interest'rate. These fees, other than
unaerwriting fees, decrease as a perceﬁtage of the fi-
nancing in larger bond issues. For small financing
(less than $5 miilion) these fees become extremely bur-
densome. This makes itvvery difficult to involve under-

writers in issues of that size.

e.: Compliance With Legal Requirements. The bond issue
must meet a host of legal‘requirements to qualify as
tax—exempt under federal law. Some of these require—_'
ments add administrative costs and bufdens to a bond
program. Others simply add time and detail to the prep-

aration of documents regarding the program.
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£. Uncertainty of Legal Issues. Certain legal mat-

ters, such as the authority of the state and/or loéal
jurisdiction to issue the bonds, may not be clear cut.
Five of the eleven states we surveyed had established ,
clear legislative authority to issue tax-exempt bonds
for some conservation energy projects, but in none of
the states had bonds been issued undéf such*authority.
See Appendix C. In most jurisdictions, authority to

issue the bonds will based on an analysis of the author-

ity granted to communities to issue bonds for industrial

-development purposes. In some states a broad interpre-

tation of existing legislation may suffice to permit
bond counsel to issue an opinion that energy conserva-
tion investments are within the scope of the exiéting
legislative mandate. - In other communities, however, a
court ruling, an opinion of the attorney general of the
state or new legislation may be needed before bond coun-

sel will be willing to proceed with a tax-exempt financ-

ing.

Legal Authority to Issue Bonds for Energy Projects

State and local law must permit industrial development bonds
(IDBs) to be used to finance the energy project under considera-
In some states a constitutional prohibition against using

public credit for a private purpose is interpreted to preclude the
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issuance of IDBs. Such a constitutional prohibition was recently
eliminated in the State of Washington. Most states now have

legislation permitting issuance of industrial development bonds.

The proceeds of IDBs must be used for a recognized "public
purpose.” Most states recognize economic development as a valid
public purpose. Analysis of state and local law in each Jjurisdic-
tion is necessary, however, to determine whether making loans to
industrial or commercial property owners to finance energy
efficiency equipment is within the state's definition of “publié

purpose."

Of the 11 states surveyed, five ﬁave specific legislation
permitting energy efficiency IDBs. These states also have. legis-
lation'permitting IDBs to be used for various alternative energy
projects. Other states not covered by our survéy, including
Texas, North Carolina and Massachusetts have legislation enacted

or pending that would permit use of IDBs of energy projects.

D. Limited Size of Energy Efficiency Loans

One of ghe significant limiting factors in using IDBs to fi-
nance energy efficiency equipment is the small size of each issue.
In the past issuers have aggregated a series of small bonds into
one issue. This permitted cost.reductions. The entire series of
bonds were generally covered by one official statement, one trust

indenture, one underwriter, one set of legal opinions, etc.
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Revenue Ruling 81-216, effeétive August 24, 1981, treats mul-
tiple lots of $1,000,000 each of industrial development bonds as a
single large issue if the following factors are present: (1) the
obligations will be sold at substantially the same time, (2) the
obligatioﬁs will be sold pursuant to a common plan of marketing,
(3) the obligations will be sold at substantially the same rate of
interest, and (4) a common orApooled security will either be used:
or available to.pay debt service on the obligations. Many states
that have programs that combined small issues in order to market
bonds more efficiently were forced to halt future bond sales pend-
ing resoluﬁion of the issue. - This Revenue Ruling was revoked and
replaced by Proposed Regulations issued on October 8, 1981 but
having an effective date of August 24, 1981. Proposed Regulations
Section 1.103-7(b) (6) and (c), Examples (16), (17) and (18) and
Section 1.103-10(a) contain requirements nearly identicél to
Revenue Ruling 81-216. The Internal Revenue Service is currently
accepting comments on the aforementioned proposed regulation; and
6ra1 hearings are being scheduled. Congress held hearings in the
fall of 1981 on legislation desighed‘to reverse the impact of
Revenue Ruling 81-216. The future of ény such legis}ation is

uncertain, at best.

The outcome of this issue must await Congressional considera-
tion during 1982. Due to the uncertanties surrounding the ability
of a state or local industrial development authority to aggregate

a series of small energy conservation loans, we do not recommend
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developing model documents to consummate such transactions at this

time for commercial or industrial buildings.

E.

Important Legal Aspects of TEF

1. General Obligation Bonds

General obligation bonds ("G.O. Bonds") are bonds backed by
the full faith and credit of a community, The security for
the bond issuance is the municipélity's assets and its au-
thority to tax, raise and collect sﬁfficiént funds to meet

its bond obligations.

Most communities have limits on the amount of G.O. Bonds they

can issue. If a community were to use G.0. Bonds to finance

energy projects, there is véry little that would be unique or
special about such a proéram.» The -bonds would be issued in
the same manner as other G.0O. Bonds issued previously by the
community. The method of issuing the bonds, use of under-

writers, security for the bonds, structure of the bond issue,

_etc. would be no different than that of other bonds issued by

the community for funds to build roads, schools, government

buildings, etc.

In view of the constraints under which most local governments

- are operating, we believe it is unlikely that many will use

their general obligation bonding authority to raise funds to
make loans to commercial, residential or multi-family

property owners to pay for energy efficiency improvements.

I
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We are not inferring that such action is improper or
unwarranted; quite the contrary. A community can provide a
significant stimulus to energy efficiency investments, and
developmen£ of alternative energy sources, by using'general
obligation bond funds to subsidize these efforts. Soﬁe com-

munities have already done so.

(a) Baltimore, Maryland The City of Baltimore is using §$2

million from a general obligation bond issue to finance
energy efficiency improvements in single family buildings.
The City pufchases loans originated by approved lending in-

stitutions. lﬁ/

(b)  Oregon The State of Oregon has created a separate cor-
poration which is authorized to use proceeds from general
obligation bonds to make loans to finance the develébment of

alternative energy projects. 15/

2. Industrial Development Bonds

Section 103(a) (1) of the Internal Revenue proVides that a
taxpayer who receives interest on obligation of state or any
political subdivision thereof may exclude that interest from

his gross income. Section 103(b)(l) of the IRC takes away

See Exhibit Al3, See also Conem Reader

See Exhibit A 9.
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that exclusion for any obligation that is an industrial
development bond ("IDB") unless the IDB is one which meets

the requirements of:
An "exempt activity"; or
" A "small issue" exemption.

(a) How Does IDB Financing Work Unlike a geheral obligation

bond, an IDB is not backed by the full faith and credit of
the municipality. lIt is also not subject to state or locgl
debt ceilings or (genérally) to voter referendums. An IDB is
secured solely by the promise of the borrower of the bond
proceeds to repay the loan with ipterest. For example, IDB's
are often used to raise funds to make low interest loans to
firms building new manufacturing facilities in a community.
The company (borrower) promises to repay the loan to the mu-
nicipality. The muﬁicipality promiées to pay the bond hold-
ers out of revenue derived solely from the loan to the bor-
rowcr. If the company (bérrower) fails to repay its loan
from the municipality, the municipality will not’be obligated
to use other revenue to repay the bondholders. 1In effect,
the bondholders are making a loan, through a local governmen-
tal entity, to the industrial borrower. The only security
for the bondholders if the company fails to repay its loan is

to proceed against the assets of the company.
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IDB financing permits an entity to borrow money at tax exempt
‘rates and, at the same'time, retain the income tax benefits
of owning the facility being fihanced. These income tax ben-
efits include the right to claim (i) capital cost recovery
for the value of the building and equipment and (ii) avail-

able federal and state tax credits.

The borrower usually must provide the same type of collateral
for the loan that would be-required if the loan were obtained
from a bank or other financial institution. The credit wor-
thiness of the borrower, and the specific coliateral that
might be pledged to secure the loan, will determine whether
an investor will purchase the bond and will establish the

interest rates for the bonds.

There is nothing inherent in the structure of tax exempt fi-
nancing that would permit a corporation unable to qualify for
a bank loan to obtain financing through a tax exempt issue.
However, the lower interest rate of tax-exempt financing will
reduce the borrower's debt service requirement. This means
that more borrowers can potentially qualify forlTEF financ-

ing.

(b)) Types of Projects For Which IDB Financing May be

Appropriate Proceeds of an IDB can be used by a borrower for

any purpose permitted by local law, 'if the issue is exempt

under the "small issue exemption". If the issue ‘does not

=32~



satisfy the "small issue" exemption, the bond proceeds can
only be used to finance specific projects, as described

below.

IDB's can be issued to make loans to industrial and commer-
cial property owners who want to install energy efficiency

equipment in their buildings. Similarly, ISB's can finance
solar energy, cogeneration and other alternatiye energy pro-

jects that fall within the "small issue" rules.

(c) Definition of an IDB An issue that meets the definition

of-an IDB will be taxable (not tax exempt) unless the issue
also falls within the small issue exemption or the exempt

facilities exemption.

An industrial development bond is defined as one that meets
two tests: the trade or business test and the securities

~interest test:
(i) Trade or business test:lé/

If more than twenty-five percent of the proceeds of a bond
issue are used directly or indirectly in any trade or
business carried on by a private person, the trade or

business test will be satisfied. Bond proceeds loaned to

16/ For more detailed discussion of IDB financing see "Industrial
Development Bonds" by the Bureau of National Affalrs, Tax
Management Portfolio 216-4th (1980)
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corporations that will use the proceeds to acquire energy
equipment or make loans to finance energy conservation in-
vestment will be using those proceeds in their trade or

business.

(ii) Security Interest Test:

If the property being financed by the bond issue, or any
otﬁer property used in the trade or business of the user of
the facility financed by the bond issue, provides security»
for the bond, or if the private user promises to repay the
principal of or interest on the bond, directly or indirectly,

the security interest test will be satisfied.

If over twenty-five percent of the bond proceeds are secured
by privately used business property or will be paid in re-
spect of privately used business property, both the'“trade or
business" and the."éecurity interest" tests will be satis-

fied.

The form of IBD financing will be closely scrutinized. The

substance of the transaction will control over form.

(a) Output Contracts If the facility being financed involves

a contract to sell electric, gas, water or other product to a
utility or other third parties (an "output contract"), the
bond obligation will be an IDB if the output contract

involves a private entity agreeing to purchase more than
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twenty-five percent of the facility's output over the life of
the bond obligation, in return for payments aggregating more
 than twenty-five percent of the debt service on those obliga-
tiéns. Guaranteed payments from dif%erenﬁ parties in excess
of three percent of the debt service on the obligations wiil
be aggregated for purposes of the output contract test.

Thus, example, where a cogeneration facility i; constructed
by a muncipality, and all of the electrical output of the

facility will be sold to a private'corporation (such as a

utility), the obligations will be IDBs.

(e} Exempt Facilities Exception

There are four possible "exempt activities" which could be
the basis for issuing bonds to finance energy efficiency or

alternative energy improvements:
(i) Projects for residential rental property;

(ii) Solid waste disposal facilities, including cogener-
ation equipment, provided that at least fifty per-
cent of tﬁe steam generating fuel is derived from
solid waste or fuel dérived from solid waste at an

adjacent location;

(iii) Local furnishing of electrical energy or gas. The
definition of local furnishing of electrical energy

or gas does not appear to include "conservation" of
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electrical energy or gas, even if the argument is
made that conservation is a means of "storing" or

"collecting" energy:
(iv) Qualified hydroelectric generating facilities.

A more detailed discussion of these exemptions is beyond the

scope of this Report.

There are four general rules applicable to "exempt activity"

IDB financing. They are:

(v) 90% or more of the proceeds must be used to

provide the exempt facility;

(vi) The IDBs cannot be held by a substantial user

of the facility:

(vii) The facility must serve or be available on a
regular basis for general public use or be part of a facility

so used; and

.(viii) A bond resolution must be adopted providing
for issuance of the bond before commencement of construction

or acquisition of the facility to be financed.

(f) Small Issue Exemption

Section 103 of the Code also provides an exclusion that per-

mits interest on small issue IDBs to be exempt from tax.
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There is a $1 million and a $10 million small issue
exemption. The $10 million exemption may be increased to as
much as $20 million if an Urbén Development Action Grant
applies to the projéct. Both the §1 million and $10 million

small issue exemption require compliance with the following

rules:

°

At ‘least 90% of the proceeds of the exempt
small issue must be used to acquire land or depreciable prop-

erty.

(-]

A bond resolution must be adopted before the

commencement of construction of the facility being financed.

The amount of the exempt small issue will be
reduced by the outstanding principal amount' of all prior
exempt small issues used to finance a facility located in the

same jurisdiction by the "borrower" of the IDB proceeds.

(-]

The interest on exempt small issue IDBs held
by a substantial user of the facility or a related person is

not tax-exempt.

i. $1 Mil%ion Small Issue Exemption If the above rules

are followed an exclusion exists for the interest on an
IDB issued as part of an issue, the aggregate face

amount of which is not more than $1 million.
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ii. $10 Million Small Issue Exemption When the $10 mil-

lion limit is»used, a series of other rules must be con-

sidered. Capital expenditures by the borrower that were

paid or incurred during the six year period that begins

three years before the date the IDBs are issued and ends

3 years after that date must be included in tallying the

$10 million limit. Similarly, capital expenditures by a
" principal user of the faéility will be included in the

$10 million limit.

Use of the $10 million small issue exemption can be quite
complex. If the $10 million limit is exceeded by excessive
capital expenditures, the interest on the IDBs becomes tax-

able immediately.

If the exempt facility's exception exists, there is no need
to qualify under the small issue exemption. Thus, the exempt
facility's exemption is preferred, if available, because it
does not require calculation of capital expenditures by the

user and principal user of the facilities.

(g) Use of Insurance There is no prohibition against using

private insurance for IDBs. The insurance can increase the
rating of the IDBs and therefore, permit the bonds to be is-
sued at ‘a lower interest rate than would otherwise be avail-

able.
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F. Recommended Use of IDBs to Finance Cogeneration Facilities

One of the more feaéible investments for industfial property
owners is the installation of cogeneration equipment. Many indus-
trial facilities produce steam which can be used to cogenerate
with electricity to produce extremely attractive energy cost sav-
ings. However, due to the high risks involved in developing these
projects, financing is difficult to arrange. Tax exempt bonds

offer an attractive financing option.

California, Maryland, Oregon, Connecticut and New York have
established state entities with authority to issue tax-exempt
bonds to finance energy conservation and alternative energy pro—
jects, including’cogeneration projects. 'Appendix A contains a

brief summary of those state programs.

5

We have examinedAin detail the financial and legal feasibi-
lity of issuing tax-exempt bonds in these jurisdictions to finance
construction of a cogeneration facility. See e.g. Exhibit K;6.

We conclude that TEF for industrial cogeneration fully satisfies
our ten criteria for deveLoping model documents. Industrial
cogeneration transactions are large enough to warrant é bond
issﬁe, but not so large as to entice many underwriters to under-
take the projects on their own. Cogeneration.is attractive in
buildingsAthroughout the county. Almost every state has IDB
legislation that could be used to duplicate the model transaction.

The credit of the industrial users should be adequate .security
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without the necessity of obtaining a public sector subsidy for the
bonds. A local community can help local industry stay competitive
~and retain jobs bylauthorizing the IDB issue. Finally, there are
many unique issues related to sﬁch'a bond issue which, once re-

solved satisfactorily, will make future issues more viable.

1. IDB's in California

" There is already enacted legislation in California that
creates and permits ‘the CalifornialAlternative Energy Source
Authority to issue bonds to finance relatively high risk in-
dustrial cogeneration facilities. Public utility regulations
in California encourage utilities to enter. into "oﬁtput con-
tracts" to purchase energy generated by a cogeneration facil-
ity. That output contract withvaAutility is an essential
lynchpin to the financial credibility of a project. Without

a secure utility output agreement, bond financing becormes

difficult.

Our revieonf this matter uncovered a possible problem:
Would an égreement entered into by ﬁhe owner of the cogeneration
facility to sell the output to a public utility, either as a prin-
cipal source of income for the cogeneration project or as back-up
income in £he event the industrial usef did not take all of the
power, violate the small issue limitation? We assumea that the
utility would have capital expenditures in excess of $10 million.

We concluded that the capital expenditures of the utility would
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most likely be included in the $10 million calculation because the
contract would make the utility a "principal user" of the facili-

ty‘

Based on these results, we considered alternative arrange-
ments with the utility which might permit issuance of the bonds.
We reached a preliminary conclusion that a standby contract with a
ﬁtility that did not becéme effective for the first three years of
the project would not violate the small issue prohibition. Based
on that conclusion, we believe it is possible to arrange a marke-

table bond transaction for an industrial cogeneration facility.

2. Combining IDB's With Lease Financing

‘Industrial cogeneration érojects could Dbe financed with a
combination of bonds and a leasing arrangement. The cogener;
atidn equipment could Be owned by a separate par£nership £hat
raised equity capital from investors. The partnership would
borrow tﬁe proceeds of the tax-exempt bond issue. That part-
nership would be entitled to the regular investment tax cre-
dit for those portions of the buildiﬁg (cogeneration facili-
ty) that qualified for such a credit as well as applicable
depreciation deductions for the equipment. Interest paid on
thé bond issue would be an ordinary and necéssary business

expense of the partnership. Cogeneration facilities in

California would also qualify for state tax credits.
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Tﬁe energy savings potential for cogeneration is enorﬁous.
If one or moré transactions utilizing tax-exempt bonds, there will
have been demonstrated a Mechanism that could be applied to other
energy equipment, including industrial process solar heat, dis-

trict heating projects and energy efficiency equipment.

3. Security for Cogeneration IDBs

Security for industrial cogeneration bonds would be based
‘primarily on the credit worthiness of the industrial firm
that was to construct, operate and use the cogenerated power.
The value of the back-up contract with the utility would be
important if a significant amount of power might be sold to
the utilityr If a third party becomes the lessor and recipi-
ent of the tax-exempt bond funds, the credit worthiness of
that entity would become important. Equity contributed by
that firm might be retained, at least in part, as a reserve
to provide security for the bonds.” The third party might be
asked to provide other coliaterai as security for the bonds.
A guarantee of'constfuction and operation of the equipment
Qould be obtained from the engineering firm designing the
installation. Warranties of various major parts of the fa-
cility woﬁld be provided by the equipment manufacturers.
Compliance with environmental and federal regulatory require-
' ments would also be secured. These issues will be identified
and described in a cdmmentary that will accompany the model.

documents.
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4. Specific Security Will Include:

a. A note from the industrial user wﬁo borrows the bond
proceeds. The security value of this note will depend on the
credit worthiness of the borrower. Strict or lenient under-
writing criteria will affect the‘bond market's evaluation of

the principal source of payment.

b. A mortgage on the building and a lien against any equip-

ment purchased with the loan proceeds.

c. . Other covenants from the industrial user, including,

perhaps, personal guarantees.

d. If necessary, the local utility's back-up purchase con-
‘tract might be included as additional security for the bonds,
if that is necessary. In the BPA and TVA regions, additional

financial security might be available fom the utilities.

5. Summary‘of Proposed Industrial Cogeneration Bond Issue

Possible Issuer: California Alternative Energy Source

Authority (or similar state entity)
Project to be financed: Industrial cogeneratidn facility

Primary user of bond proceeds will be an industrial facility:

secondary user will be a back-up contract with a local utili-

ty
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Size of issue: Expected to range between $3 and $10 million.

Owner of cogeneratidn facility: the industrial firm that

will use the majority of the steam and electricity produced

by‘the facility, or a separate third party that will contri-

bute equity capital to help finance the project.

‘Pursuit of this project will enable us to resolve the various

legal questions surrounding using tax-exempt bonds for alternative

energy projects. We will, in the course of the project, prepare

the following documents:

(a)

(b)

(c)

(a)

(e)

(£)

6fficia1 Statement

Trust Indenture

Loan, Servicing and Escrow Ag;eements

Back-up Power Agreeﬁent with tﬁe Local Utility
Form Legal Opinion

Economic and Financial Feasibility Analysis (to be pre-

pared with the assistance of accountants).

It might also be necessary to produce additional documents for the

a leasing transaction. These documents might consist of:

(a)

a partnership agreement for ownership of the cogenera-

tion facility;
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(b) a lease agreement between the owner and the industrial

user;

(c) a loan agreement between the third party lessor and the

issuer of the bonds; and

(d) various security and collateral documents.

G. Municipally Owned Utilities Serving as Bond Issuers

Instead of issuing IDBs, municipally owned utilities may be
able to issue bonds and use the proceeds to finance energy
efficiency improvements in commercial, industrial and maltifamily
bﬁildings within the utili;y service area. Under provisions of
the Internal Revenue Code, bonds issued by municipally owned util-
ity qualify as tax-exempt to the extent the proceeds are hsed by
the utility for a public purpose and are not used in the trade or
business of a private entity. Under these provisions, municipally
owned utilities regularly issue bonds to finance the éonstruction

of new generating facilities and other improvements.

We have considered whether municipally owned uﬁilities could
issue tax-exempt bonds to:finance the installation of energy con-
servatioé measures. With certain limitations, we believe that
bonds can be issued for these purposes. Two issues that would

need to be considered further are:

-45-



l..  Does the utility have authority to issue bonds to fi-

nance conservation projects?

2. Are the bonds IDB's if the proceeds are used to purchase
energy improvements and sell those improvements, on an in-

¢

stallment basis, to property owners?

It is necessary to ciosely examine the authority of the muni-
cipally owned utility or the public power authority to determine
whether the pﬁblic utility is authorized to issue bonds to finance
energy effieiency projects. We examined the laws of three states
on this issue. In one state, specific legislation authorizes uti-
lities to issue bonds for energy efficiency projects. 1In another
state, that authority can be inferred ffom existing legislation,
although such authority is not clear cut.: In the third, there is
precedent that wéuid make it impossible for municibally owned uti-
lities to issue tax-exempt bonds for these purposes without some

clarifying decision by a court or an amendment to the statute.

The benefits of municipally owned utilities issuing bonds to
finance energy projecté should not be overloocked. The bond issue
would be secured by the overall revenues earned by the utility.
The ﬁtility woﬁld then have the flexibility of developing a pro-
gram to utilize these bond proceeds in the most cost effective
manner. For example, the bondlﬁroceeds could be used té develop a
rebate program, create an energy service éorporétion, create a

leasing corporation or fund a range of other energy efficiency
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projects. Some of these projects are outlined in more detail in

Chapter VI.

H. Tax-Exempt Financing for Multifamily Projects

On its face, tax-exempt financing wouid‘bé an attractive way
to raise capital for energy efficiency improvements in multifamily
buildings. State housing finance agencies exist in 42 states with
authority to issue bonds to finance multifamily housing. Many of
thése states also have aﬁthority to issuelbbnds to finance energy
 efficiency improvements. Legislation amending statutes in other
statés to give the HFA's authority to make these loans would not
appear difficult to obtain. At least five state housidg agencies
have already issued tax-exempt bonds to finénce home improvement
loan programs. These tax-exempt bond programs‘have‘raised well
over $200 million. Although the‘funds have been loaned to single
family homeowners, similar programs could be developed for multi-

family housing.

The appeal of tax-exempt bonds for the multifamily sector is
that low interest, low cost loans could be made available to prop-
erty owners to finance a wide range of energy efficiency measures.

The pfincipal barriers faced by such a bond issue are:

the Mortgage Revenue Bond Act of 1980, and

the lack of adequate security for the loans.



1. Mortgage Revenue Bond Act of 1980.

In December, 1980, Congress enacted the Mortgage Subsidy Bond
Act of 1980. This legislation was intended primarily to re-
strict.the use of tax-exempt revenue bonds to finance single
family mor£gages. Over $10 billion worth of such bonds had
been issued in the previous year. Very severe restric;ions
wefe placed on issuance of single familf mortgage revenue
bonds by the new Act. A detailed discussion of tﬁoée limita~-
tions is beyond the scope of this report. The legiélétion
also restricted the use of IDB's to finance improvements to
or construction of multifamily buildings. Specifically,
bonds cannot be ‘issued to finénce energy effiéienqy improve-
ments in multifamil§ buiildings under the "exempt facility"
exemption unless at least 20% of the tenants in the multifam-
ily building are low income tenants. Low income is defined
under the statute as meaning tenants who would qualify for
Section 8 rental assistance. The 20% low income requirement
severely limits fhe use of ﬁax-exempt bonds to finance énergy
efficiency in multifamily buildings. It limits the use of
this device to buildings where owners have little incentive
to install conservation measures. As described in Chapter
111, £he federal government is often the party obligated tuv
pay the increased utility costs in low income housing, but
the owner must initiate and undertake installation of energy

efficiency measures.
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2. Lack of Adequate Security for Loans.

A crucial requirement of any bond issue is the availability
of a creditworthy entity to sign or guarantee the note pro-
mising to repay the bond proceeds whichvare loaned by the
issuer to the property owner. In the industrial and commer-
cial setting there are likely to be industrial -and commercial
borrowers with adequate credit to create a marketable securi-
ty. The same is not true in the multifamily area.
Multifamily owners of low income housing projects are unlike-
ly to have any resources available to secure a tax-exempt

bond issue.

If the owners do have other resources, they will usually be
unwilling té make them available for the bond issue. Most
low income housing is financedAunder "nonrecourse" ;oans,
whereby the lender's only recourse, in the event of a de-
fault, is.to acquire (take title to) to the multifamily
building. Non-recourse financing is prevalent’throughout the
government insured and government subsidized housing market.
If owners are unwilling to personally guarantee the loans to
construct multifamily buildings, it is likely that they will
be unwilling to personally guaranteehloans to make the build-

ings more energy efficient.

There are a number of techniques that could theoretically be
utilitzed to provide additional security for multifamily

energy bonds:
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a. Letters of credit from a large bank
b. A state loan insurance program

The State of Maryland has a separate mortgage insurance pro-
gram that could be used to provide further eecurity for multifami-

ly energy bonds.

3. FHA Insurance

Some sﬁate HFA's have used the FHA Title I home improvement
loan insurance program to insure-loans frqm tax-exempt bond
proceeds to single family nomeowners. Loan insurance for
multi-family energy improvements was authorized by provisions
of the National Energy Act. HUD-adopted final regulations to
implement an expanded Section.241'10an insurance program, in |
August, 1980.ll/ Unfortunately, however, HUD has not adopted
'guidelines which'weuld permit the Section 241 program to be-
come active. As a result, there is no federal loan insurance
program that can be used to support a multifamily energy

efficiency bond loan prbgram.

4. Guarantee of a Major Corporation

It is conceivable that an engineering firm or equipment

17/ 24 C.F.R. Section 241; 45 Fed. Reg. 57982 (August 29, 1980).
These regulations were adopted to implement Section 247 of the
National Energy Conservation Policy Act of 1978.



manufacturer that designs and installs energy efficiency
measures, such as Honeywell, Inc., might provide a "guaran-
teed ;ash flow" financing program that could be used to pro-
vide security to bondholders. The arrangement would be dif-
ficult, at best, because the bondholders would not be aﬁle to
prevent a propefty owner from using the guaranteed cash flow
for purposes other than repayment of the bonds. An esérow of
the gﬁaranteed cash flow payments would not protect the bond-
holders if the savings were achieved and the funds were used
byAthe owner to pay other expenses. The arrangement wéuld
also have to include purchase of significant services or
equipment from the c§rporation to entice it to provide such a

guarantee.

5. Utility Subsidy

' if energy savings from multifamily buildings are of value to
the local utility, énd the utility concludes that it is in

the ratepayers' interest to subsidize energy efficiency meas-
ures in those buildings, the utility could help provide secu-

rity for the bonds. The utility could:
- fund a debt service reserve;
subsidize the lban interest rates;

provide funds to collateralize the bond issue; or
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offer rebates to tenants or property owners to encourage

them to borrow bond proceeds.

6. Community Development Block Grant Funds

A municipality could use its Community Development Block
Grant (“CDBG"’ funds to subsidize or provide additional secu-
rity for a local or state bond issue for multifamily build-
ings. There are many reasons a community should use CDBG
funds for this purpose, although some communities prefer to
start with the more consevative approach of using CDBG funds

to make direct loans to property owners.

~

The security devices described above have been used, or con-
sidered, in connection with similar bond issues. Letters of
credit have been used to support issuance of single family
mortgage revenﬁe bonds. The State of Maryland has considered
asking utilities in the state to fund a security reserve for
an energy conservation bond program. St. Paul, Minnesota
issued energy conservation bonds with a paftial guarantee
from the local utility. The Minnesota HFA used a state sub-
sidy to supplement the collateral provided by a loan portfo-

lio.

7. Multifamily Recommendation:

It could be extremely difficult to structure a viable TEF

program for multifamily energy conservation loans without
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some. form of public or pri§ate subsidy. The possible sources
of such a subsidy -- federal, state or local governments --
are hard pressed, with many demands ﬁpon them to use their
available resources elsewhere. Moreover, any TEF program
developed for multifamily building could oniy be used for one
segment of the market. Finally, a different form of*subsidy;
would need to be arranged in each jurisdiction addressing the
issues surrounding low income buildings. For these réasons,
we do not propose to develop model documents for a multifami-
ly TEF program under Phases II and.III. We do, however,
think HFA's and local governments should bg encouraged to
léverage their resourées with a TEF program for low income

multifamily buildings.
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CHAPTER VIII

BANK FINANCING

Bank loans are the most widely understood financing tool
available to property owners. Bank iOans are available. from com-
‘mercial banks, savings and loans, credit unions and mutual savings
associations. Most of these.institutions havé funds that could be
made available to support energy conservation projects. However,
relatively high interest rates required by most banks, the short
term avéilable for such loans (2-5 years) and the unwillingness of
banks to make loans based solely on energy equipment as col-
lateral, make it extremely difficult to structure financing for
energy projects with conventional bank financing, unless that bank
financing is leveraged with some form of public sector capital.

This situation could change if interest rates dropped dramati-

cally.

Following are barriers and issues that must be addressed in
developing a bank financing program. After identifying‘these bar-
riers we have summarized various innovative programs that combine
bank financing with public sector capital for each type of build-

ing covered by the Project.
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Barriers

A. Cost of Bank Loans

The high interest rates prevailing in the marketplace for
bank loans are the principal constraint that limits wider use of
bank financing. With the prime interest rate ranging beﬁween 17%
and 21% during 1981, it was extremely difficult, if not impossi-
ble, to arrange bank financing for an energy project that would
produce positive cash flow on a monthly basis for the property
owner. A $100,000 loan at 18% interest rate for three years would
cost the borrower $3615 a month. 1In order to repay that loan f;om
energy savings, the property owner needs to save $43,200 a year.
That wdgld require an average-payback'for the energy improvements
of approximately 2 years. We have not édded to ihe cost of fi-
nancing the points and'other expenses normally incurred by the

borrower in a bank loan transaction.

B. Short Term of Bank Loans

Most commercial banks are\only interested in loans with a
term of five years or less. A loan with a short term has greatly
increased monthly debt service costs. If an 18% $100,000 loan is
amortized over 10 years instead 6f three years, the monthly pay-
ments (on an equal installmeht basis) are reduced from $3615 to
§1801 a month. The effect of this longer term is that energy con-

servation items with a simple payback of almost five years can be
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financed with a 10 year loan and still produce a positive cash

flow for the owner during each month he has use of the equipment.

C. Credit Worthiness of the Borrower

The banks interviewed all stressed the credi£~worthinesé of
the borrower as the underlying bégis for the loan. lg/ Being a
prior customer of the bank was not listed as a requirement for
receiving such a loan. However, a prior track record with the
bank would be a more reliable basis to make a credit decision than

information provided by other sources.

A bank will examine the profit and loss statement, balance
sheet and cash flow statement of tﬁe business or indiQidual entity
seeking the loan. They will apply previously established criteria
in deciding whether the applicant is a good credit risk. We were
advised that the credit standards for a company seeking energy
efficiency equipmeﬁt would be no different'than4if the company was

L3

seeking a loan for other business purposes.

The credit worthiness of potential borrowers is important to
all types of financing. Leasing companies considering leasing
equipment to a property owner, utilities considering providing

'subsidized financing to a property owner, a city considering

18/ Conversation with Tom Hermann, Crocker Bank, San Francisco,
California and Luco Fierro, Banker's Trust Company, New York City.
See also study of bank loans prepared by the University of
Massachusetts (MA File). .
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-making a tax-exempt loan to a property owner and even an energy
seryice company entering into a long term contract wiﬁh a property
ownér, are concerned with the credit worthiness of the borrower.
waeyer, in some of the above situations.the credit worthiness
standards will be less stringent than in o;hers. Banks appear to
apply the most rigid standards. They are the entities that define
"marginal" risks. Many firms that cannot;qualify for straight

bank financing can obtain different types of financing from other

sources.

D. Di fferent Types of Collateral

Banks are not wiliing ﬁo accept energy équipment as the only
-collateral for a loan. Mr. Fierro of Banker's Trust Company said
that energy equipment loans would be treated the same as any/other
leasehold improvement. He noted that it is difficult to remove
energy equipment, removal is expenéive and there is'no readily
indentifiable market for used energy efficiency equipment. Even
though equipment manufacturers may claiﬁ that the equipment has a
useful life of 10 years, it is not possible for a bank tqQ identify
the price at which it would be able to sell energy efficiency
equipment removed from a building if a building owner defaulted on
a bank loan. Technological obsolescence and the cost of new
equipment might destroy any after market for today's enefgy

efficiency measures.
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E. Inability to Use Energy Savings As a Loan Repayment Source °

We asked banks whether it would be possible to use the sav-
ings that would be obtained from thedenergy efficiency equipment
to repay the loan. If the equipment is projected to save an
amount greater than that needed to repay the bank loan, it seemed
logical to try to use that savings as a means of securing the bank

from the risk of default.

The banks mentioned two reasons they could not rely on pro-

jected savings:

l. 'The Savings Cannot Be Captured.

Energy savings are not normally measured on a monthly basis.
Even if they were measured, £hey simply represent a lower
utility bill thah the-owner'might'otherwise have incurred.

To convert "savings" into “"cash" the property owner might
have to agree to pay to the bank, as an escrow agent, monthly
amounts equal to the utility bill incurred by the owner dur-
ing a base year. The bank could use the funds to (i) pay the
actual utility bills incurred, (ii) pay debt service on the
loan and (iii) and remit any excess to the owner. This
excess would constitute the owner's . share of the ;savings".
Banks are reluctant to undertake these activities because

they are time consuming, labor intensive and expensive. The

escrow arrangement also does not protect the bank in the
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event that the owner fails to pay the bank the monthly amount

and instead pays the utility bill directly.

2. Unreliability of Savings

\

The bank is also likely to be concerned about the achievabi-
lity of the projected savings. While some banks uﬁderstand
the potential for energy savings, they also hear of many
types of equipment with promised savings that are not real-
ized. They are therefore skeptical that promised savings

vwill be realized.

F. Lack of Knowledge Regarding Energy Equipment

Most banks have had very limited experience making loans for
energy.eéuipment. They have not developed a detailed understand-
ing of how energy efficiency equipment works or how it relates to
the overall operations of a building. Bank officers probably
share many of the same opihions about energy conservation attrib-
"uted earlier to various types of property owners. The lack of
understanding of the savings potential achieved by this equipment
probably contributes to'mosf banks' lack of enthusiam for energy
financing. If banks were confident that significant savings could
be obtained by increasing the efficiency of buildings on which it
holds‘mortéages, they would probably make a concerted effort to
encourage owners of those buildings to install these recommended

measures.
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G. - Large Number of Small Transactions.

The large number of small transactions involved in undertak-
ing an energy efficiency loan program“is another reason banks are
not actively seeking soliciting these loans. With average loans
ranging from $10,000 to $250,000, the high transaction costs do
not make energy loans as attractive to a bank as large scale pro-

ject financing.

Nevertheless, we believe there are mahy banks that would be
~interested in these loans, if there was certainty that the bank
would find demand for a large number of loans. The lack of a ‘
readily identifiable market for such loans is probably more of a
barrier to active of bank participation than any other single fac-
tor. We do not foresee this situation changing until interest
rates are reducedzsignificéntly, energy costs are significantly'
increased, or governmental financial incentives are developed to

. make energy investments mofe attractive. Until at least one of
those eventéloécurs, bank loans will continue to represent the

financing selected by a number of property owners, but it will not

be the basis for widespread investment in conservation.

Bank loans can be made attractive to property owners when
combined with a subsidy from a utility, local government, or

State. |
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Bank Loans For Multifamily Buildings

Owners of multifamily buildings would find it extremely dif-
ficult to qualify for a bank loan to finance an energy efficiency
project. Most building owners do not have sufficient personal
resources available to qualify for a bank loan. If they have such
resources they are often unwilling to make them available to gﬁar—
antee a loan on a multifamily project. The only exception might
be high income buildings whgre the owner may be willing.to invest

his own resources to improve the energy efficiency of the project.

Most multifamily buildings are burdened with a first mortgage
lien. Often a second mortgage exists as well. While it would be
possible to~offer'a'bank a second or third mortgage lien on the
'property, as collateral for'a loan, a secondary liep may not be

sufficient collateral for the bank.

The principal tests used by a bank in determining whether a
borrower can qualify for a mortgage loan are (i) the loan to value

test and (ii) the debt service coverage test.

A. Loan to Value Test

The loan to value test is a calculation of the amount of
loans outstanding with regard to a property compared to the total
appraised value of the property. A standara rule for multifamily
buildings is that the total debt on the property should not exceed

more than 75% of the appraised value of the property. . The
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appraised value is usually based on an analysis of comparable
sales of similar buildings and an analysis of the value of the

income stream produced by the building.

-The installation of energy efficiency improvements could be
expected to improve thé overall income of the building, if the
appraiser is willing to accept the forecasted reduction in utility
costs resulting from the energy improvements. This would 1ikely
be reflected by a higher appraiséd value. Factors that affect the
loan to value test will depeﬁd on the building, but generally they
will include the age of the building, the appreciation in real
estate values that has océurred within the community, and the

other owner financing secured by the building.

B. Debt Service Coverage Test

The net income from the building, after payment of all other
expenses, is compared to the debt service required on the loan in
guestion. For multifamily buildings banks will probably Qant debt
service coverage in the range of 130%.l2/ In other words, if the
available net income from a building is $130,000 they would be
willing to make a loan that required debt service of $100,000.

The increased energy efficiency of the building would increase the
projected net income available to satisfy the debt service re-

guirements.

19/ Conem Reader, supra n. at page 58.
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As noted in Chapter III, multifamily owners will have many
reasons for not securing additional bank debt with an existing
property. In effect, the owner is using up a resource he might
need for some other purpose. if there is a major structural prob-
lem or repair needed in the building, the owner could obtain a
loan in return for a second mortgage on the building. If the
owner has already obtained a second mdrtgagé to finance energy
efficiency eqﬁiﬁment, he would not be aBle to obtain additional
financing for the major repair. Alternatively, the owner might
want to obtain a second mortgage on a building to finance an in-
vestment in another building.‘ Again, that option would be fore-
closed if the owner borrows to acquiré enerqgy efficiency equip-

ment.

In view of the extremely limited availability of capital in
today's economy, it is unlikely that many multifamily owners will
voluntarily obtain a bank loan for the purpose of installing

energy efficiency equipmenﬁ.

C. Recent Innovative Combinations of Bank Loans and Government

Subsidies

A few communities have initiated ehergy efficiency loan pro-
grams for multifamily buildings that combine private bank loans
with government subsidies or subsidies from‘nonprofit foundations.

These programs are summarized below: -
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1. - Spriﬁgfield, Massachusetts: $100,000 UDAG grant com-
bined with a bank loan commitment of $500,000 to create a
fund used to make loéns up to $37,500 for ten years. Loans
are secured by a secoﬂd mortgage. The UDAG funds are loaned

at zero interest and represent 16.67% of each loan.

2. . Baltimore, Maryland: The City of Baltimore, Maryland
has recently established a Renter's Energy Conservation
Program to help landlords and tenants reduce energy costs. A

HUD sponsored Community Development Block Grant funds:

a. Energy efficiency improvement grants up to $5,000
to landlords, provided they agree to keep the property

on the rental market for five years and correct all code

violations;

b. Furnace cleaning and adjustments (limited to one

and two unit houses); and

c. Tenant education on low-cost and no-cost energy

conservation measures.

The Renter's Energy Conservation Program has only been in
operation since the beginning of 1982. Therefore, no track

.record has yet been established.
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3. New Jersey Housing Fihance Agency.

The New Jersey HFA conducted audits of three Section 8 pro-
jects financed by the HFA. The audits recommended installa-
tion of over $1 million wbrth of energy equipment. The HFA
has agreed to pay for installation of the improvements by
making a loan to the owner of each building. The loan will
come from reserve funds that have been buiiﬁ up in the
account of each building. As. a result, the funas will be
‘10aned to fhe owner at a relatively loQ interest rate.
Similar reserve funds are available for may other- HFA pro-

jects throughout the nation,
4. Sunnymac

The State of California recently enacted legislation that
authorizes creation of a separate nonprofit corporation that
will assist in financiﬁg éolar energy and energy conservation
loans in the state. The corporation, called Sunnymac, has
not yet sparted operations. Sunnymac expects to sell stock
to pfivate financial institutions in the state. With this
capitai base Sunnymac would package loans which it would pur-
chase from banks and sell pools of those loans on the secon-
dary market. Its efforts would be similar to those of Freddy
Mac at the federal level for single family mortgage loans.
Thé extra security provided by Sunnymac's equity would in-

crease the marketability of the solar loans. In ‘addition, by
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" pooling a series of loans into one issue, it becomes cost

effective to sell securities in a a secondary market.

A secondary market permits banks to recycle their loan fﬁnds.
A bank that makes $1 million worth of energy efficiency.ioans
can sell those loans at a slight discount Sunnymac and there-
by receive additional funds to make another round of loans,

rather than waiting the 3 or 5 years needed to have the léans

repaid.

5. Portland, Oregon UDAG t+1 As part of a UDAG grant

obtained from HUD, Portland has aliocated $500,000 to finance
multifamily energy conservation investments. As of November, 1981
Portland had only made $20,000 of multifamily loans under this

program.

Bank Loans For Commercial and Industrial Property Owners

Commércial and industrial building owners are more likely to
be able to qualify for a bank loan than multifamily owners.
However, they face the same barriers to obtaining these loans as
many multifamily property owners. A mortgage lien placed on an
office building or retail space reduces the amount of funds that
might otherwise be borrowed by using that property as a form of
collateral. Owners treat appreciation in the value of their pro-
perties as extremely prized possessions. They are unlikely to be
willing to permit a mortgage lien on these properties simply to

provide collateral for energy efficiency‘improvementsi
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Bank loans also create a balance sheet liability fér the
property owner. Thét liability is not immediately offset by an
increase in the value of the buildiné.' It is only offset by the
increased cash flow generated from energy savings received over
time as a result of installation of the energy efficiency equip-
ment. Consequenfly, the owner does not obtain an increase in his
assets when he borrows money from the bank. The immediate effect
of the bank loan is to increase his liabilities and reduce his
overall net worth. The negative fihancial impact of a bank loan
limits the owner's ability to borrow other funds from banks to

finance new projects.

Recent Innovative Combinations of Bank Loans and Government

Subsidies for Commercial Buildings

A; Lane County, Oregon

.

A Community Development Block Grant award in the amount
of $498,0064wi11 be used to make 10% four-year loans to qommercial
property owners for energy'conservation'retrofit measures. The
maximum loan per building owner is $15,000.  The municipally owned
utility, Eugene Powef & Water,'will provide freeAaudits for com-
mercial property owners. Owners who do not undertake more than
$2,000 worth of recommended retrofit measures‘muét reimburse the
city for the cost of the audit. The CDGB funds are not being
1evéraged with bank loans. Leésing is not an eligible use of the

CDGB funds. A mortgage will secure these loans. The program is

expected to begin operation in January, 1982.
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B. Holyoke, Massachusetts

The Holyoke Office of Industrial Affairs has received a
$750,000 grant from HUD to pfovide low interest loans and free
energy audits to commercial property owne£s. Tﬁe Holyoke
Industrial Affairs Corporation has received a financial commitment
from nine local banks to contribute $1,272,000, which funds will
be leveraged with $508,000 of the HUD grant. Loans will only be
made for projects with a payback of five years or léss. One enéi—
neering firm has been selcted as consultants to make recommenda-
tion regarding payback of the measures to be installed. Criteria
being considefed in making loans include financial leverage; col-
lateral, documented energy savings, payback capability and general
credit worthinees of the borrower. Funds will be drawn down in
the ratio of $2 1/2 of private funds for each $1 of HUD funds.

The maximum loan amount is $75,000. The maximum loan term is five
years. A separate loan document will be required ffom the public
and private lender. The private portion of the financing will be
at the prime interest rate. The public (HUD) portion of the fi-
nancing (approximately 28% of each loan) will be interest free so
that the overall loan rate is approximately 10%. The recovery of
public loan funds is subordinated to recovery of private loan
funds. Consequently, the private loan funds are secure if less
than 28% of the total loan portfolio is in default. This program

was just getting started in December, 1981.
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Conclusion

Market conditions are the most important factor influencing
‘the availability of bank financing. Theﬁfechnique does not re-
quire preparation of mbdel documents. As "energy savings" become
more widely accepted as being more than pie in the sky projec-
tions, banks will be more willing to.make loans based on the col-
lateral of the energy efficiency equipment. This will increase

the number and type of borrowers who can qualify for such loans.
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CHAPTER IX

LEASING

Section I

I. Introduction

Leasing provides 100% financing to a property owner interest-
ed in acquiring energy equipment. The owner of leaseable energy
equipment obtains tax benefits that may include, depending on tﬁe
owner and the type of eqﬁipment (i) a 10% regular investment tax
credit, (ii) accelerated depréciation of the eéuipment and (iii) a
10% - 15% energy tax credit. The lessor can pass the value of
these tax benefits on to the lessee.(property owner) in theiform
of reduced lease paymeﬁts. As a result, monthly lease payments
- may be lower than the monthly payments on the funds borrowed from

a bank to acquire the -same equipment.

Lease financing may be attractive to both corporate ana indi-
vidual investors (lessors). Leasing is a well known financing
technique. Banks, leasing companies and other financial institu-
tions are engaged in the business of leasing cars, computers,

xerox machines, typewriters and other equipment.
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Summary of Investigation

We discussed lease financing Qith more than thirty different
firms, including energy equipment manufacturers, engineering
~ firms, banks, life insurance companies and independent leasing
companies. From these conversations we were able to identify six
firms that have engaged in leasing energy efficiency equipment to
building owners. Only one of those firms specifically focuses on
leasing energy equipment. Table 9A contains a summary of the
leasiﬁg activities of these firms. Section II of this Chapter
contains a more detailed déscription of the information obtained

from these firms.

We also conducted an extensive analysis of legal, financial
and other ‘barriers to lease financing. Section III of this
Chapter outlines the advantages of leasing to the lessor and les-
see, describes the structure of a typical leveraged lease transac-
tion, and discusses various tax and other legal issues related to

an enerqgy efficiency leasing transaction.

There are hundreds of leasinglcompanies operating in the
United States. " Some of these firms are affiliates of large insur-
ance companies and nafional and international banks. Others are
small companies that specialize in leasing one type of equipment.
Most ieasing firms use equipment vendors and distributors as ' a
principal marketing source. Often the leasing company never even

meets the lessee. The equipment vendor makes the "sale" and then
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Name of Company

-..ergy Leasing
Services, Inc.

hnson Controls,
Inc. =

Equico Leasing
Company

Barclays American
Leasing

"acific Lighting
& Leasing

Lloyds Bank, Equip.

Leasing Division

“erformance Mgmt.Corp.

TXL Corpor&tion

PGreyhound Leasing
Corporation

Republic Financial

Corporation

TABLE 9A
LEASE FINANCING

Currently

Leasing

Energy Owner of Equip.at

Equipment End of Lease Term

Yes Negotiable

YesA Johnson Controls

Yes Equico Leasing
(Lessee may purchase
at 10% of cost or
continue to lease at
reduced rate)

‘Yes

Yes : Pacific Lighting
& Leasing

No Lloyds

Yes

No TXL unless purchase

option negotiated

- 71A -

Credit Criteria

Credit Worthiness
of customer;sound-
ness of Company;
value of energy
efficiency equip.

Credit Worthiness

of customer

Standard Credit
Criteria

Financial strength _'
of customers & offers

of guarantees

Standard Bank
Credit Criteria

Facility or lessee

must have net worth

1X or 2X cost of
equipment

‘Standard Credit

Criteris

Standard Credit
Criteria

Specific
Building Sector

Industrial
and
Commercial

Primarily Comm
(few multi-fml
few industrial

None
Targeted

Hote1s/moteis

None

" Targeted

None
Targeted

None
Targeted

None
Targeted

None
Taraeted



assigns the lease to the leasing éompany. Sometimes the lessee
does not even know who the real lessor will be until after the

lease is signed.

We were only able to find one company that specializes in
leasing energy equipment. That company, Energy Leasing Services,
Inc., operating out of Boston, Massachusetts, was formed in the

latter part of 1981.

" We identified a few firms that engage in setting up separate
limited partnershipé which purchase various types of enérgy equip-
ment and lease that equipment to an end user (building owner) or
to an intermediary corporatipn (the lessee) as part of a shared
savings plan. The lessee in these situations usually agrees to
make lease payments consisting of(i) a very small fixed mbnthly
fee and (ii) a percentage of the energy savings. If the lessee is
an intermediary, the lessee will retain an engineering firm to
install the equipment in the building. The leasing partnership,
serves as nominai owner of the equipment. Exhibit D18 summarizes
an offering memoranda seeking to raise equity capital from invest-
ors for such a lease transaction. Chapter V contains a full dis-

cussion of these transactions.,

II. Types of Leases

There are two types of leases:

1. Operating Leases
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2. Financing Leases

A. Operating Lease

An operating lease is usually a short term lease, often month
to month. Lease payments do not amortize the full cost of the
eqpipment. The lease term is shorter than the equipment's expec-
ted useful life. A lessee does not own the equipment at the end
of the lease. The lessee can either (ii) fenew the lease for an
agreed upon lease term, (ii) buy the equipment for its value at
the end of the lease, or (iii) acquirelbther equipment. The tax
benefits in an operating lease accrue to the lessor except that in

some circumstances the lessor can pass tax credits on to the les-

see.

B. Financing Lease

A financing lease is really an installment purchase. The
leése payments amortize the full price of the equipment, plus an
ih;erest factér.' At the end of the lease term the "lessee" pur-
chases Lhe egquipment for a nominal amount. For tax purposes the
lessée is the owner of the équipment and is entitled to the appli-

cable tax credits and other benefits.
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ITII. Advantages and Disadvantages of Lease Financing

A. Advantages of Leasing to the Property Owner

1. There is no capital requirement.
2. Lower Cost of Energy Efficiency:

The owner can obtain the benefits of acquiring equipment at a
lower cost than with a bank loan, particularly if he does not

want or need the tax benefits.

-

3. Pass Through of Operating Costs:

A lease may permit commercial property owners whose tenénts
are obligated to pay'ény escalation in operating costs to
include the costs of energy efficiency equipment as an "oper- -
ating cost" and pass it_through to the tenants. If the
building's lease provisions ohly permit the owner to pass
through energy cost increases then energy leasing expenses

could not be passed on to tenants.

4. Off Balance Sheet Financing:

Lease financing is deemed to be "off balance sheet financ-
| ing." 1In other words, it does not directly reduce the net
worth of the lessee. It is not a liability which will im-

Pinge on the lessee's credit worthiness.
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5. Flexibile Payments:

Unlike a bénk loan, whiéh ﬁsually requires equal monthly
amortization payments of principal and interest, lease pay-
‘ments may start low and escalate over the term of the lease.
: That'permits the lease payments to be structured to match
energy savings, which are expected to increase annually as

utility rates increase.
6. Flexible Length of Lease:

Lease transactions generally range from three to five years.
Energy efficiency equipment, however, could be leased for
- terms up to seven years. The longer the term, the lower the

monthly payment.
7. Ri sk 6f Obsolescence Limited:

By obtaining a short term lease, a building owner can "hedge
his bets" in the event the equipment becomes obsolete.

Faster and more efficient equipment maf become available at
an attractive rate within a few years. An equipment purchase
will usually require a 1on§er holding period to justify the
investment before acquiring more modern items. Under a
lease, the owner can terminate the lease and lease new equip-
ment.. The lessor in this case would bear the risks of obso-

lesence.
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Iv.

A. Disadvantages to Lessee

l. Cost:

The cost of leasihg equiﬁment will uéually be higher than a
loan if the lessee keeps the tax credits, however, that is
not always true. Rates quoted for financing leases, which
are leases where the building owner has the right to purchase
the equipment for a nominal sum at the end of the lease-term,
ranged between one and three points above.the prime interest
rate. See Table 9B. It is unlikely that a bank loan for the

same customer would be at a higher rate.
2. No Ownership of Equipment:

If the building owner enters into an operating lease he will

not own the eguipment at the end of the iease term. He will

probably have an option to buy the equipment for its market

value when the lease expires. The market value may be as low
as 10% of its original cost, but may also be much higher. If
the equipment has a high value at the end of the lease term,

this would be a significant disadvantage.

Tax Issues Involved in Leasing

Exhibits D19 and D22 describe various tax issues related to

leasing. The principal issues are:
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Lease

above prime

Receives Tax
Benefits

® ° _
TABLE 9B Pl
tease Financing
Name of Comwpany Type of Lease Finance Rate Disposition of Length
‘ Tax Credits and of
Depreciation Lease
: Eherqy' Leasing a) Operating 1) Prime interest rate Customer receives 5~7 yrs
Services, Inc. . Lease ’ - Tax Benefits (Min.3
2) Six or seven points ELSI (or investors) years
" below prime ’ receive Tax Max, 10yrs.)
Benefits
b) Shared Lease payment based on Third party 5-7 yrs.
savings lease share of savings Investors
c! Positive Lease payment guaranteed Third party 5-7 yrs.
guAaranteed from energy savings - Investors
cash-flow lease
Johnson Controls, Inc. a) Financing Interest rate varies as a Custamer 3,5 or
Lease fuction of credit worth- receives 7 yrs.
of customer, and prime rate Tax Benefits
k) Operating Interest rate varies as a Customer ’ 3,5 or
Lease function of credit worthi- receives 7 yrs.
ness of custamer and prime Tax Benefits
rate.
Equico Leasing, Cenpany a) Financing - Transactions less than Custoamer 1-5 yrs.
(Boston Office) lease $25,000: one to three Receives (avg. 3)
points above prime Tax Benefits.
Tranéactims greater than Customer 1-5 yrs.
$25,000: one point Receives " (avg.3)
under prime Tax Benefits
b) Operating Four to seven points Equico Retains
Lcase under prime Tax Benefits
Barclay's American Leasing a) Financing One to three points Custamer S yrs~.
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Name of Campany

Bamlay‘s American

Pacific Lighting

and Leasing

Lloyd's Bank,

Leasing

Equipment Leasing Dept.

Performance Management Co.

‘TXL Corporation

* Greyhound Leasing Corp.

Republic Financial Corp.

Type of Lease.

b) Operating
Lease

Operating
Lease

Operating
Lease

Shared Savings

Lease

a) Finance
Lease

‘b) Operating
lease

Operating
Léase

a) Finance
lease

b) Single
Investor Tax
Leases

c) Multiple
Investor Tax
leases

TABLE 9B

Finonce Rate

1) Prime or are point
above. ;

2) Prime to four points
less than prime. .

1) One to two points
above prime

2) Five to seven points
below prime

Depends on income stream
produced by shared savings
installation

1) Approximately seven points
below prime

2) Not applicable to energy
equipment due to marginally
fugible nature of cquip.

Depervis on

disposition of tax credits,
ACRS, dollar amount of
transaction and credit
worthiness of customer

pepends on:

1)The credit and finan-
cial strength of the
custamer; (2) "tax appetite"
of the custarer; and (3)
tax requirements of the
equity raiser.

P2
Disposition of Lergth
Tax Credits and of
Depreciation Lease

Barclay's 5 yrs,

Receives )

Depreciation,

Custorer Receives

ETC & ITC

Barclay's 5 yrs.

Receives All Tax

Benefits

Negotiable 3-7 yrs.

. prefer
5 yrs.

Customer 5 yrs,

Receives

Tax Benefits

leyds retains 5 yrs.

Tax Benefits

7 yrs.
™L or 5-7 yrs.

Investors Receive

Tax Benefits

Not Applicable

Negotiable 7 yrs.

) (2yr min,
15 yr
max. )

Negotiable Negoti-
able



Is the energy equipment leaseable equipment?

What is the appropriate depreciation (capital cost re-
covery pefiod) for the equipment? Is the item a struc-

tural component of the building or “tangible personal

property"?

Does the equipment qualify for the investment tax cre-
dit? Is the equipment used in commercial or industrial

buildings and does it constitute tangible personal prop-
erty?

3

Does the equipment qualify for the energy tax credit?

Will the "at risk" rules limit the availability of the
deductions to investors who participate in the entity

which owns the equipment and serves as the lessor?

Do the "safe harbor" leasing provisions of the 1981
Economic Recovery Tax Act permit the corporation to
serve as lessor of the equipment under the terms of a

particular transaction?

Can the owner of the building pass through to tenants
the operating costs incurred in leasing energy equip-

ment?

Can the owner of a multifamily apartment building that

is subject to a Section 8 housing assistance payment
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contract with the U.S. Department of Housing and Urban
- Development include the lease expense of acquiring
energy equipment as an operating expense for which he is

entitled to reimbursement?

9. Is the equipment a fixture or personal property under

state law?

10. Does the‘equipment installed as part of the substantial
rehabilitation of a nonresidential building qualify for

a substantial rehabilitation tax credit?

V.. Financial Issues

We identified and examined a range of financial issues relat-
ed to leasing energy equipment. These issues are discussed in

more detail in Sections 2 and 3 below. They include:
1, Lack of Adequate Collateral:

The lessor will obtain a lien on the leased equipment.
However, energy equipment is not viewed as‘valuable coll-
lateral. It has no established resale value. Its true value
depends on its ability to save energy in a particular struc-
ture. The cost and difficulty of removing the equipment, if

it were repossessed, is unknown.
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2. Small Transactions:

Leasing:bompanies like banks, are most interested in either
large transactions or a very large number of small transac-
tions. While one or two of the leasing companies we talked
with said they lease eéuipnent that costs as little as
$10,000, most companies said that the relatively small size
of energy efficieﬁcy equipment leases gave it a low priority

in their overall marketing strategy.

3. Not All Energy Improvements Require Installing Leaseable

Equipment:

Often én energy audit recommends a series of measures that
are cost effective. Many of the conservation ﬁeasures sug-
gested will be low cost/no cost items which do not involve
leaseable equipment (e;g. caulking, weatherstripping, storm
windows, etc.) Only a portion of the total projected cost
savings will result from the installation of leaseable equip-

ment.
4. Uncertainty Surrounding Existing Tax Benefits:

Uncertainty regarding the availability of existing tax bene-
fits makes it difficult for leasing companies and property
owners to accurately evaluate the relative attractiveness of

leasing energy equipment.
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5. Uncertainty Caused by Proposed Changes in Tax Benefits:

Uncertainty caused by the Administration's proposal to eli-
minate the energy tax credit acts as a depressant to the
energy equipment market, preventing leasing companies and

other financial institutions from moving into this area.
6. Availability of State Tax Credits:

Some states have enacted very attractive tax credits for
energy conservation and solar energy equipment. Of the ele-
ven states we surveyed, five offered energy tax credits to
commercial, industrial or multifamily building owners. Table

9C summarizes the tax credits available in these five states:

California
Colorado
Massachusetts
North Carolina

- Oregon s

‘For example, Oregon has a 35% credit for energy conservation
improvements in commercial and industriél buildings. The
credit must be taken over a five year period. The Oregon
credits can be used by investors in limited partnerships who
purchase and lease energy equipment to industrial and commer-

cial property owners in Oregon.
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TYPE OF SYSTEM

Solar
Cogeneration -
Congervation
Other

BLDG. TYPES
Residencial
Commercial

Industrial

AMOUNT OF CREDIT

AVAILABLE TO
LESSORS OF
ELIGIBLE
SYSTEMS?

TERMINATION DATE

OTHER
RENUIREMANTS

OTHER RELEVANT
PROGRAM(S)

* %This represe s a nurvey‘off even states,
The other states c¢__veyed are: Fl ida, Ccorgla,

_ CALIFORNIA

Solar Credic

be ¢

For all bldg. types: credit

for 55X of costs up to
43,000 .

For asystems costing more -

cthan $12,000 in nonresi-
dential buildingsa: che
greater of 25% or $3000

NO

l2l!184

Can be combined with
3-year write-off of
solar energy equip-
ment coste

TABLE OF TINCOME TAX INCENTIVES LFOR

CONSERVATLION AND ALTERNATIVE ENERCY EQUEPMENT®

Conservat fon
Credic

LI

For systems cost-
ing less than
$6,000: credit
for 40X of coscs,
up to $1500

For systems cost-
ing wore than
$6,000 in non-
residential
buildings: 25%

of costs

NO

12/1/84 for some
equipment;
12/1/86 for other
equipment

Can be combined
with 3-year write-
off of conserva-
tion equipment
costs

Write-Off

Alternat ive
Lnergy System

Deduction or
write-off of
system cCOBCS

12/1/86

COLORADU
for Credit for
Envrgy
Properly Solar Cruedic
. X
X
X
X . X
X X

Credic for 10X of Credic for 30X of
costs for expend- costs for expend-
-iecures up to $1.75 ttures up to §1.75
willion Ln 1982; million in 1982;
$2.25 million tn  §2.25 million in

S5-yr.

1983-6 1983-6
NO " NO
12/1/87 12/1/87

Cannot be used
witk grate tax

credits

TABLE 9C

.

MASSACHUSETTS

Solar Deduction

o X X

Deduction for
system costs

80A -

NO

None

Taxpayer must use
property in business
for 10 years after
deduction is claimed;
systems must be cer-
tified

Credics that can only be clatmed by taxpayerg on their principal restdences are not bncluded.

wyland, Minnc

la, New York,

vl Texas,



TYPE OF SYSTEM

Solar’
Cogeneration
Conservation
Other

BLDG, TYPES
Residential
Commercial

Industrial

AMOUNT OF CREDIT

AVAILABLE T0
LESSORS OF
ELIGIBLE
SYSTEMS?

TERMINATION ‘DATE

OTHER
REQUIREMENTS

OTHER RELEVANT
PROGRAM(S)

NORTH CAROLINA

" Solar Credit

Credic for 25X of
aystem costs
(can't exceed
$1000 per uanit)

NO

None

Cogeneration
Credic

X

Credit for 10% of
aystem costs

NO

None

Credit for
Boiler
Conversion

X

Credit for 10X of
costs (limit of
152 of costs paid
in any 1 year)

NO

None

Industrial
Credit

X

Credic for 20% of
custs up to $8000
for "single in-
stallation”

NO

‘None

ORECON

Conservat fon
Credic

X
X

Credic for 357 of
costs over 5 years

YES
12/1/85

Facility must be cer-

‘tiftied; only $40

million of facillties
can be certified per
year
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State tax credits can be combined with federal tax benefits,
to provide an attractive investmenﬁ return for investors who
purchase and lease energy equipment. If the partnership can'
obtain debt financing equal to 75% of the cost of the equip—‘
ment, the tax credits will almost offset the equity invest-
ment and the investors will be able to charge a lease rate
“that is competitive with rates charged by leasing companies.
However, if existing financial institutions decide to acti-
vely pursue the energy leasing market, they can pfovide
quicker, easier and faster lease érraﬁgements than private
investors.. They have both the available capital and markef—
ing.optlets (sales representatives) who have established re-
lationships with manufacturers and vendors. The leasing com-
panies do not need to form specific parﬁnerships, prepare
"private placement memoranda and related financial projec-
tions, and sell a deal to investbrs to consummate eachAtrans—
action. They can identify and close a deal within a few

days.

We believe that large financial institutions will make capi-

tal available to lease energy equipment when the demand for such

leasing transactions becomes more evident. As the economics of

acquiring energy equipment become more attractive, it is likely

that more firms will begin to specialize in leasing energy equip-

ment. The first entities that will move into this market will be

manufacturers and vendors of energy equipment, followed by leasing
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affiliates of life insurance companies and independent leasing

‘companies.

Vi. Lease Financing For Each Sector

A. Industrial Buildings

Lease financing is utilized by small and large industrial
corporations. It is attractive and it makes economic sense. In
some situations industrial property owners can obtain an insurance
policy or other gﬁarantees from the installer or manufacturer of
the equipment that the energy savings will equal the lease pay-
ments. Industrial firms usually have adequate credit to qualify
for a leasé. Equipment inSﬁalled in their buildings usually qua-
lifies for tax credits and accelerated depreciation.

Consequently, those private sector firms engaged in leasing energy
equipment are doing so primarily for the industrial sector. There

is no need to develop model documents for.these transactions.
B. Commercial Buildings

Lease financing for commercial buildings is not as attractive
as industrial buildings because the available tax benefits are
more limited. See Chapter V. Commercial building owners are also
less willing to provide credit or separate collateral for the
loan. Nevertheless, we believe there appears to be a large poten-

tial market within the commercial building sector to lease energy

" equipment, particularly:
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1. In buildings where the equipment lease payment becomes

an operating cost that can be passed through to the tenants:
2. Where the building owner has good credit; and

3. To finance computer controlled energy management sys-
tems, which usually qualify for the 10% regular investment

tax credit and accelerated capital cost recovery.

Individual owners of commercial buildings may personally benefit
by using tax credits from‘leasing transactions. The individual
can borrow 80% of the money to acquire the equipment -and lease the
equipment to the entity (partnership or corporations) that owns |
the building. This transaction must satisfy other specific IRS
guidelines. We believe development of model documents to demon-
strate the economic feasibility of leasing computer controlled
energy management systems - for the lessor and lesse€e - would sig-
nificantly increase the number and availability of such leasing
transactions. Banks, insurance companies, utilities and real
'property managers would probably participate in these transactions
as sources of debt financing and as general partners. For that
reason we propose to develop a utility supported ESCo for commer-

cial buildings that would engage in leasing. See Chépter'VI.
C. Multifamily Buildings

‘Energy items recommended for multifamily buildings do not

often lend themselves to leasing. In multifamily buildings there

-83-



is usually no collateral available to secure the lease. The
credit of the property owner will probably not be satisfactory.

Those factors will make it difficult for an investor to provide or

-obtain financing for the equipmént which might be leased to a

multifamily owner.

Despite the above cautionary comments, we believe that leas-
ing can play an important rolé in multifamily buildings as the
energy savings available from different types of equipment in-
creases. The willingnesé of more engineering firms and equipment
manufacturers to guarantee energy savings will encourage ginancial

institutions to accept the true economic value of the equipment.

The lessor, as owner of the equipment, would be the beneficiary of

the savings guarantee if the equipment were repossessed and in-

stalled elsewhere.

Large financial inétitutions, including banks and life insur-
ance cdmpanies, could play a vital role in developing and encour-
aging lease financing for energy equipment in commeréial and
multifamily buildings. These institutions, as mortgagors, hold a
long term financial interest in large numbers of buildings.
Imﬁroved energy efficiency of these buildings increases the
owner's cash flow. Increased cash flow will benefit the lender if
the lender's interest payments vary depending on the owner's cash
flow. Mortgagors could encourage and provide financing for energy

efficiency equipment lease transactions. With prior approval of
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certain transéctions from large lenders, property owners who might
otherwise be reluctant to install certain types of equipment will
be more willing to "follow the leader". They would know the iend—
er could not disapprove of the improvements under the terms of the
mortgage. The large body of existing‘éxperience in leasing trans-
actions indicates that we should use Our'limitgd resources to dev-
lop model documgnts for other transactions. However, leasing is
an important option which, when combined with the new safe harbor

leasing rules, can be expanded and utilized to provide significant

financing for energy equipment.
D. Leasing Solar Equipment

During the course of our Project we examined the feasibility
of leasing solar énergy equipment to multifamily property owners
in California. 1In northern California the utilities provide a
rebate of $8 per uni£ pér month for 36 months to building owners
who install solar aomestic hot water heaters. There is aléo'a 25%

N
California state tax credit for solar systems owned by a business.
The combination of those state subsidies with available federal
tax benefits could be.expected to create solar leasing transac-
tions that would be attractive to tax shelter investors. However,

we were not able to structure a transaction that would meet those

objectives for three reasons:

1. Returns available to investors in private partnerships

in real estate, o0il and gas and other activities have become
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more attractive as a résult of the 1981 Economic Recovery Ta#
'Act. When compared to the risks of a solar enérgy invest-
ment, the potential return from the'solar'energy equipment
was offset by greater risks that the equipment might not op-
erate as promised and a lack of certainty regarding the value

of the solar system in the future (its residual value).

2. The economics of theAsolar equipmgnt, the long payback
required because of the rather limited real dollar savings
Aresulting from solar domestic hot water systems prevented
transactions from having real economic viability, beyond the

tax subsidies.

3. Debt financing was difficult to arrange and expensive.
For equipment with a payback of 15 years, a seven or even 10-
Year loan was not sufficient to provide a monthly positive

cash flow from energy savings.

Our eiperience examining .the feasibility of leasing solar
domestic hot water systems to multifamily owners in Califorhia
underscores the importance of the economic viabiiity of the in-
vestment.  Even with very large tax.credits,,if the equipment does
not have a payback of a few years, it is unlikely ﬁhat viable fi-
nancing transactions can be arranged without public sector sup-

port.
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Solar Leasing In Oceanside California

The City of Oceanside, California, is providing the necessary
public sector support to devélop a solar leasing program through
funds from the California Energy Commission. The city has estab-
lished the Oceanside Municipal Solar and Conservation Utility
("MSU") which arfanges for private firms to lease domestic solar
hot water systems to building owners within the city. Under spe-
cial'provisions of state law, the lessbrs of the solar equipment
are entitled to take the state solar energy tax credit, even
though théy do not own the structures upon which the solar equip-
ment is installed. ' We have been advised that a few buildinés have
recently sigﬁed leases for this program. We have not reviewed the
private placement memoranda used to raise equity from the invest-
ors in these transactions, We therefore do not knéw how they re-

solved the tax issues mentioned above.

The role of the MSU includes establishing standards for
equipment and installations, establishing an arbitration board to
settle disputes, and disseminating energy information and lists of
qualified installérs. The MSU also collects all lease payments,
and is a party to all leases of energy egquipment between private

leasing companies and property owners.
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Section II

Lease Financing By Energy Service Companies

and Other Energy Efficiency Professionals

I. Introduction

Leasing energy efficiency equipment deserves special tréat—
ment in the context of energy service company and energy manage-
ment company financing. 1In our initial survey of twenty-four com-
paniesZQ/ offering'energy management equipment and/or servicgs; we
inquired Qhether lease financing was offered to customers as an
alternative to shared savings or direct purchasing. Sixty-five
percent of the companies contacted offered to arrange third party
-leasing or as an alternative, directly iease finance equipment,

systems and/or services themselves.

II. Finance Leases

Two.of the six manufacturers we contacted permit customers to
finance energy efficiency equipment by’léase purchasing, known as
a "finance lease."gl/ A finance lease plan is similar to an opera-
ting lease, except that after the last payment in the lease term,

the lessee may purchase the equipment for a nominal sum, usually

20/ see Exhibit I 1.

21/ Johnson Controls, Inc. and Honeywell, Inc.
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one dollar. No large initial capital outlay is ﬁsually required
from the user, but because the user may purchase the energy equip-
ment at the end of the lease term for a nominal sum, the lease
payments may be higher than a traditional lease. A five to ten
percent commitment fee is usually required at the beginning of the
lease term. Lease purchasing also permits the lessee, un}ike a
conventional lease, to be treated as the prbperty owner for tax
purposes. The lessee can take depreciation deductions and the

available investment and/or energy tax credits.

An Example of A Finance Lease Program:

International Energy Consefvation Services (IECS) offers
three-year and five-year lease-purchase plans for its Energy
Master room motion sensors. At the end of the lease tefm ﬁhe
owner buys the equipment for $1.00; the owner/lessee also takes
the depreciation and tax credits. IECS conneéts the sensors,.
which are used in hotels, office buildings and shoppin§ centers to
a Hewle;t Packatd 1000 computer at IECS' main office. IECS addi-
tionally charges a monthly fee.for the hook up to the central com-
ﬁuter equipment. The monthly service charge is a fixed fee, de-
termined by the kind of system installed for the client and the

rate of return on the investment.
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II1I. Leasing Through Energy Management and Energy Service

Companies.

Energy service companies generally do very little or no lease
financing. The indepéndént shared savinés financiers also do not
assemble lease financing packages, with one or two exceptions.ZZ/
Although six energy service'companiesgi/ offered to arrange lease .
financing, onl& oﬁe offered to participate in the lease transac-
tion-zﬁ/ The energy service companies indicated that léasing was
generally a small part of the energy service business bécause the

energy service concept does not lend itself to lease financing.

Leasing is more prevalent among vendors and distributors of
energy efficiency equipment. All the vendors we contacted util-
ized independent leasing companies, rather than participate di-
réctly in the lease transactions. The problem for vendors and
distributors wishing to assemble their own leasing packages, we
assume, is the requirement for a large front end capital expéndi-
ture to purchase the equipment. This is essentially the same
problem encountered by energy service companies seeking to install

shared savings programs with internally generated funds. Vendors

22/ confidential Source; Performance Management, Inc.

23/ World Wide Energy Syétems, Inc.; Diversified Energy Systems,
Inc.; Energy Management, Inc.; International Energy Conservation
Services; Northern Energy Corp.:; and Technology Concepts, Inc.

24/ Diversified Energy Systems.
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and distributors have turned to third party financiers to assemble

lease financing packages for their customers.

IV. Independent Leasing Companies

We spoke with nine independent leasing oompanies regarding
lease financing terms and transactions'for energy efficiency
equipment-gi/ We were able to identify only one company specifi-
cally focusing on leasing energy efficiency equipment,zg/ other

independent leasing companies suggested they anticipate an in-

.crease in the number of energy‘equipment lease transactions they

will assemble this year.Zz/

There was a great deal of similarity in the terms of the
lease transactions arranged to finance energy efficiency equip-

ment. Lease companles utilizing finance leases,28/

25/ Ssee Table 9D.
26/ Energy Leasing services, Inc.

27/ Equico Leasing Company and Barclays American Leasing
Company .

.28/ Criteria for finance lease:

A. Eventual transfer of ownership of property from
lessor to lessee by end of lease term.

B. Lease contains bargain purchase option, and thus
allows lessee eventually to acquire ownership at a
bargain price.

c. Lease term spans 75% or more of economic life of

property. (Except criterion not applicable if
start of lease term is in last 25% of life).
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where the tax benefits (ETC, ITC and depreciation) are passed
through to the customer/lessee, usualiy charge one to threé points
above the prime interest rate}Zg/‘ Companies offering»operating
leases vary the finance rate ‘according to the prime,interest rate,
the credit worthiness of thercustomer, and the allocation of tax
benefits. Where the customer receives the tax benefits of the
transaction, the lease rate will vary from one point unaer prime
to one or two points above prime.éQ/ If the tax benefits are
retained by the lessor, the finance rate will be reduced‘signifi-
cantly, often six to seven points below the prime interest
rate.31/ Nearly all of the independent leasing compéniés contacted
preferred a léase term of five years, however, most would consider

a seven year maximum lease term.

Although the credit criteria varied among lease companies,
none of the companies indicated that the energy efficiency equip-

ment itself was sufficient collateral for the lease. Most leasing -

D. Present value of minimum lease payments, excluding
lessor's executory costs, is 90% or more of excess
of property's fair value over lessor's investment
tax credit. (Except criterion not appllcable if
start of lease term is in last 25% of life).

Leveraged and Single Investor Leasing 1981 Bruce
Fritch, 338 (1981). :

29/ See Table 9B.

30/ See Table 9B.

= 18

1/ See Table 9B.
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companies evaluated the lease transaction according to a standard
credit criteria, which considered the value of the equipment, the
soundness of the customer's company, profit and losses and debt

and equity ratios.

Many of the companies we talked to are not currently leasing
energy efficiencf equipment, but indicated they would if the prop-
er opportunity arose.32/ Companies not yet invélved in leasing
energy equipment as well as several bankséi/ mentioned specific
problems with energy efficiency equipment leasing whiéh had in
some way influenced their decision not to enter the market. A
difficulty nearly all leasing companies and banks noted was the
lack of a predictable resale value for energy efficiency equip-
ment. Another problem recognized in our discussions was that the
equipment itself rarely represents adequate collateral for a lease
transaction. Several companies remarked that the cost of instal-
lation and/or removal of the energy efficiency equipment is almost
as great as the cost of the equipmeﬁt itself. Robert Bishop,
President of TXL Corporation;.noted that TXL does not lease energy
'equipnenﬁ because ihe totai dollar value of the individual trans-

actions is too small.34/ The fact that energy efficiency

32/ See Table 9aA.

33/ We spoke with the following banks: Crocker Bank of San
Francisco; Lloyds. Bank, Leasing Division, Los Angeles; and
Chemical Bank, New York;

34/ The smallest transactlon TXL would consider, he sald,
was $4 million. .
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equipment is relatively inexpénsive compared to cogeneration faci-
lities, windmills or coal plants, however, does not lessen the
need for innovative financing alternatives. Another difficulty
with lease financing mentioned by energy service companies is that
not all enerqgy efficiency equipment is leasable; many basic retro-

fit improvements cannot be leased under current IRS regulations.

Additionally, not éll leaseable energy efficiency equipment
qualifies for the energy tax credit. Where léase financing pro-
grams are assembled for investors, the lack of an energy tax cre-
dit may impact the attractiveness of the package. Nearly all par-
ties we spoke with, including leasing companies; energy service
companies, syndicator$ and banks, considered the energy tax credit
an‘important factor in assembling viable financial packages for

energy efficiency equipmeht.



TABLE 9D
INDEPENDENT LEASING COMPANIES
Energy Leasing Services, Inc.

(617) 266-4700

Equico Leasing Company, Co.
(617) 237-3660

Barclays American Leasing
(404) 458-9773

Pacific Lighting and Leasing
(213) 645-4784

Lloyds Bank, Leasing Division
(213) 613-2942

TXL Corporation.
(415) 434-0850

Greyhound Leasing Corp.
(602) 248-4900

Republic Financial Corp.
(303) 751-3501
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Section III.’

Lega1 and Financial Analysis of
Energy Equipment Leasing

This section identifies the most important considerations
which must be taken into account in connection with structuring
an.equipment leasing transaction for the financing of energy effi-
ciency equipment in industrial, multifamily, and commercial build-
ings, and in connection with considering that mechanism in rela-
tion to other financing alternatives. This section briefly
describes the principal advantages of leasing to the lessor and
lessee and the structure of the typical leveraged leasing transac-
tion. This section also considers the consequences which may turn
on whether, under applicable state law, a lease is a "true" lease,
or a lease in the nature of a security interest, with particular
attention to the matter of creditor's rights. The principalltax
advantages are considered in greater detail, and the standards
which govern whether a transaction is considered a leasing transac-
tion for federal income tax purposes are described. Further, this
section considers what kinds of equipment may be leased, and the
most appropriate form of lessor to use, for purpbsés of obtaining
the available federal income benefits. Finally, attention is given
to the distinction between a capital lease and an operating léase
for accounting purposes, the manner in which the securities . laws

apply, and techniques for protecting the lessor's tax benefits.

ADVANTAGES TO THE PARTIES

Advantages to Lessee

Instead of borrowing money to finance the construction or
acquisition of facilities or equipment, a user may be able to
lease the facilities or equipment without making any equity in-
vestment, but with a right to use the property substantially
equivalent to ownership. Leasing provides 100% financing to the
user and the tax benefit of a deduction for all of the lease pay-

ments. Leasing also permits the lessee to avoid the risk of invest-
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ing in a technology that may change rapidly, leaving him with obso-
lete equipment. The lessee may have the right to cancel the lease
or trade in the equipment for new equipment without payment of its
full cost. Also, a lease shifts to the lessor part of the risk
that the equipment will not operate properly. If the system does
not provide the expected resulté, the lessee may have the right to
cancel or renegotiate the lease. If the owner had purchased the
system and its performance fell below his expectations, his only
recourse would be the manufacturer's warranty. Finally, the
owner's lease payments may be lower than his comparable monthly
cost for financing the property with a bank loan. This is because
of the tax benefits the lessor receives (from depreciation of the
property and applicable tax credits), and because the lessor has
the residual value of the property after the lease terminates. It
would have neither of these benefits if it were making a loan, and
as a consequence, it may agree to lease payments lower than equiva-

lent loan payments.

Advantages to Lessor

Leasing also offers significant advantages to the owner/les-
sor. These include the right to use accelerated depreciation to
amortize the property's cost, the applicable investment tax ’
credit, tax deductions for interest paid on any loans that the
lessor obtains to purchasé the equipment, and the equipment's
residual value. Leveraged leasing can provide attractive yields
to investors. For example, if a lessor purchases property for 20%
equity and a 80% loan, it might be entitled to a 10% tax credit
that would return one half of the investment in the first year.
Lease rental could pay the debt service on the lessor's loan and
also provide the lessor with an annual cash return. This cash
return would probably be partially sheltered from taxation during
the early years of the lease because of deductions foér accelerated
depreciation and interest on the borrowed funds. While the lessor-
has invested only 20% of the cost, he can depreciate the entire

cost basis of the equipment.
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LEVERAGED LEASING STRUCTURE

AIn a typical leveraged lease transaction, owner participants
invest perhaps 20-25% of the cost of the equipment in a trust.
The owner participants are typically commercial banks or their
affiliates, an independent leasing company, or individual inves-
tors who have bought trust certificates. Partnerships are some-
times used as an alternative to the trust form. The other partici-
pants are a trustee for the owner participants to act on their
behalf, a lender or lender participants, an indenture trustee to
act on behalf of the lender participants, the lessee, and a manu-
facturer. The owner trustee issues non-recourse debt, usually
bonds, to the indenture trustee, acquires title with the proceeds
of the non-recourse debt and thé owners' equity contributions,
and leases the equipment to the lessee, The lender or indenture
trustee receives, as security for the lender or lenders, a
security interest in the equipment and an assignment of the lease.
The lease is typically a net lease for the majority of the useful
life of the equipment. The indenture trustee receives all rent
payments and applies them first to the debt obligation owed by the
owner to the lender. The remaining funds, which are relatively
small in amount, are paid over to the owner trustee who dis-
tributes same to the owner participants. While the structure is
simplier if there is only a single lender or a single owner par-
ticipant (in which casec there would he no owner trustee), or both,
the basic principle is the same -- the owner puts up a relatively
small portion of the purchése price, gives a security interest in
the equipment and an assignment of the leasé to a lender as ‘
security for a non-recourse loan for the additional funds needed
to‘acquire the equipment, and uses the rental income to service
its debt.

WHAT PROPERTY IS SUITABLE FOR LEASING UNDER
STATE LAW: REALTY, FIXTURE, OR PERSONALTY
Generally, tangible property is either realty o§ personalty,

and both can be leased or offered to a creditor as security. There
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is also, however, a class of property in the grey area between
known as fixtures. Generally, a fixture is personal property which
has been so affixed to real property that it can become subject to
a lien on the realty and title to it passes with a conveyance of
the realty, but which has not. been so integrated with the real
estate that it has lost separate identity (in contrast to bricks
or concrete, for example). It has been said that a fixture is
tangible personal property which retains separate physical
identity but which "is so connected with the realty that a
disinterested 6bserver would consider it a part thereof." 5
American Law of Property Section 19.1 at 3-4 (1954). Generally, if
removal of the property is impractical or so difficult that the
cost of removal and restoration of the real estate exceeds the
value of the property once removed, the property is on the realty

side of the line dividing realty from fixtures.

The essential point is that unless energy efficiency equip-
ment becomes a fixture when attached to the real estate instead of
an integral part of the real estate, it cannot be leased because
it will be impractical for the lessor to reclaim possession at
expiration of the lease, and it will not be valuable as security
to a lender (or to a lessor under a financing lease, as will be
described below) because the lender cannot repossess and resell

the property in event of default.

The judicial cases which apply these principles to distin-
guish personalty from fixtures and fixtures from realty with
respect to specific types of equipment and in specific factual
circumstances have resulted in a chaotic body of law. Similar ques-
tions have been resolved inconsistently in different states and
there is also often inconsistency in the case law of a single
jurisdiction. However, the point with respect to a particular
piece of energy efficiency equipment is not so much whether it
would be held to be a fixture by the courts of the particular
state in question, but whether as a general matter it is more like

a fixture than an item which has become an integral part of the
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realty. If so, the equipment may‘be leased under a true lease or
offered as security.

CHARACTERIZATION OF LEASE UNDER STATE LAW

State law distinquishes between a true lease and a financing
lease or 1ease in the nature of a security interest. The latter
is used to finance acquisition of the property by the lessee. For
example, UCC Section 1-201(37) provides,

Whether a lease is intended as security is
to be determined by the facts of each case;
however, (a) the inclusion of an option to
purchase does not of itself make the lease
one intended for security, and (b) an agree-
ment that upon compliance with the terms of
the lease the lessee shall become or has
the option to become the owner of the
" property for no additional consideration or
for a nominal consideration does make the
lease one intended for security.

If the lessee's option to purchase the property is for fair market
value at the time of the purchase, the lease is likely to be a
true lease; but if the terms of the purchase option are such that
it is certain or virtually certain that the lessee will exercise
the option,.or if there is a put for a price which makes it cer-
tain or virtually certain that the lessor will require the lessee
to purchase the property, then the interest of the lessor is
merely a lien and the lease payments are in nature of purchase

price installments.

As suggested by UCC Section 1-201(37), the courts of the
various states have considered the true lease versus financing
lease question as turning on all the facts of each particular
case, and the results are sometimes inconsistent and éonfusing.

Most courts recognize that, for there to be a security interest,
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it is necessary but not sufficient that the lessee be obligated
to pay a sum substantially equivalent to the purchase price. This
is termed a "full payout" lease. Thus, if the lessee may termi-
nate the lease prior to expiration of its term without payment of
a sum which is equivalent to the remainder of the obligation,
there will be a true lease and not a financing 1ease.AAny puts or
options are closely scrutinized, as noted above. The courts also
consider the intent of the parties and whether or not there is a
meaningful residual for the lessor, which is indicative of a true
lease. If the contractual remedies are based on UCC Article 9,
this may tip the scales toward the conclusion that there is a

financing lease.

A number of questions may turn on whether the instrument is
a true lease or a financing lease under state law. First, the ques-
tion governs the application of state tax laws (whereas whether or
not there is a lease for federal income tax purposes is not
governed by state law). If there is a financing lease, the
secqrity interest must be perfected in accordance with Article 9,
and Article 9 remedies apply, whereas this is not the cése in con-
nection with a true lease. A financing lease also may be subject
to UCC Article 2, and the warranty provisions thereof in parti-
cular. In event of ‘bankruptcy of eifher party, the rights of the
parties in the Bankruptcy Court will differ materially depending
on whether there is a tfue lease or a financing lease. True leases
_normally will not be subject to usury or similar doctrines, but
this may not be the case with a financing lease, depending on the
laws of the‘particular state. On the other hand, a lessor may have
some exposure to doctrines of strict liability in tqrt, whereas

secured parties do not.

Since the characterization of the lease under state law may
have an impact ori.a wide variety of circumstances, state law must
be carefully examined to prevent expensive litigation and unin-

tended outcomes. Prototypical documents must be carefully drafted
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to avoid ambiguity in any jurisdiction, and cannot rely on
specific judicial doctrine of any particular jurisdiction.

CREDITORS' RIGHTS

As noted above, creditors‘.rights ié'one of the areas most
effected by whether there is a true lease or a fiﬁancing lease
under state law. The principal questions are the extent to which
the UCC applies, and the differences in treatment under the Bank-
ruptcy Act.

A financing lease creates a security interest under the terms
of the Uniform Commercial Code (ucC), with the lessor as the
secured party or creditor and the lessee as the debtor, which is
enforceable between the parties. In such cases, the "lessor'" is
really a seller who has retained an interest in the property to
secure the buyer's promise to pay the required purchase price
installments. However, the lessor's security interest must be
"perfected" for his rights with respect to the equipment to have
priority over any éonflicting claims of subsequent creditors (and
prior, un-perfected creditors). Article 9 of the UCC specifies the
steps required for perfection. In that the lessee will have posseé—
sion of the equipment, perfection must be effected by a publib
filing in the place or places required by the UCC of the state
whose law governs. The filing statement must be signed by both

parties and is normally filed by the lender.

In contrast, the enforceability of a true lease is not
governed by Article 9. The lessor under a true lease does not make
himself more secure by taking the steps prescribed by Article 9 to
perfect a security interest. However, prudent lessors will take
the steps of perfection nonetheless because it may be impossible
to predict how a court will classify a particular equipment lease.
Section 9-408 of the UCC permité the parties to be designate them-
selves as "lessor" and "lessee" in their filing statemént, but it
provides that whether or not a filing has been made is immaterial
to determining whether the lease is givén as a true lease or is

given to create a securilty interest.
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These matters become more complicated when it is recognized
that lf either a true lease or a f1nanc1ng lease is assigned to
secure a debt, an Article-9 security interest is created with the
lessor/assignor as debtor and the lender as secured party. In a
leveraged lease transaction, for example, the lease will be
assigned to the lessor's lender as security for the loan by which
the lessor financed its acquisition of the property. The lender
will, of course, perfect his securlty interest in the lease

assignment.

The rights with respect to the property of a financing lessor
(as* opposed to a true lessor) whose security interest is perfected
are superior to those of éll other creditors of the lessee, except
(possibly) other secured creditors with perfected security
interests., However, a financing lessor who perfects his securityA
interest before or within ten days after the lessee receives pos-
session of the equipment will obtain the special priority of a
perfected "purchase money" security interest over other conflict-
ing perfected security interests in the same property._Also, ucc
Section 9-308 provides that a party with a security interest in
chattel paper (i.e., an assignee of a lease) has-priority over all
other security interests in the chattel paper, perfected or unper-
fected, if he perfects by possession in the ordinary course of his
business without knowledge of other security interests in the same
collateral, provided he has extended credit or otherwise gives
"new value." Hence, the assignee of a lease will generally want
possession of the lease itself. If the energy efficiency equipment
has become a fixture under local law, the secured financing lessor
can obtain priority over claims of persons who have or acquire
liens on the real estate if his security interest both "attaches"
to the equipment (as defined by Article 9) and.is perfected before
the equipment becomes a fixture. The specific requirements vary
somewhat from state to state because approximatély twenty of the
states have adopted the 1972 revision to UCC Section 9 313, and
the other states still have the 1962 version of this prov151on
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ClaSsifying the,collatefal can be difficult but is important
because it determines the place of filing. Consequently, caution
often requires multiple filings to be made, as though the property

~both is and is not a fixture.

If there is a default by a lessee under a true lease, the
lessor's rights are defined by the lease itself and other applic-
able local law. A true lessor wiil generally prevail in bankruptcy
proceedings against any creditor of the lessee who claims the
equipment. However, if what was thought to be a true lease is held
to be only a security interest instead, it will be subject to the
UCC default provisions even if it contains none of those remedies.
They permit a secured creditor to repossess the property apd keep
the property in full satisfaction of the debt or to resell'the
property and to apply the proceeds to the debt. The secured credi-
tor may or may not have the right to proceed against the debtor
personally for any deficiency. The UCC specifies the manner in

which these steps may be taken.

If the energy efficiency equipment has become a fixture, the
secured party's remedies described above are limited (under both
the 1962 and 1972 versions of Section 9-313) by the proviso that
he must reimburse the persons who have interests in the real
estate (other than the debtor) for the cost of repair to the real
estate occasioned by removal. The reimbursement obligation does
not cover any reduction in the value of the real estate caused by
the absence of the equipment or the necessity of replacing it. The
persons entitled to be reimbursed may refuse permission to remove
the equipment until the secured party provides adequate security
for performance'of his reimbursement obligation. In that ordinary
building materials incorporated into improvements on land, such as
lumber, bricks, tile, cement, glass, or metal work, may be imprac-
tical to remove or have no value after the cost of removal and
repair, Section 9-213 specifies that no security interest can be
created in these items. As a rule, they'are too integrated with

the realty to be fixtures under state law.
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If the user of the property becomes bankrupt, the Bankruptcy
Court will determine whether under state law the party to whom
the rent was owed is a lessor, a UCC Article 9 secured creditor,
or an unsecured creditor. A true lessor is in a more secure posi-
tion than a secured party underAthe.Bankruptcy Code (and both are
more secure than an unsecured creditor). For example, Section
362(d)(2) of the Bankruptcy Code provides that a lessor or secured
party shall be granted relief from the automatic stay provisions
if the debtor has no equity in the property and the property is
not necessary for an effective reorganization. A lessor has little
difficulty establishing lack of equity once it establishes a true
lease. If the Bankruptcy Court determines that the lease was given

as a security device, however, then the lessee's rent paid to date

"will be in the nature of purchase price principal'(i.e., equity)

and financing charges. Therefore, relief from the automatic stay
is precluded unless the Court also finds that the value of the

collateral is less than the amount of the balance of the secured

debt (i.e., purchase price). This is unlikely.

PRINCIPAL FEDERAL INCOME TAX ADVANTAGES

Rental Deductions <

The lessee can deduct all its payments as rent if the lease
qualifies as a lease, rather than a conditional sales contract,
for federal income tax furposes. If it were to acquire the same
property by purchase, only the interest component of each payment
would be deductible.

Depreciation'Deductious

Generally, under the 1981 Tax Act ("ERTA"), energy efficiency

"equipment may be depreciated over a period of three or five years

(assuming that it is not deemed to be a component of real estate),

in accordance with the following class lives:
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3 years..........Personal property with a useful life of 4
years or less under pre-1981 regulations;

5 years..........Most other equipment except long-lived
: : public utility property;

10 years.........Real property with a useful life of 12.5

years or less under pre-1981 regulations;
and
15 years....ceeese All other real estate.

'In each case, taxpayers may elect to use certain longer recovery
periods if they so elect.

Owners have the option of depreciating the personal property
described above using the straight-line method or an applicable
accelerated method. The accelerated methods are 150% declining
balance, changing to straight-line, for property placed in ser-
vice prior to 1985; -175% declining balance, changing to sum-of -
the-digits, for propety placed in service in 1985; 200% declining
balance, changing to sum-of-the-digits, for property placed in
service after 1985. The deduction for the first year is half what
it would be under the prescfibed method if the property were
placed in service on the first day of such year. The effect is as
though all property placed in service during any calendar year
were placed in service on July 1. However, if the equipment is
deemed a component of real estate, it must be depreciated using
the same life and depreciation method as the building itself. An
item which is a component of real estate for federal income tax
purposes may or may not be a fixture under applicable state law.
Real property eligible for 15-year depreciation (other than low-
income housing) may use either the straight-line method or the
175% declining'balancg'method changing to straight-line. In the
latter case, the first year's depreciation is based on the number
of months in such year after the date on which the realty is
placed in service. Depreciation in all cases is calculated with-
out deduction from the depreciable amount for the salvage value

the property may have after it is fully depreciated.
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Gain on the disposition of personal property is treated as
ordinary income rather than as capital gain to the extent of'prior
depreciation taken. The same is true of real property other than
residential real property, if accelerated depfeciation is used.
However, with respect to residential real property, the provisions
of prior law were not changed -- gain on thé disposition of resi-
dential real property is treated as ordinary income rather than
capital gain only to the extent that prior depreciation taken
exceeded what would have been allowed if straight-line deprecia-
tion had been used. Thus, when energy efficiency equipment used in
connection with industrial or commercial structures is sold by the
lessor, all.or a substantial portion 6f any taxable gain will not
have the benefit of the lower capital gain rates, assuming that
accelerated depreciation was used, whether or not the equipment is
deemed a component of the real estate. On the other hand, if the
equipment is a component of residential real property, all or most

if any gain will have the benefit of the lower capital gain rates.

Regular Investment Tax Credit

The regular investment tax credit is available for invest-
meht in new Section 38 property, which includes most depreciable
tangible personal property. The regulations define '"tangible per-
sonal property" as "any tangible property except land and. improve-
ments thereto such as buildings or other inherently permanent
structures (including items which are structural components of
such buildings or structures). ... Tangible personal property
includes all property (other than structural components) which is
[Emphasis added.] Generally, personalty which is attached to a
building but not a structural component is likely to be a fixture
under state law, although the outcome for federal income tax
purposes does not depend on the classification of the property

under state law.

_107_



Tangible personal property which is not contained in or
attached to a bﬁilding may still be Section 38 property if it is
used "as an integral part of ... furnishing ... electrical energy,
gés, water, or sewage disposal services by a person engaged in a
trade or business of furnishing any such service ...." Reg.
Section 1.48-1(d)(1). The equipment is an "integral part" if it is
"used directly in the activity and is essential to the complete-
ness of the activity." [Emphasis added.] Reg. Section 1.48-
1(d)(4). It may be difficult for an energy efficiency equipment
lessor to cbme within this definition unless the lessor is in the
trade or business of furnishing the energy which is to be con-
served. Even if the lessor is the provider of the energy, a ques-
- tion could be raised as to whether the energy efficiency equipment
.ié essential to that activity of providing the energy. Clearly,
this provision was intended only for property owned or provided by
a public utility. Property owned or provided by any other party
(an energy efficiency company, for example) would be directly used
in and essential to a trade or business of energy conservation,
but it is not clear whether that would be a trade or business con-

sisting of furnishing an energy source named in Reg. Section

1.48-1(d)(i). However, the foregoing questions are not of concern
if the equipment is contained in, attached to, or a structural
component of a.building, which is likely to be the case with

energy efficiency equipment.

The regulations provide some guidance as to what is a struc-
tural component. Importantly, structural components include "all
components (whether in, on, or adjacent,tb the building) of a
central air conditioning or heating system ...." Reg. Section
1.48-1(e)(2). Whether energy efficiency equipment becomes part
of the pre-existing heating or air conditioning system for pur-
poses of this regulation, or remains a separate item of equipment,

is among the most important of the uncertain questions;

An important exception to the general definition of Section

38 property is that it does not include property predominately
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used in connection with the furnishing of lodging (other than
hotels and motels). A lodging facility includes apartment build-
ings and other multifamily structures we are considering. Reg.
Section 1.48-1(h)(1)(i). The regulations except from this residen-
tial exclusion property which is used to furnish, either to the
management of a residential facility or its tenants, "electrical
energy, water, sewage disposal services, gas, telephone service,
or similar services." Reg. Section 1.48-1(h)(1)(ii). However, if
such equipment is a component of a central air conditioning or
heating system, it is not Section 38 property, even though it is
exempt from the exclusion for property used in connection with
residential facilities, because it is a structural component per
Reg. Section 1.48-1(e)(2). Certain types of equipment may not be
components of a central air conditioning or heating system and
may be nonetheless within the "electrical energy, water, sewage
disposal services, gas, telephone or similar services" exception
to the residential exclusion. An example of equipment which would
be Section 38 property for this reason would be equipment which
heats Qater for residential use more efficiently -- insofar as

the hot water is not also used in the heating system.

The foregoing analysis does not take account of the fact that
immediately following the sentence in Reg. Section 1.48-1(h)-
(1)(ii) which sets forth the "electrical energy, water, sewage
disposal services, gas, telephone or similar services'" except to
the residential exclusion is the following sentence: "Thus, such
items as gas and electric meters . . . and water and gas mains

furnished by a public utility would not be considered as property

used in connection with the furnishing of lodging." [Emphasis
added.] The emphasized words raise a question as to whether being
furnished by a public utility is incidental to the example or
essential to the rule it illustrates. The former seems more logi-
cal in view of the structure of the sentence and the policy of the
statute which is evident in the fact that the statutory definition
of Section 38 property includes any tangible property if used as
an integral part of the furnishing of electrical energy, gas,
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- water, or sewage disposal serviées -- without regard to by whom
furnished. IRC Section 48(a)(1)(B)(i). Hence, there is some basis
to read the exception from the residential exclusion for energyA
equipment as though the sentence quoted above illustrates but does
not narrow the rule.

Another exclusion from the general definition of Section 38
property, set forth at IRC Section 48(a)(10), means that no energy
tax credit is available for boilers fueled by o0il or gas unless,
(a) use of coal is prohibited by certain air pollution regula-
tions, (b) the boiler will be used.in connection with a residen-
tial facility or most types of commercial facilities but not as an
integral part of a manufacturing or processing facility, or (c)
the boiler has a heat rate of less than 9,500 BTU's per kilowatt .
hour and is capable of conversion to synthetic fuels. In that the
-statute clearly means that boilers which satisfy these conditions
are Section 38 property, the regulation which specifies that heat-
ing systems are structural components, and the regulation which
sets out the residential exclusion, must. not be wvalid as applied
to such boilers. ‘

A 6% investment tax credit may be claimed_with respect to
eligible property depreciable over 3 years, and a 10% credit is
available for eligible property depreciable over 5, 10 or 15
years. It the tax credit cannot be used in the current year, it
can be carried back for up to three years or forward for up to
fifteen years. There will be no recapture of the investment tax
credit for property eligible for the 10% credit which is actually
held for at leaét 5 years and no recapture for property eligible
for the 6% credit if it is held for at least 3 years.

Business Energy Tax Credit

The lessor may be eligible for an energy tax credit if the
property is new property described by IRC Section 48(1). Such.

property includes cogeneration equipment and "specifically defined
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energy property." The latter is a broad category of items (identi-
fied at IRC Section 48(1)(5)) installed in connection with an
existing industrial or commercial facility for the purpose of
reducing thé amount of energy consumed in any existing industrial
or commercial process. The credit for these types of equipment is
10%, but the investment must be made before January 1,>1983, un-
less the provision is extended. The portion of the energy prop-
erty financed by tax-exempt financing is excluded form the amount
of the qualified investment. Unlike the . regular investment tax
credit, the equipment may be a structural component of a building
and may be used in connection with lodging facilities. Both cred-
its may be claimed if the property is eligible for both. Many
types of eﬁergy efficiency equipment might qualify for both types

of credits.

Limitations on Tax Cre@its

Under a complex set of rules, the 1981 Tax Act extends the
"at risk" rules to the allowance of investment tax credits. In
the case of individuals, Subchapter S corporations, and corpora-
tion which meet the stock ownership criterion of a personal hold-
ing company, the investment tax credit will not be allowed with
réspect to amounts invested in Section 38 property insofar as the
invested amounts are not "at risk" within the meaning of Section
465(b) of the Internal Revenue Code if the property is used in
connection with an a¢tivity which is subject to the at risk"
rules set forth at IRC Section 465. |

Arguably, the at risk limitation does not apply to the avail-
ability of tax credite for new energy efficiency equipment in
industrial, commercial, or multifamily structures because the
equipment will be used in connection with real property and the
holding of real property (other than mineral property) is not an
activity which is subject to IRC Section 465. IRC Section .
465(c)(3)(D). However, the statute also provides that ﬁn the case

of residential real property, activities pertaining to personal
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property which is incidental to making living accommodations avail-
able will be considered part of the activity of holding the re-
lated real pfoperty. This makes relatively clear that investment
tax credits may be claimed without regard to the at risk limita-
tion if the property leased is used in connection with residential
real property. However, there is no analogous provision speaking
to personal property which is incidental to any other type of real
property, raising the inference that activities pertaining to
equipment used in connection with non-residential real estate are

subject to Section 465,

If this is the case, the lessor's losses derived from leas-
ing such property, due to depreciation deductions and all other
losses, are deductible only to the extent of the amount at
risk -- generally, the cash invested plus the amount of any bor-
rowings for which the taxpayer has personal liability or has
pledged property other than the leased property. Non-recourse
indebtedness is not an'amount at risk. However, the rule that the
at risk limitation therefore also applies to the availability of
the investment tax credit is subject to an exception which per-
mits a taxpayer to claim thé regular investment tax credit with
respect to aﬁounts not "at risk" if the taxpayer is at all times
at risk in an amount equal to at least 20% of its basis in the
property, the taxpayer acquired the property from an unrelated
person, and the not:at risk amounts are borrowed from "qualified
lenders" (an unrelated bank, savings and loan, credit union,
insurance company, or certain other lenders) or are borrowed from
or guaranteed by a federal, state or local government. The similar
exception for the business energy tax credit exempts it from the
at risk limitation altogether if the amount at risk is always 25%
and any non-recourse borrowings (other than those from "qualified
lenders" or borrowed from or guaranteed by a federal, state, or
local government) have level debt service. However, this exception
only applies to certain types of energy property, including cogen-
eration'property but excluding '"specifically defined eﬁergy prop-
erty" (described at IRC Section 48(1)(53)).
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Another important limitation is contained in IRC Section
46(e)(3), which provides that unless a lessor is a corpofation
(other than a Subchapter S corporation), the lessor may claim a
tax credit (either the regular investment tax credit or the busi-
ness energy tax credit) only if either, (i) the lessor manufec—
tured or produced the equipment,'or (ii) the lease is not a net
lease and its term (with all options to renew) is not greater than
50% of the useful life of the property.'A net lease for this pur-
pose exists if, for the first twelve months after the lessee's
use begins, the lessor's deductions on account of the property
and allowable solely due to Section 162 (i.e., exclusive of inter-
est, taxes, depreciation, etc.) do not exceed 15% of the lessor's
rental income from the property. Section 46(e)(3) is a substan-
tial burden on non-corporate lessors, as the 50% rule is short

and most equipment leasing utilizes a net lease.

Allocation of Credit to Lessee

The stricture of IRC Section 46(e)(3) discussed in the prior
section can be circumvented by allocating the available invest-
ment tax credit(s) to the lessee pursuant to IRC Section 48(d),
with adjustment of the rental accordihgly to preserve the economic
result insofar as possible. Of course, the economic adjustment
would be imperfect because the investment tax credit(s) are avail-
able in a single year, whereas rental income is received annually
for the term of the lease. Nonetheless, the technique could be

important.

The circumvention is possible because Section 48(d) and
applicable regulations (Reg. Section 1.48-4) provide that the
lessee may he treated as having purchased the property (or a por-
tion of the property in certain cases) if the property is new
Section 38 property ih the hands of the lessor and would be new"
Section 38 property if it had been acquired by the 1essee. The
fact that Section 46(e)(3) limits the right of a non-cérporate
lessor to claim an investment tax credit does not affect the fact
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that its property is new Section 38 property. Hence, the tax
credits can be allocated by one who cannot claim them to one who

can.

Further, it may be‘advantageous to allocate the tax credit
to the lessee even if it can be'claimed'by the lessor. The amount
of the lessee's credit is the fair market value of the property.
If the lessor is also the manufacturer, its credit is based on
its production cost. Accordingly, the pass through increases the
amount of the credit in such cases, and the value of the addi-

tional credit can be shared by lessor and lessee.

Ordinarily, the available investment tax credit(s) must be
allocated entirely to thellessee or not at all. However, if the
property has a relatively long useful life, and the useful life
remaining after expiration of the lease is material, then only a “
portion can be allocated to the lessee. Specifically, if the les-
sor is not guaranteed a specified return or not guaranteed in
whole or in part against loss of income, if the property has a
IRC Section 167(m) class 1life of more than fourteen years, and if
the lease (exclusive of any lessee's renewal options) is for less
than 80% of the class life, the portion allocable to the lessee
is equal to the portion of the property's class life which the
lease term represents. Presumably, most of the energy efficiency
equipment we are considering would have a class life of less than

fourteen years.
CLASSIFICATION AS A LEASE FOR FEDERAL INCOME TAX PURPOSES

Except as otherwise permltted by ERTA to obtain the tax bene-
f1ts intended, the lessor must bear the risks and assume the obli-
gations of ownership of the property to such an extent that he is
deemed to be the owner for tax purposes. The lease cannot require
the lessee to bear all of the risks and pay all of the costs asso-
ciated with using the property. The factors which contribute to

the conclusion that there is a true leasc under state law also
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contribute to the conclusion that there is a true lease for
federal income tax purposes, but state law does not govern and the

results can be inconsistent.

Pr1or to enactment of the ERTA, the Internal Revenue Service
would not give a ruling that an equ1pment "lease" would be treated
as a lease for tax purposes unless the following conditions set
forth in Rev. Proc. 75-21 and Rev. Proc. 76-30 were satisfied:

1. The lessor at all times during the lease and
at the time the equipment is first placed in service
must have a minimum "at risk" investment in the equip-
ment of at least 20% of the adjusted basis of the prop-
erty. Otherwise stated, the sum of the consideration
unconditionally paid by the lessor plus the personal
liability unconditionally incurred by the lessor must
equal 20% of the property's purchase price.

-2, The remaining useful life of the equipment
at the end of the lease term must be the greater of
one year or 20% of its originally estimated useful
life, and the fair market value of the property at the
end of the lease term must be 20% of its original
cost, after subtracting any lessor's cost of removal
and with disregard of general inflation.

3. The lessor must be able to show that the
transaction was entered into for profit apart from the
tax benefits (i.e., without consideration of the tax
deductions, allowances, credits, and other tax attrib-
utes arising from the transaction). This involves both
a "balance sheet" and a '"cash flow" test. First, the
sum of the amounts payable by the lessee to or for the
lessor and the anticipated value of the property after
expiration of the lease must exceed the sum of the
financing costs and other disbursements to be made by
the lessor in connection with ownership and the amount
of the lessor's equity. Second, the payments owed the
lessor over the lease term must be expected to exceed
by a reasonable amount the disbursements expected to
be payable by the lessor on account of ownership.

4. The lessee must not have a contractual right
to purchase the property at less than its fair market
value at the time the right is exercised, nor may the
lessor have a contractual right when the property is
placed in service to cause any party to purchase the
property.
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5. The lessee may not have furnished any part
of the purchase price of the asset nor have loaned or

guaranteed any indebtedness created in connection
the lessor's acquisition of the property. Nor may

with
the

lessee furnish any part of the cost of additions or

improvements to the property, unless they may be

readily removed without material damage to the prop-
erty. The lessee may be responsible for ordinary main-

tenance and repair, however.

6. Limited use property may not be leased.
Limited use property is defined as property which
valuable only to the lessee at expiration of the 1

is
ease

term. Generally, this will be property which is too
integrated with the realty to be a fixture under state

law, but whether property is limited use property

under federal tax law does not depend on its classifi-

cation under state law.

The foregoing were announced as advance'ruling pol

i-

cies and were stated not to be dispositive of whether or not a

lease exists as a matter of federal law and not to be the stan-

dards applicable on audit. Nonetheless, they have been

generally

adhered to by parties who wish to plan transactions, because --

until the ERTA -- there have been no other standards pa

rties could

rely on in order to remove uncertainty as to the tax effects of

proposed transactions.

Section 201 of the ERTA liberalized the foregoing

rules in

certain cases, by addition of IRC Section 168(f)(8), so that

parties which are not owners in the usual sense may be

lessors

for the purposes of claiming depreciation and investment tax

credits. The ERTA safe harbor rules apply only with respect to

new Section 38 property, only if such treatment is elected by both

parties, and only if the lessor is a corporation (other than a

Subchapter S corporation), a partnership in which all partners

are such corporations, or a trust in which the grantor
beneficiaries are such corporations. Notably, the ERTA
rules were not intended to be available to individuals
partners of a partnership lessor or beneficiaries of a

- trust. If a transaction cannot or does not comply with"

and all
safe harbor
who are
lessor

the ERTA

safe harbor rules, whether or not it is a leasing transaction for
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federal income tax purposes is judged by .the standards of law
which applied prior to the 1981 Tax Ac¢t, and the advaﬁce ruling
standards set forth in Rev. Proc. 75-21 and 76-30 provide the
applicable safe harbor. Further, ERTA safe harbor leases are
generally not true leases under state law.

The following are the characteristics of a "safe harbor"
lease, with respect to the same characteristics as are described

above:

1. The lessor may have an "at risk" investment
(exclusive of any financing from the lessee or a party
related to the lessee) of as little as 10% (instead of
20%) of the adjusted basis of the property.

2. The term of the lease may be as long as the
greater of 90% of the useful life of the equipment or
150% of the IRC Section 167(m) class life, whichever
the longer. :

3. The fact that deriving a profit or cash flow
from the transaction depends upon tax benefits of own-
ership is no longer relevant.

4. The lessee may have a purchase option at a
fixed price, the lessor may have a right to require
the lessee to purchase at a fixed price, and such pur-
chase option or "put" may be at more or less than the
fair market value.

5. The lessee or a related party may provide
financing or guarantee financing for the transaction.

6. Limited use property may be leased for'tax
purposes. :

Property may qualify for leasing treatment under the ERTA
safe harbor rules even if it is not leased for up to three months
after it is placed in service by either the lessor or the lessee,
Furlher, any propcrty which qualifies for leasing treatment under
the ERTA safe harbor rules is deemed for all purposes under the
Internal Revenue Code to have been originally placed in service no
earlier than the date the property was first placed in service
under the lease. This rule permits investment’ tax credits to be

taken as intended under the lease, even if the property would not
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otherwise be considered new Section 38 property because it may
have been placed in service prior to (up to three months before)

the lessor first becomes the owner.

WHAT EQUIPMENT IS SUITABLE FOR LEASING
UNDER FEDERAL INCOME TAX LAW

As noted.above, "limited use" equipment may not be leased
except under an ERTA safe harbor lease. Equipment is not limited
use property if, at the end of the lease term, the equipment has
an economic value to another party that exceeds the cost of remov-
ing the equipment from the initial lessee's property. For example,
a smokestack on a building would probably cost more to remove than
it would be worth, once removed. On the other hand, the ERTA safe
harbor rules only apply to prOperty which is Section 38 property,
and Section 38 property cannot be a structural component of a
building. Much limited use property is probébly limited in use
precisely because it is structural in nature. Such property is not
leaseable (for tak purposes) under the ERTA safe harbor rules
because it is not Section 38 property, and is not leaseable (for
tax purposes) under the safe harbor rules of Rev. Proc. 75-21 and
76-30 because it is limited use property. Further, I assume that
structural property will be deemed to be a component of real
estate for depreciation purposes. Thus, the universe of equipment

can be divided up as follows:

Treatment under Treatment
Character Rev. Proc. 75-21 & under ERTA
of Property 76-30 Safe Harbor Safe Harbor

l. ° structural, leaseable, no tax not leaseable,
but not credits available, no tax credits
limited use 15 year available

depreciation '

2. structural, \ not leaseable, not leaseable,
and limited no tax credits no tax credits
use available, 15 year available.

depreciation '
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3. not structural, not leaseable, leaseable, tax
but limited use tax credits credits available,
available, 3 or 5 3 or 5 year
year depreciation depreciation

4. other Section 38 leaseable, tax leaseable, tax
property (not credits available, credits available,
structural, not 3 or 5 year 3 or 5 year
limited use) depreciation depreciation

Little or no Type 1 property exists, and it would be relatively
unattractive to lease (or acquire) because the tax credits would
be unavailable and the investment would be depreciable only over
15 years. As Type 2 property is not leaseable, we need only con-
sider Type 3 and Type 4 property. However, Type 3 property is also
probably relatively rare, since most limited use property is prob-
ably Type 2 property instead. Further, all limited use property

9 may be unsuitable for Ieyeraged leasing because the lessor's
lenders would have something of limited value if they foreclosed
upon the equipment. Thus, they are secured by little except the
assignment of the lease. Obviously, Type 4 property is the most
advantageous to lease. It is also probably the most easily fi-
nanced by any other method as well, however. Under state law, Type
4 property may be a fixture rathéer than personalty, but it will
not be an integral part of the realty.

FORM OF LESSOR

The lessor in equipment leasing transactions is most fre-
quently either a corporation or a grantor trust which issues trust
certificates to beneficiaries. The trusts are considered general
partnerships for income tax purposes. Limited partnerships are

also sometimes used.

The shareholders of a corporation have limited liability, of
course. Typically, the lessor trust only incurs non-recourse debt,
secured by a mortgage of the property and assignment of the lease.
There remains some possibility, however, that the trusf certifi-
cate holders may have liability to third parties, particularly if
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the equipment is inherently dangerous. The pattern has been to
spread this risk among all the investors, rather thar to have
limited partner investors and a single generally liable general

partner. With respect to tort actions where fault must be shown,

generally the operator but not the owner will be liable. Also,

" both the lessor and the lender dsually insist that the lessee

maintain adequate insurance with named insured clauses satisfac-

tory to the lessor and lender.

Lessors also look for indemnifica-

tion clauses and may have a right to divest themselves of all

interest in the property if insurance becomes unavailable, the

net worth of the lessee drops below a certain level, or in event

of changes of law.

At least the following considerations should be taken into

account when selecting the form of the lessor:

Corporate Partnership or
Lessor Trust lLessor
1. Limited liability Except in cases of limited partner-
of investors ships, investors have g1 ral
liability; but debkt will be non-
recourse and insurance and indemni-
fication may be provided
2. Free transferability Restricted transaferability
of interests of interests
3. Corporation and Partners, not partnership,
shareholders both subjcct to tax; all items
taxable; shareholders passed through to investors
get dividends only
4. Not subject to Subject to at risk limitation,
at risk limitation with certain exceptions
5. Not subject to Investment tax credits not

IRC 46(e)(3)
limitation

available if a net lease or
if leased for more than 50% of
useful life, per IRC 46(e)(3)

-120-



6. Not subject to Interest deduction subject to
investment interest- IRC 163(d) investment interest
limitation limitation if property is

leased under a net lease as
defined at IRC 163(d)(4)

7. Not subject to In the case of leésed,personal
minimum tax on property, the amount of deprecia-
preference income tion taken in excess of that allow-

able by the straight-line method
over 5 years (in the case of 3-year
property) and over 8 years (in the
case of S5-year property), with a
half year convention and no salvage
value, is a tax preference subject
to the minimum tax

8. ERTA safe harbor ERTA safe harbor leases may

leases may be used ‘not be used; should comply with

: Rev. Rul. 75-21 and 76-30

The foregoing strongly suggest that the corporate form may
be more advantageous. However, this is only so if the corporation
can use all the losses the transaction generates. The manufacturer
of the energy efficiency equipment might be a particularly suit-
able lessor. If the owner participants are individuals acting
through either a trust or pértnership, it will be important to
design the transaction so that the at risk limitation does not
apply (by reason of the type of lender and loan used) and so that
the economic value of the investment tax credit(s) is passed .
through to the lessee and not lost. Alternatively, the advantages
of a net lease could be given up, in which event, the investment
tax credit could be retained'by the lessor and the investment ‘
interest limitation could also be escaped. If the lease is not a
net lease, however, the maintenance and operating responsibili-
ties would be substantial. An owner trustee could‘not be expected
to assume such responsibilities. This fact makes a limited part-
nership format appear more appropriate because a managing generalh
partner has full responsibility for conduct of the business and
is expected to exercise discretion. With such responsibility and
discretion goes exclusive general liability, but also appropriate

compensation, presumably. Such a lease would be deemed an operat-
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ing lease for accounting purposes (see below), with the advantage

of off-balance sheet financing for the lessee.

The foregoing may suggest either a corporate lessor such as
a manufacturer, or a limited partnership with an other than net
lease.

ACCOUNTING FOR LEASES

Accounting questions arising in eQuipment leasing transac-
tions are governed by Financial Accounting Standards Board
("FASB") Statement No. 13. It divides the universe into operating
leases, which are.not recognized on the balance sheet, and capital
leases which are accounted for by the lessee as the acquisition of
- an asset and the incurrence of an obligation. On the accounts of
the lessor, the same lease is termed either a "sales-type 1ease,“
if the lease gives rise to manufacturer or dealer profit, or a
"direct financing lease," if the lessor is primarily engaged in
financing activities. The lessor accounts for the lease as either
a sale or a financing, as the case may be. Capital leases are
those which provide for eventual transfer of ownership of the
property from lessor to lessee by the end of the lease term, con-
tain a bargain purchase option, have a term of 75% or more of the
economic 1ifelof the property, or have lease payments with a pre-
sent value (excluding the lessor's executory costs) which is 90%
or more of the property's fair market value léss the lessor's
investment tax credit. The lessee will have an operating lease,
and the advantages of off-balance sheet financing, only if none of

the foregoing characteristics are present.

A '"leveraged lease" is defined by FASB No. 13 as a lease
which is a direct financing lease (as defined above) in which the
' lessor has obtained substantial leverage by means of long-term,

non-recourse debt financing of the leased property.
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Under FASB No. 13, most leases that comply with the standards
of Rev. Proc. 75-21 and Rev. Proc. 76-30 are operating leases.
Some, however, are capital leases. For example, a lease for 80% of
the property's useful life can comply with Rev. Proc. 75-21 and
Rev. Proc. 76-30, but will be a capital lease under FASB No. 13. A
lease which is considered to be a lease for federal income tax
purposes solely by reason of the ERTA safe harbor rules will never
be an operating lease under FASB No. 13. However, the FASB has
recognized that some ERTA safe harbor leasing transactions are
strictly sales of tax benefits and should not be governed by FASB
No. 13.at all. It has proposed rules for this purpose, but if
there is any element of financing provided by the buyer of: the tax
benefits, FASB No. 13 will still govern.

APPLICABILITY OF THE SECURITIES LAWS

In most case, the securities issued by the lessor to the
owner participants and the lender participants will be deemed
securities issued by the lessee for purposes of the securities
laws. For example, Section 2(4) of the 1933 Act provides that
"with respect to equipment-trust certificates or like securities,
the term 'issuer' means the person by whom the equipment or prop-
erty is to be used ...." In the case of industrial revenue bonds,
17 C.F.R. 230.131 provides that the industrial or commercial enter-
prise which is the lessee or obligor under the lease is deemed to
be the issuer. Hence, the lessee has the'principal rule 10b-5 lia-
bility. However, an owner trustee may be deemed to be an under-
writer or co;issuer. The owner trustee is sometimes asked to
warrant that it has not sold the securities in violation of the
1933 Act, and its counsel sometimes gives a securities opinion.

Rule 146 is adhered ton

PROTECTION OF TAX BENEFITS

Normally, the lessor will want the right‘to cure any defaults
by the lessee, in order to protect its position with respect to

the lender. Lenders generally want exclusive rights in this area.
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Lessors usually bargain with lessees for the lessees to indem-
nify the lessors against any loss of tax benefits. Lessors want
indemnification against any changes in the tax laws and the in-
validity of any revenue ruling which was requested in connection
with the transaction. They may even ask-for.indemnification
against any change in their own financial position which results
in their inability to use the tax benefits. The-lessee will wish
to narrow the indemnification to refer to only its own acts.
Further, in exchange for fhe indemnification, the lessee may wish
to have exclusive control over any contest with the Internal
Revenue Service. The lessor may wish to have the right to decide
whether to contest or not but in that event, it should be reqﬁired

to waive the indemnity if it elects to avoid a contest.
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CHAPTER X

JOINT VENTURE FINANCING
"Section I

Types of Joint Ventures

-Introduction

Joint venture financing comprises any combination of entities
working together to develop an energy éfficiency project. For
example, a leasing company, lighting equipment manufacturer and an
energy audit firm recently joined forces in California to audit,
install and finance energy management systems in a chain of res-
taurants. Combinations of equipment manufacturers, énergy audi-

tors and financing companies could be arranged to provide similar

services for different types of buildings with regard to different

types of energy measures. Financing companies could create joint

ventures with equipment manufacturers and/or equipment installers.

Joint venture financing also includes public/private partner-
ships. Various federal loan guarantee programs could be combined
with private bank financing. Commun;ty Development Block Grant
and/or UDAG grant funds could be linked with commitments from pri-
vate sector resources. Local government and/or nonprofit organi-
zations could team up with banking sector firms to undertake
energy financing projects. All of these arrangements satisfy our

definition of joint venture financing.
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During the course of our.interviews, we explored the
willingness of energy equipment manufacturers, engineering firms,
energy auditing firms, leasing companies, equity syndicators,
banks and utilities to work together to enhance the capabilities
and marketability of théir respective skills. A joint venture
will be attractive if the union creates a whole that is greater

than the sum of its parts.

By combining different skills residing in two or more differ-
ént organizations, it is possible £o simplify the delivery of
energy efficiency services and provide the property owner with a
single comprehensive service that is easy to understand. There
are many different types of joint venture partners who could com-

bine to create an energy efficiency delivery and financing program

that could be offered to multifamily, commercial and/or industrial

property owners.

A. Types _of Joint Venture Partners

The different ‘entities that might join together to fi-

nance energy projects include:

1. a municipally owned utility or investor owned util-
ity:

2. a leasing corporation;

3. a bank;
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4. an equity syndication firm;

5. an engineering firm (including a firm that performs

energy audits);

6. an energy service éompany;
7. an gquipnent manufacturer;
8. a local government entity;
9. a nonprofit organizatién; and

10, a private nonprofit foundation.

Following is a description of possible joint. venture arrange-
ments between the parties listed above. Section II of this chap-
ter contains a more detailed description of various joint ven-

tures, focusing principally on participation by equipment manufac-

turers to financy energy equipment.

B. Utilities Combining With Other Entities

1. Utility and Leasing Company. A utility could per-

form energy audits, identify energy efficiency equipment which is
cost effective for propérty owners, and agree to arrange~financing
for the equipment through a joint venture with one or more sépa—
rate leasing companies. The leasing companies would be responsi-

ble for approving the credit of the borrower and lessee and would

provide the éapital (debt and equity) needed to purchase the
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equipment. The leasing company would enter into a contractual
arrangement with the utilit§ to provide>a variety of services with |

regard to this venture. See Chapters VI and IX. 4|

2. Utility and Energy Service Company. A utility

could enter into an agreement with an energy service company to
assist in the marketing of an energy service (shared savings) pro-
gram. The utility could élso assist in identifying possible prop-
- erty owners who might be interested ih the shared savings ap-
proéch. Finally, the utility could assist in monitoring perfor-

mance of the equipment and measuring the savings. See Chapter V

and VI.

3. Utility and Local Government Entity. There are a

variety of ways in which a utility could pértiéipate with a local
government entity. The local government entity, through issuance
of tax-exempt bonds, for example, could p?ovide capital‘needed to
finance enérgy efficiency investments in certain types of build-
ings within tﬁe community. .The utility'coﬁld undertake to perform
‘the audits and supervise installation and prepare the measures.

The utility could also collect the monthly loan repayments.

A‘similar arrangement could be structured with a non-
profit organization or foundation that was willing to participate
in developing an energy efficiency financing program for certain
types of buildings within the community. A program being operated
in Boston by Citizens Conservation Corporation is one example of |

such a'program;
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c. Energy Service Companies Combining With Other Entities.

1. Energy Service Company and Bank. Energy sefvice
companieé have a very large capital requirement. They must pur-
chase‘all of the equipment installed in each building which they
have under cont?act. 'In effect, they replace the owner of the
-building in terms of obtaining the funds needed to buy the equip-
ment. While the contract with the building owner will be some
security for the energy service company (presumably the contract
can be pledged to a bank to secure a loan from the bank along with
a lien on the collateral installed in the building), it is unlike-
ly that bénks‘will give sufficient credit to the vaiue of this
contract to permit the energy service company to obtain adequate
leverage on its equity investment. In fact, almost all of the
energy service company arrangements we examined were 100% equity
financed. They did not include any independent bank financing.

If an energy service company was affiliated with an established
corporation, it might be able to arrange bank financing by provid-
ing the parent corporation's credit. Alternatively, an outside
investor could provide a letter of credit that would serve as se-
curity for the energy service company's bank loans. The energy
service company woula be generating substantial business for the
bank, business that could be relatively profitable if many similar
transactions were arranged with a particular energy service compa-
ny. While the letter of credit increases the cost of financing,

it eliminates the need for significant equity investment.
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2. Energy Service Company and Equity Syndicator. Our

investigation of the energy service company industry identified
many engineering and energy audit firms that had established rgla—
tionships with equity syndicators. Equity syndicators are firms
that have expertise in raising capital from a group of private
investors. Generally, these investors are seeking tax shelter
benefits in addition to the economic potential of an investment.

These arrangements are discussed in detail in Chapter V.

D. Energineering Firms Combining With Other Entities.

Engineering firms are often involved in performing

"energy audits and in designing and supervising the installation of

energy efficiency measures. Most of these firms have not set up
separate energy service éompanies to provide "shared savings
plans.” Clearly, an engineering firm is a likely candidate to
offer an energy financing program. Alternatively, they can enter
into joint venturés with other parties to provide financing fér

those measures recommended as a result of their activities.

1. Engineering Firm and Leasing Company. The national

engineering fifm,of Ebasco marketed a 5-year guaranteed cash flow
program for installation of energy services. Ebasco promised to
pay the property owner the cost of the equipment that was not
recovered from energy savings over a 5-year period. For customers
who did not have their own financing for such investment, Ebasco

was willing to arrange an equipment lease through an independent
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leasing company for the for fhe property owner. The leasing
company would independently review the credit of the borrowér.~ It
would also need to be satisfied with the competency and gquality of
work performed by the engineering firm. The equipment purchased
and installed in the building would be owned by the leasing compa-
ny. The leasing company could probably obtain guarantees of

equipment perfromance from the engineering firm.

2. Engineering Firm and Bank. Similar to the arrange-

ment with a leasing company, an engineering firm could enter into
an arrangement with a bank to provide loan financing for customers
wishing to install conservation meésures. The engineering firm
again might guarantee the energy savings and provide other assur-
ances:to the bank that the équipment will operate properly. This
would permit the bank.and engineering firm to develop and market a

program of energy efficiency loans.’

3. Equity Syndicator and Engineering Firm. An engi-

neering firm could enter into a relationship with an equity syndi-
cator whereby the equity syndicator would raise capital from in-
vestors to purchase and install equipment recommended by the engi-

neering firm. This method is used by CSL, Corporate Energy

Management, Joccelyn Management and other firms engaged in the

energy service company business.

E. Energy Equipment Manufacturers Combining with Other Entities.
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energy equipment manufacturers have aligned themselves with equity

1. Manufacturers and Equity Syndicators. Certain

syndicators to raise capital to finance the sale of their equip-

o e e ——— —

ment to a property owner. The clearest example of thisAafrange—
ment involves Luz Engineering Corporation. Luz sold industrial |
solar process equipment to a gréup of investors. Those investors

then agreed to lease the equipment to an industrial propefty

owner. The investors provided the debt and equity needed to per-

mit the industrial firm to obtain the benefits of the equipment

without providing any capital up-front. See Exhibit E2.

2. Manufacturer and Other Financial Institutions. A

manufacturer could arrange with a leasing compaﬁy and/or a bank to
finance the acquisition of equipnentAby property owners on a lease
or installment sale basis. The manufacturer might guarantee cer-
tain energy savings resulting from the installation of its equip-
ment. The financing institution would rely on the credit of the

manufacturer and the credit of the property owner. The manufac-

turer might put up a letter of credit or other security to give

the financial institution additional collateral to utilize in pro-

viding financing to the property owner.

3. Manufacturer and Local Government. A manufacturer

. » k 3
could enter into an agreement with a local government entity to

install equipment in buildings within a predesignated area with

payment for the equipment on an installment basis. The
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installment payment would be designed to permit the savings from
the equipment to pay for the equipment over time. 1In essence, the
manufacturer becomes ihe lender. However, because the manufac-
turer has a built-in profit from selling the equipmen;, he might
be willing to finance it at a much lower rate thén would be avail-
able from a bank. In addition, the owner could determine whether
the savings realized equal the savings promised before the owner

paid the full price of the equipment.

F. Combining With Private Nonprofit Foundations

Another source of capital to help subsidize any of the
joint ventures set forth above would be funding from a nonprofit
foundation. Within every community there are usually one or more
local foundations or groups of businessman who make charitable
contributions to worthwhile community projects. Establishing an
energy financing program for commercial, industrial and multifami-
ly buildings would appear.to fall within the category of projects

that might qualify for such funding.

G. Use of Private Insurance With Any of the Ventures Mentioned

Above.

The lack of credibility of energy savings is one of the
most important barriers to marketing energy efficiency improve-
ments. An insurance policy could help overcome this barrier. An

insurance policy that guarantees a level of savings would permit
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different type of entities to offer "guaranteed savings" without
taking the risks that any one company might incur greater losses
than it can handle. The insurance would provide a pooling of
risks among all the various manufacturers'of assorted equipment
installed in different types of buildings. We have not explored
the feasibility of obtaining such insurance, but think it is
likely that that the insurance inddstry could develop a program
that would meet these objectives, provided it was evident that
there was a demand for the insurance among equipment manufac-
turers, energy engineering firms, energy service companies, lend-

ers or others.

Conclusion

Many of the joint ventﬁre appro;ches set forth abové
deserve further development and consideration. Some of these ap-
proaches are already being considered by firms that Havevvoluntar—
ily joined together. In other cases local governments are consi-
dering one or more linkages similar to those set forth above. A
lécal nonprofiﬁ organization or a puﬁlic entity, such as publicly
owned power authority or federal, state or local government, could
try tb establish the'viability of one or more of these joint ven-

ture approaches.

In earlier Chapters of this Report we have recommended two
such joint ventures for which we propose to develop model docu-

ments: two such joint ventures:
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1. A joint venture wherein a utility would provide
both leasing and shared savings programs, perhaps in combination

with a bank, a leasing company, an energy service company, an en-

gineering firm, or all of the above.

2. A joint venture that will form and finance an
energy service company to install energy effiéiency measures in
multifamily buildings. The energy service company might join
forces with a public housing authority, a éeparate corporétibn, a

bank, a life insurance company, or a leasing company.
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Section II

Energy Conservation Financing By Equipment Manufacturers

We contacted six energy efficiency equipment manufacturersié/
and three equipment vendors36/ to discuss innovative techniques
for finéncing energy efficiency equipment. An effort was made to
identify finance mechanisms needed to promote growth in the energy
conservation equipment induétry.» All of the equipmént manufac-
turers sur§eyed sell their products through organized networks of
vendors and di#tfibutors. The manufacturers tend to offer only
two types of financing to the eﬁergy custémer or dealer: direct
pﬁrchasing and/or lease financing. Several of the manufacturers
indicated that there was no need for them to provide alternative
‘financing options because éustomers or dealers‘have already arran-
ged financing before they approach the manufacturer.gl/ Aécordiﬁg
to Albert Rittman, President of Functional Devices, the equipment
manﬁfacturer "is the wrong link in the chain to provide financing

for energy equipment.”

22/ Johnson Controls, Inc.: Honeywell, Inc.; Functional
Devices; Andover Controls Inc., Energy Master, Inc.; and
Aeyis Energy Systems.

36/ World Wide Energy Systems, Inc.; New England Energy
Management Systems; and C&D Control Technology.

37/ See Memoranda Re: Conversation with Andover Controls
and Functional Devices.
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A. Direct Purchase

The manufacturers we spoke to indicated that the majority of
their equipment was sold by direct purchasing to customers and

vendors. Direct purchasing, from the manufacturers' perspective,

is probably the most convenient and expedient finance mechanism.

For customers unable to finance a direct purchase, however,‘
manufacturers may offer options othef than leasing or shared sav-
ings. Stan Spiegal, former President of Energy Master, said that
in order to assist customers éeeking bank financing for Energy
Master equipment, he would guarantee the energy savings of the
equipmentléﬁ/ No other manufacturer we contacted offered to ar-
range bank financing or provide credit for customers. Tom Herman,
Assistant Vice Prgsidént and Product Manager for the Crocker Bank
of San Francisco said that a guarantee of energy savings by a man-
ufacturer would not.make the difference betweeﬁ granting and not
granting a loan to a customer, but would add to the credibility of
_the borrbwer. Another financial inétitution indicated that a
‘guarantee of energy savings alone from the manufacturer without a

recourse guarantee was insufficient.39/

38/ sSpiegal declined to discuss the mechanics of the guaran-
tee.

39/ Republic Financial Corporation.
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B. Lease Financing

Although few manufacturers were interested in becoming fi-
nancing agents themselves,ﬂg/ four of the six maﬁufacturers we
contacted offer some form 6f lease financing to their
customers.ﬁl/ Honeywell and Johnson Controls both offer first and
third party lease financing. Rick Walker of Johnson Controls said
that their lease financing may be structured as a finance lease oOr
as an operating lease.ig/ Under an operating least from Johnson
Controls, £he user must pay a commitment fee of 5-10% of the
equipment cost and, according to Walker, at the expiration of the
léase term, Johnson Controls owns the equipment. The vesting of
the'ownersﬁip in Johnson prevents the lessee from taking deprecia-

tion or the investment and energy conservation tax credits.

Both Energy Master, Inc. and Andover Controls arrange lease

financing for customers through their dealer network, by utilizing

the services of Equico Leasing Corporation, a subsidiary of the

Equitible Life Insurance Company.ﬁi/ Equico will lease finance

40/ See Memoranda Re: Conservation and Andover Controls and
Functional Devices. ‘

ﬁl/ Johnson. Control, Inc.; Energy Master, Inc.; Aegis Energy
Systems; and Andover Controls.

42/ See Memoranda Re: Conversation with Rick Walker,
Johnson Controls.

43/ See Memorandum Re: Conversation with Don Watson,

Equico Leasing Corp. and Meeting with Rod Eaton, Equico
Leasing Corp. ‘
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the manufacturers' equipment to an energy end user 6n a non-
recourse lease basis;iﬁ/ Aégi; Ehergy Systems assembles lease
financing for its dealers andléustomers throuéh an independent
Philadelphia-based leasing company. Like other manufacturers who
utilize third party lease financing, Aegis is not the lessor of

the equipment or a participant in the lease transaction.

In addition to lease financing, Honeywell offers a Building
Operation Support Service Systeml(BOSS) which is a time-shared
energy management support system. Smaller energy management sys-
tems installed in a facility are tied into a céntral Honeywell
computer. Honeywell charges a fixed fee for it§ service but does

guarantee energy savings to its "BOSS" customers.

c. Shared Savings

A significaht problem for manufacturers wishing to partici-
pate in shared savings financing is thé large front end capital
expenditure. Only éompanies'in a strong financial position with
aﬁundant cash resources may finance more than a handful of shared
savings programs. Manufacturers, as well as vendors, must seek

third party financing to assemble viable shared savings packages.

Only one of the energy equipment manufacturers surveyed had

arranged any shared savings programs.ii/ Stan Spiegal of Energy

44/ see TABLE 9B for terms of Equico Lease.

45/ See Memorandum Re: Energy Master, Inc.
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. Master noted that he had arranged over 100 shared savings pro-
grams, financed with third party investor capital. Spiegal indi-
cated that Energy Master had encouraged its dealers to participate

in shared savings transactions.

Allen Shallek of Aegis Energy Systems said Aegis does not
directly finance the capital expense of shared savings installa-
tions, however, Aegis dealers utiiized syndicators to raise capi-
tal for shared savings programs. Shallek was enthusiastic about
the prospects for shared savings financing in tbe future, but cau-
tioned that abusive tax shelters currently being struétured by a
féw unscrupulous financiers could have a deleterious effect on all

shared savings programs.

Tﬁe two largest manufacturers we spoke with, Honeywell and
Johnson Controls, both expressed cautious attitudes toward shared
savings finanéing. Walker of Johnson Controls mentioned that ﬁon—
itoring a shared savings program was too time cénsuming for
Johnson Controls, therefore, shared savings was of no real inter-
est. In'addition, he noted, there was potential for problems and
disagreements with the client over measurement of savings, main-
tenance of equipment, etc. Honeywell, however, has a pilot pro-
ject testing a concept similar to shared savings called "guaran-

teed cash flow", discussed below.
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Another manufacturer had a’ less sanguine attitude toward
shared savings. Andover Controls believed that shared savings

programs appeal primarily to "uncreditworthy" customers.

D. Guaranteed Savings

Honeywell, Inc. is currently testing a "guaranteed cash flow"
program in five different buildings, located in Washington, D.C.,
Philadelphia, and New York.. Under the "guaranteed cash flow" pro-
gram, Honeywell will conduct a free energy audit of the customer's
building, determine the current energy costs and estimate the sav-
ingé potential ffém installation of their own energy efficiency
equipment.v An energy user may participate in the program (once
the piiot program is established on a permanent basis) without any
capital expenditures. The léngth of the fihance period will be
determined by the energy savings. The ﬁser's monthly payments are
guaranteed not to exceed the energy savings in the same period.
Carpenter said that if Honeywell saves less than what the energy
costs are to the customer, the plan would be considered a failure.
Honeywell will maintain the system and equipment as well as per-
form monthly audits to determine whether the system is delivering
the projected savings. Monthly savings will be measured by com-
paring units of current energy consumption against a base line
figure agreed upon by Honeywell and the customer. The base line
calculation will be a function of comfort conditions, weather,

degree days, changes in production capacity or lines, and
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Occupancy (in commercial and multifamily buildings). The base
line figure will also be periodically reviewed by Honeywell aﬁd
the customer. If at the end of the first twélve months the sav-
ings have not exceeded the 12 monthly payments, Honeywell will
refund the user the difference between his total payments and the
actual payments - and remove "the ;quipnent. Because the plan is
essentially an installment sale, the user-purchaser is entitled to

"depreciation deductions and the regular investment .and energy tax

credits.

The buildings retrofitted‘under the Honeywell plan have only
 recent1y come "on-line". Therefore, the program has:yet to estab-
lish a track record. Honeywell will continue evaluating the pilot
project befofe offering the "guaranteed cash flow" program to the
public. Honeywell is "cautiously optimistic" about thé chances

for success of the program.

E. Vendor Financing Mechanisms

Natkin Energy Management Company (a division of the Natkin
Se;vice Company) is a full service mechanical engineering company
that has recently proposed a guaranteed energy savings program.
The Natkin plan requires the customer to pay for an energy audit
of his building from which Natkin can assess the buildings savings
potential. A feasibility study, which will produce a generic
sﬁopping list of equipment necessary for the retrofii, will follow

the audit. Natkin said an audit costs about $1,000 on a standard
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project and the feasibility study is usually 3-15% of the

customer's annual utility bill (anywhere from $5,000 to $50,000).

Natkin will fund-all.retrofits that are determined to have a
payback of two years or less. If the client wants to fund equip-
ment with a payback greater than two years, he may also include it
in the contract. As soon as 50% or more qf the projected savings
are realized, the client is required to begin paying Natkin on a
one year bﬁy—out plan. Each month thereafter, the client will pay
Natkin 1/12th of the system's total cost, so that Natkin has fully
recovered its capital expenditure one year afterISO% or moré of
the projected saving are reached. The theory is that the éustomer
will pay Natkin out of funds saved on utility bills, since no ini-
tial capital outlay is required. The client receives the-depreci—
~ation deductions, regular investment tax credit, energy tax credit

and all energy savings (no shared savings).

Natkin, like Honeywell, has yet to establish a track record
for the program; Two proposals have been submitted to institu-
tional clients; one has been rejected, no decision has been made
on the other. Natkin does not offer any financing terms other

than the one year payback plan.

World Wide Energy Systems, Inc. offers a variation of guaran-
teed savings which they call "insured savings". World Wide,
through its dealer network, will conduct a walk-through audit

(the charge is discretionary with each dealer) to determine what
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equipment is necessary for a building retrofit. World Wide, for
éxample, may install a liné carrier remote control energy manage-
ment system, or programable timers for an HVAC system. If the
eéuipment is either purchased from or leased through World Wide or
one of its vendors, the system is guaranteed to produce energy
savings of 15-20% of current energy consumption. World Wide
insures the energy savings by purchasing a guaranteed savings in-
:surance pblicy for each system from National Union Life insurance
Company. The insurer has its own engineering staff which approves
the installation and quélifies it for the quarantee of savings.
World Wide pays National Union Life Insurance 1.5% of the total
cost of each system for the insurance policy. According to Steve
Atkinson, President of World Wide's Funding Diviéion, the cost is
paésed through to the customer. After the end of the first year
of the energy efficiency system's opération, the end user has the
option of renewing the insured savings guarantee in subsequeht
years for 1.5% of the total cost of the system. Atkinsﬁn noéed,
however, that the system has proven itself by the end of the first
year and ﬁhereforé, it.is rare that a customer would renew the
insured savings guarantee. If the savings are not achieved, the
insurer will buy back the system from the customer. Atkinson
stated that the insurer has never had to buy a system back froﬁ a
customer. According to Atkinson, World Wide has utilized the

insured savings guarantee on approximately 1,500 systems.
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Energy Master, Inc., also offers the insured savings program.
- According to Stan Spiegel of Energy Master, only customers fi-.
nancing their trapsactions through Equico Leasing Company qualify
for the insured savings guarantee. Energy Master, Inc. will ar-
range insurance which guarantees ‘achieving a percentage of the
energy savings in the first year. Beyond the first year, a custo-
mer may purchase the insured savings plan himself each year, up to
7 years, for 1.5% per year of the total lease price. In a sched-
uled facility (e.g. a factory with regular hours) a 20% energy
savings on heating and cooling will be guaranteed. In a non-
scheduled facility (e.g. hotels and motels with irregular hours) a-
15% energy savings is guaranteed; According to Spiegal, the World
Wide guarantee is really an insured energy savings policy from
Energy Master. Spiegal said World Wide is the world distributor
of Eﬁergy Master equipment, and the guarantee applies only to

Energy Master equipment.ié/_

Conclusion

Conversations with the manufacturers indiéate that innovative
finance mechanisms are more likely ro be developed and utilized by
vendors, third party financiers and ehergy ;ervice compancies than
by manufacturers. Yet, manufacturers may play a crucial role in

arranging financing for their product vendors and distributors.

'46/ We received conflicting versions of the insured savings

guarantee program from Sp1ega1 of Energy Master and Atkinson
of World Wide.
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‘In addition to referring customers and vendors to lease finance -
companies or shared savings syndicators, manufacturers may offer
ehergy guarantees (recourse or non-recourse) for their equipment.
.Manufacturers could also lend their credit to vendors or customers
seeking bank financing. Although some manufacturers consider
themselves "the wrong link in the chain" to provide financing,
several innovative techniques, particularly shared savings, offer

the manufacturer an opportunity to increase product sales while

simultaneously obtaining an income stream and tax benefits.
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