VIIl. TOOLS FOR FINANCING ENERGY EFFICIENCY

A. Introduction

Thelack of financing isan often cited congtraint to the widespread implementation of energy efficiency. In
many ingtances, however, the problemisnot only thelack of available capital but dso market imperfections.
The most obviousexample of thisiswhereenergy pricesdo not reflect therea costsof energy production.
If energy prices arelow, rates of return on energy efficiency investments will be unattractive and the
demandfor financing will betoo low tointerest financid indtitutions. Thisisan exampleof amarket barrier,
not afinancia barrier.

Oneresolution to thisdilemmaisto adopt an approach that
consdersmarket conditions, financing structures, and policies
at thesametime. Thus, thischapter:
* describes some of the key the market conditions and
barriersthat restrict making energy efficiency anattractive
investment

* identifiesfinancing Sructuresthat are gpplicableto energy
efficency investments

e recommends financing strategies for all stakeholders
attempting toincreaseenergy efficiency financing.

There are generally two types of stakeholdersinterestedin  Figure8.1: Financing energy efficiency
financing energy efficiency: thosewho view energy efficiency projects often requires the energy champion to
financing froma“ macro” perspective (i.e., governments,non-  think of novel ways of finding investor.
governmental organizations, and bilatera donor agencies) and thosewhoview itfroma“micro” perspective
(i.e., energy end-users, equipment and service providers, and financia ingtitutions).

Some stakeholders such as utilities and multilateral devel opment banks act as both micro and macro
players. Much can be gained by stakehol ders understanding both perspectives. The emphasis of this
Chapter ison devel oping countries and emerging market nations. Although market and financing barriers
clearly exist inthese countries, the potentia for energy efficiency isgreet. Electric and thermal energy end-
uses are emphasi zed, because thisiswhere some of the most serious barriersto financing exist and the
need for devel oping financing strategiesin these sectorsiscritical.

1. Approach

To compilethischapter an extensve Internet based search of international public and privatewebsiteswas
carried out, publications and conference noteswerereviewed (general government guidelines, journals,
policy statements, technical notes, case studies, governmental acts and white papers) and someindustry
experts were interviewed. However, this Chapter is predominately a summary from two sources of
information that were found to be the most comprehensive and accurate from all the research compl eted,
asdescribed below.

» A77pagereport for the United States Agency for International Development 1996 “ Business Focus
Series. Straegiesfor Financing Energy Efficiency”, prepared for the USA Officeof Energy Environment
and Technology, by Hagler Bailly Consulting, Inc.

* TheUS Officeof Energy Efficiency and Renewable Energy (EERE) web site that provides useful
linksto energy efficiency and renewable energy financing resourcesinthe USA and oversess.
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2. Market Fundamentals

Before capital for energy efficiency investments can be secured, markets must be devel oped, projects
identified, partners sel ected, engineering and economic analyses conducted, and the decisionto invest
made. However, dl of theseactionshinge on the ability to obtain financing. Wherethe market fundamentals
arenot strong, thelikelihood of obtaining financing will not be high. A strategy that never loses sight of
fundamental s- favourable market conditions, motivated stakeholders, and compelling economics- isthe
best onefor obtai ning much-needed financing for energy efficiency projects.

Thefour types of market conditionswhich havethe strongest influence on energy efficiency investments
arediscussed inthefollowing sections:

Market Opportunities

In each country, market opportunitieswill differ in termsof the technol ogiesdemanded (lighting, motors,
cogeneration etc.) and thetypesof investments (retrofit, new construction, services). Most investmentsin
energy efficiency involvetheingalation of new systemsor technologiesor theretrofit of existing equipment,
either through adirect investment by an end-user or through the provision of energy servicesby athird
party. Retrofit marketsfor energy efficiency technologiesexist in most countries. Estimates of the current
market sizefor energy efficiency productsand servicesvary across sectors, technologies and countries,
making it difficult to accurately valuethetota market. Market Sze estimatesby region show that thelargest
marketsarein the United States and Canada (40%), followed by OECD Europe, Asia, Eastern Europe,
South Americaand Mexico, and the Middle East and Africa. Non-OECD markets are estimated to be
25% of the current market. Overall, market growth worldwideis expected to be amodest 6% annually
through the year 2015 based on the market constraintsthat continue to exist. However, in developing
countries, growthisanticipated to be morethan twice ashigh (10% per year) than growth inindustriaized
countries (4% per year).

Because no single market structure encompasses all energy efficiency products or services, market
opportunitieswill vary among countries. | dentifying market opportunitiesthat lend themsdavesto financing
isachallengefor energy efficiency because of the complex market structure and the barriersthat exist.
Namely the market consists of adiverse group of finished goods, components, engineered systems and
energy service companiesthat provideengineering, project management, finance, and software devel opment
expertiseto deliver savingsto energy users. Theindustry encompasses both end-use and supply-side
gpplications. Didtribution channelsvary widely, both by product/service and by country. Energy efficiency
projectsmay vary from afew hundred dollarsfor steam trapsto thousands of dollarsfor motor retrofits,
andto severd million dollarsfor cogeneration systemsand more extensveindustrial system retrofits.

Thisisimportant for two reasons.
* afinancing strategy that isapplicableto aproject of high vaue may have no gpplication for the purchase
of aninexpensve, individua technology
* thefixed transaction costs associated with small projectsare high relative to total cost, negatively
impacting aproject’ seconomics.

Energy Sector Conditions

Energy prices, industry structure, and power avail ability arethethree most important energy sector conditions
driving energy efficiency investments. Low energy pricesgiveriseto excessive demand for energy. By
raising energy prices, thereturn on an energy efficiency investment risesproportionately.

Ownership, regulatory environment, and market competition are key determinantsof theindustry structure.

In countrieswith limited power availability and that experience power shortages, energy efficiency may
provideadditional financia and economic benefits.
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Host Government Policies

Government policiesthat support investment in energy efficiency can make animportant differencein the
level of theseinvestments. Governments stimul ate energy conservation through regulation, incentive
structures, and specific programs. Such policiesare pursued for the societal benefitsthat improved energy
efficiency can bring: minimization of power shortages, decreased environmental degradation and overall
economic efficiency.

Economic and Business Conditions

The most important economic and business conditions affecting the attractiveness of energy efficiency
investments are economic reforms, the level of capital market development, availability and ratesfor
conversion of local currency into foreign exchange, theingtitutional and legal framework for investments,
and internal corporate barriers.

3. Motivated Stakeholders

Thekey entitiesat themicro-leve include energy end-users, energy suppliers(utilities), financid inditutions,
banks, and energy-related services or equipment providers. Macro-level stakeholders include host
government entities(e.g., national energy agencies, regulatory commissions, energy conservation centres),
multilateral devel opment banksor other donor/bilatera ad agencies, and non-governmental organizations
and associations. In someinstances macro-level entities are partiesto energy efficiency projects, thus
acting at themicroleve.

Likewise, energy suppliers, utilitiesand multilateral development banksare sometimes macro players. One
chalengeisto coordinate, and in someinstances, mergethe diverse motivations of stakeholders. Thisis
especidly truein the case of energy efficiency projectswherethe economicincentivesareinsufficient to
inducethe private sector to act. Inthe many cases presented throughout this Chapter, public sector entities
played acritical rolein either developing the project or providing financia support; most of the programs
havereceived sometype of financial support from amacro player.

4. Compdlling Economics

Energy efficiency investments must provide acceptabl e returnsfor those who are making theinvestment.
The payback period isthe measure most often used when eval uating the returns on energy efficiency
projectsasisnet present value (NPV), internal rate of return (IRR) and annualized life cycle costs. The
allocation of risksamong the partiesiscentral to thedecison toinvest and the avail ablefinancing options.
Theamount and nature of risksthat aparty isasked to bear determinesthe party’ srequired return.

5. Barriersto Energy Efficiency Investments
Thefact that huge potentiasfor energy efficiency improvementsexist but remain unused obvioudy indicates
that there are barriersto theimplementation of such measures.

Themain barriersarethefollowing:
* Pay-back period criterion
Subsidized energy prices
Capital availahility, capital costs, uncertainty and risks
Information, transaction costsand limitationsin accessto foreign currency
Possibledisruption of production and therelated “ transition costs’
Unstable economy with highinflation and unstable exchangerates and taxation
Lack of skilled personnel or energy managers
“Invighility” of theimpactsof energy efficiency measures
Generd aversion of perceived risks
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B. Financing Options

1. Commercial Sourcesof Finance

Commercial financid institutions represent an important source of untapped fundsfor energy efficiency
projects; nearly half of al capital market activity worldwidein al sectorsinvolvescommercia loansand
leasing.

Commercid sourcesof financing may beobtained for new invesmentsaswell asenergy efficiency retrofits.
Commercid financing sourcesinclude:

1 Leassng
Leasing givesthelesseeuse of theproject inreturn for regular paymentsto thelessor, who remainsthe
legal owner. Leasing hasprovento be particularly adaptableto energy efficiency projects.

2 Third Party Financing or Performance Contracting
Often adeveloper or company does not have both the technical and thefinancia meansto implement
aproject. Inthiscase, recourseto athird party, usually intheform of an Energy Service Company
(ESCO), may be appropriate. The ESCO providesthe meansand skillsto finance, install, operate
and maintainaproject, andisusualy financed directly from the energy savingsor the energy generated
by it. Thus, no up-front capital isrequired by the devel oper.

3 Project Financing
Whereby bank loans are secured largely against future cash flowsrather than just the physical assets
of the project.

4 Personal Reserves
On-balance sheet, whereby the costs of the project are met from the cash reserves of anindividual or
asmdl company.

5 Joint Venture
Many smaller energy project devel opers do not have the reservesto finance projects using the on-
bal ance sheet route, or thetime and skillsto set up alimited recourse project-financing package. In
this case, co-devel opment (joint venture) with astronger partner ableto raisethe necessary finance
(perhapsan dectricity utility) may besuitable.

6 Funds
Occasondly, recourseto penson funds, ethica/” green” investment funds, loca community/co-operative
support etc. may be possible, athough these schemes are not common and therewill be an e ement of
competitionfor thelimited fundsavailable.

7 Vendor Financing/ Corporate Financing
Theinvolvement of privateinvestorswho accept al therisk from anew project on their bal ance sheet
maly also be apossible financing route. Investors could include large corporates, investment banks
andindtitutiond investorsetc.

8 Venture, Seed and Development Capital
Certain projects may beattractiveto the venture, seed and devel opment capital industry, although the
nature of thereturn expected and theinvestment criteriaused may not be suitablefor energy efficiency
projects.
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Locd Financid Indtitutions

The most important sourcesof commercia financing for energy efficiency investmentsarelocal financia
ingtitutions: commercia banks, non-bank financid indtitutions such asleas ng companies, and government-
and privately-owned devel opment banksthat lend to commercia enterprises.

Sincemany energy efficiency investmentsaresmal (under $1 million), local financid inditutionsplay avery
important roleasretal digtribution agents. Severd examplesof how local financid indtitutionsare successfully
acting asintermediariesfor energy efficiency projectsare described below.

India

InIndia, thendustrial Credit and Investment Corporation of India, Ltd. (ICICI) hasbeen working with
the Asian Development Bank (ADB) and the US Agency for Internationa Development for over fiveyears
to strengthen itsmanagement’ sability to support energy efficiency projectsand to act asan agent bank for
ADB inthe development and commercialization of energy-efficient technologies. For example, ICICl is
financing awaste heat recovery project in the cement industry. The project hasatota power capacity of
2.2MW at acost of $3.5 million. Of the2.2 MW, 1.6 MW will be generated from recovered heat.

Poland

In Poland, Landis & Gyr isin thefinal stages of obtaining
commercia bank financing with the support of EBRD for a
digtrict heating project in atown with apopul ation of 38,000,
of whom 20,000 are connected to district heat. The project
will upgradeboilersand heat exchangers, inddl afull metering
system, and shut down polluting loca boilers. Theefficiency
gained will alow afurther 8,000 consumersto be connected
tothesystem, generating additiona revenues, which will repay
the financing. The atmosphere of the town will benefit by
subgtantial reductionsin CO,, SO, and NO, emissions. The
constructionwill take about 18 monthsand the benefitswill
accrueover gpproximately 8 years. Thefinancing, structured
for thistimeframe, issourced from commercial banks, with
support fromtheindugtrid partnersand EBRD. Landis& Gyr
has stated that “the management time committed to this project Figure8.2: In Case Study _71, arevolving fund
was not proportional to the commercial benefits, but was provefotrﬂotfnaneﬁf;&“é?iscﬁr;egy for
consdered judtified in an early stage of market devel opment”. P 9 ey R4

Hungary
In Hungary, the Energy Savings Office of theMagyar Hitel Bank has been making energy efficiency loans
since 1987 with funding from the German “coal aid” fund (see Case Study 72.)

Thailand

In Thailand, the Energy Conservation Promotion Act (the Act) was approved by the Government of
Thailandin March 1992 with mandatesto promote energy conservation and energy conservation investment
infactoriesand buildings. The Act isseen asinnovative asit blendsincentiveswith mandatory regulations
to facilitate the implementation of mandated energy-efficiency measures.

Nationd policiesand programmesfor the promotion of investmentsin energy efficiency in countrieswith

economies in transition (EITs) like Kazakhstan, Kyrgyzstan and Tajikistan can be found at http://
www.unescap.org/enrd/energy/finance.
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In each of the examplesmentioned, alocal commercia financia institution wasresponsiblefor playing a
different and important rolein delivering financing for energy efficiency. A mgor barrier to increasing the
use of commercial sources of financing for energy efficiency financing is posed by weak end-user
creditworthiness. Theend-user isthe primary payor on most financing for energy efficiency investments.
Even where performance contracts are used so that payments are based on measured savings, the end-
user creditismaterial. Unlike power projects, which generate energy salesrevenues, energy efficiency
projectsgenerate astream of savings. Theability to securefinancing still derivesfrom an end-user’ sability
and willingnessto pay. End-user credit can pose challenges of accessto capital and transactions costs.
Strategiesto manage end-use credit risk must address both of theseissues.

2. Leasing
Leasingisanimportant financing structurethat iscomparableto borrowing money. It allowstheuser of a
leased asset (thelessee) to avoid using capital up-front to acquiretheasset. A typical structurefor leasing
equipment isthefinance lease, also referred to asa“ capital lease” or instalment purchase agreement.
Under afinancelease, repaymentsfor up to 100% of the equipment and/or project costs are spread out
over theleaseterm. Thelessee usually hasan option to taketitle to the equipment at the end of theterm.
Therearemany advantagesto leasing:
* thelessee srequirementsfor initial cash areminima or none
* theleasemay bedtructured so that cost savingswill begrester than thelease payments, thusgenerating
apositive cashflow for thelessee
* |ease contracts can be structured flexibly to be combined with other financing sourcesor to provide up
to 100% of thetotal financing

Leasing can be used to finance virtually al types of energy efficiency equipment over thefull range of
project Sizesthat energy efficiency presentsin various sectors, from largeindustria projects such as heat
recovery or cogeneration, to small, mass-market programs such as compact florescent lighting or power
factor correction capacitor installations. Leasing can be used for residential appliances, building control
systems, or HVAC systems. Despite growth in lease financing, leasing remains largely untapped asa
source of financing for energy efficiency projects, particularly in the developing world. But thisislikely to
change.

Thereareat |east four reasonsfor pursuing leasefinancing for energy efficiency transactionsand programs.
Thefirgt isthat leasefinancing isauseful financial mechanism for accommodating the credit issuesrelated
to smaller-sizeinvestments and small businesses. Second, |ease-financing structures can beincluded as
part of energy efficiency programsinvolving other players, such asenergy service companies, vendors, or
eectricutilities. Third, leasefinancing representsapotentialy large source of funding. Fourth, leasefinancing
structures are being used successfully for energy efficiency inthe US and existing model scan bereplicated
or adapted to other countries.

Today, such companies asdetailed bel ow aggressively market | ease-financing servicesfor energy efficiency
equipment. US energy efficiency companies often useleasing to sdll their equipment and turnkey project
sarvicesbothinthe US and internationally.

3. Third Party Financing

Third Party Financing (European term) or Performance Contracting (USterm) isfrequently employedin
thefinancing of energy efficiency projects. It hasbeen widdy used inthe USand Europe, but isrelatively
new in devel oping countries and emerging market economies. In Third Party Financing, an end-user (such
asanindustry, ingtitution, or utility), seeking toimproveitsenergy efficiency, contractswith an energy
service company (ESCO) for energy efficiency services and financing. Several contract and financing
structures can be used and are described in this Chapter.
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Energy efficiency projectsgenerateincrementa cost savingsas opposed to incremental revenuesfromthe
saleof outputs. Theenergy cost savings can beturned into incremental cash flowsto thelender or ESCO
based on the commitment of the energy user (and in some cases, a utility) to pay for the savings. The
essence of Third Party Financing isthat some part of the contract isbased onthe ESCO’ s performancein
achieving energy savings. Contracting based on performance does not necessarily haveto be undertaken
by an ESCO, but in practice, ESCOs have been the pioneersand major usersof Third Party Financing for
energy efficiency projects. Third Party Financing represents one of thewaysto address severd of themost
frequently mentioned barrierstoinvestment. Third Party Financing through an ESCO trandfersthetechnol ogy
and management risksaway from theend-user to the ESCO. For energy usersreluctant toinvest in energy
effidency, aperformance contract can beapowerful incentivetoimplement aproject. Third Party Financing
also minimizes or eliminatesthe up-front cash outlay required by the end-user. Paymentsare made over
timeastheenergy savingsarerealized.

Effortsto apply the ESCO modd of Third Party Financing in developing countriesare il relatively new
and perhapsit istoo soon to predict thismodel’ slong-term applicability and replicability. Over the short
term, theresults have been mixed. Several companies have committed to investments only to pull out of
them at alater date. Other ESCOs have conducted initial business devel opment and concluded that the
devel opment costsweretoo high, thefinancing unavailable, or the risks unmanageable. Some companies
have been successful and have executed multiple performance contracts.

Two examplesare EPSin the Czech Republic and Intescoin India; both are USESCOs operating overseas
withjoint venture partners. A description of oneof EPS' projectsusing Third Party Financing inthe Czech
Republicisdescribed in Case Study 39.

One hypothesisfor why the success stories are few isthe mismatch between the skill mix and resources of
US ESCOs and the requirements of doing businessin devel oping countries and emerging economies.
Many US ESCOs are small and medium-sized business with relatively short track records operating
outside of the United States, and as small businesses, many of them lack thefinancial resourcesto sustain
high market-entry costs. Another reason that Third Party Financing isnot widespread outside of afew
countriesisthat the fundamenta conceptsbehind Third Party Financing are new and will taketimetolearn.
Inaddition, most of thetime, the contracts need to be adapted to conform with country’ slegal requirements.

TheRoleof Energy Service Companies

ESCOs havelong been active participantsin the US market for energy efficiency by acting asboth project
developers and marketers. However, US ESCOs have only begun to undertake business devel opment
activitiesin emerging market countriesinthelast severd years. ESCOshaveidentified thelack of financing,
especidly for termsof 5to 10 years, asamajor barrier to implementing projects outside the United States.
They area sofinding that the sales, marketing and project devel opment costsare quite high, duein part to
the high risk of project cancellationsand delays, and thelack of familiarity among energy userswiththe
conceptsof performance contracting.

In some cases ESCOs providefinancing for projectsfrom their own funds; however, they are generally
only ableto financetheinitia stagesof aproject. More often, the ESCO’ sroleisto arrangefinancing for
itscustomerswith leasing companies, ingtitutiona investorsand commercial banks. In doing so, ESCOs
assume certain risksfor system performance and energy savingsviaextended warranties, guarantees or
performance-based compensation arrangementswhere the end-user’ spayments areafunction of verified

energy savings.
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ESCOshave been most effectivein delivering energy efficiency servicesto larger commercid, industria
and governmental/ingtitutional end-users, and to end-userswith large and stable energy loads. Generdly if
the ESCOisto beprofitable, it must develop projectsof aminimum size. Theminimum sizewill vary, but
typically rangesfrom US $250,000 to $1 millionin total project capital costs. However, some ESCOs
have been effectiveinimplementing smal commercia, industrial and residentia projectsfor utilitieswhere
the utility has organized the market or actsasthe payor. Thisallowsthe ESCO to achieve economies of
scaein service ddivery on smal projects.

Some ESCOs market their services by undertaking projects for low-cost or no-cost (operations and
maintenance) typesof efficiency measuresthat have quick paybacks. Thisallowsthe ESCO and the end-
user to movedirectly into implementation by taking advantage of immediate energy savings opportunities
that requirelittlefinancing.

Types of Contracts Used by ESCOs
For ESCOs, projectsaretypicdly implemented using two general formsof contracting, both of whichare
performance-based:

* Performance based contracting for energy servicesonly

* Performance-based contracting for energy servicesand financing

Severd typesof performance-based contracting are commonly used: guaranteed savings, shared savings
contracts, paid-from-savings contracts, utility DSM contracts, energy/output sales agreements, and
performance |leases. The guaranteed savings contract isthe most popular type of performance-based
agreement.

Financing for Performance-Based Projects

ESCOs seeking to use performance contracting must devel op sources of debt and equity to financetheir
projects. Most ESCOsdo not have adequate credit to securefinancing for their customerswithout pledging
the project’ s assets. Therefore, most financing for projects developed by ESCOsin the US has been
guaranteed savings, wherefinancing isprovided by financid ingtitutionson acorporate financing basiswith
full recourseto the ESCO'scustomers. Sometimesfinancid ingtitutionsproviding credit to ESCO customers
receive guaranties of repayment from the ESCO or the ESCO’ sowners. Commercial banksand leasing
companiesinthe US have experiencein thistype of lending. Few banks outside of the US and Europe
have experiencewith energy services projectsinvolving ESCOs. However, where the credit risk isthat of
the customer, it is often not necessary to undertake an in-depth credit analysis of the energy services
project since thefinancing isnot anon-recourse financing.

Thisalows ESCOsand customersto devel op projectsthat are much larger than their net worth. Although
non-recoursefinancing hasimportant advantages it dsointroduces significant businessrisksinto thefinancing,
and only alimited number of ingtitutions providethistype of project financing. Structuring anon-recourse
or limited-recourse project financing for any investment isatime-intensive process, requiring extensive
eva uation and comprehens ve documentation.

An example of acrestive approach to securing adequate non-recourse financing is described in the Case
Study 73. below. A specia $30 million fund was created, Proven Alternatives Capital Corporation and
Banque Paribaswere ableto devel op projectsthat qualify for non-recourse project finance. Although
each specific project must be approved by the bank, underwriting criteriahave been established that serve
to create afaster and less costly approval process.
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4. Vendor Finance Programs

Vendor finance programsoffer aset of commercia financetechniquesthat can addresssomeof thechallenges
of energy efficiency financing. Vendor financing works best in mass-market applicationsto finance sales of
common eguipment with large numbersof end-users(e.g., industria motors, commercid lighting). Sometimes,
vendorsform their own finance companiesto serve these purposes.

A vendor finance programisa programmiatic rel ationshi p between an equipment marketer (the“vendor”)
and afinancia servicescompany to providefinancing at the point of sale. An equipment marketer may be
the manufacturer, but may aso beadistributor or retailer. The vendor becomesthe motivated stakehol der
behind the marketing effort, marketing financing in conjunction with equipment. The vendor assumesthe
responsbility for documentation and other administrativetasks, and sharesin transaction costs. Thevendor
isalsothe” aggregator” of capital demand. Thevendor may provide certain credit enhancementsand, if
sufficient numbers of transactionsare pooled, credit can be eval uated based on the portfolio asawhole,
saving in transaction costs and alowing credit to be extended to more end-users.

The Vendor/Financier Agreement

Thegoa sof the vendor/financier agreement areto create acreditworthy program, enhance the security
structureto alow credit to be extended to more customers, manage transaction costs, and createavolume
of businessfor thefinancier. Obvioudy, the devel opment of vendor financing requiresthe participation of a
motivated vendor.

The Vendor/Customer Agreement

A key objective of the agreement between the vendor and the customer isto achieve an attractivefinancial
arrangement for the customer. Thisisusualy accomplished by achieving apositive cashflow for the customer,
i.e, thesavingsresulting from the project will be gregter than the finance paymentsand incrementa project
operating costs. A primary technique used to achieve a positive cashflow isto lengthen thefinance terms:
financing termsof threeto seven yearsare most common, athough termsof uptotenyearsareneededin
some cases. |n someemerging market countries, financing beyond athree-year termisunavailablefor any

purpose.

A good exampleof the use of vendor financing for energy efficiency isin Mexico in connection with apilot
industrial motors project implemented by the Fideicomiso de Apoyo a Programade Ahorro de Energia
del Sector Electrico (FIDE), aportion of thefinancing for the purchase and instalation of the motorswill
comefrom Genera Electric, themotors manufacturer. See Case Study 74.

Useof Trade Financein Vendor Finance Programs

Many countriesdo not manufactureimportant energy efficiency equipment (e.g., heat exchangers, high-
efficiency boilers, heat distribution controls, steam optimization technologies, air conditioner and chiller
equipment, low-energy lampsand reflectors, advanced motorsand drives) and mustimport al or some of
the equipment to meet their needs. Tradein services (design engineering, management or technica services)
may also bedesired.

Imported equipment and servicesaretraditionally financed using trade finance mechanismsor through a
competitive bidding processtied to amultilateral devel opment bank loan. Theseindividua procurements
of goods and servicesrequire vendorsto have accessto trade financing mechanisms such as | etters of
credit confirmed through the commercial banking sector, medium and long-term buyer’ s credits, trade
insurance policies and relationshipswith financial intermediariesthat work alongside commercial banks
and export credit agencies.
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Developed countries’ export credit agenciescan play arolein energy efficiency financing, especialy in
connection with vendor programs. Programsexist to provide vendor and equipment financefor projectsin
arange of sizes. For example, the Export-lmport Bank of the United States offers credit insurance for
terms of between 180 daysand 7 years, and medium- and long-term loans and guaranteesfor terms of up
to 10 years. Thebank’ scredit guarantee facilities programisamedium-term line of credit extended by a
bank in the United Statesto aforeign bank. Theline of credit isguaranteed by Ex-Im Bank. Thismay be
asuitable vehiclefor vendor financing programs. The bank already offers some specia programsfor
environmental goods and services, and energy efficiency fallsinto thisgroup. Under these programsthe
maxi mum repayment termsallowed under OECD consensus guidelines can be extended.

5. Utility Finance Programs

Utilitiescan play avery powerful roleinfinancing energy efficiency projects. In many countries, utilities
haveimplemented or are cons dering implementing demand-s de management (DSM) programs. Demand-
s de management programsare utility activitiesthat encourage customersto modify their electricity or gas
consumption with respect to both thetiming and level of eectricity or gas demand. Financing may bea
feature of DSM programs. Utilitiesin the United States and Canada have had DSM programsin place
sncethelate 1970s. Table 8.1 showsthetypesof activitiesincluded intypical DSM programs.

Sector Program

Industrial Time-of-use tariffs

Interruptible and curtailable tariffs

Motor efficiency

Variable speed drive programs

Commercial Ventilation and air conditioning efficiency programs
Lighting efficiency

Residential Refrigerator efficiency

Lighting efficiency

Table8.1: Typicd DSM programs

Utility Incentivesto Promote Energy Efficiency

Asaprecondition to undertaking an energy efficiency/DSM financing program, the utility must havean
incentiveto save energy. Thisincentive may be provided or enhanced by regulation, but must haveasound
economic basis. Although there may be societal gainsasaresult of end-use efficiency efforts, financia
incentives provide the clearest and strongest motivation for autility’ s management to continually pursue
energy efficiency asaresource.

Many utilities efficiency effortsare undertaken primarily on the supply side (the reduction of transmission
and distribution losses, for example). Such effortstrand ateinto additional revenuefor theutility. Financia
incentivesfor energy efficiency arefrequently lesstransparent or are negative. Although end-users benefit
from energy efficiency projectsthrough reduced energy billsor lower energy costs, the utility frequently
redlizes|ower unit salesand revenuesfrom that customer, thusproviding afinancid disincentiveto promote
end-useefficiency. Thus, the utility must realize benefitsfrom end-use energy efficiency e sewhereinits
system or be compensated for itslost revenue.

The extent of autility’ smotivation isoften afunction of itsoperating environment. For many utilitiesin
developing countries, thereis ashortage of power capacity; thisisthe casein India, China, Columbia,
Thailand, Brazil and other nations. Inthese circumstances, autility hasan economic motivation to promote
energy efficiency to reduceor avoid capital costsfor new generation and/or transmission and distribution
capacity. Demand-side management through end-use energy efficiency can be an effective meansfor
delaying capital expendituresfor severd years.
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Anather condition common in devel oping countriesand emerging market economiesisthecross-subsidization
of utility tariffs, where certain customer classes(typicaly residentid, agricultura, or municipal customers)
pay ratesthat are below the utility’ s cost of service. Inthiscase, the utility hasafinancial incentiveto
promote and invest in end-use energy efficiency for these classesasaway to reducelossesand tofreeup
power that can be sold elsawhere, sometimesat ahigher tariff, thereby increasing revenues. For example,
inIndia, agricultural end-usersreceive subsidized ratesfor eectricity.

The State Electricity Board and the State Government share in the cost of the subsidy, and both are
motivated to increase efficiency. Many nations are a so undergoing power sector restructuring, breaking
up generation, transmission and distribution functions among separate companies and alowing open retail
access. Inthistypeof competitive environment, the utility’ sprovision of value-added efficiency and financing
services can be part of acustomer retention strategy.

Theprovision of energy efficiency/DSM or financid servicesmay aso condtituteanew utility profit centre.
The sale of power can be combined with the delivery of end-use equipment and efficiency services.
Energy efficiency a so becomesavehicleto meet thegrowth in demand for energy services. Inthefuture,
the utility may obtain benefitsviapollution reductionsor Joint Implementation greenhouse gasemissons
credits.

Utility Rolesin Financing Energy Efficiency
Theutility can assumefour rolesin financing energy efficiency: facilitator, collection agent, financid services
provider, or payor/buyer.

Theserolesare outlined below:
* Facilitator
Acting to organisethe market for stakeholders
* Collection Agent
Method of aggregating capital demand and addressing crediit risk
* Financial ServiceProvider
Theutility isavehicleto accessfinancing for itscustomers
* Payor/Buyer
Direct payment (rebates) and credit support
Organizer and informer of the energy end-user
Billing and collection of finance payments
* Project implementor
Procurer of efficient productsand services
Conductor of energy efficient procurementsfor customers
Financia serviceprovider
Purchaser of efficiency resources
Simulating theinterest of financid indtitutions
L owering transaction costs by pooling anumber of energy efficiency projects

Utility Design Consderationsfor the Financing Program

Utilitiesthat want to promote energy efficiency must a so consider how customerswill finance projects.
Customersmay be capital-constrained, or they may have higher prioritiesfor using their capital. Providing
or arranging financing may thusbe essentid for autility to achieveitsefficiency implementation goas. The
genera themesof program designincludeassuring that the programisattractive and marketableto cusomers,
that serviceswill bedelivered effectively, that appropriateroleswill be assumed by third-party contractors,
and that utility costs are measured against the val ue of energy efficiency and DSM goals.
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6. The Profitability of Energy Efficiency Upgrades

Application of the 10 energy efficiency measures described below in atypica homeyields nearly US$600
inannual bill savings, and animpressive 16% overall return oninvestment. Thediagram below providesa
representative view of the high profitability of energy efficiency upgrades. Notethat the home eval uated
hereislocated in an average US climate and has a heat pump, electric water heater, clothes washer,
clothesdryer, and dishwasher. By adjusting the figuresbel ow by using foreign exchangerate and domestic
buying power and other domestic economic assumptions, one can make comparisonswith devel oping
countries.

Purchase Annual Simple Rate of

Upgrade Price  Savings Payback Return

Fluorescent

Lamps & $200 $80 2.5yrs 41%
Fixtures
Duct Sealing $250 $95 2.6 yrs 41%
EnergyStar 0
Clothes Washer $194 $66 2.9yrs 37%
EnergyStar
Programmable $107 $29 3.7yrs 30%
Thermostat
Water Heater 0
Tank Wrap (R12) $85 $23 3.7yrs 28%
EnergyStar 9
Refridgerator $o7 $23 4.2 yrs 27%
EnergyStar 0
Heat Pump $692 $126 5.5yrs 19%
EnergyStar 0
Dishwasher $29 $5 5.5yrs 18%
Air Sealing (0.5 g5, $38  137yrs 9%

changes / hour)

Increase wall and
roof insulation

$1784 $111 16.1 yrs 8%

Total $3960 $597 6.6 yrs 16%
Total Bill
Savings as % of 36%

Baseline Bill*

Table8.2: Potentia energy savingsfor homes.

NOTES:

Assumes typical house with air-source heat pump, electric water heating, clothes washer, clothes dryer, dishwasher. Purchase
prices and annual bill savings for efficiency measures are in nominal 1997 dollars. The rate of return assumes 3% annual inflation
in residential electricity prices. After-tax rates of return assume a 28% marginal income tax rate.

Purchase price of clothes washer, dishwasher, thermostat, and heat pump measures is incremental to the price of existing “NAECA”
appliance standards. All other prices reflect the full cost of the measure, including installation.

2 Bill savings assume average electricity cost of 8.8¢ per kilowatt-hour. Bill savings of equipment measures are relative to a NAECA
standard unit.

3 Heating and cooling consumption values are from LBNL energy modelling using DOE-2; other end-use consumptions are from the

US Department of Energy’s Residential Energy Consumption Survey (RECS).

The example cost-effectively surpasses the 30% savingstarget for existing homes under PATH (The
Partnership for Advancing Technology in Housing). Infact, al of these measuresyield ahigher returnon
investment than an ordinary bank account, and most are as or even more profitable than the stock market
has been in recent years! The efficiency savings shown above include the effect of incometaxes. This
makesthe savingseven moreattractive, becauseyou can keep al themoney you save onyour energy bills,
but haveto pay hefty taxeson most ordinary investment income.
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7. Special Purpose Funds— Grants, Loans, Funds

Thehistory of using specid-purpose fundsasaway to promote energy efficiency projectsisamixed one.
Thereare exampleswhere such funds have been very successful, and have been auseful tool in conjunction
with program and project development. But in general, the creation of special-purposefundsfor private
sector energy efficiency investments has not been successful in instanceswhere market opportunitiesare
absent (many successtul fundswereableto offer bel ow market-ratefinancing). Thekey isproperly structuring
thesefundsbefore they areimplemented and then ensuring that they are utilized. To the extent that specid-
purpose funds are expected to earn areturn, itisalso critical that they be used within acertain period of
time, usudly severd yearsor less.

Typesof Specia Purpose Funds

In the broadest sense, special-purpose funds are moniesthat are directed and limited to aspecific use,
country, region, sector, or type of investment. Many different types of fundsexist and the term “fund”
encompassesvariousfinancid structures.

Any of thetypes of funds described bel ow can be used for energy efficiency:

Restricted Accounts
Fully-funded trust or account restricted to specific purposesand administered by an agency or financia
ingtitution, usualy under an agreemen.

* Lineof Credit
Thisisadedicated lineof credit at acommercia or development bank, or government agency, that is
made available on acommitment basis, but isreturned if not used.

* Revolving L oan Fund
Thisfundisstructured to become self-sustaining after thefund' sinitial capitalization.

* Investment Fund
Thisfund can be closed-end, open-ended, capitalized with equity, or leveraged with equity and debt.
Its main purpose is to obtain an acceptable return for its investors/owners, although multiple
developmental objectives often may be achieved.

e Guaranty Fund
Thisisan aggregation of commitmentsto cover the obligationsof other parties, usually guaranties of
loans.

* Component of a Broader-Pur pose Fund
Energy efficiency funds have been coupled with fundsfor environmental improvements, industrial
productivity, municipal housing, renewableenergy, or an al-energy fund.

* Tax-, Contractual, or Legal-driven Fund
A fund can be structured asthe most practical way to channd fundsto aparticular recipient, for legal,
contractual or tax reasons.

* Blocked Funds
Theseare sometimes set asde asaway to limit lossesand recover monies spent. For example, where
investors or governmentsfind themsel vesin possession of fundsininconvertible currencies, they may
establishafund to re-invest thelocal currency in projectsthat will eventually allow thefundsto be
recovered.

Depending on the structure of the fund, recipientsreceive grants, loans (interest-free, subsidized, or at
market rates), equity, debt (term, convertible, subordinated), guaranties, or any combination of the above.
Governmentsoften capitalize thesefundswith tax receipts, surchargesor user charges (pollution charges),
or penalties. Non-profit organizations may capitalize fundswith voluntary contributions or membership
fees.
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Applicationto Energy Efficiency

Organizationsfindit useful to devel op specid-purposefundsfor avariety of reasons. Government agencies
devel op these fundsto further such policy objectivesasenvironmenta improvement, productivity gains,
energy conservation, and energy security. Multilateral devel opment banks often commit to specia-purpose
fundsasaway toretail their fundsand reach multiple smaller borrowers, aswell asto further devel opment
objectives, such ascapita market development. Individua and ingtitutiona investorsfind thesefundsto be
auseful mechanismfor diversfying their portfoliosand for meeting their investment obj ectives. Equipment
manufacturers, utilities, and energy service companies may find such fundsto be auseful component of
their marketing programs.

The stakeholdersmost likely to participate in specia-purpose energy efficiency funds and the types of
fundsthey might creste are shownin Table 7 below. Asthistableindicates, nearly any stakeholder can be
involved in the devel opment, financing or administration of aspecial-purpose energy efficiency fund.
Multilateral development banks, foreign assstance agenciessuch asUSAID, and loca government agencies
have had the most experiencewith energy efficiency funds.

Multilateral Development Banks
Restricted accounts, line of credit, revolving fund, guaranty fund, small and medium-size enterprise funds

World Bank http:/Mmww.worldbank.org
EBRD http://iwww.ebrd.com/
ADB http://Amww.adb.org/
Inter-American DB http://iwww.iadb.org/
African DB http://iwww.afdb.org/

Foreign Assistance Agencies
Guaranty fund, credit enhancement, seed capital for investment fund, grants, and subsidized loan funds

USAID http://Amww.usaid.gov/
ODA http://www.mofa.go.jp/policy/oda/
CIDA http://iwww.acdi-cida.gc.ca/index.htm

Investment Finance Agencies
Investment fund, guaranty fund, insurance fund, all-energy regional funds

IFC http://www.ifc.org/

Ic http://iic.nic.in/

OPIC http://www.opic.gov/

KFW http:/Mmww.kfw.de/EN/inhalt.jsp

Export Credit Agencies
Lines of credits

USEXIM http://www.exim.gov/

JEXIM http://www.foejapan.org/en/aid/jbicOl/jexim_cmt.html
EDC http://lwww.edc.ca/

COFACE http://www.coface.fr/anglais/indexe.htm

ECGD http://iwww.ecgd.gov.uk/

Private Sector

Investment funds, grant funds, revolving funds
Foundationsinstitutional investorsindividuals
Complete web source in the relevant country

Table8.3: Likely foreign organizations/ participantsfor energy efficiency funds and the type of fund.
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Governments

Subsidized loan funds, grant fund, revolving loan funds, credit lines, restricted accounts
Environment agencies

Energy agencies

Municipalities

Development Banks

Complete web source in the relevant country

Utilities

Still early stages of development in developing countries
Electric utilities

District heating utilities

Water utilities

Complete web source in the relevant country

Private Sector

Leasing fund, lines of credit, revolving funds, investment funds.
Equipmentvendors

Commercial banks

Industry associations

Foundations

Complete web source in the relevant country

Table8.4: Likely local organizations/ participantsfor energy efficiency funds

Multilateral Financid Agencies

Sincethe 1992 UNCED Conferencein Rio de Janeiro, lending for environmental purposeshasgained a
high priority. Today, al major multilateral agenciesareincorporating environmental considerationintheir
programmes. Although the share of financia assistancefrom theingtitutionsisnot asbig asbilateral aid or
private sector investment, they can play apivota rolein promoting international cooperationinthe new
emerging mechanism. Multilateral financing agreements can promote modelsfor private sector cooperation
infinancing of energy efficiency invesments.

World Bank

TheWorld Bank hasincreased itssharein energy efficiency financing, including Activities Implemented
Jointly (AlJ) activities, co-financing operationswith the Globa Environmenta Facility (GEF) and through
encouraging client countriesto improve energy efficiency under its* country-policy dialogue’. TheWorld
Bank group also assists projectsindirectly through the cooperation with relevant co-financers. Asmajor
implementation agency of the Global Environmental Facility, the World Bank hasa so mobilized private
capital and bilateral cofinancing for the GEF funded renewabl e energy and energy efficiency projects.

During recent years, the World Bank hasinitiated new, innovative programmesfor supporting energy
efficiency projects. The objective of Prototype Carbon Fund (PCF) isto supply high quality carbon
offsetstoindudtrialized countriesthroughinvestimentsin emiss onsreduction activitiesin devel oping countries
and economiesin trangition at priceswhich arefair to both buyersand sellers.

Another activity of theWorld Bank isthe Joint United Nations Devel opment Programme (UNDP)/World
Bank Energy Sector Management Assi stance Programme (ESMAP) funded initiativeEner gy Efficiency
Operational Exchanges Programme. Thisis not an activity related to financial activities but can be
helpful for devel oping country hoststo share knowledge and practical lessonson energy efficiency issues.

Thenationd drategiesstudiesprogrammewaslaunchedin 1997 to asss potentia host country governments
of AlJand Jl in exploring the opportunitiesand potential benefitsand in formulating their own positions.
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With the need of an independent financia ingtitution to fund mitigation and response strategiesin digible
developing countriesand countriesin transition, UNFCCC designated the GEF asan interim financial
mechanismwith three agenciesfor implementation of projects: United Nations Devel opment Programme,
United Nations Environment Programme, the World Bank. From 1991 to mid-1999, GEF approved
grantstotaling US$706 million for 72 energy efficiency and renewable energy projectsin 45 countries.

Asan Development Bank (ADB)

The Asian Development Bank (ADB) also has undertaken several trial projectsin the areaof climate
change. Since 1995, ADB has beenimplementing the AsaL east Cost Greenhouse Gas Abatement Strategy
(ALGAYS) in 12 Asian countrieswith funding provided by UNDP. Until 1999, selected projectsin 11
countrieshave beenidentified. Thetota budget of the project wasabout 10 million dollars, of which about
8 million dollars camefrom the GEF through UNDP.

Experiencewith Speciad Purpose Energy Efficiency Funds

Thereare severa reasonswhy fundsare useful to energy efficiency projects, but not all of them apply in
every instance. Energy efficiency lending requires specialized skillsand expertisethat are not ordinarily
possessed by many financia institutions. Special Purpose funds provide extramarket development and
project preparation assi stance, aswell asacting asavehicleto finance smaller projectsand away to lower
transaction costs by replicating and standardisation.

8. Future Financing Structures

The previousfinancing options described above have discussed financing mechanisms and sources of
capital that arewell tested, if not inthefield of energy efficiency, then elsewhere. Looking forward, there
arethree conceptsthat are emerging aspotentia avenuesto finance energy efficiency investments:

Linking IPP Financing with Energy Efficiency Financing

Many devel oping countries are seeking funding for new capacity through independent power projects
(IPPs). Butinmany nationsthereisalso arolefor energy efficiency to meet rising energy demand. Linking
energy efficiency financing to an IPPfinancing can act asa” catayst” for further energy efficiency funding.

Financia Assstanceunder the United Nations Framework Convention on Climate Change

Financia assstance to devel oping countries has been one of mainissuesin theinternationa debate during
recent years. In 1992, the United Nations Framework Convention on Climate Change (UNFCCC) agreed
on the principlethat international cooperation isneeded to finance development needs. Sincethen Article
6 ActivitiesImplemented Jointly/Joint Implementation (Al JJI): Article 12: Clean Development Mechanism
(CDM) and Article 17 International Emission Trading (IET) havefinancing potentia for developing countries.
Asdetailed inthereport commissioned by the United Nations Economic and Social Commission for the
Asiaand the Pacific “ Promotion of Energy Efficiency in Industry and Financing of Investment” thereare
143 AlJ projectswhich wereimplemented in 27 host countriesand by 9 investor countrieswith atotal of
approximately 170 million tons (Mt) of emissions reduced at atotal cost of approximately US$ 640
million. See http:/Aww.unescap.org/enrd/energy/finance,

In particular, looking at the share of private sector funding in thefiguresbel ow, it would appear that there
isasurprisingly large participation of private investment (US$ 140 million), which comparesto US$46
million of publicinvestment in AlJprojects. In 2000, seven parties (Japan, Canada, Denmark, [celand,
Netherlands, Norway, Sweden, and USA) have actively supported the pilot phase of AlJand most of the
private funding wasfrom USinvestors. Schwarze (2000) considered the active participation of USprivate
sector asaresult of the US| nitiative on Joint Implementation.
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Tapping Secondary Financid Marketsfor Energy Efficiency Financing

Accessng secondary financial marketsfor energy efficiency financing isbeginning to occur in the United
States, and could beamechanismfor financing energy efficiency in other countries. The US Department of
Energy isleading the effort to create asecondary market for energy efficiency and their effortsmay be
applicableto other countriesin thefuture.

Thereareat least three applicationsthat are being pursued:
* financingfor energy efficiency building retrofits
* refinancing of utility demand-s de management investments
* securitization of utility customer credits

C. Conclusionsand Recommendations

1. Financing Strategies

Whilemost of the strategies are specificaly for financing, policy recommendations and amarket strategy
areasoincluded sincetheissues of financing, policy and marketing are closely related.

Thedgtrategiescombinetraditional and innovative approaches. Whilenearly all of thefinancing Strategies
can be pursued over the short and medium-term, it should be acknowl edged that the policy recommendations
and market strategies can takelonger to implement. Pursuing the Strategieslisted bel ow cannot guarantee
increased financing for energy efficiency. They are, however, acombination of strategiesthat haveworked

inthepast.

Funding Strategies

1 Groupsof End-Usersby Type and Locate Financing. Strategies that aggregate the market by
typeof end-user or type of investment areavaluableway to address critica issuescommon to groups
of energy consumerssuch asend-user creditworthiness, thesmall size of theinvestment, and thelack
of collateral vaue. End-userscan be aggregated by typeof ingtitution (municipaity, indudtrid, inditutiond,
or agriculturd) to take advantage of thesimilaritiesin end-user credits. Where programsand projects
can be aggregated, packaged, or bundled to reach amounts between $1 million and $50 million,
financing can be more readily obtained from local financial institutions, and where appropriate,
international financial institutions. Aggregating projects may also be auseful approach for Joint
Implementation projects.

2 Increasethe Participation of Commercial Credit Providers. Thesetraditional providersof credit
arealarge and nearly un-utilized source of credit for energy efficiency, and actions should betakento
involve them. Important sources of financing are leasing companiesand local commercial banks.
Leasing isagrowing businessin many developing countrieswhich lendsitself well to some of the
gpecificsof energy efficiency financing: large numbersof small creditsand end-user creditworthiness.
Local financia ingtitutions may not have capital to lend from their own resources, but arein agood
position to play other important rolesin energy efficiency financing.

3 Increase the Amount of Vendor Financing Available. Accessing export credit financing and
pursuing vendor-supported financing programsis another under-utilized source of financing for energy
efficiency. In some countries, vendorsarethe most “motivated” stakeholdersand arethusin the best
position to drivethefinancing. In addition, someof the energy efficiency equipment vendorsarelarge
multinational corporationswith accessto attractiveratesand innovativefinancia products. Inaddition,
export credit financing programs are often well established and operating smoothly, but to date have
limited gpplicationsto energy efficiency.
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4 Obtain Funding for ESCOs. ESCOstraditionally need accessto financing asatool to market their
services, but havefound that accessto financing isasignificant barrier in devel oping countriesand
emerging markets. ESCOsplay animportant rolein project identification, development, implementation
and evaluation. Most ESCOswork on a project-specific basis, seeking to develop aportfolio of
projects. For ESCOsto be effective, they need both debt financing for their customers, and equity
financing for their own marketing and project devel opment needs.

5 Promote Utility I nvolvement in Energy Efficiency Financing. Electric utilities can be powerful
playersin energy efficiency. Demand-side management programs can save utilitiesmoney, provide
benefits for end-users, and act asamarket pull for vendors and service companies. Utilities can
providedirect credits, subsidized credits and rebates; act as collection agentswith their customers;
and offer awidevariety of credit enhancementsfor projects. For thesereasons, involving autility inan
energy efficiency financing makes good sense wherever possible. Many utilitiesin North America
have experiencein program design and thusare good partnersto act programmetically.

6 Establish Country- and Region-Specific Energy Efficiency Funds. Special-purpose funds can
be agood strategy provided they are well structured, their usesfairly well planned, and they are
targeted to where demand isknown. Funds are agood way to access both private and public sector
sourcesof financing, aswell asto lower theoveral cost of financing. In the devel opment of special-
purposefunds, it isimportant to select a structure and management team that will ensurethefund's
utilization. Given the specidized nature of energy efficiency project evaluation, atechnical assistance
component may bedesirable.

7 Develop Innovative Financing Mechanismsfor the Future. It isnot too soon to belooking to
thefuturefor new, innovative structures and sources of financing. Threetypesof financing mechanisms
arediscussed in the body of this Chapter: emissions creditsthrough joint implementation, linking
energy efficiency financing to independent power project financing, and tapping into secondary markets
to access new sourcesof energy efficiency financing. However, these arejust three mechanismsand
therearemany more.

8 Build Management, Technical, and I nstitutional Capability. While building these capacitiesis
not directly astrategy for financing, itisoften acritical prerequisitein countrieswherethe energy
efficiency industry isnot well devel oped. Capacity building actionsthat would moredirectly support
financingindude:

* enhancing engineering capabilitiesfor energy efficiency project design and evaluation

* providing project development and loan packaging support for financid ingtitutionsand
energy conservationsagencies

* training financia indtitutionsin energy efficiency project evauation

* building the organizationa capabilitiesof government policy makers, conservation agenciesand
associtions.

9 ContinueEnergy Sector and Market Reforms. Government policiesthat support economic reforms
and growth in generd will be beneficid for energy efficiency financing. Specific energy sector reforms
and direct incentivesfor energy efficiency can have amuch moredirect impact. Theremoval of price
subsidies and the incorporation of environmental costsin energy pricesare two important policy
actions. Trade and investment liberdization hasa so proven to be helpful for energy efficiency, ashave
investment incentives. Sinceevery country isdifferent, it isnot possi bleto recommend specific reforms;
however, it isimportant to identify known market failuresand devel op policiesthat specificaly address
these market failures.
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10 Increase Market Penetration of Energy Efficiency Goods and Services. Increase the energy
efficiency component of investment in new plant and equipment. Thisisimportant in countrieswith
high economic growth where the market for new investment significantly exceedsthe market for
energy retrofits. Varioustypes of financing arelikely to be available for new investments, and the
energy efficiency component may be ableto easily obtain financing aspart of the overall purchase or
investment. Increasetheloca availability of energy efficiency productsthrough local manufacturing
and distribution. Increased product availability, after-sales service and equipment warranties, and a
reductionin foreign exchange requirementswill hel p bring about theincreased use of energy efficiency
products.

Many opportunitiesexist for stakehol dersto pursuethe strategies described above. Each stakeholder can
take concrete stepsto ensure that morefinancing is made available for energy efficiency in thefuture.
Bilateral donor agencies should take alead rolein keeping the topic of energy efficiency financing onthe
policy agenda. Local government agencies must actively support policiesthat create favourable market
conditionsand provideincentivesfor private sector devel opment of the energy efficiency market.

Multilateral development banksand dectric utilities, many of whom havelong-standing relationships, are
urged to work together to implement utility incentivesfor energy efficiency, to devel op new loansfor
energy efficiency and to find waysto leverage utility-financed programswith private sources of financing.
Lagtly, dl typesof financid ingtitutions- commercia banks, export credit agencies, international financing
agencies, and leasing companies should learn about energy efficiency investments and be encouraged to
become active participantsin the market.
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