ESCOs are recreating themselves
to explore new markets and adapt
to changing ones.

BY DAVID S. DAYTON,
CHARLES A. GOLDMAN, AND STEVEN ]. PICKLE

he process of restructuring the electricity industry continues to acceler-
ate. Over time, most expect it to lead to lower but more volatile electric
ity prices and the development of new electricity-related products and
services. For retail suppliers, both changes will require increased de-
mand-responsiveness, flexibility, market coverage, reliability, and product differ-
entiation. Thus, most participants in the retail clectricity markets have become or
are becoming energy service companies (ESCC S).

You can see this evolution in many places. A large number of electric utilities
have launched Esco divisions, made acquisitions, and offered new services. The
pace of mergers and acquisitions among EsCos themselves has quickened. In the
last two years, an increasing number of energy saving performance contractors
have been prequalified by the U.S. Departments of Energy and Defense. Member-
ship has grown in industry trade associations, such as the National Association of
Energy Services Companies (NAESCO), and professional associations, such as the As-
sociation of Energy Services Professionals and the Association of Energy Engi-
neers. Energy marketers have actively pursued opportunities beyond the meter.
And the number of third-party financiers for energy saving projects has increased.

Moreover, the structure of the ESCO market is changing as rapidly as it is grow-
ing. There are three major trends. First, independent EsCOs are declining both in
number and share of the market for energy-efficiency services. Second, retail en-
ergy service companies (RESCOS) and utility-owned FSCOs are an increasingly
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significant force in that market. Third,
performance contracting, long a hall-
mark of the ESCO industry, is losing
ground to other forms of energy ser-
vice contracts in percentage of total
revenue, except in the government
market. (Table 1 identifies firms in the
three major categories of ESC0s.)

So, what does the picture look like
and what is it becoming?

A Crowded Field

Most but not all traditional ESCO com-
panies started as independents—that
is, companies not owned by utilities or
equipment manufacturers—although
more than half have been acquired by
utilities or others. In terms of size, most
companies in this group have annual
sales of less than $100 million and de-
rive most or a substantial part of their
support from performance contracting
arrangements. Some firms (Energy In-
vestment, HEC, and Xenergy, for ex-
ample) earn more revenue from
engineering or consulting services
than from performance contracting,
but their ESCO peers still consider them
significant competitors.

Few independent ESCOs are likely to
survive electricity industry restructur-
ing. Never dominant players in the
ESCO industry, many of these firms
(CES/Way, Energy Masters, and Co-En-
ergy Group, for example) targeted
niche institutional markets or grew
through participation in utility de-
mand-side management (DSM) pro-
grams (Noresco, Sycom, Proven
Alternatives, Onsite Energy, Enersave,
and Planergy). Over the last several
years, most of these firms have been
bought by utilities or energy marketers.
For example, Energy Masters was ac-
quired by Northern States Power, CES/
Way was purchased by Energy Pacific
(now part of Sempra Energy), and
Noresco was bought by ERL The few re-
maining independent ESCOs are trying
to increase their market presence and
reach either through strategic alliances
with power or gas marketers or merg-
ers—Onsite Energy’s merger with Sy-
com is a good example. A few have
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A PARTIAL LIST OF ESCOS IN THREE CATEGORIES

Traditional ESCOs
CES/Way (acquired by Energy Pacific)
Co-Energy

Cogenex; Citizens Conservation
(acquired by Eastern Utililies)

Coneco (Boston Edisan)

Custom Energy

DMC (acquired by Honeywell)

Energy Investment (acquired by Duke)

Energy Masters
{acquired by Northern States Power)

Enersave

EPS
(majorily owned by PECO Energy, then divesled)

Financial Energy Management
HEC (acquired by Northeas! Utilities)

Noresco (formed by New England Electric System,
then independent, then acquired by ERI. Conogen,

IEC, Scallop, and Pequod also acquired by ERI.)
Onsite Energy (merged with Sycom in 1998)

Parke Induslries
(acquired by Carolina Power & Light)

Planergy

Power System Solutions

Proven Alternatives

Rose Technology (Canada)

Sycom (merged with Onsite Energy in 1998)
Tescor (Canada, acquired by Duke Energy)
Viron (acquired by York)

Xenergy (acquired by NYSEG)

Other Entities with ESCO Operations
Carrier

Enron Energy Services (acquired Bentley, others)
Honeywell

Johnson Controls

Landis & Slaefa

Marrioll

Phillips Lighting

Polsky Engineering

Service Master Energy Management

Trigen

Retail Energy Service Companies (RESCOs)
AEP Energy Services

Aflantic Energy/Delmarva—Conectiv
Baltimore Gas & Electric—Conslellation

BEC Energy—EnergyVision
(interest sold out to Williams)

Brooklyn Union Gas Energy Services
Carolina Power & Light—SRS

Central Hudson Gas & Eleclric Energy Services
Central Maine—Combined Energy
Commonwealth Edison Energy Services
ConEdison Solutions

Consumers Power—CMS Energy Services
Duke Solutions

Edison Source

Entergy Enterprises

First Energy Services

FPL Energy Services

GPU—ENCON Services

HL&P Energy Services

lllinova Energy Parlners

Kansas City Power & Light—The Conservation
Group

LG&E—Enerlech
New England Eleclric System—AllEnergy

NIPSCO/Bay State Gas—Energy USA; Savage
Engineering

Norlheast Ulilities—Selec! Energy
Pacificorp—EnergyWorks

PECO Energy—Exelon

PEPCO Services

PG&E Energy Services (was Vantus)
PSE&G—Energis Resources

Sempra Energy Solutions

Southern Development & Investment Group
TU Energy Services

Virginia Power Power—Evaniage
Wisconsin Energy Company—Wisvest
Washinglon Water Power—Avista




repositioned themselves as specialized
contractors in an attempt to find
profitable niches (in construction
management, project engineering, and
so on) and no longer act as project de-
velopers.

The second category comprises the
energy service operations of energy
marketers, equipment and controls
manufacturers, and property manage-
ment firms. Some companies in this
group are well-established perfor-
mance contractors; others are new
entrants. Although a shorter list, com-
pany revenues in this category that are
attributable to energy-efficiency or
performance contracting projects sub-
stantially exceed the total revenues of
traditional ESCOs. One distinguishing
feature of firms in this category is that
the business strategy for their ESCO op-
eration often includes broadening the
market for the equipment and services
of their respective core businesses.

Companies in the third category—
RESCOs—are a division of a utility or a
separate subsidiary and can be either
regulated or unregulated. Almost all
these companies have been formed re-

cently, typically as one element of a
utility’s strategy to retain or capture
electric load (as opposed to the older
traditional ESCOs, whose principal goal
is to earn revenue from performance
contracting). Many utilities have trans-
ferred relatively large numbers of staff
to their RESCOs (as opposed to ESCOs,
who typically draw staffing from the
private market in response to immedi-
ate revenue prospects). At present, it
appears that many RESCOs invest more
shareholder money each year than
many traditional ESCOs collect in total
annual revenue, believing that new
products and services will yield a posi-
tive return in years to come as the mar-
ket develops.

It should be noted that the distinc-
tions between traditional ESCOs and
RESCOs may well fade with time. Some
utilities maintain both an inhouse
RESCO and an acquired ESCO—Carolina
Power & Light, Energy Pacific, North-
east Utilities, and PECO Energy are
some examples. These dual structures
are unlikely to be sustained in part be-
cause companies are likely to move to-
ward closer organizational integration

Philips Lighting is part of the team making
Green Bay Packer’s Lambeau Field an Energy
Star building. (See page 12.)

of their various retail services busi-
nesses as electricity industry restruc-
turing proceeds. Moreover, utilities’
acquisition of independent ESCOs
means integrating diverse cultures,
managements, and staffs. This process
(often chaotic and painful) is still
evolving, but the infusion of traditional
ESCO capabilities and techniques has
clearly accelerated as utilities set up
unregulated companies separate from
the wires business.

It is interesting to note that the
prices paid by utilities for £SCOs reflect
very high valuations of intangible as-
sets. For example, the recent acquisi-
tions of Noresco by ErTand CES/Way by
Sempra, among others, commanded
prices well above their book value. The
valuations were probably driven by
discounted present values of future
earnings expectations, especially in the
federal performance contracting mar-
ket. Also, these high acquisition prices
imply that the cost of setting up a new
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Esco and gaining market share is even
greater—and, presumably, utilities rec-
ognize the synergistic values of £SCO
staffs, market positions, and competi-
tive skills when combined with their
supply-side capabilities. Duke Energy’s
acquisition of Energy Investment and
Tescor, Northern States Power's of En-
ergy Masters, New York State Electric &
Gas' of Xenergy, and Carolina Power &
Light’s of Parke Industries probably re-
flect a strategic purpose related to geo-
graphic coverage, market positioning,
and demonstrated skills on the other
side of the meter.

The earliest marching orders for
RESCOs were to develop services or
products even remotely related to en-
ergy—security, telecommunications,
information technology, and preven-
tive/predictive maintenance, for ex-
ample—that might help establish a
market position or retain customers in
anticipation of competition. More than
$100 million has been spent and scores
of products rolled out, although few

companies have reported on their
market penetration or revenues. Busi-
ness strategies have been character-
ized by large and frequent changes in
market focus, apparent even in press
releases but more startling when
viewed from the inside. It appears that
many RESCOs are beginning (o refocus
on services related to their core energy
business, in part due to disappointing
market response, particularly among
residential customers. Utilicorp and
pECO Energy’s decision to pull the plug
on their EnergyOne joint venture is
one example.

It remains to be seen the extent to
which RESCOs will rely on performance
contracting as a principal marketing
strategy.

Marriage, Divorce, and Cohabitation

Nearly all the energy services compa-
nies in Table 1 have been engaged in
multiple courtships, primarily with
each other. Some interactions have led
to serious negotiations and due-dili-

gence proceedings, butlawyers and in-
vestment bankers have been the only
consistent winners to date, outside of
some utilities that have acquired
rscos. Among the reasons for broken
engagements are mutual suspicions in
regard to jockeying for and capturing
the allegiance of customers. Controls
companies, utilities, and power mar-
keters all have designs on national ac-
counts and large energy users, and all
are confident that they can eventually
provide the broad array of services.
Although most formal joint ventures
involving EsCos have ended in splits-
ville, marriages in the form of acqui-
sitions have recently accelerated.
Deregulation is a key driver for these
acquisitions—increased competition
prompts utilities and marketers to seek
greater margins and a stronger cus-
tomer bond behind the meter.
Cohabitation, however, is far more
prevalent. For example, HEC (owned by
Northeast Utilities) has formed a joint
venture with Arizona Public Service. It




has also signed strategic alliance agree-
ments with a rural cooperative’s mar-
keting arm, a power marketer, and two
large international manufacturers that
want to form ESCOs in the Pacific Rim
market. Such strategic alliances have
proliferated in response Lo three de-
mands:
u the potential of selling comprehen-
sive services, in particular a one-stop
combination of energy supply and de-
mand-side services;
a the need to establish a national pres-
ence to serve national accounts cus-
tomers; and
a the need to form bidding teams that
include all the capabilities required by
poE and other federal agencies in their
performance contract solicitations.
Many such cohabitations, especially
bidding teams, are not intended to last
beyond their ad hoc purpose. The
Army, Air Force, several specific mili-
tary commands, and DOE have issued
more than 20 energy service perfor-
mance contract solicitations over the

past three years, arranged according to
geographic region, special-purpose
facilities, and specific technologies.
These have attracted between two and
thirty responses each, with awards go-
ing to a single winner up to dozen. But
few of the responses came from single
firms, even large ones—due to the
large required scopes of geography,
services, and technology, nearly all
bids were from teams of two to four or
more firms. Such associations are
claimed to be among closely related
firms working in an integrated man-
agement structure, though most asso-
ciations dissolve quickly if the bid is
lost, with the participants then form-
ing different alliances for new solicita-
tions. In one typical case, an ESCO in
the northeast found a winning strategy
in teaming with five different utilities,
three otherwise competing ESCOS, sev-
eral engineering and environmental
firms, and an energy marketer. In that
case, only one marriage, in the form of
a legal joint venture, persists. But stra-

tegic marketing alliances intended to
be quasi-permanent have survived
their ad hoc purpose in about half the
other cases.

The jury is still out on how well these
alliances will penetrate traditional and
new markets. However, some strategic
alliances ultimately should prove suc-
cessful in delivering energy-efficiency
services as part of a broader set of re-
tail energy services.

The Mainstay of Performance Contracting
Restructuring is also reshaping ESCO
markets. Historically, the institutional
sector has accounted for about 60 per-
cent of ESCO activity. More than 35
states have enacted legislation that en-
ables schools, universities, and local
and state governments to undertake
energy-efficiency investments using
performance contracting approaches.
Moreover, the market drivers that have
allowed performance contracting to
gain a foothold in these markets are
still compelling: Public and nonprofit
agencies continue to face constrained
capital budgets, aging buildings and
equipment in need of modernization,
incentives to reduce operating costs,
and lack of inhouse technical exper-
tise. (In these respects, private for-
profit agencies are increasingly in the
same boat.)

Escos have also focused on institu-
tional customers because they tend to
be stable over performance contract-
ing terms, and their facilities typically
require common energy-efficiency
technologies. With the advent of re-
structuring and the declines in utility
psyM spending, many ESCOs have made
concerted efforts to return to their
original roots and have increased their
marketing activities in the institutional
sector. RESCOs are also targeting insti-
tutional markets, further intensifying
competition.

In the gradeschool market, perfor-
mance contracting is still growing, al-

With various and specific needs, industrial
markets are hard ta crack. Alliances among
£SCOs can provide tailored responses.
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Performance contracting for schools is still
big, but as their energy managers become
savvier, contracts are for shorter terms.

beit at a slower rate than over the last
decade. Because the number of com-
petitors has increased significantly, the
market share of Escos that have his-
torically been active in this market may
well be decreasing slightly with down-
ward pressure on margins. For ex-
ample, Florida has roughly seven to
nine Escos currently active in the
schools market. As school district en-
ergy managers have grown more famil-
jar with the performance and savings
attributable to high-efficiency equip-
ment, they have become increasingly
interested in stipulating energy savings
for projects at the outset or limiting
verification activities to short-term
commissioning, rather than ongoing,
long-term measurement and verifi-
cation of savings.

In the local government market, per-
formance contracting also appears to
be growing as dozens of solicitations
have been issued and many have been
awarded to experienced EsSCOs. The
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sales cycle is typically longer compared
to school districts, projects are often
more technically complex, and local
governments, particularly larger enti-
ties, are more likely to have trained
energy managers. Several recent com-
petitions meet the criteria most ESCOs
use when deciding to expend substan-
tial effort: sufficient savings opportu-
nity; a rational competitive process
with clear evaluation criteria and with-
out apparent bias; affordable proposal
requirements; and local contractors
available for installation and service.
On the downside, local governments
are susceptible to slow and irrational
procurement practices brought on by
political influences. For example, a
large equipment manufacturer, active
in municipal bid competitions where it
has significant economic presence,
successfully protested three adverse
awards in 1997-98. In these cases, the
“winning” ESCO was required to submit
additional justification, endure long
delays, or share the work. And while
only a few local jurisdictions have
issued performance contracting solici-
tations thus far (suggesting a signi-

ficant market potential), there is some
concern that the most attractive op-
portunities have already been imple-
mented in the larger public buildings,
leaving capital-intensive work that
can't pay for itself out of energy savings
only.

Local governments and hospital as-
sociations or chains have also been
among the most active participants in
retail competition pilots. For example,
in California, many cities, counties,
water districts, universities, and state
agencies have issued solicitations for
retail energy suppliers and are inter-
ested in aggregating loads of their own
buildings as well as residents and local
businesses (on a voluntary basis). Lo-
cal school districts have been much
less active. Based on a review of solici-
tations nationally, approximately 40
percent of governmental agencies have
expressed an interest in having retail
suppliers offer energy-efficiency ser-
vices. Thus, it is conceivable that the
suppliers providing such services in lo-
cal, state government, and university
markets will propose, as part of their
scope of services, projects based on the



results of facility energy audits, analy-
sis of load profiles, and master energy
plans.

Shrinking bsm Programs

ESCOs have been adversely affected by
the reductions in utility spending on
energy-efficiency programs, which has
decreased by 50 percent since 1993.
Not surprisingly, cuts in DsM spending
have been most pronounced among
utilities in states where retail competi-
tion has already begun or is imminent,
However, in the near
term, utility-sponsored
DSM programs still re-
main an important po-
tential driver for ESCO
activity in a number of
states. For example, in
Minnesota, the Depart-
ment of Public Service
approved a $61 million
DsM budget for North-
ern States Power for
1998 and 1999, some of
which goes to DSM bid-
ding. Similarly, in Wis-
consin, Colorado, and
Texas, several utilities
are engaged in bidding or have re-
cently issued requests for proposals for
DSM services.

As DSM expenditures decline, a new
source of funding for energy-efficiency
activities may come from wires charges
targeted for public-purpose programs.
A number of states that are furthest
along in the restructuring process have
enacted public-benefits charges (PBCs)
to support energy-efficiency activities.
These PBCs represent an important
source of funding, although the funds
are often guaranteed for only a rela-
tively short time period. In some states,
pBC funding levels have been sig-
nificantly reduced, and several states
have chosen to target their limited
monies for various types of upstream
market transformation activities or to
overcome market barriers faced by
smaller customers. In these states, PBC
funds will not provide leveraging op-
portunities for Escos that have tradi-

tionally targeted larger commercial
and institutional customers. A few
states (California, New York, New Jer-
sey) have included continued support
for a private-sector energy-efficiency
services industry as an explicit policy
objective, and where such a commit-
ment exists, standard performance
contracting programs will likely
emerge as the dominant form of pub-
licly supported ESCO activity. In the
long term, however, ESCOs must expect
that PBC funds will play a decreasing

Thanks to efficiency measures, federal energy
consumption has dropped 17 percent since
1985.

role in revenue-related activity. This
situation could be altered, however, if
a PBC fund mechanism for energy
efficiency is included in future federal
legislation that addresses electricity re-
structuring.

The Federal Market: A Boon?

In seeking to break out of their more
traditional markets, ESCOs have long
looked to the federal market for en-
ergy-efficiency services. The reasons
are good:

u federal legislation and executive or-
ders that direct agencies to reduce en-
ergy consumption by 20 percent and
30 percent per square foot by 2000 and
2005 (respectively) relative to a 1985
baseline;

s an estimated $5 billion investment in

energy-efficiency projects needed to
meet the Energy Policy Act of 1992;

m the need to replace or upgrade infra-
structure;

m significant efficiency opportunities
evident in federal facilities;

m congressional preferences for private
capital over public appropriation; and
= commitments to eventual privatiza-
tion of energy/water/waste manage-
ment.

Until recently, however, few ESCOs
have had the fortitude to expend
significant marketing re-
sources in this difficult-
to-penetrate sector. (The
few exceptions include
CES/Way, EPS, Co-Energy
Group, Citizens Conser-
vation Corporation). The
electric utility and ESCO
industries have been
working for years with
the Departments of De-
fense and Energy for
years to rationalize the
federal procurement pro-
cess, with gradual suc-
cess, yielding a series of
prequalification rounds
followed by regional competitions to
develop short lists of experienced per-
formance contractors.

There are a few key observations
regarding the market for energy-
efficiency and other retail services in
the federal sector. First, contracting
approaches adopted by agencies vary
across region and time. Second, trans-
action costs are likely to be high, and
specialized expertise in federal pro-
curement and contracting alternatives
will be required for companies seeking
to develop energy-efficiency projects
in this sector. Third, thus far, it is ap-
parent that significantly fewer dollars
have been invested in energy-effi-
ciency projects through performance
contract approaches compared to
atility services contracts. Fourth, a sig-
nificant fraction of the potential en-
ergy-efficiency work in the federal
sector remains undone (roughly 50-70
percent), and it is unclear ultimately
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how much of the federal market for en-
ergy-efficiency services will be serviced
via performance contracts or utility
services contracts. Fifth, many federal
agencies are active participants in
states with retail competition pro-
grams and have announced awards to
retail suppliers. In a few cases, these
awards include both commuodity and
other value-added services, which may
provide another avenue to deliver en-
ergy efficiency. (See Table 2.)

A Difficult Seli?
Several analysts have predicted that
commercial and institutional custom-
ers will be receptive to total energy
management product and service
packages and that TEM will become a
significant new market. In this ap-
proach, suppliers provide full-service
energy supply and efficiency improve-
ments on defined services (chilled
water, compressed air, steam, refrig-
eration, for example) at a unit price.
Some high-profile integrated energy
services contracts include Microsoft’s
agreement with Johnson Controls and
Dreamworks Studios arrangement
with Sempra Energy. Likewise, PGXE
Energy Services' recent agrecment
with Ultramar Diamond Shamrock is
intended to involve both commodity
supply and a range of efficiency equip-
ment, auditing, and other energy man-
agement measures. Yet while such
agreements hold the promise of un-
locking a lucrative new market for
escos and others, they are not yet oc-
curring on as frequent or a sustained
basis as early boosters had hoped.
One problem is consumers' lack of
familiarity with integrated arrange-
ments as well as their relatively low
level of concern about energy and fa-
cility management. High-technology
companies may be more sensitive to
these issues and particularly to ques-
tions of power quality, which may be
one reason some high-tech firms have
expressed interest in comprehensive
outsourcing options. Differences in
contract duration for commaodity sup-
ply and financing of efficiency-related
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projects poses another stumbling
block. Many large energy consumers
are looking for only one- to two-year
energy supply agreements and do not
want to be locked into one supplier for
the long periods required to service
debt on major capital investments in
facility renovations and heating, venti-

lation, and air-conditioning equip-
ment (1IVAC). At present, TEM services
represent a potential market opportu-
nity rather than a market with substan-
tial current demand or near-term
profitability.

Although the market for TEM ser-
vices is in its formative stages, this does

RESCO PRODUCTS AND SERVICES LIST

Energy and Water Sourcing,
Contracting, and Billing

Power and gas marketing or brokering
Markeling of other fuels
Waler and wastewater treatment

Derivative and customized pricing contracts, pre-
purchasing, risk management

On-bill financing of products and services
Multisite conjunctive billing

Purchase and lease-back of central thermal and
power plants

Build-own-operate central plants

End-use pricing (steam, chilled water,
compressed air, refrigeration)

Assuming cogeneration/qualifying facility
ownership and dispatching

Development of alternative energy sources (fuel
cells, solar, wind, geothermal, micro-hydro,
hiomass, microturbines, elc.); selling to power
marketers with renewables quotas

Information Services

Energy use analysis, tracking, and reporting
Telecommunications

Dala processing for end users, other utilities,
system operators

Market research, product directories

Power Reliability and Quality Services

Marketing and installation of generators, fuel
cells, batteries. other back-up

Energy storage (pumped, thermal, inertial)

Dual connections, dual fuels, propane plants

Uninterruptible power supplies
Internal distribution upgrades

Correction of power factor, harmonics, safety, and
grounding problems

Voliage control, surge protection, other isolation
services

Traditional ESCO Services
{Related to boilers, chillers, lighting, controls

HVAC, etc.)

Energy and water efficiency analyses, feasibility
studies

Design of efficiency-related improvements

Design-build, general contracting, installation,
system integration

Training, documentation, commissioning
Performance contracting

Savings measurement and verification

General energy engineering

Building automnation

Other Services

Security services

Preventive and predictive maintenance services
Appliance and HVAC maintenance/repair
District healing and cooling

Waste disposal, reduction, conversion, and
remediation

Call center support, electronic billing
Environmental and process menitoring

Tree trimming

Training in energy applications and technologies




not mean customers are uninterested
in obtaining specific value-added ser-
vices along with commodity supply.
An analysis of customer requests for
proposals shows that some customers,
especially institutional ones, are in
fact eager to obtain selective energy-
efficiency services such as energy au-
diting, load management, and controls
from their nonutility energy provider.
In states such as California, where bill-
ing and metering services have been
unbundled, there is also extensive in-
terest in and intensive competition to
provide sophisticated metering and
billing options.

The Emerging Industrial Market

lhe industrial market has
difficult to penetrate in a regulated en-
vironment-—it's hard to have a national
strategy if there are only a few energy
service choices. Now, however, there
is vigorous competition among power
marketers and utilities as well as gas
traders, who have been in this market
for several years. Some of these com-
petitors include demand-side im-
provements in their offers, and some
extend savings guarantees. Although
many sophisticated pricing/trading
structures are being marketed, signifi-
cant savings are difficult to guarantee
on commaodity prices alone because of
slim margins and price volatility. Thus
the substantial opportunities to reduce
consumption and optimize demand
profiles become attractive means to
guarantee long-term customer cost re-

been

ductions.

ESCOs have not rushed into this mar-
ket opening for several reasons, prinei-
pal among them being the complexity
and sensitivity of industrial processes.
One cannot claim to be expert in all the
operations evident from scanning the
siC code list, and plant managers are
unlikely to trust strangers with inter-
rupting production. However, ESCOS
may begin to have more success as
they separate energy uses that are or-
ganic to processing from those thatare
overhead. This is essentially an ac-
counting distinction, but it gets at the

heart of marketing success. “Through-
put energy” is counted in the product
cost and is peculiar to the production
process—thus it is both sensitive to
managment and inaccessible to non-
experts, though it accounts for 80 per-
cent of a plant's energy use. “Overhead
energy” is often counted at higher lev-
els in corporations and is common
among many plants—thus it is not
proprietary and is more accessible to
ESCO technologies.

It is feasible to compile a list of ac-
tual technologies (as opposed to plant
types) and separate the throughput

from the overhead items. The total
number of really distinct technologies
is a few dozen, and two-thirds or more
are of the overhead variety: quite com-
mon among plants (compressed air,
boilers, chillers, refrigerators, and so
on), familiar to ESCOs experienced in
large institutional facilities, nonpropri-
etary, and otherwise accessible.
Moreover, manufacturing and pro-
cessing plants are not immune to the
disease of deferred maintenance. Pri-
vate organizations are often as energy-

inefficient as public ones, especially at
the overhead level.

The most likely penetrator of indus-
trial markets may be strategic alliances
developed by energy marketers, utility-
owned or other. First, an alliance of
marketers with ESCOs can reconcile the
differing contract terms of commodity
supply and debt service by taking on
the whole responsibility for making
steam, chilled water, compressed air,
refrigeration, etc. This constitutes a
very good customer bond. Second,
they are already in discussion with
high-level decisionmakers about fu-

osm spending has declined 50 percent since
1993, but escos fill the gap, continuing to find
new areas in which to grow.

ture energy purchases, Third, they can
offer convincing guarantees of real cost
reductions, combining the credibility
of large energy companies with dem-
onstrated efficiency performance else-
where. And fourth, alliances are in a
position to put the whole deal on a
single monthly bill, including debt ser-
vice on improvements that the plants
APRIL
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know they need. However,
the market for compre-
hensive supply/efficiency
packages in this sector is
still almost entirely specu-
lative at this time.

Some Predictions

Utility-owned Escos and
RESCOs will emerge from
restructuring with a sig-
nificant share of the mar-
ket for energy-efficiency
services. Currently, dozens
of utility-owned RESCOs
are active in traditional
and emerging markets tar-
geted by the independent
ESCOs. Some of these
RESCOs, in part due to their
ESCO acquisitions, are al-
ready formidable com-
petitors in some markets.
Other RESCOs appear to be
struggling with developing products
and services based on their core com-
petencies while at the same time re-
inventing their utility-oriented organi-
zations and staff—whose experience
is drawn primarily from regulated
environments—into sales-oriented,
demand-driven businesses. The com-
bination of market pressures, merging
of ESCO and utility cultures, manage-
ments, and staff, and various ad hoc
bidding alliances will produce a
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A new electric chiller is placed atop the Tandy
Center Complex in Ft. Worth, TX. It's part of TU
Solutions' overall building upgrade.

smaller field of battle-hardened new
RESCOs. Over time, independent ESCOs
and utility-owned RESCOs will become
indistinguishable from one another as
the first group continues to shrink and
failing entities from the second with-
draw from the field. (See the sidebar,
“RESCOS: A Malthusian View.”) This

combination will emerge
from restructuring with a
market share for energy-
efficiency services that is
at least comparable to the
share enjoyed by the com-
panies in category three in
Table 1.

In the language of the
economists, ESCOs relied
on performance contract-
ing to overcome their
customers’ “principal-
agent concerns”—the risk
that savings would not be
realized and lack of trust in
the service provider—by
tying ESCO compensation
to demonstrated energy
savings. [ronically, the suc-
cesses of performance
contracting have partially
B: undermined its future.

Over the last decade, an
increasing number of customers (and
project financiers) have become more
familiar and comfortable with the
kinds of services offered by ESCOs as
well as their ability to perform. As such,
customers are less likely to demand
performance contracts, particularly for
projects involving certain types of
efficiency measures, such as lighting
equipment changes.

But the growth of the total market
for energy efficiency services is hap-
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RESCOS: A MALTHUSIAN VIEW

Improvement of Society,” the English economist Thomas Robert

l E stimates of the size and growth of the energy services market

appear, at first glance, to accommodate new entrants com-
fortably. Public and private studies from such respected names
as Frost & Sullivan, Barakat and Chamberlin, Xenergy, Hagler-

Bailly, R.K. Miller, the Boston Consulting Group, and the Na-

tional Association of Energy Service Companies project annual

revenues anywhere from $4 billion to nearly $300 billion, de-

pending on the definition (which is nowhere precise). These esti-

mates do niof include the sale of etectricity and fuels, and they all
show positive growth trends. Moreover, the margins earned in

" “energy services are far greater on a percentage basis than those
.inthe commod:tles miarkets. This has encouraged the formation

of retall energy service companies (RESCOs) and their entry into
the wide range of pmducts and services listed in Table 2.

_, Altliough the market for energy services is large and growing,
it isa crowded ﬁeId “Entrenched __'stnbutors and contractors
'cﬂmpete for every dollar in every service category. Since few

truly newor praprietary products are likely to be spawned in

. RESCO hatchenes. the margins earned from any of those Services

- must be wrested from compeutors And competitive pressures

“téndfo drive pricés down to alevel that just stipports margins

! ent to-alisorb miniral overheads and attract capital.

i ThE ‘typical staffing process for RESCOs is to transfer several

mployees from the fegulated utility to a new subsidiary, witha

' tility marketing professionals. A conservative estimate

umber of-new employees injected into the energy ser-
thlS process in 1997-1998 is in the range of -

o . Moreaver, ong cannot be doriinant in'the wholé mix of-

i product and services suggested in'Table 2—in fact, ovetheads
tendto increase as the breadth of offerings spreads.

In his:essay, “Principle of Population as It Affects the Future

:ot desxgners, mstallers assemblers. B

.petxtars shows much lighter overheads forall but the dommant g

Malthus (1766- 1834) predicts that unchecked population (grow-
ing geometrically) will always rise to the limits of resources
{growing arithmetically) and then be checked by starvation (if
not war or disease). So it is in the energy services industry. The
unchecked growth of RESCOs, coupled with their wide range of
offerings in an already-crowded market, offers the same gloomy
prospect.

But it may not be so gloomy. Four prescriptions hold promise
in the face of this prospect;
 Focus. RESCOs can compete successfully in the sale of electric-
ity and fuels enhanced by value-added, closely-related services.
The services in Table 2 should be taken not as a menu of stand-
alone services but as a list of possible enhancers to the core
business of commodity sales.
a Package. The telecommunication industry has prospered
through deregulation by packaging new and core services imagi-
natively, not by surging into itew fields. In electric and gas mar-
keting, a number of attractive ways to offer customers what they
want is emerging. These packages respond to market demands
like reliability, quality, convenience/time, predictable pricing,
and risk management.
u Diet. The level of general and administrative expense sup-
ported by competifive firmns is far lower per revenue dollar than
that generally borne by the spun-off RESCO. RESCOs suffer from
both the carried-in, regulation-oriented infrastructure and the
allocated share of corporate services. Some staff reductions, tra-
ditionally avoided in regulated industries, are inevitable,
w Bscape. Those that survive the coming shake-out may be thase
who free themselves from regulation-driven legal, accounting, . -

 personiel, and administrative procedures. A physical separation
from utility headquarters may be as important as an entrepre-
: 'rneunai management; -

" The number of RESCOs, size of their staffs, menu of their offer-

_ings, ‘number of competitors, and allocation of corporate costs

are all too large to be sustained by the margins available in the

- energy services market, in spite of its large size and growth. The

proliferation of RESCOs will continue until their resources are
consumed, after which many will starve.

pening. There may not be a net decline
in performance contracting opportu-
nities, at least in the near term. But the
dominant tole of such contracting for
£5C0s will be reduced as total energy
services revenues rise. The reason for
this optimism is the broader definition
itself. including such services as dis-
trict heating/cooling, water conserva-
tion, wastewaler treatment efficiency,
appliance/1IVAC service, fuel diversity
and demand profile control, power
quality and internal distribution up-
grades, etc.

Given these uncertainties in various
market sectors, it is unclear if perfor-
mance contracting activity will in-
crease or decrease in absolute terms
over the next three to five years. Espe-
cially in the institutional sector, where
managers must often prove (o trustees,
funders, and voters that their invest-
ments are cost-effective, performance
contracting will continue to have a
prominent position in the energy-
efficiency services market. There
arc also soime reasons to expect out-
sourcing of energy services to involve

substantial performance contracting
of a different type—the sale of end-use
commodities like steam, chilled water,
compressed air, relrigeration, etc., ona
unit-priced basis. Over time, we expect
that the share of energy-efficiency ser-
vices provided through performance
contracting will shrink even as the
overall market for energy-efficiency
products and services continues o
grow. Thus, £SCOs that have relied on
performance contracting as their
brand identity will have to continue 1o
adapt if they expect to thrive. +
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