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e Components of ESPC interest rates
* How has the current financial crisis affected ESPC financing?
* What has been done in the past to reduce interest rates?

* What can Agencies do to reduce interest costs and interest
rates in the current market?

« What can the federal government do in the medium term?
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Components of the interest rate:

Index Interest Rate
+ Premium

Total Interest Rate
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 Index rate Is largest component of the interest rate
1 Represents the prevailing cost of money in the financial markets
— Changes day to day

— Any standard index acceptable to both agency and ESCO can be
used

I Financier specifies in Standard Financial Offer (also appears on
schedule TO-3)

1 10-yr Treasuries, 20-yr Treasuries, swap rate are common

 \Web sources for rates
= www.federalreserve.qov/releases/h15/current
= www.bloomberg.com
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erent rates, so pickan o

ICla

source for the Index rate

ano FRB: H.15--Selected Interest Rates, Web-Only Daily Update--January 16, 2009 =
o _ . .
(-!D\ _hitp:{ fwww.federalreserve.gov/releases/h15 /update/ *h ) "C‘,]- Google Q
Bookmark on Delicio...
) N ) -~
Federal Reserve Statistical Release )
H.15 1
Selected Interest Rates (Daily) I
Rdfasf Da:e, Jauuary I6 2009 11
Da:l) update Orkfrfammu Screen reader | ASCIT "
1-year 0.40 0.42 0.41 0.41 1|
Treasury constant maturities 1
Nominal 12 |
1-month 0.04 0.02 0.07 0.03 |
3-month 0.12  0.11 0.12 0.1l v
&-month 0.29 0.29 0.28 0.29
1-year 0.43  0.43 0.42  0.42
2-year 0.74 0.76 0.73 0.73
3-year 1.09  1.07 1.03 1.01
5-year 1.45 1.44 1.36 1.36
7-year 1,81 1.80 1.71 1.71
10-year 2.34  2.33 2.24 2.23
20-year 3.30  3.30 3.17 3.16
30-year 2.99 3.00 2.89 2.86
Inflation indexed 13
S-year 1.55 1.47 1.49  1.46
T-year 1.62 1.57 1.61 1.59
10-year 1.75 1.74 1.79 1.78
20-year 2.29 2.25 2.26 2.33
Inflation-indexed long-term average 14 2.35 2.29 2.30 2.36
Interest rate swaps 15
l-year 1.00 1.00 1.0z 1.08
2-year 128 1,30 1.30 1.3%
3-year 1.62 1.63 1.60 1.6l
4-year 1.85 1.85 1.80 1.81
S-year 2.01 2.00 1.94 1.96
7-year 2.26 2.25 2.16 2.16
10-year 2.48  2.47 2.36 2.35
30-year 2.81  2.77 2.67 2.64
Corperate bonds
Moody's seasoned
Raa 16 4.97 4.96 4.84 4.82
Baa 8.05 8.05 7.92 7.91
State & local bends 17 4.80
Conventional mortgages 1B 4.96
n.a. Not available.
Footnotes
1. The daily effective federal funds rate is a weighted average of rates on brokered trades.
2. Weekly figures are averages of 7 calendar days ending on Wednesday of the current week; monthly
figures include each calendar day in the month.
3. Annualized using a 360-day year or bank interest.
a
4. On g discount basis.
Rominal 17 hd
A
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IR% The Premium

Premium — Basis points added to index rate
1% = 100 basis points

Premium covers
Lender’s costs (legal fees, administration, etc.)
Cost to lock rate in advance of closing
Lender’s perception of risk
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rates are higher than the Treasury’s rates
R.J\ J y

To a degree, they have a point: both in a sense are
“government-backed” investments

* Furthermore, ESCOs generally do a good job of meeting their
savings guarantees

1 They are technically competent, and ensure that the installed equipment
delivers the savings

1 They tend not to guarantee all of the savings, thus providing a reserve
In case of problems

—1 Very few examples of ESPC payments being withheld

 |f all that is true, then why can’t ESPCs be financed at the rate
of Treasury securities, I.e., premium=0?
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p\‘)‘ Treasury securities

» A steady stream of fixed payments

* Coupon payments made every six months
1 Electronically deposited to your account
—1 Never late
— Treasury has never defaulted

* Very liquid asset
1 Large secondary market
1 Heavily traded
1 Easy to price

o QOften called “risk free”
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Welcome to TreasuryDirect

reasury securites

http: / /www.treasurydirect.gov/RT/RTGateway?page=institHome

WY Y- '|i Google Q

Treasury Marketable
Securities

Home » Institut

ACCOUNT CENTER
Log in now
+ Electronic Ser

for Treasury Bills
Notes & Bonds

Open an Account

Are you looking for.

+ How Treasury
Auctions Work

Query

(uoc)

» STRIPS Data and
MSPD

» Tools for Pricing
Savings Bonds

» Frauds, Phonies &
Scams

You are In:

Research Center

Whether you are participating in an auction, tracking its results, conducting research or simply
exploring how you can take advantage of U.S. Treasury marketable securities, we invite you to
explore this site.

b Tentative Auction Calendar & Results
Find out when the next auction is being held and get the latest auction results.

-

Participate in a U.S5. Treasury Securities Auction
Learn the fundamentals of how Treasury auctions work and where securities are held.

-

Find Historical Auction Data

Search for historical auction results by security type, auction date, issue date, maturity date,
and CUSIP number. Download customized data in XML, and other spreadsheet compatible
formats, for further analysis.

Freedam of Information Act | Law & Guidance | Privacy B Legal Notices

Website Terms & Conditions | Accessibilit

i | | | J

1 dual = Government
Savings Bonds .
Upcoming Savings
Auctions

Bond Rates

01/15/09

56 day 0.086
62 day 01/02/00 0.142
70 day 01/08/09 £.101
278 day 12/11/08 0.396
328 day 11/28/08 1.021
4 wk OL/15/09 £.020
13 wi 01/15/09 0.122
26 wik 01715709 0.294
52 wik 01/15/09 0.437

12/31/08 0.522 388
3ur 0L/15/00 1200 308
5yr 12/31/08 1539 288
10 yrir) 01/15/09 2419 168
30 yrir 11/17/08 4310 108
5 yrir 10/31/08 0625
10 yr 0L/15/00  2.125
20 yrir 07/31/08  1.750

(r) denotes recpened Notes/Bonds/TIPS

Data Quality

U.S. Departrment of the Treasury, Bureau of the Public Debt

Done
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R.J\ number of risks

« ESCO

 Construction acceptance

« Base closure or realignment

* Equipment performance

e Measurement and verification
e Late payment

e Reduced liquidity

* Even though the government’s ability to pay is the
strongest link In the chain, the risk Is assessed at the
weakest link
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R.J\ Financing

 Since 2005, Super ESPC ESCOs have been
required to solicit competitive financing offers

* Process and templates are defined in the
contract

* Financing costs declined significantly

 Selection of financing is still the ESCO’s
responsibility

~GovEnergy John Shonder
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Using post-reform
financing rates, the
sum of payments for
the average project is
16% lower than with
pre-reform rates.

(“Average project” is
calculated from all
Super ESPC awards)

_~GoVEnergy
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ESPC costs by 16%

|:| Project Investment

|:| Performance-Period Services

. Financing-Related Costs

43%

- 19%

- 51%

Before-Reform Rates After-Reform Rates
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History of ESPC Premiums
2

~ GovEnergy

From 1998 through end of FY03, average
premium was 240 basis points

After the finance reforms, competition drove
premiums down to 120 basis points from
2005-2006

As a result, costs of an average ESPC were
reduced by 16% over project term

In early 2008, the premiums began to rise once
again
Premiums have returned to previous levels
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at happene
. R.J\ PP

Under normal circumstances, Treasuries are a reasonably good
measure of underlying inflation rate

They make a good index, because Investors want to know the
yield of an investment above the inflation rate

Financial crisis caused flight to quality which increased
demand for Treasuries

This pushed the interest rate of these instruments lower than
the rate of underlying inflation

Thus the yield of Treasuries became too low to serve as a
reliable index rate for ESPC

Of course, this Is just one theory -- there are others, and it must
be admitted that no one fully understands the current situation
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Ehe New York Times
Monday, January 19, 2009

Opinion

TS NY. /REGION BUSINESS TECHNOLOGY  SCIENCE HEALTH  SPORTS — OPIM
EDITCRIALS COLUMNISTS CONTRIBUTORS LETTERE

~

|
-l

The Conscience of a Liberal
Paul Krugman

December 26, 2008, 8:38 AM
Mortgage rates are still too high

Mortgage rates have dropped a lot in recent weeks, which is a good thing, But
there's still a huge spread between morigage rates and rates on federal debt.
Here's the spread between conventional 30-year mortgages and 10-year
Treasuries (10-year because most mortgages get paid off early, when houses
are sold, and the average duration is about 10 years.) This spread was
historically stable at about 150 basis points, but has been nearly double that
lately.
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Mortgage spread
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e current sitdation

* Fewer buyers for long-term investments
 |Insurance companies holding onto their money

* “Flight to quality” means short-term
Treasuries are the preferred investment
—Ylelds near zero, and have even gone negative

o All of these factors have combined to make
ESPCs less attractive as an investment
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(@ ¢ /\
~3/ crisis seems to be easing

« TED spread Is difference between what the
government and companies pay for loans

* Reached 465 basis points on 10/10/08

* Now back down to 34 points, indicating that
money IS once again being loaned

* But the economy is still in uncharted waters,
and no one can predict what will happen next
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R.J\ costs in this environment?

Ensure best pricing for ECMs
e Competition clearly works -- encourage more of it

 Construction period savings and annual-in-advance payments
reduce interest charges

« With volatile conditions, it’s tempting to want to lock in an
Interest rate early in project development
—1 The more volatile the market, the more this will cost
—1 The earlier you lock it in before award, the more it will cost
= It’s rarely worth it
—1 Use the procedure recommended on next slide
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~3 value in financing

« During development, ensure that the project will cash flow
with a high (worst-case) interest rate

— ESCO should know this rate from recently-awarded projects and
Informal contact with financiers

1 Hopefully, bids will come in lower than this

« Compete the financing as close to project award as possible
1 5-10 days in advance if possible
— This reduces the cost of locking the rate in a volatile market
1 Lock the premium, let the index float

e Check the math

1 Read the Investor Deal Summary and Standard Financial Offer and
compare with TO Schedules

— Compare listed index rate with official rate on-line
1 Question any discrepancies
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RJ medium term

* More investors = more competition, leading to lower interest
rates

* The more ESPC can be made like a Treasury security, the
more attractive it will be to investors
1 Regular payments
— Reduced need for intervention
1 Reduced risk of early repayment

* However, ESPCs always need the option of enforcing savings
guarantees and terminating for convenience
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for financing advice

John Shonder

(865) 574-2015
shonderja@ornl.gov
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