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Energy efficiency financing needs a constitutional change in Washington State.

For experts in energy efficiency financing, what you're about to read is going to seem
oversimplified. But | invite you to elaborate, correct, and enhance the post in the comments
section. (After all, when it comes to blog posts, the comments are as important sometimes as the
post itself.) Also, right up front, | should say that interest rates are low for most kinds of loans.
Plus, a highly motivated homeowner bent on making all the efficiencies she could to her home
would also be able to get tax credits and rebates at least from the federal government not to
mention extra dollars from lower energy bills.

So why aren’t people borrowing in droves for energy
efficiencies? Part of it has to do with low energy
prices—people aren’t spending a big enough chunk of

their paychecks on their utility bills to spark large-scale o X &I Ta E“J
efficiency investment. Some of the other reasons have & of the e"-.'l*
to do with a market that has not created the right

financing products for efficiencies. For some of the STATE S WASEHINGT OX

reasons I'm going to elaborate on, there isn't a lot of
demand or supply for energy efficiency loans. That's
why we need to consider some big shifts in policy to
stoke the market. Vroamble.

I’'m going to err on the side of over-simplification here
because, too often, energy efficiency advocates over
complicate their message. Now, finance is complex, Wrticle 1.
which is why people go to school to learn how to do it, F 2

but when it comes right down to it, the basics are really 1 ! Dpclacation of Rights.
just about borrowers and lenders. That's what we need v
to keep in mind to successfully change policy. So I'm
going to sketch out with conceptual stick figures why |
think generating large-scale demand for retrofits in the
Northwest requires government intervention and, in the foc. B lndl e oot of R B
case of Washington, game changing Constitutional B s ol e

change.

Fef eal's

The Borrower. Let’s start with a borrower. A borrower has needs that, if they were met, would
improve his overall financial well-being. What he’s missing is the capital—the cash—to meet
those needs. So he wants to borrow cash for a reasonable fee, to take advantage of whatever
opportunity is on his horizon. Of course, the borrower may have financial liabilities (like existing
debt) or assets (like property) that would affect the terms of a loan.

The Lender. A lender, on the other hand, has capital—and sometimes lots of it—usually from
other people who have given it to her to invest. The lender’s problem is that in order to return the
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money to her investors along with some financial gain, she has to find borrowers who need to use
the money, and who can pay the money back with interest. She will calculate how much interest
she charges to a borrower based, in part, on the risks presented by the borrower: the higher the
risk, the higher the interest charge; and the lower the risk, the lower the charge.

Borrower and Lender Meet. Ideally, our borrower and lender meet in the market place and strike
a deal. The borrower explains his needs, gives his financial history—he’s borrowed money and
paid it back before—and his liabilities and assets. He and the lender negotiate an interest rate,
and if the risk is low enough, then the interest payment will likely be low enough for the borrower’s
needs, and both parties are happy. The borrower gets the cash he needs at a rate and timetable
he can pay back, and the lender generates a return for her investors. It's a beautiful thing.

The Market Fails. But sometimes the borrowers and lenders fail to strike a deal. Perhaps the
borrower is too risky. Maybe he has other debt, which means that the lender might have to wait to
get paid back if the borrower runs into tough times. Or maybe the financial benefits the borrower
is hoping to achieve are less feasible because of the interest being charged by the lender. When
lenders feel a borrower is too risky, the “price” of the money she lends out—the interest rate—
goes up, which makes the loan less attractive or even impossible for the borrower.

Borrowing for Energy Efficiencies. These basic rules apply to the energy efficiency financing
market place too, especially in the residential world. Homeowners might want to avail themselves
of the financial benefits of retrofits, but they often don’t have the cash to make the improvements.
It's in their best interest to borrow money, yet right now borrowing for retrofits isn’t happening the
way it is for things like cars or other household products. Why is that? Part of it is that not many
parties are fully aware of the financial benefits of retrofits. But a big part of it is also that risks are
too high for lenders, which in turn makes borrowing too expensive for borrowers.

Right now when borrowers and lenders meet in the market place they aren’t connecting on
energy retrofits, at least not often enough. This is unfortunate because retrofits can be highly
beneficial to homeowners (saving money on energy bills over time, for example), but also
beneficial to the rest of us: they help reduce demand for scarce energy resources, trim our carbon
emissions, and even create jobs in the energy retrofit sector. So what can we do to make the
market work?

Finding a Third Party. Based on the simple sketch above, there are three things that would help
borrowers and lenders get together to make more retrofits happen.

First, we might help reduce risk, which would make interest rates lower, and might therefore
generate more attention from homeowners. A third party could assume some or all of the risk of
private loans or make them outright for a low interest rate.

Second, borrowers could get help paying the loans, which would lower the costs for homeowners.
If a third party helped cover the interest payments, energy retrofit loans would be more attractive
to potential borrowers.

Third, some entity with good credit and lots of money could enter the lending market, making
direct loans for energy efficiency retrofits—and make them affordable regardless of the risk.

I'd argue that a third party—with a broad mandate and strong interest in getting lots of residential
retrofits done—is just what the energy efficiency financing marketplace needs right now. But what
kind of third party has as its mission the public benefit? How about lots of access to capital and
outstanding credit? Hmmmm...



The Role of State and Local Government. How about state and local government? State and
local government have an interest in the broader public benefits that come from energy
efficiencies. And they have capital, and excellent credit.

One obvious objection to local government playing the third party role is that budgets are tight
right now. And yes, budgets are tight. But so is the job market. Making energy efficiency loans, or
backing them up, will go a long way toward job creation and saving money for working families
that they can plug back into the economy. It's basically an economic development strategy, and
it's what cities, counties, and states strive to do in good and bad times.

You might even think of energy efficiency lending as a stimulus plan for the local economy. In any
event, local government is obligated to the public benefit, a much wider mandate than the private
banks that aren’t now creating a vibrant lending market for energy retrofits. And because of their
broad mandate, state or local government could choose to make affordable loans, and could
accept the risk of a higher default rate, effectively paying for some portion of the loans that go
bad.

The benefits—saved energy, more money in the pockets of struggling families, local jobs in the
near term, and reduced carbon emissions—would definitely be public. Using funding and credit to
break open the energy efficiency financing market is firmly within the scope of what government
can and should do.

Amending the State Constitution. Unfortunately, in Washington, state and local governments
can't enter the energy efficiency financing market because they are constitutionally prohibited
from lending their money or credit to the state’s homeowners who want to invest in efficiencies.
(Oregon, by the way, doesn't have this problem.) As a result, risks for lenders and costs for
borrowers remain high—too high to facilitate large-scale investment in efficiency. If we truly want
to achieve large-scale energy efficiencies, getting state and local government into the financing
market would sure help, especially at a time when the economy is struggling.

In Washington, amending the constitution to allow the lending of state and local money and credit
could show borrowers and lenders the value of smart retrofits. An amendment could be narrowly
tailored; it might, for example, stipulate that government loans of funds and credit could go only
for efficiencies that yield the maximum savings of energy and money, not unlike the requirements
of performance contracting. Without more help from government, it’s likely that the energy
efficiency market will continue to languish in Washington.

There’s good reason to think an amendment would be a powerful catalyst. Consider what
happened when the federal government intervened to lower risks in Whatcom County.

The Community Energy Challenge, a partnership between Sustainable Connections and the
Opportunity Council is using federal money to create a loan loss reserve fund. A loan loss reserve
fund creates a source of funds to back up loans in case they aren’t paid back. Having protection
against defaults lowers risk for lenders and therefore lowers costs for borrowers. The program
just recently made its first loan for an energy efficiency retrofit.

In fact, Seattle is now considering using some of its new Energy Efficiency Block Grant for a loan
loss reserve fund also so that more loans will be made. Clean Energy Works in Portland,
Oregon—where there is no state constitutional problem with lending credit—has perfected a
similar model, and has already completed upwards of 60 retrofits. Clean Energy Works also
capitalized its loan loss reserve fund with federal stimulus dollars. So there are other ways
besides amending the state constitution to pull off the risk reduction that is needed, and the good
news is that Bellingham and Seattle are getting started. But turning 60 retrofits into 60,000
retrofits is going to take more than loan loss reserve accounts being set up in two cities. To get
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those numbers will require bigger changes that will make it easy and affordable to borrow for
retrofits.

Sustainable Shift. Amending the constitution to put the state’s credit to work to motivate
borrowing and lending for retrofits will create energy savings, jobs, and save families money—all
from shifting away from consumption toward conservation. That's the kind of sustainable shift
that would make taking on the political challenges of a constitutional amendment worth it.
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