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Split Incentives

Split incentives are a barrier to the deployment of energy 
ef�ciency measures in buildings. Split incentives occur when 
those responsible for paying energy bills (the tenant) are not the 
same entity as those making the capital investment decisions (th
landlord or building owner). In these circumstances, the landlord 
may not be inclined to make the necessary upgrades to building 
services when the bene�ts associated with the resulting energy 
savings accrue to the tenant.
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Overcoming Split Incentives and Barriers 
to Investment in HVAC Upgrades

Investing in HVAC energy ef�ciency improvements can bene�t 
the landlord by improving the capital value of the building, 
increasing rental yield, lowering vacancy rates, and achieving 
a higher Property Council of Australia grade1 (e.g. A Grade or 
Premium). Meanwhile, investments in improved HVAC ef�ciency 
also bene�t the tenant, through lower energy costs, improved 
indoor environmental quality, better working conditions for staff, 
improved reliability and controllability of services, and contribution 
toward corporate social responsibility objectives.

There are a range of mechanisms for overcoming the split 
incentive problem as a barrier to investment in energy ef�ciency 
upgrades, and sharing the bene�ts of the upgrade between the 
building owner and tenants. The mechanisms described in this 
factsheet can help avoid high up-front costs being borne solely 
by the building owner, and spread the costs of an upgrade over 
time, enabling the resulting energy savings to pay for some or all 
of the upgrade cost, and sharing costs and bene�ts between the 
landlord and tenant.

This factsheet provides an overview of the following mechanisms:

` Green Leases

` Environmental Upgrade Agreements (EUAs)

` On-bill Finance

` Energy Performance Contracts (EPCs)

` Equipment Leasing.

Green Leases

A key mechanism for overcoming split incentives is the addition 
of ‘Green Lease’ clauses to the lease agreement between the 
landlord and tenant which typically include:

` a commitment by the landlord to achieve and maintain an 
agreed NABERS base building rating, and provide adequate 
sub-metering to facilitate detailed energy monitoring

` a commitment by the tenant to achieve and maintain an 
agreed NABERS tenancy rating

` an Energy Management Plan that de�nes the actions the 
landlord and tenant will take to monitor, report, and minimise 
energy consumption

` the establishment of a Building Management Committee that 
meets periodically to discuss ways to improve the energy 
ef�ciency and sustainability of the building

` a dispute resolution process.

Green leases can overcome split incentives by setting mutually 
agreed performance targets and de�ning the actions each party 
will take to uphold their side of the agreement, and encouraging 
dialogue and collaboration between the landlord and tenants to 
achieve those shared goals.

For further information about Green Leases, refer to the Green 
Leases Factsheet found on the Heating Ventilation and Air 
Conditioning High Ef�ciency Systems Strategy (HVAC HESS) 
website2.

Building Upgrade Funding Options

The following funding options offer the possibility of avoiding 
high upfront costs of energy ef�ciency upgrade works for the 
building owner and sharing some of the costs with the tenant, 
who will bene�t from lower energy bills and improved indoor 
environmental quality.

Environmental Upgrade Agreements

Environmental Upgrade Agreements (EUAs) are a �nance 
mechanism for funding environmental improvements in existing 
buildings. This may include improving the energy ef�ciency of 
HVAC systems, and switching to environmentally responsible 
refrigerants. An EUA enables a building owner to access capital 
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1  Property Council of Australia (2011). A Guide to Of�ce Building Quality 2012.

2  http://ee.ret.gov.au/

http://ee.ret.gov.au/


2HVAC HESS Heating, Ventilation & Air-Conditioning High Efficiency Systems Strategy September 2013

Overcoming Split Incentives

at a better rate over a longer term than a conventional bank loan. 
EUAs also allow some of the costs of the upgrade to be shared 
with tenants, where the tenant also bene�ts from the cost saving 
delivered by the upgrade. The way an EUA works is shown in 
Figure 1.

Figure 1: Environmental Upgrade Agreement3

An EUA is a contractual agreement between a building owner, 
a �nance provider and a local council, whereby:

` the building owner agrees to undertake environmental 
upgrade works to their building (such as energy ef�ciency 
improvements to the HVAC, replacing refrigerants, water 
ef�ciency, lighting, or controls etc.); and a �nance provider 
agrees to advance capital to the building owner to fund  
the works

`  the money is repaid to the lender through council rates. The 
local authority levies a charge on the land to the value of the 
loan plus the council’s processing fees. This environmental 
upgrade charge is collected quarterly as a line item on top of 
the normal council rates.

Under a typical commercial Net Lease, an owner may be able 
to pass some or all of the costs of an upgrade works onto the 
tenant. In some jurisdictions (for example Melbourne) the landlord 
needs tenant consent to pass through the costs, and depending 
on the scope of the building upgrade works, not all of the cost 
may be able to be passed through. In NSW, tenant consent is not 
required as long as the cost savings received by tenants match 
their contributions, as a minimum.

The tenant receives lower energy bills, while the landlord is able 
to share some of the building upgrade cost with the tenant, 
overcoming the split incentive problem. The EUAs loan debt is 
attached to the land, so if the building is sold the new owner 

will bear the obligation of continuing the payments unless the 
previous owner decides to discharge the loan.

Not all local councils offer EUAs, so ask your Council or contact 
the Clean Energy Finance Corporation on 1300 002 332 for advice 
on eligibility and �nancial options.

The Sustainable Melbourne Fund has prepared EUA case studies 
for the following buildings:

` 460 Collins Street

` Kings Business Park

` 123 Queen Street.

More information can be found at:  
www.sustainablemelbournefund.com.au/euf/1200/casestudies

In NSW, Sydney, North Sydney, Parramatta and Lake 
Macquarie Councils offer EUAs and the number is growing. 
More information and contact details can be found at:  
www.environment.nsw.gov.au/sustainbus/eua.htm

The �rst EUA in NSW was at 10 Valentine Avenue, Parramatta, 
which involved a tenancy lighting upgrade under a combined 
EUA and Energy Performance Contract. Further information 
is available on the Parramatta City Council website at: 
www.parracity.nsw.gov.au/work/doing_business_in_parra/
green_your_business/eua.

On-Bill Finance

On-bill �nancing is a way of obtaining access to capital to fund 
building energy ef�ciency upgrades (e.g. to HVAC systems), 
where repayments are made through an electricity utility as part 
of the energy bill. The energy utility will typically aim to make 
the monthly payments equal to or less than the energy savings 
achieved through the upgrade works.

On-bill �nancing can avoid the need to obtain upfront capital to 
cover the cost of buying energy ef�cient equipment. Building 
owners may be able to share some of the costs of the upgrades 
with their tenants, by passing through the energy bills. The tenant 
will be no worse off �nancially, but will enjoy the bene�ts of an 
upgraded building.

IGA X-Press at Runcorn in Brisbane was one of the �rst projects 
to implement on-bill �nancing through Origin and Low Carbon 
Australia. Low Carbon Australia has merged with the Clean Energy 
Finance Corporation. The Clean Energy Finance Corporation 
will build-on and scale-up the successful �nancing programs 
developed by Low Carbon Australia. More information about this 
case study can be found at: www.lowcarbonaustralia.com.au/
annual-report.aspx

Ask your energy utility if they offer on-bill �nancing, and �nd out if 
it’s a suitable way to �nance HVAC upgrades for your project.

3   NSW Of�ce of Environment & Heritage 2012, Environmental Upgrade Agreement factsheet, accessed 23 November 2012, 

www.environment.nsw.gov.au/sustainbus/eua.htm

http://www.sustainablemelbournefund.com.au/euf/1200/casestudies
http://www.environment.nsw.gov.au/sustainbus/eua.htm
http://www.parracity.nsw.gov.au/work/doing_business_in_parra/green_your_business/eua
http://www.parracity.nsw.gov.au/work/doing_business_in_parra/green_your_business/eua
http://www.lowcarbonaustralia.com.au/annual-report.aspx
http://www.lowcarbonaustralia.com.au/annual-report.aspx
http://www.environment.nsw.gov.au/sustainbus/eua.htm


3HVAC HESS Heating, Ventilation & Air-Conditioning High Efficiency Systems Strategy September 2013

Overcoming Split Incentives

Energy Performance Contracts (EPCs)

Energy Performance Contracting is another �nance mechanism 
that can avoid the need for upfront capital to fund energy 
ef�ciency upgrade works.

The building owner and an Energy Services Company (ESCO) enter 
an EPC. Under the EPC, the ESCO will typically agree to evaluate 
potential energy saving opportunities, make recommendations, 
carry out design work and implement the selected energy 
ef�ciency upgrade works, which deliver energy cost savings. In 
return the building owner makes periodic repayments over the 
term of the EPC that cover the ESCO’s costs. The ESCO typically 
guarantees that the energy savings realised will cover the cost 
of the project.

Where energy ef�ciency measures result in cost savings to 
the tenant, a green lease clause can be inserted into the lease 
to allow the building owner to pass through the EPC costs in 
proportion to the tenant’s savings.

The property at 530 Collins Street, Melbourne engaged 
in an EPC project. Further details can be found at: 
www.the�fthestate.com.au/archives/11989/

Equipment Leasing / Operational Finance

Equipment leasing involves spreading the cost of equipment 
upgrades, including HVAC equipment, over a period (typically 
a number of years), rather than buying the equipment outright, 
upfront.

Under an operational �nance agreement, an equipment leasing 
provider funds the installation of upgraded equipment, while the 
building owner makes periodic repayments over the term of the 
lease.

At the end of the lease, the building owner typically has the option 
to buy the equipment at its residual depreciated value; enter 
a new lease covering the installation of newer, more ef�cient 
equipment; or return the old equipment. This can help a building 
owner manage risk of technological obsolescence and offers the 
�exibility to switch to newer technology as it becomes available 
at the end of the lease.

Operating expenses can usually be passed through to tenants as 
part of the lease, so equipment leasing costs may be able to be 
shared with the tenants.

For examples of equipment leases contact Alleasing at:  
www.alleasing.com.au, or The Hal Group at:  
www.techlease.com.au

Shared Costs and Benefits

Mechanisms such as ‘Green Lease’ clauses and �nance 
mechanisms that avoid high up-front costs for the building owner 
can overcome key barriers to HVAC upgrades in existing buildings.

Potential bene�ts for the landlord include:

` obtaining access to capital to carry out upgrade works

` avoiding up-front capital costs for building upgrades by 
spreading the capital cost of upgrade works over a longer 
time frame

` turning building upgrade capital costs into an operational 
expense, which in some cases can be passed through to 
the tenant

` improved image and performance of the building helping 
to attract and retain tenants

` better quality, higher performance buildings meaning 
potentially increased capital value and rental returns

`  higher reliability of upgraded equipment reduces risk of 
unexpected maintenance costs.

Potential bene�ts for the tenant include:

` reduced energy bills

` no net increase in outgoings

` improved indoor environmental quality

` better working conditions for staff

` meeting Corporate Social Responsibility and Sustainability 
objectives

` improved reliability and controllability of services

` more reliable services.

HVAC HESS

HVAC HESS is a ten year strategy under the National Strategy 
on Energy Ef�ciency that aims to drive long term improvements 
in energy ef�ciency of HVAC systems Australia wide. Under 
The Energy Ef�ciency Working Group, the Buildings Committee 
manages the implementation of the HVAC Strategy. This 
committee is comprised of representatives from Australian,  
State and Territory Governments.

The Strategy takes a whole of life perspective in targeting HVAC 
ef�ciency improvement, encompassing the design, manufacture, 
installation, operation and maintenance stages of the HVAC 
lifecycle. The Strategy consists of a number of complementary 
measures that fall under three broad initiatives – People, Practices 
and Systems. This Shared Incentives factsheet speci�cally 
relates to Practices, particularly the landlord tenant relationship 
and summarises opportunities to overcome the ‘split incentive’ 
problem that can be a barrier to building energy ef�ciency 
upgrades. It is one of a suite of factsheets developed to provide a 
quick overview and reference to inform, educate, and encourage 
energy ef�ciency in the HVAC industry.

A series of HVAC HESS factsheets can be found at: 
http://ee.ret.gov.au/

http://www.thefifthestate.com.au/archives/11989/
http://www.alleasing.com.au
http://www.techlease.com.au
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Further Information

1.  Further information about EUAs can be found at:  
www.environment.nsw.gov.au/sustainbus/eua.htm and  
www.sustainablemelbournefund.com.au/euf

2. Further information about on-bill �nancing and equipment 
leasing can be found at: www.cleanenergy�nancecorp. 
com.au/our-investments/co-�nance-arrangements.aspx

3. Further information on EPCs can be found at: www.eec.
org.au/Energy%20Performance%20Contracting and 
www.environment.nsw.gov.au/government/pc.htm 
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http://www.eec.org.au/Energy%20Performance%20Contracting
http://www.environment.nsw.gov.au/government/pc.htm



