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How Policy Shapes
Projects: Understanding
Washington’s Cues

Current U.S. policy conditions have

created uncertainty in solar project finance deals.

Edward V.Kayukov & Henry T. Scott

Recent political change in Wash-
ington, D.C., and in statehouses
throughout the country means that
federal and state lawmakers may soon
revisit the policies designed to spur
investment in solar en-
ergy and other forms of
renewable energy. At the
same time, the ability
to qualify for the cash- 3
grant program for re- ¢
newable energy projects Eiywlfﬁgy
provided by the Ameri-

can Recovery and Reinvestment Act
(ARRA) will soon expire.

This article explores how govern-
ment policy affects deal structures
in today’s changing market, explains
how well-structured deals are fi-
nanced today and provides insight on
how policy-makers may change the
financing landscape yet again.

Like the development of other en-
ergy sources, the development of re-
newable energy projects benefits from
government support. These policies
have included both direct subsidies
- in the form of cash grants and tax
credits - and indirect support, chiefly
by means of renewable energy pro-
curement requirements.

Despite continued technological
advances, the vast majority of renew-

able energy projects are not consid-
ered to be economical without some
level of governmental support. At the
federal level, invest-
ment in renewable en-
ergy has traditionally
been supported by fa-
vorable tax policies, in-
cluding a regime of tax
credits and accelerated
depreciation for quali-
fying projects. Traditionally, develop-
ers of renewable energy projects have
monetized these tax benefits by part-
nering with tax-advantaged investors
- principally large and sophisticated
financial institutions.

In an effort to spur investment in
renewable energy projects and create
jobs at a time when tax-advantaged
investors had a limited tax appetite
and millions of Americans found
themselves without a job, ARRA ef-
fectively monetized the investment
tax credit (ITC) for developers by
providing a cash grant.

The majority of developers have
elected to claim the cash grant in lieu
of the ITC. As of Nov. 8, the cash-
grant program has provided over
$5.4 billion to nearly 4,000 projects
in 48 states, Puerto Rico and the Dis-
trict of Columbia. The program is
widely seen as among ARRA’s most
successful programs in terms of de-
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ploying stimulus dollars quickly and
in its support for renewable energy
projects.

At the same time, the cash-grant
program has also been an expensive
endeavor. It was criticized by budget
hawks, and the original Congressio-
nal Budget Office estimate that the
program would provide $3 billion in
cash grants could be exceeded sev-
eral times over. Supporters of the
program point out that it is budget-
neutral, as the net effect on the fed-
eral budget of a tax credit or a cash
grant is the same.

The cash-grant program was in-
tended as a temporary solution to
stimulate the economy - and the re-
newable energy sector, in particu-
lar - during the economic downturn.
To be eligible for the grant, a project
must commence construction on or
before Dec. 31, 2010, and must file a
preliminary application for a grant
no later than Sept. 30, 2011. The
commencement-of-construction cut-
off date is fast approaching, although
some members of Congress have ad-
vocated extending the program or
making the ITC refundable.

A recently leaked memo to Presi-
dent Obama from White House of-
ficials Carol Browner, Ron Klain
and Lawrence Summers suggested
transferring funds appropriated for
the Department of Energy’s (DOE)
loan-guarantee program. The lame-
duck session of Congress may take
up the extension of the cash-grant
program, but any extension is likely
to face some opposition from Re-
publican members of Congress con-
cerned about government spending
in a time of record budget deficits.

For solar developers, the surest way
to ensure federal support is to com-
mence construction of a qualifying
facility prior to Dec. 31. The Treasury
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Department, which administers the
program, published guidance defin-
ing what is required to “commence
construction” and has candidly re-
sponded to inquiries regarding the
requirements.

Fortunately for developers, the
Treasury guidance provides for a 5%
safe harbor for qualifying expendi-
tures incurred in connection with
projects. Alternatively, projects may
qualify for the cash grant with “physi-
cal work of a significant nature” at the
project site. For projects relying on the
5% safe harbor with an estimated eli-
gible cost basis of $1 million or more,
an independent accountant’s report
on the eligible costs of the specified
energy property paid or incurred by
Dec. 31 is required.

Another important requirement
of the program is that construction
be “continuous.” Although the scope
of the “commencement of construc-
tion” and “continuous construction”
requirements are beyond the scope
of this article, suffice it to say that
billions of dollars worth of renew-
able energy projects are racing to sat-
isfy those requirements.

Political uncertainty in Washing-
ton, D.C., occasioned by the recent
midterm elections (see Policy Watch
on page 24) may add even greater
urgency to the need to qualify for the
grant.

Bank financing options

The bank lending market for re-
newable projects has rebounded con-
siderably since the credit freeze of late
2008 and early 2009. At first, bank
lenders returned to the marketplace
looking to finance only the best proj-
ects from the strongest sponsors with
the most proven technologies.

Competition among lenders, how-
ever, has gradually broadened the
range of the project sponsors and
technologies that bank lenders are
willing to finance. Tenors for term
loans have lengthened to approxi-
mately 12 to 16 years, and pricing has
improved markedly for developers,

with the best projects being priced at
200 to 250 basis points over LIBOR.

With trust among the lending
community restored, we have seen
a gradual return of partially syndi-
cated deals (as opposed to the club
deals that dominated the market in
late 2008 and 2009). As the cash-
grant program deadline approaches,
though, the flood of projects seeking
financing ahead of the December cut-
off means that bank lending terms
may begin to tighten as a reflection of
increased demand for capital.

After a particularly bad year for
wind resources in 2009 underscored
lenders’ exposure to wind resource
variability, many investors expressed
an interest in adding solar projects
to their energy portfolios. At the

those warranties - remain of crucial
concern for lenders.

Thus, developers must balance a
desire to contain project costs by de-
ploying low-cost modules or newer
technologies with the need to use
“bankable” equipment. With the up-
sizing of solar PV to the true utility
scale, lenders’ diligence increasingly
focuses on risks associated with the
deployment of PV technology on a
much bigger scale, including supply-
chain risks.

Solar power projects in the range
of 10 MW to 20 MW may present
attractive investment opportunities
for financiers and equity investors.
Execution risk is relatively low, and
the construction period is often quite
short for projects of this size. In ad-

Lenders’ diligence increasingly focuses on risks associated
with the deployment of PV technology on a much bigger
scale, including supply-chain risks.

same time, the steep decline in the
price of photovoltaic modules and
the up-sizing of solar PV projects in
the Western U.S. have made many of
these projects attractive investment
opportunities.

Many of these projects benefit from
higher electricity prices with attractive
time-of-use factors that reward energy
production during peak hours, which
typically coincide with peak energy
production for PV projects. The co-
incidence of peak energy production
and peak electricity prices typical of
solar projects contrasts with the ener-
gy production patterns of most wind
projects, which often crest in the early
morning hours, when electricity usage
is at its nadir.

In the solar sector, lenders have
been willing to lend to projects de-
ploying modules from a variety of
manufacturers and technologies, in-
cluding thin-film technologies. Still,
module and inverter warranties -
and the strength of the credit behind

dition, these types of projects often
do not require the costly and time-
consuming network upgrades typical
of larger power projects. Packaging
several medium-size projects with
similar documentation can provide
economics of scale and access to capi-
tal normally reserved for much larger
projects of 100 MW or more.

Lending niche

A new lending space is also emerg-
ing for solar projects in the 1 MW
to 5 MW range. Although these
projects often enjoy the best offtake
prices, they are typically too small
for traditional project finance lend-
ers to consider, given the diligence
and transaction costs associated with
nonrecourse or limited-recourse
project loans.

However, local banks have yet to
acquire the experience and institu-
tional knowledge required for trans-
actions of this type. New participants
are arriving to fill the vacuum in this
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space, including hedge funds and
several commercial banks that see the
space as an opportunity to grow rela-
tionships with customers, including
module manufacturers, construction
contractors and project developers.

In California, several of the large
investor-owned utilities have un-
veiled special PV offtake programs,
and the California Public Utility
Commission is in the process of de-
veloping a reverse auction protocol
for 1 MW to 5 MW projects. This
development suggests that this mid-
size project space should be expected
to grow considerably in the coming
months and years.

Beginning with the publication of
the Treasury’s Cash Grant Guidance
in July 2009, which specifically per-
mits the assignment of cash grants
to financial institutions, a market has
developed among lenders for cash-
grant anticipation financing. Lend-
ers have been willing to provide as
much as 95% of the expected cash-
grant loan amount to developers in
anticipation of the cash grant (or
100% with a shortfall guaranty from
a creditworthy sponsor).

Often, the cash-grant loan is
provided by the same construction
lenders and term lenders as separate
loan facilities documented in a single
credit agreement. With a number of
projects commencing construction
or seeking to qualify within the 5%
safe harbor or the “significant work
of a physical nature at the project
site” safe harbor before Dec. 31, the
market for cash-grant loans can be
expected to be particularly active in
the weeks ahead.

Large concentrated solar power
projects, many of which are in line
to receive public financing from the
Federal Financing Bank, in connec-
tion with the DOE’s loan-guarantee
program, are expected to seek financ-
ing in anticipation of cash grants.

For these multibillion-dollar proj-
ects, the expected cash-grant amount
is in the hundreds of millions, mean-
ing that the ability to syndicate these

loans will be crucial. Priority issues
with respect to the cash-grant pro-
ceeds may prove to be particularly
difficult to overcome.

In making cash-grant anticipa-
tion loans to projects, lenders must
be cognizant of the technical require-
ments of safe harbors and bear in
mind that the level of scrutiny by
the Treasury with respect to eligible
project cost amounts has increased as
the cash-grant program has matured.
As the number of dollars awarded
increases, additional audits and in-
creased scrutiny should be expected.
Pricing and availability of cash-grant
loans will be affected by the dynamics
of supply and demand.

In sum, the cash grants amount-
ing to 30% of qualified project costs
have been crucial to the develop-
ment of solar projects in the wake
of the financial crisis. Although the
lending market has recovered and
the number of tax-equity investors
returned to near pre-financial-crisis
levels, the tax-equity market is still
relatively shallow, given the amount
of investment required to build the
many gigawatts of renewable energy
projects in the development pipeline.

In addition, many tax-equity in-
vestors were monetizing cash grants
along with Modified Accelerated Cost
Recovery System depreciation - as
opposed to the ITC - and the failure
to extend cash grants would lead to
a significant reduction of capital in
the tax-equity market. Given these
capacity constraints, for most solar
projects, the ability to “commence
construction” prior to year’s end and
qualify for the grant will be crucial.

Pursuing the agenda

The Obama Administration’s goal
to double renewable power genera-
tion within three years faces a num-
ber of challenges. With the economy
still mired in a sluggish recovery, elec-
tricity usage and electricity prices
have declined. This means that in
many parts of the country, higher-
priced renewable energy is less cost-

competitive with the market price for
electricity than it was just a few years
ago. Most of the nation’s renewable
resources remain stranded, requiring
billions of dollars in transmission in-
vestments in order to be successfully
integrated into the grid.

Moreover, the administration’s
decision this year to address health-
care and financial regulatory reform
ahead of energy means that com-
prehensive energy legislation with
a climate-change component is un-
likely. As a result, the externalities
associated with fossil-fuel electricity
sources remain unpriced.

Still, the development of renew-
able energy projects maintains large
public support, as evidenced by the
convincing defeat of Proposition
23 in California, which would have
overturned the Golden State’s global-
warming initiative, and electricity
consumption should be expected to
return to pre-recession levels as the
€Cconomy recovers.

Support for renewable energy is
increasingly tied to a desire to grow
the domestic manufacturing in the
sector. Macroeconomic realities and
the short-term nature of the tax-
credit subsidies in the U.S., however,
have made this a particularly difficult
sector for U.S. companies to pene-
trate and to gain and maintain mar-
ket share.

Competition for solar modules
is particularly fierce, with Chinese
manufacturers rapidly expanding
market share. The desire to sup-
port the development of this sector,
though, remains a commitment of
both political parties, and a broad
spectrum of interest groups. Labor,
business and environmental lobbies
have rallied behind the notion of
green-collar jobs. This momentum
suggests that the Section 48D manu-
facturing tax-credit program for re-
newable energy manufacturers may
be extended in the coming months.

The cash-grant program under-
scores how government support for
renewable energy projects can have
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unintended consequences. Because
the cash-grant program is tied to the
amount of qualifying investment - as
opposed to the amount of energy
produced by qualifying projects -
it is a relatively inefficient form of
subsidy that tends to reward less-
productive energy projects and cre-
ates an incentive to increase projects’
costs, because one-third of qualifying
costs are borne by taxpayers.

Prior to the introduction of the
cash-grant program, wind projects
were limited to earning a produc-
tion tax credit (PTC) of $0.02/kWh,
as opposed to the ITC based on the
amount of project costs rewarded
up-front to solar and other renew-
able projects. The rationale for the
ITC for solar projects, rather than the

PTC for wind, reflects policy-makers’
belief that the relatively higher capi-
tal costs associated with solar proj-
ects warrant (or require) an up-front
credit.

As the market for solar PV ma-
tures, this rationale may no longer
make sense, at least for solar PV. If
and when Congress revisits the tax
subsidies for renewable projects, giv-
en the current budget situation, one
may anticipate that some in Congress
will support production-based incen-
tives for a wider range of renewable
projects, including solar. Coinciden-
tally, such production incentives may
also indirectly support U.S. panel
manufacturers, whose equipment of-
ten is more efficient than that of less-
expensive overseas competitors.

In conclusion, deal structures today
directly reflect the policy decisions
made by legislators. Until renewable
projects can compete with fossil-fuel
projects, or the carbon externalities
of fossil-fuel projects are reflected
in electricity prices, project financ-
ing is likely to continue to be sub-
ject to changing political winds. =
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