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December 11, 2023

The Honorable Michael S. Barr

Vice Chairman for Supervision

Board of Governors of the Federal Reserve System
20th Street and Constitution Avenue N.W.
Washington, DC 20551

The Honorable Martin J. Gruenberg
Chairman

Federal Deposit Insurance Corporation
550 17th Street, NW

Washington D.C. 2049-9990

Mr. Michael J. Hsu

Acting Comptroller of the Currency

The Office of the Comptroller of the Currency
400 7th Street, SW

Washington, D.C. 20219

Via Electronic Submission

RE: Regulatory Capital Rule: Amendments Applicable to Large Banking Organizations and to
Banking Organizations with Significant Trading Activity. (Docket ID OCC-2023—-0008; Docket No.
R-1813; RIN 7100-AG64; RIN 3064—AF29).

Dear Vice Chair Barr, Chairman Gruenberg, and Acting Director Hsu:

The American Council on Renewable Energy (“ACORE”) respectfully submits these comments in
response to the proposed Regulatory Capital Rule: Large Banking Organizations and Banking
Organizations With Significant Trading Activity. ACORE’s membership includes renewable energy
developers, institutional investors, corporate buyers of renewable energy and environmental attributes
associated therewithin, electric power generators, retail energy providers, and other stakeholders. ACORE
member companies collectively hold $22 trillion in assets. In 2022, 90% of the booming utility-scale U.S.
renewable growth was financed, developed, owned, or contracted for by ACORE members.

We appreciate the focus of the Office of the Comptroller of the Currency (“OCC”), the Board of
Governors of the Federal Reserve System, and the Federal Deposit Insurance Corporation (“FDIC”)
(together, “the Agencies”) on implementing the Basel III global standards to ensure the strength and
resilience of the U.S. banking system. However, the proposal’s potential grouping of renewable energy
tax equity into the 400% equity-exposure risk weight category would be extremely unwarranted due to
these investments’ loan-like characteristics, low-risk profile, and overwhelmingly positive historical
returns. This proposed risk weight would make clean energy projects uneconomic and is already stifling
crucial financing for our sector at a time when it is needed most.

It is critical for the Agencies to clarify immediately that the 100% risk weight category will include tax
equity for renewable energy, as part of a Supplemental Notice or other public facing statement in advance
of the final rulemaking. Investors are already freezing tax equity investments to the clean energy sector in
response to the proposal’s unclear treatment of tax equity. Without a near-term clarification,
approximately $20 billion in planned renewable tax equity investments would be at risk in 2024, and even
more in subsequent years.
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Our comments below focus on the impacts of the revised risk weights for the renewable energy tax equity
market and the urgency of addressing this issue. However, there are other issues with the proposal that
could substantially impact investment in and support for renewable energy initiatives more broadly. In
particular, the new framework for market risk proposals and the additive requirements for derivative
transactions could significantly raise the costs for U.S. companies to hedge their business and operating
risks. In addition, the narrow scope of the lower investment-grade risk weight may increase borrowing
costs for private creditworthy businesses, placing small and growing companies at a competitive
disadvantage. These elements of the proposed rule could therefore also compromise the success of U.S.
implementation of Basel III without other structural changes being made.

Tax Equity Is a Predominant Source of Financing in the U.S. Renewable Energy Market.

Tax equity, largely provided by domestic banks, has been a critical financing source for renewable energy
projects. The Inflation Reduction Act (“IRA”) extended and expanded the use of federal tax incentives to
various renewable and carbon emission reduction technologies as well as the domestic manufacturing of

advanced energy equipment. To meet the goals of the IRA, many forecasters estimate that tax equity will

need to increase from a roughly $20 billion annual market today to over $50 billion."'

Domestic banks have been major providers of tax equity, representing over 80% of the roughly $20
billion annual market, and are poised to increase their tax equity investments to meet this demand. While
the IRA provides new additive tax credit monetization options through transferable tax credits and, in
certain applications, direct pay, tax equity is expected to remain the most common and preferred option
for project developers because it monetizes both the tax credits and other tax benefits, such as tax
depreciation. Traditional tax equity players will serve an important role in providing due diligence and
syndication services for large corporate players interested in exploring transferability. Please see the
Appendix for more information about the role of tax equity in financing renewable energy projects.

Tax Equity Investments Have Loan-Like Features and Overwhelmingly Positive Historical Returns,
and Should Not Be Subject to the 400% Risk Weight for Private Equity Exposures.

Under existing regulatory capital rules, tax equity typically receives a 100% risk weight so long as a
bank’s total equity investments are below 10% of its capital. The excess equity investments exceeding
10% of a bank’s capital are assessed at 400% risk weight. As part of the proposal’s bank regulatory capital
rules, there is no longer a 10% threshold test. Instead, the proposed rules provide a 100% risk weight for
“community development investments” such as low-income housing tax credit investments. All other
non-publicly traded equity investments, which renewable energy tax equity investments could be grouped
into, attract a 400% risk weight. We understand that the treatment of tax equity in the proposal was
unintentional, as recently acknowledged by FDIC Chair Martin Gruenberg in his remarks to Congress in
November stating that the treatment of renewable energy tax credits may not have been “fully
appreciated.”?

I “Expectations for Renewable Energy Finance.” ACORE. June 2023. https://acore.org/wp-content/uploads/2023/06/ACORE-
Expectations-for-Renewable-Energy-Finance-in-2023-2026.pdf

2 Comments by FDIC Chair Martin Gruenberg at Senate Banking Hearing on November 14, 2023: “I think we have received
comments that raise attention to [tax equity] that we may not have fully appreciated and I am hopeful, we're obviously going to
review all the comments, that we can be responsible and address this in the final rulemaking."
https://www.youtube.com/watch?v=SJuOgXEr0mU

Comments by Gruenberg at the House Financial Services Hearing on November 15, 2023: “In terms of the renewable energy tax
credit, I think this is a pretty good example of the value of the comment period. I am not sure that, in crafting the proposed rule,
we fully appreciated the impact here. I think the feedback we have received has been helpful and I think...it will influence the
final rule.” https://www.youtube.com/watch?v=Pnk7qgMCiTQ
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Applying the same risk weighting for tax equity as private equity is unwarranted and ignores the fact that
renewable tax equity investments have a very different risk profile. Tax equity investors have limited
downside exposure as their investments will receive more than 80% of their return from predictable tax
credits and accelerated depreciation deductions. Tax equity has other protective features, such as no senior
debt in the project and its structural priority over the project sponsor’s return. Tax equity structures also
help protect against project risks, including resource variability, equipment performance issues, and
power price declines. These investments are underwritten to be robust and are structured to perform well
under a myriad of stress scenarios.

In many ways, tax equity has more loan-like characteristics compared to typical equity exposures. In fact,
in a recognition of the importance of tax equity financing coupled with its conclusion that tax equity is the
functional equivalent of a loan, the OCC codified and streamlined the process for the banks to participate

in tax equity financing under the general lending authority through Section 12 CFR § 7.1025.°

According to a recently conducted survey of banks that represent 70% of the overall renewable tax equity
market in the past five years, the historical performance of exited renewable tax equity investments and
projections for current investments demonstrate overwhelmingly positive yields.* The risks from
recapture, foreclosure, and bankruptcy have had no or very limited impacts on investors’ overall
portfolios. Absent new policy impediments, the low-risk profile of renewable tax equity will continue to
attract considerable capital from bank investors seeking stable returns.

Please see the Appendix for more information about the risk profile, protective structural features, and
historical performance of renewable tax equity investments.

Without Near-Term Action, Billions of Dollars in Clean Energy Investments Are at Risk.

Prior to the proposal, investors were prepared to scale tax equity investments to $22 billion in 2023 and
$25 billion in 2024 in response to the IRA and the increasing economic attractiveness of the clean energy
sector.” However, the risk of a 400% risk weight would make it prohibitively expensive for the banks to
extend tax equity financing. Leading tax equity providers anticipate that annual tax equity investments in
the renewable energy sector could shrink by 80-90% if the 400% risk weight is applicable to tax equity.
The increase in pricing that would be needed to accommodate the 400% risk weight would be significant
and the project investment would no longer be viable for the developer if that cost is passed along to
them. Due to the current absence of clarification, banks have already begun to pause their tax equity
financing for clean energy altogether.®

2

3 https://www.occ.gov/news-issuances/bulletins/2021/bulletin-2021-15.html

4 See Appendix.

> ACORE conversations with investors.

6 J.P. Morgan earnings call on 10/13/2023, with Chief Financial Officer Jeremy Barnum: “We may simply need to exit things.
And that will be because it is better than the alternative, which would be to do activity that's shareholder value disruptive, but it
won't be costless. A good example of that is the renewable energy tax credit investment business, which as a result of the
quadrupling of the risk weight may no longer make sense. Now that's one that we hope will be changed but is tricky because
those are very long-duration assets. So between now and the rule is finalized, it raises some questions whether we want to put that
stuff on the balance sheet.”
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We urge the Agencies to provide immediate relief for the clean energy market by clarifying that
renewable energy tax equity will be eligible for a 100% risk weight. Without near-term clarification,
approximately $20 billion in tax equity investments may not move forward in 2024, sacrificing important
economic growth at a critical time. We urge the agencies to expand the 100% risk weight to include
renewable tax equity in advance of the release of the final rule as part of a Supplemental Notice or other
near-term statement.

Annual Tax Equity Investments in Renewable Energy
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With 400% Risk Weight e BAU

The Agencies Should Expand the 100% Risk Weight Category to Include Tax Equity for Clean
Energy Projects.

It is critical for the Agencies to expand the 100% risk weight category to include tax equity for renewable
energy. Investments in government-mandated clean energy tax credits should not be subject to Basel I1I’s
punitive requirements for equity exposures for reasons similar to those applicable to equity investments in
low-income housing credit investments. Although the risk profile of renewable energy investments is
substantially similar to low-income housing tax credit (“LIHTC”) investments, and the level of
government support is comparable, renewable energy investments do not qualify as community
development investments. Updates are necessary to afford them the same treatment.

We recommend that the 100% risk weight category in “Table 7: Risk Weights Applicable to Equity
Exposures under the Expanded Simple Risk-Weight Approach (ESRWA)” on page 49 of the NPR” to
include two additional categories: (1) investments that meet the stringent criteria set by the OCC to
qualify as loan equivalent,® and (2) the investments that qualify for the proportional amortization method
(PAM) of equity accounting under Financial Accounting Standards Board (“FASB”) rules’ as they, by
definition, would derive most of their returns from federal tax incentives, similar to LIHTC investments.

7 https://www.fdic.gov/news/board-matters/2023/2023-07-27-notice-dis-a-fr.pdf

8 https://www.occ.gov/news-issuances/bulletins/2021/bulletin-2021-15.html

9 https://www.fasb.org/Page/ShowPdf?path=ASU+2023-
02%E2%80%941Investments%E2%80%94Equity+Method+and+Joint+Ventures+%28Topic+323%29%E2%80%94 Accounting+f
ortInvestments+intTax+Credit+Structures+Using+the+Proportional+Amortization+Method.pdf
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The following table shows the additional exposure types we recommend adding to the 100% risk weight

category.

Risk Weight

Equity Exposure

100%

An equity exposure that qualifies as a community development investment under
section 24 (Eleventh) of the National Bank Act.

An equity exposure to an unconsolidated small business investment company or
held through a consolidated small business investment company, as described in
section 302 of the Small Business Investment Act.

An equity exposure that qualifies as a tax equity finance investment under 12
CFR 7.1025 or has substantially similar attributes.

An equity exposure to a tax credit structure that meets the criteria to be
accounted for under the proportional amortization method as described in
ASC 323 of the FASB’s Accounting Standards Codification.

It is important to represent each of these categories in the Table. The OCC criteria exemption would
benefit investors that invest in tax equity through their banks but would not benefit investors that invest in
tax equity through their bank holding companies. The PAM accounting criteria would capture some of
their investments. PAM accounting, however, is only available for certain PTC investments and would not
widely benefit investors who invest in tax equity through their banks, so the OCC criteria reference is

critical.

We appreciate this opportunity to provide comments on the Regulatory Capital Rule proposal. Please do
not hesitate to contact Lesley Hunter at hunter@acore.org with any additional questions you may have.

Sincerely,

/s/ Lesley Hunter
Lesley Hunter

Senior Vice President of Programs & Sustainable Finance
American Council on Renewable Energy
1150 Connecticut Ave NW, Suite 401

Washington, D.C. 20036
hunter@acore.org

American Council on Renewable Energy (ACORE) 5



mailto:hunter@acore.org

€. ACORE

AMERICAN COUNCIL ON
RENEWABLE ENERGY

Appendix: Renewable Energy Tax Equity Risk Profile and Performance Data

Table of Contents
I. Executive Summary 7
I1. Introduction to Renewable Energy Tax Credits 8
a. The federal renewable energy tax credit program has a proven track record, serving as a vital
driver of the eNErY trANSItION. .....ccveeriieriieriierresierteeteeteeteebeeste e teeseaesseesssessseasseasseesseasseesseesseesseesseens 8
b. The IRA extends and expands the role of tax credits in fueling renewable infrastructure................ 8
I11. Key Stakeholders in Renewable Energy Project Development 10
IV. The Role of Tax Equity Investments in Renewable Project Finance.. 12
a. The demand for tax equity already exceeds supply and will more than double by mid-decade.
Banks will continue to predominate the tax equity market. ...........ccccevveeviirinieneninieneneeeeeeee, 12
b. Emerging financing options will play a complementary role but will not replace tax equity......... 12
V. Renewable Tax Equity Structures Protect Investors from Risks . 14
a. Partnership flip structures offer well-defined benefits for tax equity investors. ..........cccceeererueenee. 14
b. Tax equity has a senior equity position and is not subordinated to debt............cccceevvieviiercieennennns 15
c. Tax equity structures limit risks and downside for INVESOTS. ........cceevveevierierierienie e 15
d. The OCC has established criteria that designates renewable tax equity investments as loan
(e LI (<) 1L APPSR 19
VI. Historical Performance of Renewable Energy Investments 21
a. Renewable energy investments overwhelmingly result in positive yields. ........ccccovvevierienciennnnns 21
b. Investment risks associated with recapture, foreclosure, and bankruptcy are minimal. ................. 23
VII. Conclusion 25
VIII. Glossary . . 26

American Council on Renewable Energy (ACORE) 6



) ACORE

AMERICAN COUNCIL ON
RENEWABLE ENERGY

I. Executive Summary

Tax equity, largely provided by domestic banks, has been a critical financing source for clean energy
projects. The Inflation Reduction Act (IRA) extended and expanded the use of federal tax incentives to
various renewable and carbon emission reduction technologies as well as the domestic manufacturing of
advanced energy equipment. To meet the goals of the IRA, many forecasters estimate that tax equity will
need to increase from a $20 billion annual market today to over $50 billion.

Domestic banks have been major providers of tax equity, representing over 80% of the roughly $20
billion annual market, and are poised to increase their tax equity investments to meet this demand. While
the IRA provides new tax credit monetization options through transferable tax credits and direct pay, tax
equity is expected to remain the most common and preferred option for project developers because it
monetizes both the tax credits and other tax benefits, such as tax depreciation.

Renewable energy projects typically have a high level of contracted revenue, limited variable operating
costs, and relatively predictable cash flows. Projects are often held in a limited liability company (LLC).
In most cases, the project sponsors do not have sufficient tax liabilities to efficiently use the tax benefits
that may be available for these projects. Thus, the sponsor sells non-controlling passive interests in the
LLC to a tax equity investor in a structured tax equity transaction. This structure is designed to allow the
tax equity investor to fund a large portion of the capital cost of the project and to receive a pre-negotiated
rate of return, which consists primarily of the value of tax credits and other tax benefits.

The tax equity investor has limited downside exposure as the investment will receive most of its return
from more predictable tax credits and accelerated depreciation deductions, and it has other protective
features, such as no senior debt in the project and its priority over a sponsor’s return. In many ways, tax
equity has more loan-like characteristics compared to typical equity exposures. In fact, in a recognition of
the importance of tax equity financing coupled with its conclusion that tax equity is the functional
equivalent of a loan,' the Office of the Comptroller of the Currency (OCC) codified and streamlined the
process for the banks to participate in tax equity financing under the general lending authority.

According to a recently conducted survey of banks that represent 70% of the overall renewable tax equity
market in the past five years, the historical performance of exited renewable tax equity investments and
projections for current investments demonstrate overwhelmingly positive yields. The risks from
recapture, foreclosure, and bankruptcy have had no or very limited impacts on investors’ overall
portfolios. Absent new policy impediments, the low-risk profile of renewable tax equity will continue to
attract considerable capital from bank investors seeking stable returns.

! https://www.occ.gov/news-issuances/bulletins/2021/bulletin-2021-15.html
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II. Introduction to Renewable Energy Tax Credits

a. The federal renewable energy tax credit program has a proven track record, serving as a vital
driver of the energy transition.

Federal tax credits have played an indispensable role in the development and expansion of the U.S.
renewable energy sector. They provide crucial financial incentives for utility-scale, community, and
distributed renewable energy projects, driving adoption across states, industries, and customers.

Tax credits work by reducing the tax liability of project developers and investors, effectively lowering the
overall costs of developing renewable energy projects. This reduction in costs has been a key driver in the
rapid scaling of renewable energy technologies over the past two decades. The availability of tax credits
has helped facilitate over $485 billion of private investments into the renewable sector over the past 20
years” and currently supports the employment of over half a million Americans.? The availability of tax
credits has also helped lead to significant technology improvements, increased system efficiencies and
reliability, and cost reductions across all renewable energy technologies.

The most significant tax credits for the clean energy transition in the U.S. are the Production Tax Credit
(PTC) and the Investment Tax Credit (ITC). The PTC is a per-kilowatt hour (kWh) tax credit for
electricity generated by renewable energy and other qualifying technologies, paid over a 10-year period.
The ITC is a tax credit that is based on a percentage of the project’s cost as a one-time credit in the year in
which the project is placed in service.

b. The IRA extends and expands the role of tax credits in fueling renewable infrastructure.

Enacted in August 2022, the IRA extended and expanded the use of federal tax incentives to various
renewable and carbon emission reduction technologies as well as the domestic manufacturing of
advanced energy equipment.*

It ensures continued support for wind and solar power by extending the ITC of 30% and PTC of
$0.0275/kWh to 2025, provided projects meet prevailing wage and apprenticeship requirements.' After
2025, the credits will transition to a technology-neutral approach until the later of 2032 or the point at
which carbon emissions are reduced to 25% of their 2022 levels. The IRA also introduced a new ITC for
standalone energy storage and new PTC provisions through 2025 for offshore wind, geothermal,
hydropower, and clean hydrogen.

The IRA introduces “prevailing wage” and “apprenticeship” requirements for entities to receive the full
value of the credits, increasing the base credit (6% of the available ITC credit and 20% of the available
PTC credit) by a multiple of five if the project pays prevailing wages and adheres to registered
apprenticeship requirements.

In addition to the baseline credits, the IRA introduces a suite of bonus credits,’ including incentives for:

o Domestic Content: Base and bonus credits are increased by 10% if the project uses a certain
percentage of steel, iron, and manufactured products that are mined, produced, or manufactured
in the U.S.

2 https://www.bnef.com/flagships/clean-energy-investment

3 https://www.energy.gov/policy/us-energy-employment-jobs-report-useer

4 https://www.epa.gov/green-power-markets/summary-inflation-reduction-act-provisions-related-renewable-energy
5 https://www.energy.gov/eere/solar/federal-solar-tax-credits-businesses
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o Energy Communities: Base and bonus credits are increased by 10% if the project is located
within a defined energy community or interconnected to a substation within an energy community
for offshore wind projects. Energy communities are defined as brownfield sites or areas that are
economically dependent on fossil fuel activities according to certain metrics.

o Low-Income Communities: For wind and solar projects that are eligible for the ITC and have a
maximum output of 5 megawatts (MW) or less, base and bonus credits are increased by 10% if
the project is located in a low-income community or on tribal land. The credit increases by 20%
for projects that are part of certain federally subsidized housing programs or offer at least 50% of
the financial benefits of the electricity produced to low-income households.

To enhance the accessibility and effectiveness of these tax incentives, the IRA introduces provisions for
transferability and direct pay, offering greater flexibility for investors for financing renewable energy
projects. Transferability enables project owners to monetize tax credits by transferring them to other
taxpayers with sufficient tax liabilities, such as corporate buyers. Direct pay allows tax-exempt and
governmental entities to invest in clean energy projects and claim the equivalent amount of the tax credit
in the form of a direct payment from the Internal Revenue Service (IRS). Direct pay is also available for
taxable entities who would receive credits for carbon capture, clean hydrogen, and the manufacturing of
renewable energy components.

American Council on Renewable Energy (ACORE) 9
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I1I. Key Stakeholders in Renewable Energy Project Development

There are multiple stakeholders involved in the development of a renewable energy project, including
project sponsors, financiers, offtakers, equipment suppliers, and construction, operations, and
maintenance contractors, each playing a critical role in the lifecycle of a renewable energy project.

e Project Sponsors: The project sponsor oversees the development, construction, and operation of
a renewable energy project. Project sponsors typically act as a partial owner of a special purpose
project company set up to own and operate the project and contribute and raise capital to fund
equipment purchases and the project’s construction.® Project sponsors analyze and mitigate
potential risks, ensuring their projects adhere to planned timelines, budgets, and quality standards.
Furthermore, they play a central role in coordinating activities among various stakeholders to
ensure the construction and operation of the project.

e Financing Parties: Renewable energy projects are typically financed through cash equity, tax
equity, and debt financing. Tax equity investors provide funding to take advantage of the tax
benefits and receive cash flows from the project, partnering with the project sponsor to become a
partial owner of the project company (see Section IV). The project sponsor can also raise
additional cash equity from other institutional investors. Debt financing involves loans raised by
the project sponsor during the development period, construction period, and/or after the project is
placed in service.

o Offtakers: Renewable energy projects often rely on offtakers to enter into multi-year contracts,
known as power purchase agreements (PPAs), to purchase the electricity and renewable energy
certificates (RECs) produced by the project, often at a fixed price. PPAs provide a steady revenue
stream for the project and make it more attractive to investors and lenders. Projects do not
typically receive financing until a PPA with a creditworthy offtaker is signed. PPA tenors
typically range between 10-20 years. Offtakers include electric utilities who may procure
renewable energy to comply with state clean energy standards and meet load requirements, and
with the growth in standalone storage, meet adequacy requirements and other ancillary services.
In addition, corporations enter into renewable energy PPAs to reduce their greenhouse gas (GHG)
emissions and hedge their power costs. Finally, corporates, municipalities, government agencies,
school districts, and residential homeowners purchase renewable energy to save on energy costs
and reduce GHG emissions.

e Engineering, Procurement, and Construction (EPC) Contractors: EPC contractors are
responsible for the engineering design of the project, managing the procurement of all necessary
materials and equipment, and overseeing the construction work. Their expertise ensures that the
renewable energy facility is built to the required specifications, adheres to safety and quality
standards, and is completed within the set timeframe and budget.

e Equipment Suppliers: Equipment suppliers manufacture and deliver the components and
systems needed for the project. They also assist project developers in selecting the appropriate
technology and equipment for the project’s needs. The equipment supplier helps to manage
technology risk, with their ability to provide reliable and proven equipment directly impacting the
project’s risk profile, financeability, and overall success.

¢ The sponsor can self-develop the project or acquire it from other developers.

American Council on Renewable Energy (ACORE) 10
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e Operations and Maintenance (O&M) Contractors: Once the project is operational, O&M
contractors handle the day-to-day operations, carrying out regular maintenance, and repairs as
needed, to ensure the facility operates at optimal performance. They contribute to the overall
reliability and efficiency of the renewable energy project, ensuring that it continues to produce
energy effectively over its operational life.

Figure 1: Typical Project Finance Structure
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IV. The Role of Tax Equity Investments in Renewable Project Finance

Renewable energy projects typically have a high level of contracted revenue, limited variable operating
costs, and relatively predictable cash flows. Projects are often held in an LLC and taxed as partnerships.
In most cases, the project sponsors do not have sufficient tax liabilities to efficiently use the ITC, PTC, or
other tax benefits available for these projects. Thus, sponsors sell non-controlling passive interests in the
LLCs to tax equity investors in structured tax equity transactions. These structures are designed to allow
tax equity investors to fund a large portion of the capital cost of the project and to receive a pre-negotiated
rate of return, which consists primarily of the value of available tax credits and other tax benefits. Tax
equity is responsible for approximately one-third to two-thirds of a renewable energy project’s overall
financing (or “capital stack”).

a. The demand for tax equity already exceeds supply and will more than double by mid-decade.
Banks will continue to predominate the tax equity market.

Over the past three years, the U.S. renewable energy industry has attracted $18-20 billion in tax equity
investment annually. Demand for tax equity will accelerate as the IRA leads to unprecedented levels of
clean energy growth, more than doubling to $50 billion annually by mid-decade.” New investors must
enter the market to increase supply, and existing investors need to expand their level of participation.
However, the complexity of tax equity arrangements limits the quantity of participants in the market.

Tax equity structures are complex, and transactions can be expensive to structure. Domestic banks are
responsible for providing a majority of tax equity investment, representing over 80% of the annual
market. Banks view tax equity as a low-risk asset class with attractive risk-adjusted returns. Other tax
equity investors in the market include insurance companies and other large tax-paying corporations.
Passive activity and other legal limitations restrict the entities that can invest in tax equity to corporations,
excluding other entities with large tax capacities, such as retail investors and individuals, or other pools of
capital.

b. Emerging financing options will play a complementary role but will not replace tax equity.

While the IRA provides new tax credit monetization options through transferable tax credits and direct
pay, tax equity is expected to remain the most common and preferred option for project sponsors because
it monetizes both the tax credits and other tax benefits, such as tax depreciation. Tax equity also provides
additional value to sponsors in the form of long-term commitments to fund projects, which the sponsors
can use to raise construction finance, and it can help facilitate the entrance of large buyers into the still-
developing tax credit transfer market by providing underwriting and project diligence expertise. Thus, the
important services that banks provide in creating liquidity in the market will continue to be a crucial
aspect of market growth.

Transferability is expected to supplement traditional tax equity and attract an estimated $4 billion in 2023
and $10 billion in 2024, and much of this will be deployed through hybrid structures (described below)
that continue to utilize tax equity.® In cases without a tax equity structure, transferability does not allow
for the monetization of the significant accelerated depreciation benefits available to renewable energy. In
a typical tax equity transaction, the depreciation provides an additional value equal to 10-20% of the
project value.

7 https://acore.org/wp-content/uploads/2023/06/ACORE-Expectations-for-Renewable-Energy-Finance-in-2023-

2026.pdf
8 ACORE discussions with tax equity investors.
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Tax equity transactions are also structured with long-term commitments from banks that developers rely
on to raise construction debt (in some cases from the same bank providing the tax equity). Furthermore,
for PTC transactions in particular, the tax equity investor is providing capital for 10 years-worth of the
PTCs, whereas the still-developing transfer market is mostly focused on current-year tax credits. Tax
equity’s more comprehensive approach to the long-term capital needs of a project means that renewable
energy developers get more overall economic value from a tax equity structure than transferability. Even
with transferability now available, developers still prefer to raise traditional tax equity for projects rather
than rely on the burgeoning transfer market.

Furthermore, traditional tax equity players will serve an important role in providing due diligence and
syndication services for large corporate players interested in exploring transferability. A significant
portion of the transfer market is expected to develop in a hybrid structure where there is a tax equity
investment provided by a bank with a portion of those tax credits sold to corporates. The transferable tax
credit market will be able to grow more quickly, and ultimately to a larger total size, if corporate
taxpayers feel confident that they are investing alongside banks who have expertise in the asset class and
are putting their own capital at risk in the transaction.

A functioning tax equity market is needed to optimize the benefits of transferability and must be
considered additive to realize the market success.
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V. Renewable Tax Equity Structures Protect Investors from Risks
a. Partnership flip structures offer well-defined benefits for tax equity investors.

Partnership flips are the predominant tax equity structure in the U.S. renewable energy market for both
PTC and ITC investments, which generally follow the safe harbor structures described in IRS Revenue
Procedures 2007-65 and 2014-12. In a typical transaction, the project sponsor will form a partnership with
a tax equity investor to jointly own the renewable energy project LLC, which the sponsor has developed
or acquired from other developers. The tax equity investor provides between one-third to two-thirds of the
total capital, injecting essential upfront capital into the project, and in exchange, typically receives 99% of
the tax attributes and a minority share of the cash, typically between 5% and 30%. The sponsor finances
the equipment purchase and project construction with balance sheet equity or a construction loan, which
is then paid off by the tax equity proceeds when the project reaches commercial operations.

The initial allocation of benefits is sustained until a specific predetermined benchmark is reached. In a
yield-based flip, the benchmark is a specific internal rate of return (IRR) target; in a time-based flip, the
benchmark is a fixed date. For a time-based flip, the fixed date can be no earlier than five years after the
project’s placed-in-service date. Once the yield or fixed date benchmark is reached, the tax allocations
and cash distributions received by the tax equity investor decrease, usually to about 5%. The developer
then inherits most of the remaining financial and tax benefits and has the option to buy the investor’s
remaining interest at its fair market value.

PTC investors make their capital contribution after construction completion and the commencement of
commercial operation. PTC projects can include “pay-go” structures, in which the investor makes 75% of
its investment at inception and the remainder on a contingent basis as the PTCs are produced over time,
based on project performance. PTC projects have an expected flip term of 9-10 years.

ITC investors will make their first capital contribution, typically 20% of the total, around mechanical
completion of a project to meet IRS guidelines established in IRS Rev. Proc. 2014-12 and be a “good
partner” in the partnership before the project is placed in service. The second capital contribution, the
remaining 80%, occurs after substantial completion. ITC projects have an expected flip term of 6-8 years.

The tax equity investor in a partnership-flip structure receives tax credits, cash flows from the project, and
accelerated depreciation on the project’s qualified assets. These benefits generated by the project — in the
form of ITCs or PTCs (as well as any other pre-negotiated state and local tax incentives), and a portion of
the project’s revenue — are distributed between the sponsor and tax equity investor according to the pre-
negotiated terms of the transaction. The depreciation of renewable energy systems can be claimed by the
tax equity investor using a five-year schedule, allowing the investor to claim 100% of the depreciation of
the project’s qualified assets in the first five years of the project. Tax benefits generally represent over
80% of the total return for the tax equity investor.
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Figure 2: Basic Partnership Flip Transaction
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Tax equity is senior equity ahead of the project sponsor’s junior equity, meaning that the tax equity
investor has a priority in earning its return, is senior to the project sponsor in terms of distribution, and the
sponsor takes the first dollar loss. Projects typically do not allow for senior debt that is secured by the
project’s assets.

The project sponsor can secure other forms of cash equity, but typically as a direct equity investment in
the project sponsor’s company or in a holding company that holds the sponsor’s interest. Even when there
is a third-party cash equity investor involved, the principal sponsor typically provides 100% of the
sponsor guaranty standing behind any indemnities or covenants in the tax equity partnership. The tax
equity investor thus has limited exposure to the arrangement, and the other cash equity investors the
sponsor attracts typically are not investors in the project LLC itself.

Sponsors can also attract “back-leveraged” debt financing after the project’s construction is complete, for
which the sponsor or a holding company is the borrower, where the sponsor’s cash equity interest is
collateral for the back-leverage borrowing. Under this structure, the lenders do not have a lien on, nor do
they receive cash flows directly from the tax equity partnership. Instead, their collateral and source of
repayment comes from the sponsor’s interest in the tax equity partnership, which is junior to the tax
equity investor’s interest. The tax equity provider is protected from the risk of default under the loan
agreement. If the back-leverage lenders were to foreclose, they would be stepping into the sponsor’s
interest in the partnership and would not have recourse to the project-level assets.

¢. Tax equity structures limit risks and downside for investors.

The tax equity investor has limited downside exposure because the tax equity investment will receive the
vast majority of its return from tax credits and other tax benefits, which are more certain than cash flows
from project operating income. The tax equity investor is passive and only gets involved in management
of the asset or project for certain major decisions over which it has a consent right as a passive investor.
Tax equity investors also have limited exposure to development and construction risks, with limited
exceptions. Tax equity has other protective features, such as the absence of senior debt in the project and a
structural priority over the project sponsor’s return. The partnership flip structure also helps protect
against project risks, including resource variability, equipment performance issues, and power price
declines that are not otherwise covered by PPA contracts. These investments are underwritten to be robust
and are structured to perform well under various stress scenarios.

American Council on Renewable Energy (ACORE) 15



€. ACORE

AMERICAN COUNCIL ON
RENEWABLE ENERGY

Tax equity investors typically view the investment horizon or life of the investment as being the period
over which the substantial majority of the tax benefits are being received, typically 6-10 years, which is
much less than the useful life of the underlying asset, 25-30 years. Under the Hypothetical Liquidation at
Book Value (HLBV) or the Proportional Amortization Method (PAM) of accounting, tax equity
investments amortize quickly over the first 10 years. Once this investment period has passed, the investor
will likely exit the investment via a sponsor’s exercise of a fair market value purchase option or a
negotiated sales process, which typically results in an investment return incrementally above the
contractual target return.

Structures mitigating performance risks: Similar to “community development” tax credit investments,
renewable energy tax credit investments are subject to performance risks. However, given the generally
long-term contracted cash flows from creditworthy offtakers, the lack of senior debt, priority cash
distributions to the tax investor, and predominately tax benefit return, the bank’s exposure to performance
risk is mitigated.

Most projects are well-insulated from power price risks due to the contracted cash flow profile. However,
certain projects may have exposure to some power price risk. To mitigate power price risks, investors will
get independent studies and factor in portfolio experiences, rely less on cash distribution to achieve
returns, and introduce structural enhancements or sponsor working capital obligations, if necessary.
Where the risks do exist inside the partnership, they are often allocated to the sponsor through a preferred
return or cash sweep mechanism that provides priority for tax equity cash distributions ahead of sponsor
distributions.

To reduce operational risks, investors will run modeling to evaluate their returns under multiple
production scenarios and use stress case scenarios to help structure terms. Production risk is also absorbed
by structural features, such as pay-go contributions in PTC deals, which also provide material protection
from project underperformance. With pay-go, up to 25% of the investor’s expected contributions are
deferred at the initial funding date. Those deferred contributions are funded over time, contingent on the
actual performance of the project. If the project underperforms, pay-go payments are reduced, or
completely eliminated in cases of severe underperformance, to ensure the tax equity investor achieves its
flip IRR (or preferred return) within the PTC period. With or without a pay-go structure, in the event the
tax equity investor has not achieved its flip IRR by the anticipated flip date, there is an acceleration of
cash to the tax equity investor (“cash step-up”) in almost all partnerships, whereby the tax equity is
distributed in higher amounts of cash, usually 50-100% of project cash, until the flip IRR is achieved. In a
time-based flip, any cash shortfall to the priority return will accrue and be paid in subsequent periods —
including any at call or withdrawal option — which mitigates the risk that the investor experiences a
reduction in return or delay in flip.

Exposure to fluctuations in the cash flow of the project — due to power prices and operational risks — is
well mitigated because of the contracted nature of the cash flows and the priority cash position of the tax
equity investor. The seniority of tax equity not only protects the tax investor’s cash benefits but also
mitigates the risk of loss of the fixed tax benefits.

Furthermore, renewable tax equity investors have limited exposure to construction risks. While ITC
investments require the investor to enter a tax equity partnership prior to the placed-in-service date
(paying 20% of the purchase price at mechanical completion), the exposure is mitigated as the project is
mostly built and generally only awaiting testing and evaluation for the commercial operation date. In
either an ITC or PTC investment, by the time the tax equity investor makes an investment, the project is
fully permitted, contracted, and developed. Tax equity partnerships may also have a “put” in which the
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developer must buy back the project from the tax equity investor under certain circumstances if the
project fails to reach being placed in service.

Tax credit risks: In addition to performance risks, tax equity investors may also face tax credit risks
related to ITC recapture, but the risks are minimal. ITCs are subject to recapture if a project is removed
from service within the first five years after it is placed in service or if there is a change in ownership.
Actions that can trigger recapture include the project suffering a casualty loss or the project being sold to
a third party after placement in service. If the ITC is recaptured, the investor loses a portion of their
previously claimed tax credits. Given the lack of senior secured debt, the risk of change of ownership is
well mitigated. Property and casualty insurance coverage protects investors against losses from recapture
or disallowance, and the historical impacts of recapture on investors’ overall portfolios are limited (see
Section VI).

There is also a risk that the IRS could audit and challenge the amount of ITC that was claimed on a
project. However, tax equity investments include appraisals by valuation experts supporting the fair
market value of the asset. In addition to the risk mitigations above, tax equity investors require the project
sponsor to fully indemnify them in the event of a recapture event or ITC adjustment. The credit support of
that indemnity is provided via parent guaranties and project cash sweeps in the event the parent defaults
on its guaranty obligations, and often tax insurance is procured.

Diligence and risk assessment: Furthermore, tax equity investors will conservatively assess risks in their
underwriting and upfront due diligence processes. These strategies help investors understand a project’s
viability and structure their investments to minimize their exposure to downside risks and push certain
risks back to the sponsor. Prior to closing a tax equity investment, the bank performs due diligence similar
to a loan closing. The tax equity investor will review and comment on project contracts — including the
PPA, interconnection agreements, EPC contracts, site lease agreements, O&M agreements, and other key
project documents. The tax equity investor engages outside legal counsel, who will provide a tax opinion
to the investor that the tax benefits “should” or “will” be respected by the IRS. In addition, the tax equity
investor and project engage an independent engineer and, in the case of an ITC, an appraiser to assess the
value of the property. An insurance consultant will also opine on the level of property and casualty
insurance to ensure the investor has adequate protection against any casualty risk. Finally, other experts
(such as transmission consultants) will be engaged to assess other risks that may be unique to the
underlying investment.

Case study: The below case study further illustrates how partnership flip structures provide strong
downside protection for tax equity investors. As shown in the chart, the tax equity investor in a yield-
based flip achieves a flip in less than 10.5 years under various stress scenarios, which is well within the
project’s useful life. The small reliance on cash distributions and the pay-go features provide the investor
robust protection.
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Figure 3: Tax Equity Case Study: Key Base Case and Stress Case Metrics
TAX EQUITY FINANCING CASE STUDY: WIND TRANSACTION

NAMEPLATE CAPACITY 170 MW TARGET FLIP IRR 7.25%
PROIJECT FMV $332.0 mm TARGET FLIP DATE 4/30/2033
POWER OFFTAKE 15 Year Offtake PRE-FLIP INVESTOR 15% (Before Target Flip
CASH SHARE Date)
POWER OFFTAKE PRICE $37.0/MWh (energy and STEP-UP INVESTOR 50% (Between Target &
RECs) CASH SHARE Actual Flip Date)
COMMITMENT DATE 5/31/2023 POST-FLIP INVESTOR 5%
CASH SHARE
EXPECTED UPFRONT FUNDING = 10/31/2023
DATE
P50 DOWNSIDE 0o&M MERCHANT BASIS
P95 STRESS PRICE STRESS STRESS
UPFRONT INVESTMENT ($ IN MILLIONS) | $157 $157 $157 $157 $157
DEFERRED CONTRIBUTION (PAY-GO) ($ | $33 $3 $17 $33 $16
IN MILLIONS)
FLIP DATE 5/31/2033 4/30/2034 6/30/2033 5/31/2033 7/31/2033
FLIP TERM (YEARS) 9.58 10.5 9.66 9.58 9.75
20-YEAR IRR 7.60% 7.35% 7.53% 7.55% 7.46%
Figure 4: Investor After-Tax Cash Flows — P50 Case (‘000)
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Figure 5: Investor After-Tax Cash Flows — P95 Downside Case (‘000)
1
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d. The OCC has established criteria that designates renewable tax equity investments as loan
equivalent.

In a recognition of the importance of tax equity financing and its loan equivalent nature, in 2021, the
Office of the Comptroller of the Currency codified and streamlined the process for the banks to
participate in tax equity financing under the general lending authority. Prior to this notice, most banks
made their tax equity investments out of their bank holding company. Many institutions have moved their
tax equity investments into their banks and increased their tax equity financing since the OCC
rulemaking.

Section 12 CFR § 7.1025° allows National Banks to engage in tax equity finance transactions and defines
the criteria that make these investments the “functional equivalent of a loan.”

1. The structure of the transaction is necessary for making the tax credits or other tax benefits
available to the national bank or Federal savings association;

2. The transaction is of limited tenure and is not indefinite, including retaining a limited
investment interest that is required by law to obtain continuing tax benefits or needed to
obtain the expected rate of return;

3. The tax benefits and other payments received by the national bank or Federal savings
association from the transaction repay the investment and provide the expected rate of return
at the time of underwriting;

9 https://www.occ.gov/news-issuances/bulletins/202 1/bulletin-2021-15.html
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4. Consistent with paragraph (c)(3) of this section, the national bank or Federal savings
association does not rely on appreciation of value in the project or property rights underlying
the project for repayment;

5. The national bank or Federal savings association uses underwriting and credit approval
criteria and standards that are substantially equivalent to the underwriting and credit approval
criteria and standards used for a traditional commercial loan;

6. The national bank or Federal savings association is a passive investor in the transaction and is
unable to direct the affairs of the project company; and

7. The national bank or Federal savings association appropriately accounts for the transaction
initially and on an ongoing basis and has documented contemporaneously its accounting
assessment and conclusion.
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VI. Historical Performance of Renewable Energy Investments

ACORE conducted a survey of active bank tax equity investors in October 2023 to collect information
about the performance of their clean energy investments. Between January 2018 and October 2023, these
banking institutions have collectively invested roughly $70 billion in tax equity for clean energy
projects, '’ which represents over 70% of the overall market. The results show that investments in both
PTC and ITC projects overwhelmingly yield positive returns and demonstrate resilience to key financing
risks (recapture, foreclosure, and bankruptcy).

a. Renewable energy investments overwhelmingly result in positive yields.

Surveyed participants reported positive after-tax returns for both PTC and ITC investments that have
exited between 2018 and present. While two investors report exiting deals with small negative after-tax
returns, those deals represent less than 1% of their banks’ total portfolio values.

Figure 6: Vertical Box plot schematic The distribution of the surveyed results for both the PTC
and ITC exited and current investments are shown
below in Figures 7-10. For all cases, box plots were used
to capture the distribution of the numerical data

O = Outlier submitted and their associated skewness. Each plot
displays the data quartiles (or percentiles) and averages,
—— — M aximum with the lower and upper bounds representing the

minimum and maximum values, the center area (box)
bounded by the lower (25%) and upper (75%) quartile,
and the median, which is represented by the line within
the box plot, see Figure 6.

g 4= 3" Quartile For all the PTC and ITC data surveyed, there were no

§ statistical outliers, which is determined by subtracting

o the boundary quartile by a weighted interquartile range

= (Qn— 1.5*IQR). Finally, the results for both the exited

2 p— = edian and current PTC deals can be analytically deemed to

% <= 1 Quartile have a symmetric normal distribution, while the ITC

= data tends to be more skewed to the right, suggesting
J_ more of the performance results residing amongst the

A== Minimum

higher values.

19 Including all funded investments and committed/to-be funded investments (including pay-go)
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Figure 7: After-Tax Returns on PTC Investments, Exited 2018-Present (avg.)
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Note: The interquartile range in this chart represents the binned averages of the respondents’ averaged reported
yield ranges. The maximum and minimum bars show the highest and lowest values reported by any respondent.

Figure 8: After-Tax Returns on ITC Investments, Exited 2018-Present (avg.)
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Note: The interquartile range in this chart represents the binned averages of the respondents’ averaged reported
yield ranges. The maximum and minimum bars show the highest and lowest values reported by any respondent.
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For active tax equity deals that have not yet exited, investors report positive actual and forecasted after-
tax returns over the planned holding period for all PTC and ITC investments.

Figure 9: Expected After-Tax Returns on Current PTC Investments (avg.)
11.0%

10.7%
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8.0%

7.4%

7.0%

6.0%

After Tax Return %
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4.0%

3.4%
3.0%

Note: The interquartile range in this chart represents the binned averages of the respondents’ averaged reported

yield ranges. The maximum and minimum bars show the highest and lowest values reported by any respondent.

Figure 10: Expected After-Tax Returns on Current ITC Investments (avg.)
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11.0%
10.0%
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Note: The interquartile range in this chart represents the binned averages of the respondents’ averaged reported
yield ranges. The maximum and minimum bars show the highest and lowest values reported by any respondent.

b. Investment risks associated with recapture, foreclosure, and bankruptcy are minimal.

Overall, losses associated with investments to date are extremely rare, and results from the survey
highlight the low-risk nature of tax equity across the U.S. renewable energy sector. The survey responses
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indicate that recapture events for ITC investments are infrequent, with less than half of the respondents
experiencing recapture events. For those who have experienced recapture, the affected investments
constitute less than 1% of their total portfolio investments, and the recapture did not cause negative after-
tax returns for those investments.'' The survey also found that occurrences of project bankruptcies or
foreclosures within ITC or PTC investments have been extremely rare, with no surveyed investors
reporting such events.

Regarding their underwriting criteria and approach post-IRA relative to the prior period, 75% of
respondents report that they do not plan to make notable changes to their criteria, while 25% report that
they have developed more stringent standards to further manage the risk aspects of tax equity
investments.

I As discussed in Section V, tax equity investors require the project sponsor to fully indemnify them in the event of
a recapture event or ITC adjustment.
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VII. Conclusion

The federal renewable energy tax credit program, with its proven track record, continues to be a driving
force behind the ongoing energy transition. Through tax equity investments, banks will continue to play a
pivotal role in monetizing these tax credits and creating significant liquidity in the market.

Renewable energy tax equity structures have protective features that shield investors from project risks
and protect their returns even in downside cases. Tax equity investments are not speculative in nature and
have a different risk profile than traditional equity investments, with their value driven primarily by tax
benefits. The tax equity investor's position is senior to the project sponsor’s junior equity, providing a
priority in earning returns and avoiding structural subordination to long-term debt. These investments are
underwritten to be robust and are structured to perform well under various stress scenarios. As recognized
by the OCC, tax equity has more loan-like characteristics than true equity investments.

Moreover, the historical performance of exited renewable tax equity investments, as well as projections
for current investments, demonstrate overwhelmingly positive yields. The risks from recapture,
foreclosure, and bankruptcy have had no or significantly limited impacts on investors’ overall portfolios.
Absent new policy impediments, the low-risk profile of renewable tax equity will continue to attract
considerable capital from banking investors seeking stable returns.
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VIII. Glossary

EPC: Engineering, Procurement, and Construction

GHG: Greenhouse gas

HLBYV: Hypothetical Liquidation at Book Value
IRA: Inflation Reduction Act

IRR: Internal Rate of Return

IRS: Internal Revenue Service

ITC: Investment Tax Credit

kWh: Kilowatt hour

LLC: Limited Liability Company

MW: Megawatt

O&M: Operations and Maintenance

OCC: Office of the Comptroller of the Currency
PAM: Proportional Amortization Method

PPA: Power Purchase Agreement

PTC: Production Tax Credit

REC: Renewable Energy Certificate
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