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New Financing Strategies

A wave of new strategies has started to appear in the US to drive down the cost of capital.
Developers are turning to publicly-traded “yield cos,” synthetic MLPs, self-help MLPs, REITs,
foreign asset income trusts and securitizations as new financing tools or exit strategies to
raise capital around operating projects. How easy are they to use? How much do they reduce
capital costs? A panel discussed these and other questions at the 24th annual Chadbourne
global energy and finance conference in June.

The panelists are Lyndon Rive, CEO of SolarCity, Bob Hemphill, CEO of Silver Ridge Power
(formerly known as AES Solar), Jeff Eckel, CEO of Hannon Armstrong Sustainable Infrastructure,
Ed Fenster, co-CEO of Sunrun, and Carl Weatherley-White, CFO of K Road Power. The modera-
tor is Keith Martin with Chadbourne in Washington.

MR. MARTIN: Carl Weatherley-White, there has been a lot of talk about yield cos. What is
ayield co?

Yield Cos

MR. WEATHERLEY-WHITE: It is not a fresh concept but there has been fresh thinking
about it in the renewable energy industry. Yield cos have been around for many years in
energy, real estate and other industries. A yield co is a publicly-traded company that is
formed to own operating assets that produce cash flow. The cash is distributed to investors
as dividends. / continued page 2

MORE CONSTRUCTION-START ISSUES are likely to be addressed by the
Internal Revenue Service this fall.

Wind, geothermal, biomass, landfill gas, incremental hydroelectric
and ocean energy projects in the United States must be under construc-
tion by year end to qualify for federal tax credits. The IRS issued guidance
in April about what it means to start construction, but many people still
have questions.

The questions are mainly in two areas.

First, once a project is considered under construction, the remaining
work must be continuous. It is not always clear what continuous means.
For example, is it continuous where some work is / continued page 3
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continued from page 1

MR. MARTIN: Many people think the best use of a yield co is
to take operating assets that have been de-risked to produce a
predictable cash flow stream and use it to raise capital at a low
yield from retail investors. K Road does not have operating
assets. Why does it make sense for you to be thinking about
using a yield co?

MR. WEATHERLEY-WHITE: For a company like K Road that has
developing assets, a yield co is a possible future way of financing
our assets. Investors are willing to pay more for assets that have
a proven history than for those that are merely under develop-
ment. Separating the more volatile activities of development
and construction from the more stable and less volatile cash
flows of operating assets is a good choice. NRG recently filed an
initial public offering for a portfolio of contracted assets in the
hope of attracting capital at lower cost.

Yield cos are being used to raise capital more

cheaply against operating projects.

MR. MARTIN: So you would put operating assets in the
publicly traded vehicle and put the development pipelinein a
separate entity. The publicly-traded vehicle would have an
option to buy the development assets once they have reached
construction?

MR. WEATHERLEY-WHITE: That is correct. There is a long
history of a similar arrangement in master limit partnership
deals for midstream and other energy-related assets where you
have the operating assets held in the public company and devel-
opment assets held in a parent or an affiliate with varied
arrangements for eventually transferring the development
assets into the public vehicle.

MR. MARTIN: Yield vehicles were hammered in the last week
on rumors that the Federal Reserve Board will back away from
its continuing monetary stimulus called quantitative easing.
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Yield investors looking for an intermediate yield vehicle that
pays something a little above what a bond pays are finding that
bond rates are rising enough that interest has dampened in yield
vehicles, according to market watchers. How has this affected
your move to a yield co, if at all?

MR. WEATHERLEY-WHITE: We looked at the correlation of
how yield co, master limited partnership and real estate invest-
ment trust units perform against underlying interest rates. You
can look at 10-year Treasury notes or BBB bonds as benchmarks.
There are some indexes that track those different sectors. As
one might expect, yields increase slightly as Treasury rates
increase. There is a correlation, but it is not a one-for-one effect.

MR. MARTIN: Bob Hemphill, you attempted to do on the
Canadian exchange exactly what Carl Weatherley-White
described, putting your operating assets in a publicly-traded
vehicle and the development assets in a separate vehicle. You
had to pull back the offering. Why?

MR. HEMPHILL: We pulled for the same reason everybody
pulls back an offering: we didn’t
get the kind of price and volume
response that we had antici-
pated. That was disappointing.

MR. MARTIN: Why did you
choose Canada rather than the
US to do this?

MR. HEMPHILL: We were told
that the Canadian market appre-
ciated yield and energy projects,
and there was plenty of money.
The process was allegedly
smoother, quicker and cheaper.
It took us a year and $10 million, so | am not entirely convinced.
[Laughter]

MR. MARTIN: What is the fall back plan? Are you going to try
it again after waiting a while?

MR. HEMPHILL: Take a vacation? [Laughter.] We are still going
through the stages of grieving; we have not gotten to the stage
yet of coming up with a new plan.

MR. MARTIN: First Wind put its operating projects in New
England into a holding company and sold a 49% interest to
Emera, a Canadian utility holding company. The development
projects are in a separate entity. The company was able to raise
capital at a pretty good rate. Why not do that rather than one of
these publicly-traded vehicles?

MR. HEMPHILL: We have a solid business with 50 power
plants operating and another big plant that is about 33%



complete in California, and we have real revenue. We generate
$50to $75 million a year. It is a nice solid business, and we do
not have to do anything tomorrow. On the other hand, we have
investors who would like to see some return on their money,
and we have an obligation to get them that return, so we are
reexamining everything at the moment and, hopefully, we will
come up with a better choice than going back to Canada.

MR. MARTIN: Christopher Hunt, you own Pattern Energy, a
wind company. | have read in the trade press that you are plan-
ning to take it public in Canada. Why?

MR. HUNT: | cannot comment on whether we are doing that,
but Pattern is different from Silver Ridge Power in the sense that
it has a sizable business in Canada.

REITs

MR. MARTIN: Jeff Eckel, two data processing companies, Iron
Mountain and Equinix, announced in the last week that rulings
they were expecting from the Internal Revenue Service to
convert into REITs are being delayed while the IRS forms an
internal working group on REITs. You have a ruling. You con-
verted into a REIT. Have you heard anything about what the IRS
might be doing?

MR. ECKEL: We have not.

MR. MARTIN: The Equinix ruling was that an operating
company that owns data storage centers can sell the data
centers to a REIT to raise capital and then lease them back. Your
ruling addressed a different issue. Can you say anything about
your ruling? It was a private ruling that has not been made
public yet by the IRS.

MR. ECKEL: I am not sure why our ruling is not out yet. We
received it last fall. We have converted our company into a real
estate investment trust. A REIT must own mainly real property
or loans secured by mortgages over real property. The assets
that Hannon Armstrong owns are building components. They
are real property, affixed to buildings, or there is a mortgage
over such assets. We asked for confirmation that our assets are
eligible assets for a REIT. It was not a contentious issue. Lighting,
heating and cooling components are within the bounds of what
has traditionally been considered good REIT assets.

MR. MARTIN: Before you converted into a REIT, did you con-
sider other publicly-traded vehicles like a Canadian publicly-
traded company, US yield co, synthetic MLP or Canadian income
trust and, if so, why did you choose a REIT?

MR. ECKEL: We have REITable assets, so that is a good place to
start, but then we did look at a private REIT as opposed to a pub-
licly-traded one, MLPs and an initial / continued page 4

CHADBOURNE
PARKE

done, but then stops until the local utility can
catch up on building substation improvements
or network upgrades that must be completed
before the project can connect to the grid?

Second, it is not clear in what circumstances
someone who buys a project, after this year, on
which another developer started construction in
2013 can claim tax credits.

The IRS branch for these issues has been
given a “tentative green light” to issue additional
guidance.The guidance is “not that far along” yet,
but, if issued, will come out in the fall.

On continuous work, there was talk earlier
about releasing examples showing how the IRS
views different fact patterns, but the agency has
moved away from examples and is now focused
on adding more detail to the guidance it already
published.

On transfer issues, the US Treasury
Department took the position under the section
1603 cash grant program that any project on
which significant physical work started in time
at the site or factory would remain “grandfa-
thered” no matter how many times the project
changes hands before completion. However, it
was concerned about developers who started
construction of projects by stockpiling wind
turbines or solar panels that they then sprinkled
among multiple projects in increments that
amount to more than 5% of each project’s cost.
The Treasury did not want to encourage traffick-
ing in stockpiled equipment as a way of confer-
ring grandfather rights on future projects, so it
required the original developer to retain more
than a 20% interest in any project to which it
contributes such equipment, unless the later sale
of the project is a sale of a real project and not a
project company that is mere wrapping paper for
the stockpiled equipment. Tax equity transac-
tions are not a problem.

The new guidance will probably allow reten-
tion of grandfather rights after most transfers.

The government believes that the requirement

that there must be “continuous efforts” after

this year on projects / continued page 5
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public offering as a regular corporation. Our desire was to get
permanent capital after 32 years of operating. The question was
which form. AREIT is friendlier to investors than an MLP.
Investors get simple 1099 forms at year end with the amount of
their dividends. They do not have to fuss with complicated K-1
forms reporting cash distributions, allocations of various kinds
of income, capital accounts, outside bases and the like.

Our business fits very well into the REIT investor universe and
has appeal to both classic green investors and specialty finance
investors. This is also why we put “sustainable infrastructure” in
our name. Sustainability is a defining issue for a new generation
of investors, and it is also very important to us.

MR. MARTIN: How has converting to a REIT affected your cost
of capital?

MR. ECKEL: Now that we have capital, it is actually worth the
time required to figure out what it costs. [Laughter,] The REIT has
given us another financing tool on top of our existing securitiza-
tion and syndication broker dealer capabilities. It allows us to do
a lot more than we could before. The three things together are a
very powerful model for us. We are finding good deal flow and
good things in which to invest.

MR. MARTIN: There are two types of REITs. There are equity
REITs where the REIT owns the assets and then leases them to
an operating company, and there are mortgage REITs where the
REIT makes loans and takes back a mortgage over real property.
In either case, at least 75% of what the REIT holds must be real
property or mortgages over real property. You are largely a
mortgage REIT. You are prepared to lend to renewable energy
developers. Is there enough real property in a wind, solar or geo-
thermal project to make a REIT potentially a significant source of
debt for such a project?

MR. ECKEL: We think so. We are starting out with $1.6 billion
in existing assets. That is not an enormous amount of money,
butitis certainly enough to get some developers interested. We
also have the ability to have up to 25% assets that are not real
property through a taxable REIT subsidiary.

The 25% is calculated on a net basis rather than a gross basis,
so when you subtract the leverage, we really have the ability to
combine real property with other assets that are not real prop-
erty on a one-to-one basis.

MR. MARTIN: What interest rate could a developer of large
solar projects like Bob Hemphill expect to have to pay on a loan
from the REIT?
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MR. ECKEL: We could compete with the banks and term loan
B market on these large utility-scale projects, but that market
segment does not look terribly attractive at the moment.

MR. MARTIN: What is your hurdle rate?

MR. ECKEL: The renewable industry is hoping these vehicles
will get them to a lower cost of capital. Our investors are really
not that interested in giving capital away to support the renew-
able energy business. There is a middle ground between our
cheaper capital and what we are able to offer.

IPOs

MR. MARTIN: Lyndon Rive, SolarCity went public in December.
It was a highly anticipated and watched public offering, and was
very successful. Stock values have quadrupled. What lessons did
you take away from that experience?

MR. RIVE: When we went public, the climate for renewable
energy was not good. The financial markets were rough.
Unfortunately, it felt that we were lumped into the category of a
generic manufacturing company during a period when the man-
ufacturing industry was taking a significant beating.

We tried to explain that we were a different business model.
It felt like we were swimming against a strong current, and it
was more than just an investment decision for potential institu-
tional investors; it was a situation where if they made the
investment and it went negative, they would be fired.

Some investors understood the business model, but they had
a hard time assigning a value. It is really complicated from
looking solely at our current profit and loss statement to recog-
nize the value. Revenue is expected under customer agreements
with 20-year terms, but there are only a few years of operating
history. Even where people recognized the value, there was
skepticism. It was difficult to punch through. We had to take a
significant haircut on valuation in the actual offering.

Then the market started to grasp the business. It began to see
the long-term contracted cash flows and to appreciate that we
are not a solar manufacturing business but a true energy
company.

MR. MARTIN: The tax equity market is getting more and more
comfortable with rooftop solar installations as an asset class. Is
it helping you to raise tax equity now that potential tax equity
investors see how the broader investment community has
valued your company?

MR. RIVE: Absolutely. That combined with the aging of the
assets creates very good asset quality. As the assets get older,
you see more and more data associated with them. You see the



default and recovery rates, and you compare them against the
mortgage industry.

Our customers have three options: pay us, pay the utility
more or don't have electricity. Given those three options, we are
the winner. This is proving to be a very good asset class. The cov-
erages are very conservative and, from an investor perspective,
there is a favorable yield-to-risk ratio.

MR. MARTIN: How has your weighted average cost of capital
been affected by going public?

MR. RIVE: The key things on which we are focused currently
are monetizing cash flows and reducing the cost of debt. The
first step has been to roll over short-term debt. We refinanced
some of our assets at around 3 1/2%. That’s short term for
about two years. We are now in the process of going through
the rating agencies with the aim of replacing short-term debt
with longer-term borrowing. If that goes well, then there will be
many different avenues we could take hopefully to get to some-
thing like a 6% weighted average cost of capital.

MR. MARTIN: Ed Fenster, is one of your goals to go public?

MR. FENSTER: We really have two businesses. We have an
operating business with existing assets, and we have a develop-
ment business. The costs of capital for the two are maybe 20
points different. The rate of return that corporate-level investors
expect from us is very different than the rate of return that
people are expecting investing directly in our projects. We need
orders of magnitude more project capital than operating capital,
and so we spend all of our time and attention in minimizing the
cost of our subsidiary level of capital and maximizing the extent
of that capital.

Because of this, we have not been as focused on taking the
holding company public. We are still growing really rapidly. We
will address it at an appropriate time.

Tax Equity

MR. MARTIN: Both you and Lyndon Rive have voracious appe-
tites for capital. You are deploying rooftop solar systems at
blinding speed. You have raised dozen tax equity funds, and
Lyndon Rive has raised at least two dozen, if not more. Are you
finding tax equity harder to raise or are there more tax equity
investors today? What tax equity yields are you being offered?

MR. FENSTER: There are two forces — supply and demand.
Our supply of projects is growing at a very fast rate. Also, the
supply of tax equity is growing, so our perception of the tax
equity market is colored by the ever increasing amount of proj-
ects that we are trying to finance. / continued page 6
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that start construction by incurring costs will
protect against bare trafficking in stockpiled
equipment.

THE SECTION 1603 PROGRAM is attracting more
litigation.

Three new lawsuits have been filed in the
last two months. Eight suits are now pending.
All the cases have been filed in the US Court of
Federal Claims.

A ninth lawsuit was withdrawn earlier this
year “with prejudice” after the US Treasury filed
a counter-claim charging the company that
brought the suit with fraud.

The oldest pending suit has been pending
since July 2012. No dates have been set for trials.
The government has filed motions to dismiss
four of the cases.

One of the new lawsuits involves the Alta |
wind farm, a 150-megawatt project in Tehachapi,
California. The developer, Terra-Gen Power, sold
and leased back the project in December 2010
for $560 million, after running an auction two
months earlier when it was considering an
outright sale. The auction produced six bids from
potential buyers, two of whom went to a second
round of bidding. The second round bids were
$550 million and $565 million.

The lessors claimed that $521 million of the
$560 million they paid was basis in equipment
that qualified for a grant. The Treasury accepted
an eligible basis of only $400 million. It said the
difference was basis that should have been
allocated to the power contract or going concern
value. The lessors submitted an appraisal from
DAl to support the overall purchase price, and
KPMG attested to the eligible basis of $521
million.

The suit charges that the expert reports
should have been dispositive. According to the
complaint, the power contract had no value in
December 2010 when the sale-leaseback
occurred because the electricity prices in it were
no more favorable than other power contracts
in2008 when the contract  / continued page 7
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We have seen the cost of capital for tax equity come down a
little, but the rates appear fairly stable. Supply appears to be
keeping up with demand.

MR. MARTIN: What does tax equity cost currently?

MR. FENSTER: It depends on how you structure the deal. |
think the tax equity investor’s internal rate of return is a terrible
metric. We don’t think in terms of tax equity IRR.

MR. RIVE: It is definitely a wide range. We have seen from 6
1/2% t0 12%. The 12% is coming down quickly.

MR. MARTIN: What is your preferred structure?

MR. FENSTER: We prefer partnership flips or inverted leases.

MR. MARTIN: Bob Hemphill, you and | were at a White House
meeting about a year ago and you mentioned on the way out
that you were finding it hard to find tax equity for large utility-
scale solar projects. Is that still the case?

MLPs may not offer renewable energy

companies much incremental benefit beyond

what such companies can do with a yield co.

MR. HEMPHILL: Yes, but | have a grand total of one data point.
If you need to find a lot of money, it does not matter what type
of money it is or who it is from. Finding a lot of money is hard. If
you are going to finance 200 megawatts at a time, you are going
to spend a lot of time trying to find a large amount of money.

MR. MARTIN: Jeff Eckel, you raised tax equity for a geother-
mal project, but it was unusual because you had a Treasury cash
grant. The tax equity transaction was a way to monetize the
depreciation. Many people wondered if it was possible to do
such deals. You proved that it is. The money was expensive, but
it was worthwhile. Why?

MR. ECKEL: The depreciation was of no use to the project or to
its owners, so any amount raised for it was found money. It was
a model transaction. We have a great partner in Chevron and
that business.
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Securitizations

MR. MARTIN: Lyndon Rive, your general counsel, Seth
Weissman, has been at the center of a National Renewable
Energy Laboratory effort to create a market for securitizations
where solar rooftop companies could package together cus-
tomer revenue streams from residential solar installations and
borrow against them in the public markets. That effort is about
to move into a mock transaction. By the fall, the rating agencies
should be able to rate the mock deal. Suppose securitizations
open up as an avenue for raising capital. Will you do them in
place of tax equity? Do you think it’s possible to marry securi-
tized debt with tax equity?

MR. RIVE: We will need to find a way to combine the two.
Traditionally, the industry is focused on project-based financing,
and we are trying to move it toward cash flow financing. In the
residential space, you have fairly high cash flow. Currently, you
pay your tax equity investors, and then you can allocate the rest
of your cash flows to a holding company.

Alot of the tax equity funds
are not that big, and there are
multiple funds, so marrying debt
at the fund level with every
single fund is very, very difficult
to scale. So what you want to do
is have all the cash flow up to
one entity and then potentially
take that to a different financing
source.

MR. MARTIN: Ed Fenster, do
you see securitization as some-
thing of interest to you before 2016 when the investment
credit drops to 10%?

MR. FENSTER: Probably not. We spent a lot of time consider-
ing two different capital structures last year, one of which was
securitization. We got initial ratings feedback from Standard &
Poor’s and came very close to closing a big warehouse facility.
Ultimately, we found the weighted average cost of capital on a
pre-tax basis to be higher in that approach.

The reason is, in a securitization, one might finance about
75% to 80% of the net present value of the cash flows.
Therefore, you should be able to get a low cost of capital on that
percentage. If you have a tax equity deal, you layer that capital
cost with the pretax cost of tax equity, and the combination
looks really attractive. But then there is the question of what to
do with the remaining 25%? That 25% causes the total capital
stack to be higher cost.



In the alternative, if you were to marry tax equity with a yield
co-type structure, although you will end up paying more to the
yield co investors than you would in the securitization market,
the weighted average pre-tax cost of capital is lower. We antici-
pate doing that. Lyndon may be doing a securitization. | imagine
it could be a boon to his common stock value just to announce it
and have it be a standard that the industry has overcome.

Right now, securitization makes sense if your holding compa-
ny’s cost of capital is below 12% on an equity basis and if you are
taxable. If a big utility gets into the market, maybe it will start
thinking about securitization or about recapitalizing old tax
equity deals. When you consider the transaction costs of dealing
with the rating agencies, going through a public securities offer-
ing and negotiating intercreditor agreements, | do not expect it
to be a winning capitalization structure for a long time.

MR. MARTIN: Lyndon Rive, do you see a role for securitization
beyond the use as a form of back leverage that you described?

MR. RIVE: Regardless of where the capital comes from, the
more sources, the better. When you look at MLPs, REITs and
the other structures, this is all positive movement toward
financing and bringing additional capital. It is nice to have the
choice. Greater supply brings down cost. We can decide later
how to use it.

MR. WEATHERLEY-WHITE: | will use one of my favorite terms
that I learned a few years ago from Goldman Sachs — yield
equalization. This is what happens when you get lots of differ-
ent types of capital chasing a single asset. You get the capital
more cheaply.

FAITs and MLPs

MR. MARTIN: Bob Hemphill, did you look at a foreign asset
income trust as an alternative to listing on the Toronto
Exchange?

MR. HEMPHILL: Yes. Both have real benefits in Canada, but
significant disadvantages for investors in other countries. We
decided that it was not appropriate.

MR. MARTIN: Jeff Eckel, there is an effort in Congress to allow
renewable energy companies to restructure themselves as
master limited partnerships. These are partnerships whose units
trade on a stock exchange. If MLPs opened up, would you
convert to an MLP from a REIT?

MR. ECKEL: No. I think we are in exactly the right spot. The
MLP market is an interesting one, and | certainly hope Congress
allows their use for renewable energy. There are questions
whether traditional investors in MLPs will ~ / continued page 8

CHADBOURNE
PARKE

was originally signed, and the lessors could not
have purchased any going concern value because
the wind energy business remained with Terra-
Gen as lessee. It also says that Treasury improp-
erly failed to allow a “turnkey premium or
developer profit” to Terra-Gen when Treasury
added up the project costs to determine whether
the $521 million claimed in equipment basis was
reasonable in relation to what the project cost
to build.

In another new lawsuit, Blue Heron
Properties, LLC complained in late July that it was
shortchanged on grants paid on two solar
systems installed on the roofs of apartment
buildings. This is the second suit involving a
Dallas electrical contractor, RCIAC, that installs
solar systems. Bret Heron, the managing
member of the LLC that brought suit, paid RCIAC
$10.50 a watt in 2010 for a solar system installed
at an apartment complex and applied for a grant
on the full amount, which Treasury paid the
same year.

Heron then bought three more systems
installed on other apartment buildings in 2011
at prices ranging from $9.52 to $10.50 a watt
and applied for grants on them at the full
prices after the systems went into service in
the first half of 2012.

Treasury paid the full grant requested on the
first system ($9.52 a watt), but accepted bases of
only $5.56 and $5.43 a watt on the next two.The
Treasury posted benchmarks on its website in
late June 20m suggesting that it thought the
market value of systems put in service in the first
quarter 2011 ranged from $4 to $7 a watt,depend-
ing on the size of the system. The two systems
on which Heron feels shortchanged were 205
kilowatts and 294 kilowatts. The June 20m
benchmark for such systems was $5 a watt.
Heron argues that Treasury had no discretion but
to honor what he had in fact paid RCIAC for the
systems.

In the most recent suit, filed in early August,
Anaergia, a fuel cell / continued page 9
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continued from page 7

be interested in renewables. The structure has been used mainly
for oil and gas.

MR. FENSTER: It saddens me that the renewable energy
industry has put so much effort into MLPs. It requires a big act
of Congress, but it does not add much value. | wish the focus
were on broadening access to tax credits. Being able to structure
an MLP would be advantageous if you could relax the passive
activity loss rules and eliminate investment credit recapture on
changing ownership. Then you could create a publicly-tradable
tax equity structure that would radically increase the size of that
market.

Our perception is that as awesome as that would be, that is a
very unlikely outcome. The after-tax benefit that you can
achieve as a regular C corporation, never mind the REIT, is similar
to an MLP. MLPs are an enormous amount of brain damage for
not much improvement. As an industry, we only have so many
opportunities to ask Congress for something. It feels to me like
that was a bad choice.

I think the most significant single thing that Congress could
do to lower the cost of capital for solar would be a refundable
tax credit. That is the constraining point in the marketplace.

MR. WEATHERLEY-WHITE: | agree with Ed Fenster on that.
There may be a marginal benefit to eliminating double taxation
of earnings, but it is not nearly as helpful as finding ways to
benefit fully from the existing tax subsidies.

MR. HEMPHILL: If someone gave me one for free, | would take
it. The chance of Congress doing anything that basically counts
as a tax expenditure is about as likely as the Easter Bunny and
the Tooth Fairy getting together.

MR. RIVE: | am optimistic. It is a big lift, but if we can get the
two things that Ed mentioned, the recapture and the passive
activity loss rule changes, it would really open up the market.
Without those changes, it is not much of a benefit.
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Powering Africa

by Kenneth W. Hansen and Rachel Rosenfeld, in Washington

It is a good time to sponsor an energy project in sub-Saharan
Africa.

The Obama administration’s Power Africa initiative is mar-
shalling government resources to build out the sub-Saharan
African energy sector. Success will depend on a similarly
unprecedented response from the developer community, as
well as cooperation from host governments, who will need to
conduct procurement processes geared to attract public and
private capital on appropriate terms. Whether these sectors
will respond as the Power Africa initiative envisions remains to
be seen.

Meanwhile, the US government is taking steps to improve
the competitiveness of US equipment suppliers with those
from China.

During his recent trip to Africa, President Obama announced
plans to direct up to $7 billion in government resources to
support US businesses building energy projects in sub-Saharan
Africa. The goal is to double access to power in the region,
focusing initially on six countries: Ethiopia, Ghana, Kenya,
Liberia, Nigeria and Tanzania.

The $7 billion commitment was over-fulfilled with roughly
$7.8 billion in funding commitments declared by five federal
agencies. The participating US agencies will be keen to hear
from developers with prospective generation, transmission and
distribution projects in the region.

Eight private companies have committed alongside the US
government to invest another $14 billion in power projects in
the six target countries. The eight will be looking for suitable
projects.

While no time period is attached to spending the dedicated
funding, the declared goal is to double power generation in the
target countries within five years.

The Africa Power initiative does not require action by
Congress to implement.

10,000 MWs

Power Africa aims to add 10,000 megawatts of “cleaner, more
efficient” electric generating, transmission and distribution
capacity to bring electricity for the first time to an estimated
20 million homes and businesses and to ease what business
leaders on the continent describe as their biggest problem: a



lack of reliable electricity. The high cost of producing electricity
as a result of outdated power plants and responding to black-
outs with emergency power sources help to explain why African
exporters still struggle to compete in international trade.

The public funding commitments are largely drawn from
assorted existing federal loan, loan guarantee, political risk
insurance and grant programs. These programs are variously
aimed at financing energy projects, improving technical assis-
tance, increasing energy reliability and sustainability, speeding
up project implementation and enhancing risk mitigation.

In the numerical lead among the agency commitments are
two US agencies that finance private projects: the Export-
Import Bank of the United States and the Overseas Private
Investment Corporation. Ex-Im Bank chairman, Fred Hochberg,
declared that the bank would “make available $5 billion in
support of US exports for the development of power projects”
in sub-Saharan Africa. OPIC, which makes loans and guarantees
loans from private lenders to projects typically with at least
25% US ownership and writes political risk insurance on project
investments by US persons, has earmarked $1.5 billion.

The Millennium Challenge Corporation indicated that it is
prepared to contribute up to $1 billion in new power genera-
tion, transmission and distribution projects. MCC will also
invest in energy infrastructure, policy and regulatory reforms
and host government capacity building.

The US Agency for International Development has pledged to
contribute $285 million in technical assistance, grants and risk
mitigation to advance private sector energy transactions by
helping governments to adopt and implement policy, regula-
tory and other reforms necessary to attract private sector
investment to the region’s energy sector. The US view is that
the legal and regulatory regimes need work.

OPIC and the US Trade and Development Agency jointly com-
mitted to make available up to $20 million in project prepara-
tion, feasibility study and technical assistance grants to support
the development of renewable energy projects.

The US African Development Foundation is launching a
$2 million Off-Grid Energy Challenge, offering grants of up to
$100,000 to African-owned and operated enterprises to
develop or expand the use of proven technologies for off-grid
electricity benefitting rural and marginal populations.

The US Trade and Development Agency also signed a memo-
randum of understanding with the Development Bank of
Southern Africa to enhance cooperation on project develop-
ment. The two committed to leveraging  / continued page 10
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company, complained that it was shortchanged
on grants on two fuel cells that it installed at
municipal wastewater treatment plants in
Ontario and San Jose, California. Treasury paid
$1.6 million less in total than the grants for which
the company applied on the two fuel cells,
mainly by excluding the cost of gas conditioning
equipment.The fuel cells use methane gas that
the municipalities produce by putting sewage
sludge through anaerobic digesters, but the gas
must be cleaned before use in the fuel cells. The
Treasury'’s position is that only the fuel cell quali-
fies for a grant, and not equipment used in “the
production or refining” of the gas.

The company argues that the fuel cells
qualify independently for grants as “trash facili-
ties” that use “municipal solid waste” to gener-
ate electricity. Treasury allows grants to be
claimed on fuel processing equipment at the
front end of such facilities. However, the Treasury
cash grant rules are supposed to mimic what the
IRS does for tax credits, and the IRS treats a
power plant as a trash facility only if it uses
municipal solid waste directly and not gas that
an unrelated fuel supplier has made by running
the waste through a digester.

There are rumors that another suit may be
in the works challenging whether the US govern-
ment has authority to reduce grants by the 8.7%
sequestration percentage. Grants approved for
payment on or after March 1this year have been
subject to a haircut of 8.7% under across-the-
board spending cuts ordered by Congress. The
percentage is expected to drop for grants
approved after September 30. The Office of
Management and Budget estimated in May that
the new percentage will be 7.3%. However, it said
it would update the estimate in August.

Treasury is allowing companies that are

unhappy with the grants they were paid to

pay back the money and claim tax credits
instead. There does not appear to be a hard

deadline to do so. / continued page 11
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Powering Africa

continued from page 9

their respective resources to accelerate the development,
financing and implementation of priority clean energy infra-
structure projects. The partnership will leverage private sector
resources and expertise to deliver innovative development
solutions and greater investment in sub-Saharan Africa.

US efforts to develop renewable energy projects will be sup-
ported and coordinated by an interagency joint venture among
the US Export-Import Bank, OPIC and the US Trade and
Development Agency called the US-Africa Clean Energy
Development and Finance Center. The Center, which recently
opened in Johannesburg, is supposed to provide a coordinated
approach to clean energy project development in sub-Saharan
Africa. It will offer both US and sub-Saharan African project
developers a centralized means to identify and access potential
US government support for their clean energy projects. The
Center will also coordinate its efforts with those of the US
private sector, multilateral development banks, local develop-
ment banks, private banks, private equity firms, and foreign
governments.

The US has committed $7 billion for projects

that will bring more electricity to Africa.

The White House reported the following private sector
investment commitments totaling nearly $14 billion. General
Electric has promised 5,000 megawatts of new, affordable
energy through provision of its technologies, expertise and
capital in Tanzania and Ghana. Heirs Holdings, a pan-African
proprietary investment company, has pledged $2.5 billion of
investment meant to create 2,000 megawatts of new electric
generating capacity over the next five years. Symbion Power
has undertaken to raise $1.8 billion to invest in 1,500 mega-
watts of new energy projects in Power Africa countries
over the next five years. The African Finance Corporation,
an Africa-focused consultancy, will raise $250 million for
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investment in the power sectors in Ghana, Kenya and Nigeria.
South Africa’s Harith General Partners, the inaugural fund
manager appointed to manage a Pan African Infrastructure
Fund, pledged $500 million across the sub-Saharan African
power sector, including $70 million for wind energy in Kenya.
Standard Chartered Bank committed to finance $2 billion worth
of energy projects. Other companies now working on specific
energy projects in the region include Aldwych International,
which is developing large-scale wind projects in Kenya and
Tanzania, representing a projected $1.1 billion investment, and
Husk Power Systems, which plans to install 200 decentralized
biomass-based mini power plants in Tanzania.

Beyond these numbers are many other projects under con-
sideration or active development by US and other developers
that did not work their way into the Power Africa
pronouncements.

Significance

No doubt the announced commitments depend on a number
of factors. To borrow from Moneyball, it is not the money, but
what the money says. In this case, the numbers mean that the
Obama administration and its trade- and investment-promo-
tion agencies are taking African
energy projects seriously —
both as responses to regional
barriers to development that
need to be addressed and as a
source of tremendous opportu-
nities for US businesses.

There is no question that the
demand for power is there. In
2012, the International
Monetary Fund forecast that
seven of the 10 fastest growing
countries in the world will be in Africa. The World Bank expects
Africa to grow faster than the world average in coming years.
Domestic investments and intra-African trade are emerging as
significant drivers of Africa’s new growth. All that growth will
depend on access to reliable, sensibly priced power.

Arguably more important than the numbers announced,
Power Africa, together with the complementary Trade Africa
initiative to expand trade and economic ties with Africa,
reflect the Obama Administration’s adoption of a “trade-not-
aid” strategy. That strategy aims for transparency, efficiency,
standardization and reducing bottlenecks, roadblocks and cor-
ruption. Power Africa is also effectively an order to the



participating agencies to concentrate more on finding and
implementing energy projects in sub-Saharan Africa, an order
that they should work hard to follow given its source.

While the goal of these initiatives, and US strategy more gen-
erally, will be sustainable business partnerships, conventional
bilateral aid will continue to play a role. If the investment envi-
ronments in African countries were reasonably adequate, then
heroic initiatives would not be necessary to attract capital to
their energy sectors. While great progress has been made in the
region that has paved the way to the successful development
of world class projects, such as the 250-megawatt Bujagali
hydroelectric project in Uganda, the 84-megawatt Olkaria geo-
thermal project in Kenya and a range of renewable energy proj-
ects under the REFIT program in South Africa, the region
continues to be rife with barriers to entry and to ultimate
success. The availability of funds to address regulatory and
other legal reforms will continue to be an important part of the
way forward.

Since 1999, the US Agency for International Development
has spent an ever-increasing amount on foreign aid in Africa,
including for trade and investment capacity building. For
example, the US spent $16 million in 1999 on various infra-
structure-related projects in Africa; it spent more than
$435 million in 2011. Such aid has allowed countries to invest in
streamlining regulations, limiting corruption and opening path-
ways for foreign-domestic cooperation. These efforts to
improve the business environment have led to increased oppor-
tunities to invest in energy sector privatizations, with backing
from the US Export-Import Bank, OPIC and the US Trade and
Development Agency taking credit and country risks that
exceed the appetites of commercial institutions.

Other countries have also recently pledged aid to support
sub-Saharan African infrastructure. Japan has pledged
$14 billion in aid to Africa over five years, and approximately
half of the money will be targeted at infrastructure develop-
ment, with Japan supporting its firms’ desires to export trans-
port systems and power grids. The United Kingdom has
supported 437 transactions totaling $30.5 billion, while France
has supported 141 transactions worth a similar amount.

Chinese Competition

The controversial partner in the investment rush in Africa is
China, whose investments in Africa have grown by a factor of
30 since 2005, with over 2,000 firms being represented in 49
transactions totaling $20.8 billion.

Commentators question whether Power / continued page 12
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WIND FARMS accounted for 43% of new gener-
ating capacity built in the United States in 2012,
but 2013 is expected to be a slow year while
developers gear back up, according to a new
report by Ryan Wiser and Mark Bolinger of the
Lawrence Berkeley National Laboratory in early
August.

The authors expect an uptick in projects
that need financing in 2014 given the need to
start construction of new projects by year end
2013 to qualify for federal tax credits. However,
the outlook for 2015 and beyond is uncertain.

The US has 60,000 megawatts of installed
wind capacity. Only 1.6 megawatts were added
in the first quarter of 2013. Just 537 megawatts
were under construction as of March 31 this year.
The biggest gains in 2013 will be in natural gas
and solar. The Solar Energy Industries
Association reported that solar accounted for
49% of new electric generating capacity
installed during the first quarter of 2013, and
the fast-growing solar rooftop residential
market grew by 53% year on year to the end of
the first quarter.

Wind turbine prices are currently in the
$950,000 to $1.3 million range per megawatt.
The average installed cost per megawatt for
wind farms completed in 2012 was $1.94 million.
Merchant or quasi-merchant projects accounted
for19% of new wind capacity additions in 2012.

Electricity prices under long-term power
contracts have fallen to the lowest levels since
2000 to 2005, but construction costs have
increased since then, making the economics for
wind projects more challenging. The average
price for contracts signed in 2011 and 2012 was
$40 a megawatt hour.The prices vary by region,
with prices in the $50 to $90 range in the West,
$20 to $40 in the interior of the country and $50
to $70 in the Great Lakes and Northeast.

Utilities in the Southwest and Texas signed
another 1,500 megawatts of long-term contacts
with wind companies in recent weeks at prices

/ continued page 13
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continued from page 11

Africa can compete effectively with China’s non-interventionist
investment model, expressing concerns that China’s African
investments are undercutting US efforts to increase efficiency
and transparency in public policy and business practices. While
US-supported investments take an active stance towards elimi-
nating regulatory barriers and corruption, Chinese investment
has taken a more hands-off approach for how host countries
manage in-bound investments.

While China has pledged to provide African countries with
$20 billion in loans, it has been criticized for the presumed, tacit
tying of those loans to Chinese goods and services and even
imported Chinese labor. Export financing by OECD members is
also, of course, tied to national exports. However, the United
States and the other OECD member nations, as well as numer-
ous non-OECD members, have committed under the OECD
Arrangement on Export Credits to regulate the terms on which
they provide export financing, constraining the extent to which
export credit terms can be discounted. This agreement avoids
the cutthroat competition that had previously characterized
dueling export credit agencies. Under the Arrangement, if a
member wants to provide more substantially discounted terms,
then those terms must become a grant, i.e., a gift, to comply
with the Arrangement.

China has so far declined to join the Arrangement and openly
ties not only its aid but also its export credits to the use of its
own goods and services and provides that financing on terms
that would violate the Arrangement. As a result, 40% of China’s
global foreign aid expenditures in recipient countries world-
wide are for construction projects in which China provides
some or all of the financing, services, materials and labor on
financing terms with which countries adhering to the
Arrangement cannot compete.

The US policy focus on a sustainable business environment
promoting local development and long-term investment
opportunities is also in contrast to China’s non-interventionist
approach of making substantial, even massive, investments in
physical infrastructure, but without a similar level of regard to
the regulatory, legal, political or other societal factors that may
ultimately prove critical to the ultimate functioning of that
infrastructure. Concerns have been raised that the Chinese
model perpetuates circumstances that stand in the way of
modernization and development of the host countries.
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Life-Cycle Costing

One blunt accusation is that Chinese bidders often win procure-
ments with the lowest bid, but deliver facilities with a corre-
spondingly low quality, requiring high maintenance that is
beyond the capacities of the host countries to provide. The
all-in cost of keeping such facilities in operation undermines the
advantage seen in the low original cost. The US Trade and
Development Agency is attempting to address this issue head
on by partnering with the George Washington University law
school and collaborating with various multilateral development
banks, in an initiative to promote “life-cycle costing” and “best
value,” rather than just lowest price, in bidding for public pro-
curements. The life-cycle cost is the sum of all recurring and
one-time (non-recurring) costs over the expected useful life of a
project, including the costs to install, operate, maintain and
upgrade and the remaining value at the end of its useful life.

US and European companies tend to believe that, while their
equipment or construction may come at a higher initial price
than that of Chinese and other low-cost competitors, the
result will be a longer useful life with lower maintenance costs,
yielding, in the long term, a better value for the purchasing
country. Thus, a best value approach in bidding will benefit
both US and European companies and, in the long run, their
host country customers.

Another development outside of the Africa Power initiative
that could have important consequences for how Africa Power
develops is the US government’s recent announcement that,
going forward, it will not finance, insure or otherwise support
coal-fired power projects unless carbon capture and sequestra-
tion are used, except in the absence of feasible alternatives for
“the poorest of the poor.” No one expects there to be any
actual agency financing for coal-fired generation plants in
Africa or elsewhere. Consequently, while Power Africa speaks of
electrification broadly, the focus is likely to be on gas-fired or
renewable energy projects.

For countries that lack access to natural gas, this may involve
introducing more intermittent renewable energy sources into
an already unstable grid, adding to the technical challenges that
will need to be resolved.

Looking Forward

While it remains to be seen whether Power Africa will succeed
in bringing governments, investors and financiers together to
address the electricity infrastructure needs of the region, it
should at least succeed in drawing serious attention from



commercial parties and public institutions to opportunities in
the region’s energy sector.

Project developers will have a chance to explore those oppor-
tunities at various upcoming conferences. For instance, in 2014,
OPIC and the US Agency for International Development plan to
host jointly an African energy and infrastructure investment
conference, bringing developers and other investors together
with key US and African government officials to demonstrate
the opportunities for investment and the tools and resources
available from the US government and other partners to
support those investments. Stay tuned.

Going Merchant

The last time merchant power plants could be financed and
developers were able to raise 100% of the project cost in the
debt markets was shortly before Enron collapsed. Now such
financings are back. Panda raised term loan B debt for a mer-
chant gas-fired power plant at 600 basis points over LIBOR,
and the transaction was “reverse flexed.” Moxie Energy,
Invenergy and others have been in the market with merchant
financings. In what circumstances are such terms available?
What does it say about the market? A panel discussed the
subject at the 24th annual Chadbourne global energy and
finance conference in June.

The panelists are Todd Carter, president of Panda Power
Funds, Scott Taylor, CFO of Moxie Enerqy, Ray Spitzley, senior
managing director at Morgan Stanley, Mike Pantelogianis,
co-head of power at Investec Bank, and Andrew Rosenbaum, a
director at Royal Bank of Canada. The moderator is Rohit
Chaudhry with Chadbourne in Washington.

MR. CHAUDHRY: Is it a real trend toward merchant power or
just a smattering of projects?

MR. ROSENBAUM: There is no trend per se. There are a lot of
banks chasing a relatively small number of deals. Non-merchant
deals are more prevalent than merchant opportunities.

Pricing is at very tight levels. There is a lot of private equity in
the market. A number of funds have been raised and dedicated
to this sector at a time when the opportunities have been
harder to come by. Pension funds have also been drawn into the
sector. There are broken price signals. Some lenders are willing
to lend despite what the rest of the market is seeing in terms of
inadequate capacity payments and / continued page 14
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ranging from $22 to $33 a megawatt hour.
Renewable portfolio standards that require
utilities in 29 states and the District of Columbia
to supply a certain percentage of their electricity
from renewable energy are expected to require
only another 3,000 to 5,000 megawatts of renew-
able generating capacity each year during the
period 2013 through 2020.The industry is fighting
efforts by conservative interest groups to roll back
these standards in various states, but so far the
line has held.
Wind accounts for 20% of more of electricity
supply in three states: lowa (25%), South
Dakota (24%) and Kansas (20%). This compares
to an average of 4.4% nationwide. The top four
states for new wind construction in 2012 were
Texas, California, Kansas and Oklahoma.

ARIZONA is the latest battleground for rooftop
solar companies and utilities.

Arizona Public Service asked the Arizona
Corporation Commission in July for permission to
charge customers who install rooftop solar panels
$50 to $100 more a month on their utility bills as
compensation for the ability to draw electricity at
any time from the grid. The additional charges
would only apply to customers who install solar
systems after October 15.

The utility has 18,000 solar customers in its
service territory currently. It is receiving 200 new
applications a week.

It also asked the commission for permission
to reduce the amount it credits customers who
produce more electricity than they need and feed
the excess back into the grid. The utility credits
these customers under its “net metering”
program at the same retail rate the customers pay
to buy electricity from the utility. (Under a net
metering program, a customer’s meter runs
backwards as it feeds electricity into the grid.) The
average solar customer pays 15.5¢ a kilowatt hour.
The utility argues that it should not have to pay
more than the market rate it can pay to buy

/ continued page 15
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Going Merchant

continued from page 13

projected demand-supply imbalances.

MR. PANTELOGIANIS: There are pockets within the broader
US market where capacity is needed. We are starting to see
activity in ERCOT and PJM where investors are comfortable that
enough cash flow will be generated from merchant projects
not only to cover debt service, but also to earn an equity return.

Refinancing or new construction are much more achievable
today due to the factors that Andrew Rosenbaum mentioned
plus the fact that capital is more widely available as a conse-
quence of QE3. Is this sustainable? I think it is.

MR. SPITZLEY: If you look back over the long history of project
finance, sound fundamentals are important. It is good for
project sponsors that we have frothy debt and equity capital
markets, but the fundamentals need to be there. We are one of
four banks participating in LS Power’s West Deptford project,
which is a fully-merchant greenfield project. That four banks
participated was not a capital markets phenomenon. It was
wholly driven by the fundamentals of the project, its location
and what we saw in the forward price curves and PIM. There is
a skilled operator and sponsor behind the project. The healthier
the markets, the better the pricing that will be on offer, but we
need to have the fundamentals first.

ERCOT and PJM are the two markets where merchant

power projects have the best chance of being financed.

Fully Merchant?

MR. CHAUDHRY: You said the project is “fully merchant.”
Does that mean there are no hedges or other supports to put a
floor under the electricity price? Is it the only project being
financed in the current market that is not quasi-merchant but
purely merchant?

MR. SPITZLEY: That’s right. We are aware of other projects
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that have synthetic revenue that helps to provide comfort in
the early years. Those projects are in ERCOT where there is no
spare generating capacity. The West Deptford deal is in PJIM
which has a forward-capacity market, so there is visibility with
respect to contracted capacity from the regional transmission
organization. You can debate whether that is fully merchant.

MR. TAYLOR: There are companies that are consciously pursu-
ing merchant as a strategy, but there is no broad trend. Those
companies have a positive view of certain markets and want to
benefit from that.

There are projects that are being developed on a merchant or
quasi-merchant basis that backed into it out of necessity. | will
use our project as an example. We developed our project with
the goal of having the fundamentals to support a purely mer-
chant project. When we started, the concept of going merchant
was pushing the envelope. We thought it made sense as a busi-
ness matter, but we were trying to land a power contract at the
same time. We thought we had a couple opportunities, but we
were naive and found out quickly that it is easy to get a long-
term power contract if you take a price that does not work eco-
nomically. Getting a PPA that actually makes sense is more
difficult, and we were unsuccessful. Fortunately, because of our
fundamentals, we then quickly shifted toward a merchant or
quasi-merchant structure.

There are some other developers who had no intention of
ending up in the merchant
market who got a project devel-
oped in an attractive area and
then backed into, “I need to find
a way to get my project done.”
Deals ready to close do not get
better with time.

Merchant projects still need
to have the fundamentals to
close on financing. The frothy
debt market is not leading to
crazy financing structures. It is
driving down the spread, but
not allowing deals that lack the fundamentals to get done.

MR. CHAUDHRY: What are the fundamentals that make
these merchant projects work?

MR. CARTER: They depend on the opportunity. The forward
market is broken in Texas. We had to figure out something that
would work in that market, and we were able to get our first
project off and, shortly thereafter, a second and a third. The



three fastest growing cities in the country are Austin, Houston
and Dallas.

Geography

MR. CHAUDHRY: Which markets in the US do you think are
well suited for a merchant deal? Which markets have the fun-
damentals for getting a project done on a quasi-merchant
basis?

MR. TAYLOR: We picked PJM for our two projects because of
the liquid electricity market, but the real driver was the ability
to put two projects right on top of the gas supply. This gives us
a gas supply-basis benefit that we believe is sustainable
because there is not enough takeaway capacity to support the
volume of gas. If a gas producer wants to increase its takeaway
volume, its only option is to pay transport charges on an
incremental basis. We get a benefit by being right there and
allowing gas suppliers to avoid incurring those transport
charges.

The founder of our company focused on PIM because we
have western hub energy pricing, a capacity market and the gas
benefit. The energy and the gas benefit were the two big
drivers. The capacity market is important, but it was not the
driver.

MR. CARTER: The ERCOT market was attractive to us because
the market fundamentals were right. Power was needed in
Texas. There was no capacity market, and you could not get a
long-term, forward heat-rate call or any kind of forward hedge.
So we took a position on that particular marketplace.

We are focused on lots of different markets. We like the PJM
market because it has a lot of strong fundamentals. We like the
ERCOT market because it has growth, unlike PIM.

I know there has been a lot of discussion about PPAs. They are
like the mythical unicorn — very difficult to find. When you do
find one, you should be very proud. As a general rule, we would
not put a project on the ground without a long-term PPA.

MR. CHAUDHRY: Which markets do you think are easily
financeable for a merchant deal?

MR. ROSENBAUM: We have not seen any greenfield con-
struction outside of PJM and ERCOT. There is no sign that mer-
chant developers are exploring other markets. That goes back
not only to the fundamentals, but also to the regulatory
structure.

There is probably a need for some new development in
California, but the regulatory risk in that state is such that you
need a PPA. / continued page 16
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power from large power plants.

The proposals would significantly alter the
economics of installing solar. Some utilities are
facing steady erosion in their rate bases as
solar rooftop, fuel cell and small cogeneration
or CHP companies pick off customers. The
same battles are or will soon be fought in
other states.

FIXED-PRICE PURCHASE OPTIONS may receive
more attention after a decision by the US Tax
Court in a case involving LILOs and SILOs.

The court said 27 lease transactions that
John Hancock Life Insurance Company did during
the period 1997 through 2001 were not true
leases for tax purposes and denied tax deduc-
tions for rent and depreciation that the company
claimed.

Some of the transactions were cross-border
lease-sublease deals called LILOs (for lease-in-
lease-out) where mainly European municipalities
or companies leased infrastructure assets to
Hancock that Hancock subleased back to them.
The remaining transactions were sale-leasebacks
called SILOs where, at the end of the lease, the
lessee had either to buy the assets or enter into
a power contract or other “service contract” to
continue buying the output from the leased facil-
ity. The parties selected three LILOs and four SILOs
to litigate as test cases.

The government has won all six litigated
LILO cases to date. A seventh case had a 10-day
trial before the US Court of Federal Claims, but
that court has not yet released a decision.

The Tax Court said that all of the Hancock
LILOs and one of the SILOs were “financial
arrangements” rather than real leases. In the
other three SILOs, it said Hancock bought only a
future interest in the leased assets.

The case is John Hancock Life Insurance
Company v. Commissioner. The Tax Court released
its decision in the case in early August.

Starting with the LILOs, Hancock leased
assets for 38 years and subleased them back for
18, but the court / continued page 17
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continued from page 15

However, look at it from a different perspective. There is a
healthy trade in existing power plants. AlImost all sales of exist-
ing projects require the purchaser to take some form of back-
end tail risk. The projects were financed originally on the basis
of a PPA or heat-rate call option, but buyers are committing
capital beyond the known revenues that they see in front of
them. We see that happening in every market around the
country, some more than others. The secondary market is
taking merchant exposure in every region of the country.

MR. CHAUDHRY: Coming back to the PIM market, there was
a recent capacity auction. What were the results and what

impact will they have on developing projects in the PJM market.

Leverage in merchant projects

is a little over 50%.

MR. TAYLOR: We were disappointed by the $119-a-day clear-
ing price. We had projected higher numbers. It is easy to take
that price and quantify the one-year hit to capacity revenues,
but we are driven by our energy price. The capacity price is
important because it helps with financing — it helps provide
some benchmark for covering fixed costs — but our long-term
view is based on energy and locking in a spark spread because
of cheap natural gas.

The results in the PJM market should be kept in perspective.
We would not develop a project based on a one-year number,
particularly if that one-year number is a relatively small per-
centage of your total revenues. Even though it knocked off
some cash in the first year, the silver lining is that there are
other projects that were behind us in the development queue
and were planning to line up their deals for next year’s auction
that are probably now slowing down their efforts.

MR. CHAUDHRY: What percentage of your overall revenues
are capacity payments?
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MR. TAYLOR: Less than 10%.

It highlights, in an indirect way, the sophistication of what
people are doing. The capacity market was supposed to provide
a forward price signal to induce new construction. We are saying
it is not really a factor at all. Developers really have to take a dif-
ferent and more sophisticated view of the market instead of
relying on the same price signals that others may use.

MR. PANTELOGIANIS: Don’t you also look at how many new
projects other developers have announced they are pursuing in
PJM? Take New Jersey, for example. As we look at the queue, we
see projects that were supposed to be locked up and con-
tracted, but because of disputes with the regulated utilities, the
projects are now going to be constructed on a quasi-merchant
basis, and they depend more heavily on capacity payments
from PIM.

The meltdown occurred 10
years ago because of a realiza-
tion that more projects, many of
them merchant, were under
construction than the market
could support.

New Jersey announced
several more projects including
the 800-megawatt CPV Shore
project. EIF has teamed up with
Hess and has started building a
project entirely with equity.
NRG won a contract, but | don’t

think the project will make the cut and be built. As | look
around, | ask myself, if | am dependent on capacity revenue to
help me cover my costs, then | need to get comfortable that the
market will remain stable over the next five years.

MR. CHAUDHRY: Scott Taylor, you said people should not
place too much weight on the auction results because capacity
payments are a small percentage of your revenue stream and
they are only one-year numbers.

MR. TAYLOR: It goes back to the fundamentals. If you have a
project where the capacity price is a small percentage of total
revenues, it must be a small percentage either because you
have favorable energy prices or cheap gas. It depends on the
project. If the developer views the capacity payments as the
real long-term benefit, then the recent auction results will
cause work on the project to slow down. Projects with good
fundamentals will keep proceeding, and projects that are on
the margin will be more inclined to slow down when they see
these types of price signals.



MR. CHAUDHRY: So there are a lot of projects coming on line.
You may have some that rely on capacity revenues for a larger
percentage of overall revenue. Are these new additions already
factored into the recent auction prices? Will they cause devel-
opers to worry more about more depressed prices in future
capacity auctions?

MR. TAYLOR: The $119 price reflects the projects that bid into
it. The $119 price does not reflect projects that might be
bidding in next year.

Necessary Fundamentals

MR. CHAUDHRY: Todd Carter, you have done three projects in
Texas. What are the fundamentals you rely on to make a suc-
cessful merchant project?

MR. CARTER: They are location, location, location. You have
to be able to get your electricity into the marketplace. Do you
have a willing community that supports your project? Do you
have access to the lower-cost gas?

Everything starts with the location. | cannot stress that
enough. We look at this as a private equity shop. | cannot tell you
how many projects we have looked at for which we would not
pay two nickels. The interesting thing about Scott Taylor’s proj-
ects is the gas price. The gas price is phenomenal. It is negative
30¢ in Henry Hub. In the old days, all the gas was being brought
up from the field, and it was 15¢ to 75¢ plus in Henry Hub.

MR. CHAUDHRY: How do renewables fit into a market with
low gas prices? Is it possible to get a solar project done on a
merchant basis?

MR. CARTER: You need to have a favorable offtake contract
or a large tax credit. | hope we build all the solar and wind that
we can. We think, because we use natural gas, that we are
perfect dance partners for renewables. You have to have some-
thing there when the wind is not blowing or when the sun is
not shining. It would be very difficult to do merchant
renewables.

MR. PANTELOGIANIS: PPAs have been a big driver in the
renewables market. If there is enough resource that you can
make it work without a PPA, so be it, but it is tough to see mer-
chant renewables.

MR. CARTER: You need an offtaker to make the economics
work. You need predictable power prices as an offset to the
intermittency of renewable resources. Solar residential is a mer-
chant play of sorts. There are some sustainability goals that are
served, but the business model is driven by grid parity. In
markets where homeowners can lower their costs by installing
solar, the business model flourishes. / continued page 18
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said the terms were otherwise virtually identical.
No money changed hands in practice during the
sublease term other than a payment by Hancock
to the European counterparty as a fee to enter
into the transaction. The upfront amount
Hancock paid the counterparty was never really
at risk during the sublease term since the
counterparty’s obligations to Hancock were fully
defeased. Hancock argued that it had credit risk
on the defeasance bank.The court called this risk
“de minimis.”

The court said Hancock had basically a
predetermined fixed return. The European
counterparties had options at the end of each
sublease to buy the remaining leasehold interest
Hancock held in the assets for a fixed price. The
court assumed the purchase options would be
exercised after concluding exercise is a “reason-
able likelihood.”

This view of purchase options is in line with
a decision by the US appeals court for the federal
circuit last January in a LILO case involving
Consolidated Edison. The court in that case said
it is a problem to give a lessee a fixed-price option
to purchase equipment at the end of the lease
term if exercise of the option is “reasonably
expected.” Many tax lawyers believe the Con Ed
court used the wrong standard. Most courts to
date have allowed fixed-price purchase options
without disturbing true lease treatment as long
as exercise is not a foregone conclusion.

The Tax Court defended the approach:
“Neither the Tax Court nor the Court of Appeals
for the First Circuit [where the Hancock decision
may be appealed] has ever set an ‘inevitable’ or
similar threshold for determining whether a
lessee will exercise a purchase option, and we
decline to adopt such a standard here.” It insisted
this is consistent not only with the approach
taken in the federal circuit where the Con Ed case
was heard, but also in the prestigious second
circuit in New York.

Turning to the SILOs, the Tax Court said that
in three of the four test SILOs, Hancock acquired
only a future interestin  / continued page 19
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continued from page 17

MR. ROSENBAUM: Theoretically, there is room for merchant
renewables, but think about combined-cycle gas turbines oper-
ating in a base load capacity. They give you a high degree of vis-
ibility toward the earnings potential. Compare that to
renewables, which are generally interruptible and it is very hard
to get a clear view of cash flows, which is what necessarily
leads to a discussion about PPAs and other price supports.

The other factor with renewable energy projects is that the
cost is known going into them. You have stakeholders that all
need to get their pounds of flesh out of the project. Whether it
is hedge counterparties that need to be paid an appropriate
return for the risk they are taking, the lenders that need to be
paid an appropriate return for risk or the equity. If those three
parties can find a way to split the value and still leave some-
thing meaningful for the developer, then the opportunity to
proceed on a merchant basis exists.

Right now, a combined-cycle gas turbine operating in a base-
load fashion clearly has the opportunity to proceed on a mer-
chant basis. At RBC, we did a merchant hydro deal with
Brookfield. It was a secondary trade — it was not construction
financing — and it was in a market where we had very clear
price signals allowing us to size debt appropriately.

MR. CHAUDHRY: Are there any utility-scale wind or solar
projects which have been done on a merchant or quasi-mer-
chant basis or that are currently in the market?

MR. CARTER: Historically, there have been many quasi-mer-
chant projects with financial hedges overlaid. A ton of activity
occurred in ERCOT. A lot of the transmission issues in Texas are
a function of the mass capacity additions that we saw in the
mid-2000s associated with wind construction. Fundamentally,
equity looks at achieving its returns during the period of the
financial hedges. The hedges went out on the shortest side for
only five to seven years, but it was more common to see
10-year hedges.

MR. CHAUDHRY: Andrew Rosenbaum, as a banker, what are
the fundamentals you look for to make a merchant project or a
quasi-merchant project attractive?

MR. ROSENBAUM: We focus on the risk that the project will
be unable to pay debt service. Equity needs to be there in suffi-
cient size. We look at how the project can de-lever when any
hedge or cash flow support that was baked into the project
expires. We look at the loan-to-value ratio. There are
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technology factors that will matter significantly. There are
some things that we just cannot get our minds around and
probably will not be able to lend through, but in terms of the
base factors, that is probably it.

MR. SPITZLEY: Sponsorship is critical to us. We see the proj-
ects as being very complex. Not just anyone can build and
operate a plant. If you look at who has been able to finance a
merchant plant recently, two names, Panda and LS Power, keep
coming up. There have been only two sponsors who have suc-
cessfully financed large merchant projects to date.

After a good sponsor, we want cash flow stability during the
tenor of our debt. Finally, we look strongly at what liquidity there
has been around these types of assets in the M&A market.

Pricing and Leverage

MR. CHAUDHRY: At what rate is the debt for merchant proj-
ects being priced?

MR. CARTER: Ours was priced at about 950 basis points over
LIBOR in July 2012 with fewer than 10 participants. We
financed our second project 45 days later with 35 investment
groups at 725 basis points over LIBOR in September 2012. We
financed Temple Il a few months ago at 600 basis points over
LIBOR. We could talk about lots of other things. The original
issue discount was much better. It was 98 the first time, then
98.5 and then 99.

MR. CHAUDHRY: There was such a dramatic decrease in the
pricing between your first one to the third one in a matter of
months. To what do you attribute this?

MR. CARTER: The first one is always hard. We were clearly the
first project in ERCOT. There were a lot of people swirling
around saying, “Man, | am trying to get a handle on this. There
is no futures market. Okay, put a synthetic hedge in place.” That
was a big part of it.

The second part is that the potential pool of investors is
larger. We went from a small investment to a larger one and
then to an even larger one by the third project. People got
comfortable with the structure because we did not change it
much. People became better educated about ERCOT and the
risks over time.

MR. CHAUDHRY: What kind of leverage did you get?

MR. CARTER: It was not great. Our first project was less than
50% debt, so we had to come up with a significant amount of
equity. Then we got a little bit over 50% debt in the second
project, which was 45 days later, and then closer to 55% debt by
theend.



MR. CHAUDHRY: Scott Taylor, you are in the market currently
and talking to banks. There have been press reports as to what
pricing is being thrown around.

MR. TAYLOR: | cannot go into the details of what we are
doing right now, but | will comment generally. We started
looking at different financing structures from last year — with
hedges, without hedges — but one of the key things that has
not changed is the leverage and overall structure. Even last year
when we were looking at higher pricing, the leverage levels that
we were being told we could achieve were above 50% because
of our gas benefit.

The reduced pricing is not a sign that there are more people
willing to lend into weak deals, which goes back to my
comment earlier. | do not think you are seeing lenders stretch-
ing to take on credit risk, but we are benefiting from lower
pricing. We were looking at pricing last year of 625 to 725 basis
points, but now the price is definitely below that. We are bene-
fiting from the deals that went ahead of us and an improved
market.

MR. CHAUDHRY: According to press reports, your deal is
being priced in the 600s. What are the potential ranges for
pricing and leverage for these types of projects?

MR. CARTER: | think you have seen the potential price range.
The new construction projects have tended to be the highest
priced because they are new entrants into the market.
Naturally, there should be more speculation associated with
those, and that translates into price.

As for leverage, on the first transaction, it was closer to $400
per kilowatt of capacity, but as we got to Temple I, it had
moved toward $500 a kilowatt.

Then there are the existing, stand-alone, quasi-merchant
assets that have proven track records. They have been pricing
around 400 to 500 basis points above LIBOR, but may be able to
get to 350 to 400. As investors and rating agencies get more
confident about the operating assets, the price follows.

MR. CHAUDHRY: Andrew Rosenbaum, you mentioned to me
that the market is pushing back on some of the pricing.

MR. ROSENBAUM: | would not say that the market is pushing
back because that gives the impression that investors are
saying things have gone too far and they do not like the terms
any more. That is not what is happening.

Over the course of the last year, we have seen the institu-
tional debt markets tighten. Some were on the verge of 150
basis points. We would not have done a small gen co financing
with a high degree of confidence and / continued page 20

CHADBOURNE
PARKE

the leased assets after the leases end. Hancock
had little risk during the lease term because the
lessees had defeased the rent even though this
was not required by the documents,and Hancock
was not directly a party to the defeasance
arrangements. Although Hancock had no present
interest in the assets, it acquired at least a future
interest because the lessees seemed more likely
to enter into service contracts to buy the output
at the end of the lease terms rather than buy the
assets.

Hancock said the Tax Court’s approach
threatens all leveraged lease transactions. The
court disagreed. It said the lessor in a typical lease
has credit risk that the lessee will default on rent
during the lease term. Hancock had no such risk
because of defeasance. There are two types of
defeasance: “legal defeasance” where the bank
into which the lessee deposits money to pay
future rent assumes the legal obligation to pay
rent and the lessee is released, and “in-substance
defeasance” where the lessee remains legally
obligated. The distinction made no difference in
this case.

One of the SILOs did not involve any defea-
sance, but the court felt the purchase option in
that transaction was reasonably likely to be
exercised. The court said Hancock had basically
made a loan to the lessee in that case. Assuming
exercise of the purchase option, Hancock had a
predetermined return without regard to the
asset value and no upside potential or downside
risk tied to ownership.

On the positive side, the court rejected an
IRS claim that the transactions lacked economic
substance. Courts deny tax benefits in transac-
tions that are entered into solely for tax reasons
without any real business purpose or expecta-
tion of a return beyond the tax benefits.
Congress has since written this requirement
into the US tax code. The Hancock transactions
preceded codification.

Hancock said it expected a pre-tax returnin
the LILOs of 2.54% to 4.33% if the purchase
options were not exercised, / continued page 21
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continued from page 19

call it below the BB- ratings range 18 months ago. There just
was not a lot of precedent for that. The spread would have
been something like LIBOR plus 425 to 450, with a 125-basis-
point floor. Everybody that accessed that market has increased
leverage and re-priced his deal; some were in the neighborhood
of 100 to 150 basis points tighter. The incremental leverage has
usually been taken out in the form of a dividend.

We have seen the market get more aggressive in pretty
much every measure. In the last couple weeks, the credit
markets at large have sold off. Whether it is the market at
which Panda and Moxie Energy are looking or what some of the
mid-market sponsor portfolios are tapping or the Treasury
market, everything sold off over the last couple weeks. You saw
the Calpine deal get pulled right after NRG priced its deal. |
cannot tell you that there is a meaningful credit differential
between those names that explains why one got done and one
did not. They are both phenomenal companies with great
stories, sort of the sweethearts of the independent power
space. But the market sold off and one company got in before
the window closed and one tried shortly thereafter. That just
happens in credit markets.

Companies bidding to buy portfolios of
operating projects are taking merchant

risk after the existing PPAs expire.

1990s Redux?

MR. CHAUDHRY: Ray Spitzley, you have been doing this for a
long time. Merchant, quasi-merchant — haven’t we seen this
before? In the 1990s, it all ended badly. Why do you think it will
be different this time around?

MR. SPITZLEY: In the 1990s, a bunch of things were different,
but fundamentally that was an equity market. There was a
general view that deregulation convergence between gas and
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power and the new, efficient combined-cycle turbines were
going instantly to displace the old coal-fired inefficient power
plants. Companies could not start construction fast enough,
and you had highly-leveraged companies looking to banks to
take bank loans that had been 100% financed for construction
projects into the public capital markets. For a while that
worked. When Enron collapsed, the music stopped, and there
was a re-evaluation.

The public equity capital markets are not looking for mer-
chant growth. It is a much more disciplined equity environ-
ment. Their focus is cash flow, and they scrutinize new projects
heavily. It is no accident that the people who are developing
new projects are independent entrepreneurial private equity
folks and then, once the projects get built, some will be
acquired by the bigger publicly-traded players.

The merchant space is heading toward consolidation. Some
of the big names that own generation portfolios will exit the
business as we have seen with Dominion, PEPCO and Duke.
Some of the private equity portfolios will become public and
then, once they are public, will undoubtedly look to merge
because the public markets will pay for operating and loca-
tional synergies of having a broader portfolio. That is what is
really being rewarded in the market today. Private equity will
continue to play a role in early development. Consolidation is

where it will head.

MR. CARTER: When | look at
my career and what we were
doing during deregulation and
how we were financing, |
remember doing computer
models and bond deal after
bond deal around gen cos that
were rated investment grade.
Then all of a sudden, we found
out that these were not invest-
ment grade. As we were learn-
ing about the merchant markets

and the merchant game, the market pulled back.

We are in a far more mature period today on the trading side,
the capital side and the development side. That allows for more
prudent investing and for the right assets to be developed, and
so | am not worried that we will get another head fake from the
rating agencies that contributes to what happened the last
time.



Market Outlook

Will there be a rush in the United States to start construction of
new wind, geothermal, biomass and other renewable energy
projects by year end in order to qualify for expiring tax subsidies?
Growth in demand for electricity has slowed to just 0.7% a yeat.
Contracted electricity prices for wind projects have fallen in some
states to less than $30 a megawatt hour, but are the low prices
making utilities more interested in buying long term? Many
developers were keen the last three years to get as much output
as possible under contract, but are they now keener to retain the
potential upside if prices increase? Do low returns and low load
growth still justify investment in the US or are the best opportu-
nities in places like Latin America where prices for contracted
power can be $200 or more a megawatt hour?

A panel discussed these and other questions at the 24th
annual Chadbourne global enerqy and finance conference in
June. The panelists are Gabriel Alonso, CEO of EDP Renewables
North America, Tristan Grimbert, CEO of EDF Renewable Energy,
Carlos Domenech, president of SunEdison, Christopher Hunt,
managing director of Riverstone Holdings, the parent company
of Pattern Energy, and Kevin Smith, CEO of SolarReserve. The
panel was moderated by Evelyn Lim with Chadbourne in Los
Angeles and Keith Martin with Chadbourne in Washington.

MS. LIM: Gabriel Alonso, will there be a rush at the end of
2013 to start construction of new wind farms to qualify for tax
credits?

MR. ALONSO: Yes. If we look at the history of the wind indus-
try, there are clear boom-and-bust cycles. We have been here
before, and we know how the industry behaves in these situa-
tions. We are hoping to cover our 2014 to 2015 business plan
growth by starting construction of all 2014 and 2015 projects
by the end of the year. | expect other wind companies will be
trying to do the same thing.

MS. LIM: Tristan Grimbert, what else do you take into consid-
eration, besides a desire to qualify for tax credits, when decid-
ing whether to try to start construction this year?

MR. GRIMBERT: Ideally we would like an offtaker for the
electricity. It may be possible to start construction with just a
hedge that provides a floor under the electricity price. It takes
longer to secure a power purchase agreement than to putin
place a hedge.

MS. LIM: Chris Hunt, as a private equity investor, how

/ continued page 22
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and 2.83% to 3.43% if exercised. A government
witness argued that Hancock has a pre-tax loss
on the deals if the calculations are done correctly
using present-value concepts. The court agreed
the numbers should have been discounted, but
was not persuaded by the government’s calcula-
tions. It also said Hancock had a clear business
purpose: the need to fulfill its insurance policy
and annuity obligations contributed significantly
to its investment decisions.
The court called the LILOs and one of the four
SILOs mere “financial arrangements” and
recast them basically as loans by Hancock to
the counterparties. In so doing, it not only
denied the tax benefits Hancock claimed, but
also required it to report the difference in
what it paid and what it was expecting back
as original issue discount over the life of the
“loans.”

ANOTHER LEVERAGED PARTNERSHIP has come
under attack.

Such transactions are sometimes used by
sellers of assets to defer a tax on gain. Rather
than make a direct sale, the seller and buyer both
contribute assets to a partnership. The seller
contributes the assets it intends to sell. In this
particular case, the buyer contributed notes and
cash for the purchase price.The partnership then
borrowed the amount of the notes from a bank
and distributed the amount to the seller.

The seller does not have to pay tax on the
cash distribution as long as the distribution is not
recast by the IRS as purchase price for a disguised
sale of the assets to the partnership. It should not
be as long as the seller is ultimately liable for the
partnership-level debt.

Two special-purpose subsidiaries through
which the buyer held its interest in the partner-
ship guaranteed repayment of the loan.The seller
agreed to indemnify the buyer’s subsidiaries if
they had to pay on the guarantee. However, there
was no requirement in the indemnity for the
seller to maintain any particular net worth.

/ continued page 23
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continued from page 21

willing are you to start construction of projects to take advan-
tage of tax subsidies if there are no offtake agreements?

MR. HUNT: We are always willing to invest money if we see
a return. The big question is whether the return will be there. |
do not see as big a rush as some of my colleagues do. The rush
at year end will be muted for two reasons. First, a lot of the
utilities that were prepared to enter into long-term power pur-
chase agreements did so in 2011 and 2012, and there will not
be as many new PPAs in 2013 as there have been in the past.
Second, the bigger players are just not as active in new wind
development as they have been in the past. The question is
then whether that will create opportunities for guys like me.
There is plenty of private equity money available for invest-
ment. | think there is a shortage of projects that fit the criteria
by which we invest.

Finding PPAs

MR. MARTIN: Carlos Domenech, how easy or hard is it to get
a power contract today in the US market?

MR. DOMENECH: It is not easy in the utility-scale market. The
market is highly saturated. We do not develop greenfield proj-
ects at the utility scale because there are plenty of quality proj-
ects to buy. We are a very aggressive buyer of companies,
projects and portfolios and there are many companies that are
willing to sell themselves or their development pipelines. The
challenge is visibility and predictability around interconnection
on the utility side. You might have a power contract, but it is
subject to a utility building the intertie needed to connect the
project to the grid by a certain deadline, and we see slippage on

Developers are bidding for PPAs with
California utilities at prices that will

be lucky to earn them a 6% return.
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the utility side. That casts a cloud over the PPA.

MR. MARTIN: Kevin Smith, what is your experience in the US
market trying to secure long-term power contracts?

MR. SMITH: The big rush was last year. Contract prices have
been driven down largely because of low natural gas prices.
That is hurting both the wind and solar sectors. Some compa-
nies are willing to go into construction with short-term hedges
and worry about power contracts later. We cannot do that. We
will see a bit of a rush, but we will not see what we have seen in
previous years when programs expired.

US Versus Foreign Markets

MR. MARTIN: Chris Hunt, a Spanish solar company that
visited our office in Washington last fall said that the US
market no longer produces high enough returns. The company
is no longer interested in doing solar projects in the United
States and is looking mainly at Africa and Latin America. You sit
in London and see the whole globe. Is the US now a poor
market for renewables?

MR. HUNT: Foreign companies are at a disadvantage when
doing business in the United States. Repatriation and other tax
issues make it more challenging for foreigners to compete here.
The industry is tough regardless of where you are. | would not
say that Europe or Latin America or Africa is risk free.

I think there are good projects in Europe. The European
market bifurcates between northern and southern Europe, and
northern is probably a safer, more stable place than southern to
invest right now. That said, there are perfectly valid projects to
pursue in southern Europe. We are actively building wind and
solar in those markets.

We are building projects in Chile where it is possible to earn
decent returns.

Alot of people have been
turned off by Africa. We have
not chosen to pursue projects
there for a number of reasons. It
is a market that if you got in
early and made some of the
early-stage rounds, you may
have been able to earn decent
returns and find some decent
projects, but it took a fair
amount of risk to get them.

MS. LIM: Are there areas



outside the United States where the spot market prices for
electricity are high enough that you do not need a long-term
contract to build a project? Are you finding opportunities to
supply power directly to industrials inside or outside the US?

MR. GRIMBERT: The safest investment anywhere remains a
wind farm in the US with the 20-year power purchase
agreement.

European governments have been looking at budget deficits
and cutting subsidies for renewable energy. A project with a
20-year PPA is a safe investment. It does not have to be in the
United States. You can enter into a 20-year PPA in Brazil, and
South Africa is also a good investment. However, there is cur-
rency risk in cross-border projects. How can you rely on Brazilian
reais or, if you are a European company, on the dollar-versus-
euro exchange rate?

The beauty of a 20-year PPA, if you are a disciplined operator,
is that even if you believe the contracted electricity price is low,
the project will have a merchant tail when you can sell at full
market prices.

MS. LIM: What do you do during a period like today when it is
hard to get a 20-year PPA in the United States?

MR. ALONSO: It is hard, but not impossible, to find a PPA. Xcel
is actively reacting to the extension of production tax credits,
and there are other utilities that are also looking to enter into
long-term PPAs. Now more than ever, utilities are looking for
different structures. They are expecting developers to take the
intermittency risk around wind. They are open to PPAs with
developers whose projects are one or more states away.

There are opportunities in states like Kansas or Oklahoma
where utilities are looking to enter into PPAs beyond what they
are required to do under state renewable portfolio standards
because electricity prices are low and the public utility commis-
sion is willing to allow prices under those long-term contracts
to be passed through to ratepayers. We are seeing more indus-
trials willing to sign long-term power purchase agreements. The
industrials are not a big game changer at this point, but | hope
it is the start of something that will really drive demand for our
industry.

MR. DOMENECH: A lot of the recent growth in the US market
has been in distributed solar. We also manufacture solar panels,
and we announced a 40¢-per-watt panel with around 19% effi-
ciency that is competitive even in Chinese terms. | would not
expect a private equity fund to be able to compete in that
market with tax equity as an alternative source of financing at
6 3/4% or 7%.

Frankly, we are really excited about the  / continued page 24
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The IRS has challenged the transaction on
audit. The IRS national office rejected the idea in
an internal memo that the seller is ultimately on
the hook for the partnership-level debt because
no payments have to be made on the indemnity
unless the buyer has had first to pay out on the
guarantee. If the transaction runs into trouble,
then the buyer would default on the guarantee,
and the seller would not have to make a payment,
the IRS said.

The IRS also does not believe that the seller
should get a pass as a policy matter on re-charac-
terization of the transaction as a disguised sale.
Congress intended that these sorts of transac-
tions would not be recast as disguised sales, the
IRS said, only where a partner contributes to a
partnership property that is already subject to
debt and then receives a cash distribution or else
the partnership borrows against the assets after
the contribution to make the cash distribution.
The IRS said the borrowing in this case is nothing
more than an advance against the notes from the
buyer.

The national office suggested that if its
technical arguments fail, then the audit team
should attack the transaction head on, either by
recasting it as a borrowing by the buyer to buy
the assets followed by formation of the partner-
ship or by arguing that the transaction is in
reality a sale.

The facts appear to match a transaction that
the Tribune Co.did when it sold Newsday in 2008
in the hope of deferring tax on the gain for 10
years. It did a similar transaction in 2009 when
it sold the Chicago Cubs. The IRS wants $190
million in back taxes on the Newsday sale plus a
$38 million penalty and $17 million in interest
through December 2012.The Tribune Co.said in a
financial filing that it plans to take the case to IRS
appeals. It is currently under audit in the Cubs
transaction. The company warned that it could
be liable for another $225 million in federal and
state income taxes on the Cubs deal before
penalties and interest. / continued page 25
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international market. Our goal is to have 50% US and 50%
global projects. Global PPAs are a phenomenal market with
great returns. In the US, non-utility-scale PPAs are really high
growth for us and also have great returns.

MR. SMITH: There is a difference between your market
sector, which is more residential and large commercial, versus
the very large utility-scale projects. There was a big rush into
large solar projects with the DOE loan guarantee program and
section 1603 Treasury grants. | do not think we will see many
big projects in the US solar market now that those programs
are winding down.

We have a 150-megawatt power contract for our Rice
project in California. We are trying to get it into construction
early next year. We are in financing now. We moved overseas a
few years ago. We are still active in the US market, and we just
committed to a project in Arizona. Including PV and solar
thermal, we have 250 megawatts under construction in South
Africa. We use a developer’s model, which is that we lead the
development activities, take the development risk and bring in
other, largely local equity players, although Google came into
our most recent deal that we closed in late May in South Africa.

We see a lot of growth in the international markets such as
Saudi Arabia and Chile. We are doing things in Australia. The
fact that we combine storage with solar thermal is even allow-
ing us to engage in China. We would love to do more in the US,
but in an age of 8¢ power contracts, we do not think the
returns work.

If you look at all the bids in the last 12 months in California,
you are lucky to be able to supply electricity at a 6% return.
Such low returns will not work for the equity investors that we
can find in the market. It will be interesting to see how many
developers holding power contracts in California will walk away
from them without building the projects.

MR. GRIMBERT: Six percent is on the high side of where some
of these power contracts are being bid. Some bids in recent
rounds in California were 6¢ and below. Solar companies, des-
perate to secure power contracts in a hard market, are under-
bidding each other. It happened in the wind sector. | have been
in the US market for 10 years, and you have this underbidding
and consolidation cycle. We are in such a cycle for solar today.
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Current PPA Prices

MR. MARTIN: If solar developers are being offered 6¢ to 8¢ a
kilowatt hour and earning only 6% returns, what are the current
prices in the wind market for electricity and what are the
returns?

MR. GRIMBERT: Too low. We are below 3¢ in the central
Plains, but production tax credits add another 2.3¢ after taxes.
It is a head-to-head competition in California between wind
and solar, and solar is winning most of the bids.

When | was talking about a rush at year end to start construc-
tion of additional wind farms, it will be a rush to find enough
equipment for delivery by year end in a market where turbine
manufacturing capacity has shrunk. The size of the market has
contracted. There will be a rush within that smaller market.

The key question for US developers is what is the return and
how does it compare to what could be earned by deploying the
same capital outside the US. The returns in the US are pretty
tight, but as Gabriel Alonso said, this is a secure market with
lower risk. Success is building a project that adds value. There
used to be 350 gigawatts of wind in the pipeline a year ago
with a build out expected of five to 10 gigawatts a year. That
was 50 years of inventory. Now we have 150 gigawatts in the
wind pipeline. That is about 20 years of inventory.

We have to think differently, whether it is taking some trans-
mission rights risk or putting in storage or even developing in a
difficult area. There are still very interesting projects, but you
have to find them. The good news is that the pool has shrunk
and a lot of players have pulled out. Some have gone bankrupt.
There is still a way for the strongest to survive.

MR. HUNT: | fully agree. The phrase commodity wind or com-
modity solar is a good one because if you just stick to a project
that anybody could do or anybody could bid, you will have a ter-
rible return. The way to make money is to look at a project that
has some differentiation.

If  were to look at the range of power prices in our current
stable of power purchase agreements, there is an eightfold dif-
ferentiation between the lowest and highest price. Obviously,
you want to focus on the higher priced contracts. The key is to
stick to fundamentals: find the best located project, the best
resource, the best PPA and, if nothing good presents itself, wait.
Right now, we sit on a lot of projects, and we will wait until
there is a better contracting environment. In the meantime, we
will continue to look for other projects. If you get lured into a
commodity wind or commodity solar project, then you will get
lured into an unexciting return.



MR. MARTIN: Gabriel Alonso, like many other wind compa-
nies, you have been dabbling in solar. Is that a sign that wind is
not the best place to be at the moment?

MR. ALONSO: For us, wind is a better place to be. We have
been looking at solar, but it is a race to the bottom. The solar
market is much stronger, but also much harder than what we
are seeing in wind. We are late to solar, so | would not call solar
an attractive space.

We did not see PV coming. We were more involved with CSP
five years ago in the belief that it would be the winning tech-
nology. What we are seeing is that there are some utilities that
are late to the space. They are very aggressively buying solar
projects, more than wind, because they have the ability cur-
rently or expect to have the ability in the future to use the
investment tax credits on such projects. We do not have that
ability. They feel more comfortable with the operational risks of
solar versus wind so that we cannot compete. Our true equity
cost is similar to theirs, but when you take into account that
they can get full value for the tax subsidies on solar projects
while we lose part of the benefit by having to monetize the tax
subsidies, we cannot compete with them.

Electricity Storage

MR. HUNT: We have a different technology. We have storage
technology that can run 24 hours a day as a non-intermittent
supply. The problem in the US is that while the utilities say they
love storage, no one is willing to pay a premium for storage. We
are seeing international markets demand storage that don’t
have quite the robust transmission system we have here in the
United States. Differentiated projects in the US are really few
and far between. We have a very differentiated product, but
the US market is not assigning value to it right now.

MS. LIM: We understand that Puerto Rican utilities are asking
for storage in connection with bids to sell electricity. How are
you approaching storage and the demand by utilities to smooth
out intermittency?

MR. DOMENECH: We were the first company to contract
with the largest Chilean mining company, COCAM, for a
100-megawatt power contract. Chile has an issue because
Argentina decided to stop sending gas to Chile; it is exporting
all gas to Asia. The cost of gas is way above the cost of solar, so
it creates an opportunity. We can deploy solar alongside gas
and create a synthetic PPA that allows mines to lower their
overall cost of energy.

/ continued page 26
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The internal IRS memo is Chief Counsel
Advice 201304013. The IRS released a redacted
version in June.

The US Tax Court treated a similar transaction

as a sale in 2010 after Chesapeake Corporation

— now called Canal Corporation — conveyed

the assets of a subsidiary that made paper

products to Georgia Pacific using a leveraged
partnership. See earlier coverage about the
structure in the September 2010 NewsWire
starting on page 17 and a “Special Update:
Tax Issues in Project Sales” in June 2004.

SOLAR ROOFTOP SYSTEMS owned by solar
companies and leased to homeowners are not
“immovable” property and, therefore, the
homeowners leasing them must pay a 4% sales
tax on the rents, Louisiana said in a ruling in late
June.The ruling is Revenue Ruling No. 13-006.

Louisiana allows a 50% tax credit on residen-
tial solar systems, up to a maximum credit of
$12,500. The credit drops to 38% of the system
cost for systems installed after 2013, up to a
maximum of $9,500. Homeowners sometimes
assign the tax credit to the solar company leasing
them the systems. The ruling said that in such
cases, the assigned tax credit is considered
additional rent to the solar company and is also
subject to the sales taxes.

ARGENTINA is replacing a list of countries consid-
ered tax havens with a new list of “cooperative
jurisdictions” that share tax information with the
Argentine tax authorities. Any countries not on
the new list will be considered tax havens.

Higher withholding taxes apply on payments
to tax havens, and arrangements with tax haven
companies are not considered at arm’s length
and are subject to greater scrutiny.

Many Latin American countries maintain
such blacklists.

The current Argentine blacklist includes 88
jurisdictions, including Bermuda, the British
Virgin Islands, / continued page 27
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Our core storage solution is molten salt storage. We are
building our lead project in Nevada and have an extensive over-
seas portfolio. We are looking at both large-scale solar PV and
solar thermal. Storage for PV is more difficult. There are some
markets where there are clear requirements for storage. The
mining sector is looking for electricity 24 hours a day and seven
days a week. We are looking at combining solar thermal or PV
and with backup diesel generators.

MR. HUNT: The storage market has been frustrating for me. |
would love to do an electricity storage project. I have danced
around and looked at projects over the last four or five years
and have not found anything yet in which to invest. There are
several reasons why.

First, the market in the US simply does not value constant
power the way it should, and | cannot explain why. Solar elec-
tricity from a CPV project has a monumentally higher value
than electricity from a PV project.

Second, in a period of low gas prices, it is easier for other
types of generation to provide ancillary services cheaply.

Adding storage to wind farms is challenging

because the market does not value constant

power the way it should.

Third, just as solar panel prices have plummeted, the cost of
batteries is also falling. This brings the day closer when batter-
ies can be added economically to wind and solar projects.

Fourth, | see storage as not so much an issue for solar as for
wind. When you are able to sell solar during a peak period, you
get a good price. It is hard to justify diverting solar kilowatt
hours to storage when you can get a good price by selling
directly to the grid. If you can charge a battery in the middle of
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the night with wind when power is virtually free, it makes more
sense.

MS. LIM: Tristan Grimbert and Gabriel Alonso, have you been
considering storage for your wind projects?

MR. GRIMBERT: Yes. The key question is whether to add
storage at the project or the utility level.

We have been focusing mostly on the project level, and there
are some wind projects where it makes sense. With wind, you
get more bang for your buck at the project level.

It is very difficult today to justify solar storage at the project
level. With solar, we have to look at storage at the utility level.
The utilities are best equipped to balance their needs.

MR. ALONSO: | have to be frank; we are not considering
storage. We have looked at storage, but the wholesale markets
in the US are not favoring storage. They are solely focused on
electricity prices. There are utilities asking us to deliver a
product that is not intermittent, but they are not willing to pay
enough for it to justify storage.

MR. DOMENECH: There are a few exceptions to that in the
US. The pricing structure in California is based on time of day, so
the California peak market is paying two to three times what
you will get off peak, and the peak period in California is 1 p.m.
to 8 p.m., so utilities will pay 15¢
per kilowatt hour during
summer on peak hours and 4¢
to 5¢ for off-peak energy. Time-
of-day pricing has happened
very slowly over time, and we
expect to see more.

The utility in Nevada is
pushing our project in that state
into the evening hours because
that is when it reaches peak
load, but there is no payout for
that.

Time-of-day pricing is
showing up in some of the
international markets such as
South Africa in the third round. Their solar thermal bids have
time-of-day pricing, which is an interesting development.

Wind Turbines

MR. MARTIN: What is the current wait time for wind tur-
bines? Have turbine prices stabilized? Do you see yourself
placing another large order this year?

MR. ALONSO: Turbine prices are going down. However, we do



not see a consistent behavior. Some turbine suppliers do not
expect a large rush at year end in the US, so they are rushing to
be the first ones to book orders for what they expect will be a
small number of new turbine orders. Some others believe there
is a rush coming, so they are in no hurry to sell turbines quickly
or cheaply.

The larger trend is for the marginal price of turbines to keep
falling as the technology keeps improving, so the cost of wind
energy is coming down. How much of that do | keep for myself?
Zero, because it is a market in which wind companies are racing
to the bottom to secure scarce power contracts. If | can do
something more special on the structures to sell the electricity,
maybe | can keep a good amount of that upside, but in a com-
modity wind scenario, it is not something that | can keep.

We will not be placing a large order without offtake con-
tracts behind it.

MR. HUNT: You are seeing the wind market bifurcate a bit. It
is fairly clear there are too many wind turbine manufacturers in
the world. Some will survive and some will fail. You are going to
see a lot more price cutting by those who are less likely to
survive. The tough decision wind companies must make is
whether go for the lowest price when there is greater risk that
the vendor will not be around in 10 or 15 years.

MR. MARTIN: There was only one Chinese turbine vendor at
the global windpower convention in Chicago in May. What do
you make of that?

MR. GRIMBERT: | think they are busy at home, and they do
not see the US market being as interesting as it used to be. This
is because, while there may be a year-end rush, there is no
growth. l am not sure | agree with Chris Hunt, but | agree with
Gabriel Alonso that the price keeps trending down because
there is competition with half a dozen first-tier vendors. The
good news is that we see the turbine prices trending down
even among the survivors. It is going in the right direction, and
we already placed one order for North America since the begin-
ning of the year, and we will place more before the end of the
year.

MR. MARTIN: Is that ahead of having power contracts for
projects?

MR. GRIMBERT: No.

MR. ALONSO: This is a technology market, unlike the solar
space. Solar panels are a commodity. | am sure the panel manu-
facturers are trying to change that dynamic. The wind industry
has always understood that the Chinese were coming, and
there was a rush to develop new technologies that would keep

the US and European turbines two / continued page 28
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Cayman Islands and Luxembourg. Bermuda and
the Cayman Islands are no longer expected to be
treated as tax havens after the new list is issued.

CURTAILMENTS may not prevent a power plant
from being considered in service for tax purposes.

Solar, fuel cell and small cogeneration or CHP
projects face deadlines to be put in service to
qualify for investment tax credits.

The IRS said in private letter rulings that the
agency made publicin late June that two utility-
scale solar photovoltaic projects will be in service
notwithstanding that the local utility to whose
grids the projects need to connect to get their
electricity to market will not have completed part
of the network upgrades required to accommo-
date the electricity on a segment of the grid due
to litigation with local residents. The utility deter-
mined that the projects are able to deliver their
full capacity despite not having made the
upgrades to the segment. However, the projects
may have to be curtailed while the segment is
under construction.

The IRS said the projects will be considered
in service even “if more frequent than anticipated
curtailment ... occurs due to the unanticipated
delays” in completing the upgrades.

The rulings are Private Letter Rulings
201326008 and 201326009.

A PUERTO RICAN solar project will qualify for an
investment tax credit and accelerated deprecia-
tion in the United States, the IRS said.

The IRS confirmed that a US limited liability
company that is treated as a partnership for US
tax purposes and that is developing a solar
project in Puerto Rico will be able to claim the tax
benefits when the project is completed. The
partnership has two partners. Both are US corpo-
rations. Projects outside the United States do not
normally qualify for these tax benefits. However,
projects in Puerto Rico and other US possessions
qualify if owned by US citizens or corporations.
The ruling is Private Letter Ruling 201324006. It
was released in June. / continued page 29
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steps ahead of the Chinese, and that dynamic has been funda-
mental to get to the cheap PPA prices we have seen here. The
other problem that the Chinese turbine suppliers have is that
they thought they could run their businesses from China and do
business in the US, and that is a big mistake.

The section 1603 program was an opportunity for Chinese
vendors to deploy their own equipment in projects they were
developing for their own accounts, and build a track record
without the need for external financing. They did not take
advantage of that window. The first question US wind compa-
nies ask is whether they can finance a particular turbine. If the
turbine has no track record in the US, the answer is pretty much
no. That makes the barriers to entry in the US market pretty
daunting.

Solar Economics

MR. MARTIN: Kevin Smith, what does a PV project cost per
installed megawatt? What does a CSP project cost? When do
you see the gap closing between solar and wind and natural
gas?

MR. SMITH: | will give you the answer on the PV side. We do
not like to talk dollars per megawatt with CSP because such
projects operate at a much higher capacity factor, meaning
dollars per megawatt are not a good basis for comparison. A
CSP facility will generate two times more output than a PV
facility. Our 110-megawatt CSP facility in Nevada will make
500,000 megawatt hours a year. A PV facility of that size will
make half that.

On the PV side, we are active in the US even though the PPA
market is very difficult. Overseas, solar panels are being offered
at prices as low as 40¢ a watt. In the US, panel prices dropped
into the 50¢-per-watt range for a while, and now we are seeing
them trend up into the low 60¢ range. The question is whether
the trend will remain up. If there are some 40¢ panels entering
the market, then that is good news. We are a price taker on the
panel side.

We have heard all-in prices between $1.20 a watt and $1.70
a watt for utility-scale PV projects. That is pretty competitive,
but it does not really support power contracts at 6¢ or less a
kilowatt hour. It is a dynamic market. There will be a lot of
panel manfacturers who will not survive.
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MR. DOMENECH: | was just checking the math, and | do not
agree with what has been said about PV being a commodity.
We sold SunEdison to MEMC, which is a semiconductor
company. The good thing about the semiconductor folks is that
they have worked for five decades to perfect the art of making
high-efficiency wafers. The reason that we can get to 40¢ a
watt is because we have a production process for polysilicon
that the Chinese cannot match. We are the only remaining
company today that can produce silicon. We have a joint
venture with Samsung to deploy even more capital in that
effort. We are projecting a levelized cost of energy of 7¢. You do
not have to think too far out to see where things are going in
terms of solar and what it means for the industry. We are
excited.

MR. HUNT: | think you'll see a two-stage adjustment in
pricing on solar. People are selling at zero or negative margin, so
that will correct when competition levels out. It is not hard to
believe that through procurement, technology, efficiency and
building cost, you can drive down the numbers. | expect that
we will do better than 40¢ a watt.

MR. ALONSO: If the market is currently at 60¢ a watt and you
expect it to go to 40¢ a watt, why would you buy any panels
today?

MR. DOMENECH: | said that by 2016, we will be able to do
40¢ a watt. If a developer has a power contract for which it has
to build today, it comes down to a question of profit margin. |
cannot speak for people bidding to supply power at 6¢ a kilo-
watt hour. We have done a thousand projects, and we will do
close to 500 megawatts this year and 750 megawatts next
year. Our gross profit margins are in the 20% range. | know
what works for us.

Today when we bid, it is really important to get into the
details. It is true that there is a race to the bottom in the US
when bidding into utility procurements. In almost half the situ-
ations that we see, the winning bidder bid too low a price to
build the project. Someone else then came in and renegotiated
the contract with the utility at a price that was economic. It
happens all the time because the utilities have to satisfy state
renewable portfolio standards that require they deliver a
certain percentage of electricity from renewable sources.

We have not talked about it yet, but as we get into 2016 and
the investment tax credit for solar drops at year end 2016 from
30% to 10% and some of the utilities are way behind where
what they need to be to satisfy state RPS requirements, there



will be a chaotic effort to secure additional capacity. Anyone
who is long in capacity should be in a good position to arbitrage
what he has and increase his profit margin.

MR. ALONSO: Then | should be bidding at 50¢ a watt and not
40¢ in 2016 since demand for solar equipment will increase,
potentially driving up equipment prices.

MR. DOMENECH: | think you should sit on your current hand.
You have to be patient. Why hasn’t SunEdison built out its three
gigawatts of solar pipeline? Why should it? We are arbitraging
on the right time.

MR. ALONSO: | am concerned that it is a very crowded
market in terms of numbers of solar developers, and this will
continue to drive down PPA prices to levels that make the proj-
ects uneconomic.

MR. SMITH: That is one of the difficulties. The equipment
side of wind is a lot more stable than on the PV side. We pur-
chased 96 megawatts of solar panels from Yingli for our solar
project in South Africa, and we had to insure the PV supply. You
are going to see that a lot. There is clearly a top tier among PV
suppliers, but even they are struggling, and you are going to see
some of them fail.

MR. DOMENECH: We will sell you panels.

MR. SMITH: | am happy to buy them at 40¢ a watt all day
long, but | don’t want to wait until 2016.

MR. GRIMBERT: When | was talking about wind being a com-
modity business, | was talking about the manufacturing side.

As developers, we are in a cost-plus business. It is a race to
the bottom in bidding into utility procurements. That’s why
there is not a lot of money in solar for developers. The big pro-
curement season is over for solar in the US for a little while. The
key to success has been to be either clever enough or dumb
enough to forecast where the costs are headed. The fact that
SunEdison is vertically integrated gives it an advantage. It is
much more difficult for the rest of us to predict future costs.
The differentiating factor for those who make money in this
business has either been to be lucky or very clever. It is that
rather than the ability to develop.

CHADBOURNE
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The IRS has issued other rulings recently about
projects in Puerto Rico. For other coverage of
this subject, see the June 2011 NewsWire
starting on page 21 and the November 2011
NewsWire starting on page 13.

PURCHASE PRICE ALLOCATIONS usually cannot
be changed later.

A US appeals court refused to let a poultry
company that bought two poultry processing
plants in Mississippi, and agreed with the sellers
to schedules showing how the parties intended
to allocate the purchase price, revise the alloca-
tions. It said section 1060(a) of the US tax code
binds the parties to the original allocation unless
the IRS agrees to a change.The buyer is depreciat-
ing one of the poultry processing plants over 39
years on a straight-line basis on the theory that
the plant is a building. It is depreciating the other
plant partly over seven years and partly over 15
years on the theory that the plant is equipment.
It tried retroactively to treat the first plant also
as equipment. The IRS objected. The appeals
court said the US tax code provision binding the
buyer and seller to the same purchase price
allocations is important for preventing the
government from being whipsawed by inconsis-
tent treatment.

The case is PECO Foods, Inc. v. Commissioner.
The appeals court released its decision in July.

TARGETED PARTNERSHIP ALLOCATIONS are start-
ing to get attention.

Curt Wilson, the IRS associate chief counsel
for partnerships, said, in response to questions at
a tax conference in San Antonio in June, that the
IRS will probably have to issue guidance at some
point on such allocations. They are becoming
more widespread in partnership agreements.
Traditionally, partnership agreements have
required that a “capital account” be maintained
for each partner measuring what he put in and
what he is allowed to take out of the partnership.
When the partnership  /continued page 31
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Disruptive
Business Models

Fuel cells, rooftop solar, small CHP projects, microgrids and
other forms of distributed generation threaten to undermine the
traditional US utility model. How do distributed generation and
regulated utilities co-exist? Is it fair to have the full burden of cost
recovery for utility assets fall on a shrinking pool of ratepayers
who have not moved to generate their own electricity? Do utili-
ties that have divested generating capacity and are merely wires
companies care? Is the most sensible utility response to move into
distributed generation themselves and, if so, how? Three utility
executives talked about these issues at the 24th annual
Chadbourne global energy and finance conference in June.

The panelists are Bert Valdman, senior vice president of strate-
gic planning for Edison International, James Lambright, senior
vice president of corporate development for Sempra Energy, and
Rye Barcott, special advisor to the chairman and CEO of Duke
Energy. The moderator is Todd Alexander with Chadbourne in
New York.

MR. ALEXANDER: The Edison Electric Institute released a
report that says regulated utilities are facing a serious long-
term threat from distributed generation and other demand-
side energy programs. The traditional utility model relied on
central station power production. Customers are moving off
the grid and are no longer sharing the fixed costs. That creates
upward pressure on rates and may lead eventually to down-
grades in utility credit ratings and a downward spiral. How
much of this is hyperbole and how much is reality?

MR. LAMBRIGHT: This is a real topic of conversation inside
the utilities. There are numerous new, potentially-disruptive
technologies that are at different stages of commercialization

Distributed generation is threatening to undermine

the traditional utility business model.
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and availability to customers. The biggest one that gets dis-
cussed is distributed generation.

California utilities get their returns on infrastructure, not the
electricity. The electricity is largely purchased from indepen-
dent generators and passed through at cost to ratepayers.
California utilities have a tiered residential rate structure that
allows customers who buy low quantities of electricity to pay
roughly half of what higher-consumption customers pay. The
cost of rooftop solar has been falling. Utility rates have been
increasing. Over the last few years, we have seen rapid growth
in rooftop solar installations. However, we have not seen many
customers go completely off the grid.

One topic of debate is what those customers should pay
since they are still connected to the grid and still rely on the
utility for certain services, including standby power.

MR. ALEXANDER: Rye Barcott, rooftop solar has not taken
hold in North Carolina in the same way it has in California. Does
Duke view rooftop solar as a threat?

MR. BARCOTT: We believe that distributed generation is both
a potential threat and an opportunity for Duke. We continue to
debate what makes the most sense as an entry point. The
options range from least aggressive, where we limit ourselves
to advocating for rate changes, to most aggressive, where we
enter directly into the business, perhaps through the unregu-
lated affiliate.

MR. ALEXANDER: Bert Valdman, the EEI paper talks about
whether the utility business is going the way of the telephone
and airline businesses where there was heavy regulation, but
the regulation did not keep up with the times. Is there a need
for a major overhaul in how utility rates are set?

MR. VALDMAN: We are not the first industry to face the exis-
tential question of what the future looks like and how to serve
customers better. If you look at other industries that have suc-
cessfully navigated through uncertainty, you find common
features.

They have strengthened the
core business by providing
excellent service while cutting
costs and they have adapted to
change, particularly as it relates
to what customers want. Our
core business is delivery of elec-
tricity, and our customers
increasingly want a product
that gives them



energy independence and advances sustainability. There is a
clear priority to decarbonize. We need to take a thoughtful
approach, adapt our business models, and invest in new busi-
nesses that achieve these outcomes. We can enable the busi-
ness models that show promise and support management
teams that have talent. We have to accept that these new
activities might compete with our existing business and, while
it might create some tension within our organizations, itis a
healthy tension.

Rethinking Utility Rates

MR. ALEXANDER: Jim Lambright, will this lead inevitably to
an overhaul of the ratemaking process?

MR. LAMBRIGHT: A bill is already working its way through
the California legislature to return ratemaking authority to the
California Public Utilities Commission as opposed to leaving it
in the state legislature where it has been since the energy crisis
more than a decade ago. An open and frank conversation about
ratemaking is on the way and is long overdue.

If you look at the proliferation of new technologies, there is a
strong case for revamping the rate structure. We need to send
the right price signals to customers and ensure that customers
pay for the services they receive from the utility.

One way to do that could be by unbundling the components
in today’s tariffs. You would have a rate structure that breaks
down services and products into fixed costs and policy-driven
subsidies that everyone connected to the grid should bear and
energy charges for the variable amount of electricity consumed.
There could be a time-of-use feature so that people driving
electric vehicles would have incentives to recharge during off-
peak hours. These issues are starting to work their way through
the political process.

MR. VALDMAN: We should ask ourselves what a perfect rate
structure should do. It would provide price signals to customers
so they make informed decisions about how to make better use
of energy. It would allocate costs equitably across different cus-
tomer rate classes. It would balance the interests of utilities and
emerging competitive businesses and support investment. The
current rate structure does not serve any stakeholder well.

MR. ALEXANDER: If you start charging people for specific
things, those with means will opt out. The bigger customers
will drop off the grid and may be comfortable not paying a
standby charge. That will leave those without means or other
options having to pay more for electricity.

/ continued page 32
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liquidates, each partner is distributed the balance
in his capital account out of the proceeds from
liquidating the partnership’s assets.

In a partnership with targeted allocations,
the partners share in what is left when the
partnership liquidates in whatever ratio their
business deal is for sharing cash. Capital accounts
are not used to divide up what remains.

IRS regulations require partners to use
capital accounts for dividing up cash at liquida-
tion unless sharing in some other ratio reflects
the partners’ underlying economic interests in
the partnership. The IRS has not explained how
to determine the underlying economic interests,
but its regulations suggest that the ratios in
which the partners contribute capital and share
income and losses are relevant in addition to how
they have agreed to share cash flow.

IRS guidance is not imminent. Wilson was
skeptical whether any guidance the IRS issues
would prove useful since anything the agency
publishes is likely to be fairly rudimentary and
uncontroversial. Conference attendees said even
an IRS acknowledgment that such allocations are
allowed would have value.

The agency will look into including the subject

on its 2014 business plan. The business plan is

a list of issues the IRS hopes to address in the

coming year.

RESCISSIONS will not be addressed any time
soon, the IRS said.

The agency had been considering whether
to revise its existing policy on when two compa-
nies can unwind a transaction and be treated as
if the transaction never occurred. It said Revenue
Ruling 80-58 will remain the IRS’s guidance on
theissue for the foreseeable future. Bill Alexander,
the IRS associate chief counsel for corporations,
made the comment at a New York Bar Association
tax section meeting in late June.

Revenue Ruling 80-58 said that a sale of real
estate in 1978 could be rescinded in the same
year, and the buyer given all his money back
when he could not get  / continued page 33
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Disruptive Business Models

continued from page 31

MR. BARCOTT: Utilities may not be able to carry the day with
arguments solely about fairness. | do not think it is enough just
to adjust rates. A company like ours needs 4% to 6% earnings
growth every year. One way to do that as the utility industry
evolves is to own the distributed generating assets and be in
the rooftop solar business. That is where the creative energy,
teamed with rate adjustments, needs to occur.

Utilities have been slow to respond, but the tension

is starting play out in states like Arizona where rooftop

solar has made large inroads.

Regulated companies have a hard time adjusting to change.
They have very different cultures than the distributed genera-
tors who are making inroads into our service territories. One of
the things we have struggled with at Duke is the overall process
of how disruptive investment proposals can find support as
they move through the corporation. A risk review process for
regulated investments and utility-scale projects does not work
with disruptive ventures. Disruptive ventures are best evalu-
ated separately with different metrics, time horizons and other
strategic considerations.

MR. ALEXANDER: So the utilities are still building central
power stations when the future may be distributed generation.

MR. BARCOTT: Room must be made within large utilities for
a traditional business model focused on operational excellence
and a disruptive business model to co-exist. There are prece-
dents in other industries. Smart utilities will ask hard questions
about how to own disruptive ventures and keep them indepen-
dent long enough from the parent company so that they can
seed, grow and compete.
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Potential Disruptions

MR. ALEXANDER: Jim Lambright, the rating agencies do not
seem worried about the potential for disruption. Is there is a
risk that will change?

MR. LAMBRIGHT: The conversation has begun. The risk in not
facing these issues head on now is that while these disruptive
business models may command a very small market share
today, markets can shift quickly. This is especially true of tech-
nologies whose cost and effectiveness keep changing every
day. More and more customers may be attracted to new tech-
nologies. The earlier a business
anticipates that and makes the
right adjustments, the better. In
a regulated business, that
means you have to start the
conversation with your regula-
tors as early as possible, because
it is not likely to be a quick con-
versation. It will take years, not
months.

MR. VALDMAN: It is danger-
ous to think about utilities as if
they are all the same. You have
50 states and the District of Columbia each with its own regu-
lations. But there are common themes that bring the industry
together, regardless of regulatory jurisdiction: safety, reliability
and affordability.

Within the transmission and distribution business, there are
many applications for new technologies to balance the system
and make it more resilient and reliable. Instead of puttingin a
new substation, is there a storage technology that could
achieve the same outcome? Part of the challenge is how to
adapt the traditional way of thinking about system planning so
that new technologies can be properly evaluated and deployed.
A number of us are thinking about installing storage on our dis-
tribution systems. There is a lot of opportunity.

MR. ALEXANDER: What does potential disruption to the tra-
ditional utility model mean for the independent generators and
bankers in the room? They do not view utilities as particularly
nimble. Almost all of the utilities with which they deal are
investment grade. If utilities have to adjust to change and only
80% of them are successful, that will have a profound effect on
the broader market.

MR. VALDMAN: No one is suggesting that utilities will be
sub-investment grade in the future. Utilities have a good



infrastructure business when managed well. There is room
under the same roof for a number of different business models
with different risk profiles that can be capitalized differently. It
then becomes a matter of effective portfolio management.
Other industries have done this and can serve as models. It will
be a dynamic process. The investor community will reward
management teams who manage their portfolio and risk pro-
files well.

MR. BARCOTT: One question facing utilities is whether this is
the right time to act. Take the rooftop solar business, for
example. There is a natural bias in a regulated company against
taking risk. Employees are often incentivized to defend the
status quo, not attack it. In such a culture, it is no surprise that
employees are more comfortable giving hard looks at deals and
passing on them rather than placing calculated bets. In this day
and age, utilities need both attackers and defenders.

Moreover, what'’s the point of being a large company if you
cannot make some smart, small strategic bets, and realize that
some of them will not pan out? If you really want to under-
stand something, you have to be in it.

MR. VALDMAN: | agree. Moreover, for a lot of these emerging
business models, there is a lot that utilities can do to help. That
should be our role, whether it is providing capital, an opportu-
nity to test these technologies on our system or an understand-
ing of how the regulatory process works. These are all things
that we as an industry can undertake to advance new technolo-
gies in areas where all interests are aligned. The worst outcome
is to sit back and do nothing.

MR. BARCOTT: The market is changing. Distributed genera-
tion is gaining ground. My own view is utilities need to adapt by
owning distributed generating assets themselves.

MR. VALDMAN: | entered the energy business more than 25
years ago in oil and gas. On my first day, someone told me
something | never forgot: never bet against the engineers.
Today, engineers are hard at work in labs creating and perfect-
ing a whole range of new technologies that will transform our
industry. We need to pay attention.

MR. LAMBRIGHT: We are in the middle of a shift from a
one-way flow of electrons to a two-way flow. Not only do you
have rooftop solar, you also have more data through smart
meters and smart grids. Customers now have more tools to
monitor usage. Given this, there are a lot of products and ser-
vices that can be offered by utilities and third parties alike. The
customer is in the driver’s seat and will shape ultimately how
the industry realigns itself.
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the land rezoned as he wanted, and the parties
would be treated for tax purposes as if the sale
never occurred. However, if the buyer waited until
1979 to rescind, then there was a completed sale
in 1978 and returning the property in 1979 was a
sale back to the original seller. The sales contract
gave the buyer a right to rescind if he was unable
to get the property rezoned. A rescission should
put the parties back in the same position
economically as if the transaction never occurred.
The IRS will not issue any private letter
rulings on rescissions.
There is a risk when a buyer has a right to
unwind a transaction that the buyer may not
be considered the owner until the unwind
right lapses. This is a potential issue in deals
where it is important for the buyer to be a
partner or owner before assets are placed in
service to claim tax credits.

TAX-EXEMPT BONDS lost their tax exemption.

The IRS said in a technical advice memoran-
dum issued to a bond issuer in late May, but not
formally released yet to the public, that commu-
nity development districts formed in Florida to
issue tax-exempt bonds to finance real estate
projects are not subdivisions of the state and,
therefore, the interest on bonds issued by such
districts must be reported by the bondholders as
taxable income.

A technical advice memorandum is a ruling
by the IRS national office to settle a dispute
between a taxpayer and an IRS agent in an audit.

The IRS looked at 12 special districts set up
to finance projects by billionaire real estate devel-
oper H. Gary Morse. Morse, family members and
employees control the districts.

The IRS memorandum focused on one of the
12 districts that issued $426.2 million in bonds
over time to finance a retirement community
called The Village in Lake County in central
Florida. The bond proceeds were used to buy real
estate and a right to collect amenities fees from
existing residents for use of recreational facilities
like the golf course. Morse / continued page 35
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Portfolio Sales
and Consolidation

Edison Mission Energy and BP Wind are just the latest compa-
nies to put portfolios of operating projects up for sale. More
portfolios are expected to follow as some larger players pull
back from new wind and solar development or find their
European parents no longer willing to provide capital for new
development. Various portfolios of gas-fired power plants are
also for sale. There has been ongoing consolidation in the dis-
tributed solar market as a few national brands emerge. Is this a
good time to buy? What does it take to win the bidding? A
panel discussed the market for projects at the 24th annual
Chadbourne global enerqy and finance conference in June.

The panelists are Ted Brandt, CEO of Marathon Capital, Jon
Fouts, managing director of the global power and utilities
group at Morgan Stanley, Andrew Murphy, senior managing
director of Macquarie Infrastructure, and Declan Flanagan,
CEO of Lincoln Renewable Energy. The moderator is Eli Katz
with Chadbourne in New York.

MR. KATZ: What trends do you see in the US market? Who is
buying and who is selling?

MR. BRANDT: Clearly NextEra has been a net buyer through
thick and thin, but it is hard to judge the rest of the players in
the top 15. Everybody knows that BP and Edison Mission
Energy will soon be selling large portfolios of wind farms. [Ed.
BP later withdrew its portfolio after receiving bids.] There will
probably be other divestments, but it is not clear who will be
the buyers other than NextEra. There are some private equity
firms that would like to bulk up and get larger. There are a lot
of people who are thinking about public exits as opposed to
strategic exits.

Motivations to Sell

MR. KATZ: Where do you think the next wave of sellers will
come from? Why would they be selling now?

MR. MURPHY: We would like to be a buyer in this market. As
an infrastructure fund, we have some challenges that the other
potential buyers do not have. We cannot use tax benefits that
are a large driver of the economics. We are only interested in
contracted portfolios with stable returns.

That being said, it really is a question of looking at who are
the natural longer-term holders of the assets. An emerging trend
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is for companies to sell off assets into yield cos. NRG is putting
some of its solar assets up for sale into a yield co. This highlights
the fact that NRG is not necessarily a long-term holder; it needs
to free up the capital that it has invested in that business. This is
one of the drivers of portfolio sales. You see some of the other
strategics exiting or partially exiting the space.

We could be a natural long-term holder of those assets if we
can deal with the structuring issues. We can hold assets for 10
or more years. You are beginning to see that dynamic at work as
some of these portfolios mature. There are more natural places
to put them for the longer term so that developers can free up
capital for reuse.

MR. KATZ: Some large investors put a lot of money into wind
and solar and now infrastructure or private equity funds have
taken them out. Do you see that trend continuing or can you
even call it a trend?

MR. FOUTS: We see that trend continuing. The reason that a
lot of the Europeans entered the renewable energy market in
the mid-2000s is as much strategic as anything else. Now the
assets are migrating to new owners who can hold them long
term at a lower cost of capital. People are optimizing their port-
folios. We are seeing a lot of Canadians buyers. They have long-
term hold periods, they are sitting on other assets with yields in
the single digits, and they have a lot of money to put to work.

MR. KATZ: There has probably been some maturation of
wind and solar assets that make them more attractive to
people who used to buy conventional assets. What are the dif-
ferences for a buyer looking to buy a portfolio of conventional
assets versus renewable assets, and what might motivate him
to do one over the other?

MR. FLANIGAN: Ultimately, it comes down now to contracted
cash flows. That is what people are buying. Whereas years ago,
it was all about supporting renewable energy and helping with
climate change, that is completely gone as a motivator. Now it is
about contracted cash flow, and the technology elements that
lie below that can be less important. That being said, in renew-
able assets, most of the major economic decisions are locked in
up front and so there is less room for optimization than in a gas
plant. The kind of play where people buy at the right point in the
cycle on gas plants and multiply their capital by reselling in the
right cycle is harder to do when you are buying a wind or solar
project with a 25-year power purchase agreement.

MR. KATZ: Do you see a new type of buyer focused on
renewable energy assets, and are there more complications
with a renewable portfolio than a conventional portfolio?



MR. BRANDT: You have to look at wind and solar differently.
Wind is clearly moving toward maturity. Solar is pretty frag-
mented, and it is not yet clear who will be the ultimate long-
term owners, although MidAmerican is pretty strong right now.
With wind, unless you have 1,000 megawatts, you cannot
really be a scaled player in the wind business. There has been a
huge effort to get to the point; there are now something like 10
players who are at about 1,000 megawatts. The guys who are
at 1,000 megawatts are saying they would really like to get
around 3,000 megawatts. There is a desire to consolidate in a
difficult market with scarce PPAs.

On the other hand, there is probably more capital available
for a developer than ever before, and there is passive capital for
the first time. Just a few years ago, you only had the choice of
active capital where you had to give up control in order to get
access to capital. Now the pension funds are viewing con-
tracted renewable projects as infrastructure quality, and we are
seeing pension and infrastructure funds with wide open
wallets. | would not call it an ATM card, but a contracted project
will give a developer the ability to attract capital.

Purely Cost of Capital?

MR. KATZ: Does the bidding for projects come down simply
to who has the lowest cost of capital? How does anyone differ-
entiate himself? What are potential bidders doing that might
give themselves an advantage?

MR. MURPHY: One of the challenges we face is how to differ-
entiate ourselves. Our cost of capital is low, but not as low as
some others. What we try to do is go farther up the risk spec
trum by coming in during construction. We also look for oppor-
tunities to build strategic relationships because we want to
write bigger checks. If we can talk about writing a big check in
pieces over time and develop a relationship with a partner who
can bring multiple projects over time, that is another way to try
to avoid being just a cost of capital play, and it has value to the
good developers.

MR. FOUTS: This is an important but subtle change that we
have probably seen over the past 12 months. Twelve months
ago, the focus was entirely yield and current cash flow. In the
past 12 months, the pendulum has swung back and people are
willing to take exposure to development and construction risk.
They want that growth dynamic.

One way to distinguish yourself as a seller is to have a devel-
opment team with a proven track record in developing assets
and getting them through construction. Buyers today are

/ continued page 36
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retained the rights to amenities fees from future
residents.

The bond proceeds substantially exceeded
the cost of the real estate. The bonds were issued
in multiple tranches over time.

They were trading at an average yield of
around 5% earlier this summer, or 2.07% above
an index of benchmark municipal bonds with
similar maturity. Holders as of April 30 included
Goldman Sachs Asset Management and Nuveen
Asset Management.

The National Association of Bond Lawyers

says the decision could affect bonds issued by

hundreds of similar entities.

MINOR MEMOS: Lease accounting in the United
States is still on track to change. The accounting
standards boards in the United States and Europe
— FASB in the US and the IASB in Europe — are
moving forward with a plan to eliminate distinc-
tions between operating and capital leases for
book purposes. Lessees would be required to
treat leased assets essentially as owned, and the
obligation to rent as a liability, on their balance
sheets in any cases where the lessee is expected
to have more than an insignificant portion of the
economic benefits embedded in a leased asset
under proposed guidance issued in August 2010
and updated in May this year. Existing leases will
not be grandfathered once the change takes
place....The IRS said in an internal legal memo
that two companies that cooperated on develop-
ment of a product and jointly marketed it under
a trademark held jointly and with documents
that showed both company logos created a
partnership and should have filed a US partner-
ship return. They said in a side agreement that
they did not intend to create a partnership.
However, they split the income from product
sales by charging costs against the revenue and
then dividing up the revenue in one ratio until $X
in operating profits was reached, and then in a
different ratio. The IRS said they could not elect
out of partnership treatment by filing an election
under section 761 0f the US / continued page 37
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Portfolio Sales
continued from page 35

putting more emphasis on that.

MR. FLANAGAN: Once the project is ready to start construc-
tion or beyond, it is exclusively a cost of capital play. Anyone
who is looking to be a buyer is probably wasting time at the
notice-to-proceed stage or beyond, unless he has a compelling
cost-of-capital advantage.

MR. KATZ: What about post-PPA revenues? Can there be dif-
ferences in what people expect the power prices will be after
the power purchase agreement expires?

The winning bidders in portfolio sales are

using 8.5% to 9.5% discount rates for wind

and less than 7.5% for solar.

MR. FOUTS: It is the tail wagging the dog. The cost of capital
is still key. A residual assumption discounted over 20 years is not
going to swing the deal as much as a 100-basis-point advan-
tage on cost of capital.

MR. KATZ: Who has the edge today between financial
bidders and strategic bidders? Is there a different answer in
renewables versus conventional?

MR. FOUTS: Clearly, what happens in the BP and Edison
Mission Energy sales will be the story of 2013. A strategic
player like MidAmerican that can use the tax credits and defer-
rals on a real-time basis has a fundamental advantage over
everybody else.

Warren Buffett’s money is pretty attractive. MidAmerican
can write a big check, and it has been smart about not leaving
much money on the table. Clearly it has more room to increase
the price if it has to do so to win.

MR. MURPHY: Other than MidAmerican, there are not many
players with tax appetite. That narrows the field pretty aggres-
sively. After MidAmerican, it is back to some of the pension
funds and infrastructure funds that are buying on a cost-of-cap-
ital basis.
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MR. BRANDT: | agree. The tax capacity of the strategics is a
huge differentiator. The strategics are more efficient buyers
than anyone who has to go to Jon and his colleagues for tax
equity structures.

On the conventional side, it is a different dynamic. It depends
on where the asset is and its locational value. A conventional
power plant can be a compelling play for a strategic if it fits into
a portfolio and can bring synergies. Some strategics can be
competitive on that, even if it is a fully contracted asset. It
depends on the asset itself, because the ability to use tax bene-
fits is not a differentiating factor.

MR. FLANAGAN: A few years ago, no doubt a strategic had
the edge. The best long-term
owner of these assets was
clearly a strategic, but the
advantage is now with the
financial investors due to their
lower cost of capital. The gap is
narrow, but tax capacity cannot
tilt it back the other way. It goes
back to who wants to be the
long-term owner. Strategics do
not want to be long-term
owners. Everyone is ultimately

trying to get to that mythical 6% yield-seeking retail investor.
That changes the dynamic completely from where it was four
or five years ago.

Shift in Buyers

MR. KATZ: Jon Fouts, you had some interesting statistics
about what happened in 2012.

MR. FOUTS: In 2010, most buyers of US renewable energy
projects were Asians. It was strategic driven. The Chinese were
interested in getting into the US and putting their equipment
here. That has shifted so that the majority of buyers of renew-
able assets today are Canadian infrastructure funds. They
account for two thirds of the market, and they have been very,
very aggressive.

The story is different on the conventional side. In 2010, we
saw Japanese, Korean and Chinese bidding aggressively for con-
ventional contracted assets. Today the bidders are more likely to
be private equity funds. They have a higher cost of capital, but
many private equity guys are betting on gas prices. Thereis a
growing view that gas prices are going to recover, replacement
values are improving or reserve margins are getting better. We
are seeing people take selective bets on conventional assets in



very specific markets. It is counter-intuitive that private equity
funds should be able to win given their costs of capital. They are
winning in a different way on the conventional side.

MR. BRANDT: If you have a utility-scale solar project under
150 megawatts, tax equity is efficient and we see a lot of
people who have been able to compete very nicely with the
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strategics. The larger deals have had very short bidder lists it publicin June.

because they exceed the capacity of the tax equity guys to do
them. They come down to a pure cost of capital bid among four
to five utilities. As you move into distributed generation, it is a
completely different world, and we have not seen the strate-
gics take an interest.

MR. KATZ: Drew Murphy, before joining Macquarie, you were
at NRG, which is probably focused on its stock price and earn-
ings per share. Does that influence acquisition strategy?

MR. MURPHY: Any public company must look at an acquisi-
tion through a couple of different lenses. We always focused on
showing our shareholders that the acquisition was a wise way
to spend their money. We wanted to show a long-term return.
The acquisition also had to be accretive to earnings. If you
compare that to how a fund like ours looks at assets, the fund
has different metrics. We look for yield and some growth. All of
that said, often it just comes down to what your actual cost of
capital is regardless of other metrics.

MR. KATZ: Private equity funds have put money into portfo-
lio companies that develop wind, solar and even conventional
power plants. At some point they want to exit or give the
money back to their limited partners. There was a point in time
when it looked like they might be able to go the IPO route, but
that appears mostly blocked now. Maybe there are some yield
co opportunities, but do these people now become sellers in
the sense that they have to get money back to their investors?
How does this figure into the M&A markets?

MR. MURPHY: You have just described several major players
in the renewable energy business. All of the well-run companies
are hiring banks and exploring options. They are looking at
private and public yield cos. They are looking at realizing share-
holder value while trying to balance that against overhead and
maintaining organic growth.

MR. FOUTS: This is just the natural rotation of funds by
private equity. Assets, whether renewable or conventional, are
owned by private equity funds and, at some point, the assets
will be put on the market to be monetized. That is how it works.

MR. FLANAGAN: The key point is that sellers are motivated
by trends, and the current trend is to / continued page 38
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tax code because the arrangement was not a
mere investment partnership with a passive
role and they were not joint owners of a
property in a position to calculate theirincomes
from use of the property separately. The memo
is Chief Counsel Advice 201323015.The IRS made

— contributed by Keith Martin in Washington
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Portfolio Sales
continued from page 37

reach scale. Over the next five or 10 years, you should be
looking to be a 10,000-megawatt operator. There are material
benefits potentially on operations and maintenance as you
reach such scale. There are a large number of sub-optimally
small operators today. The rise of these yield co entities is a
move toward groups of 1,000-megawatt portfolios. Eventually,
they are going to have to move toward greater economies of
scale.

We are only at the beginning of major consolidation. Owners
of wind assets will be focused on what they own. The strategics
who own wind assets have not been motivated particularly by
earnings. That is about to change, and you will see people more
dispassionately viewing issues of economy of scale and of
spares and inventory management, and this will drive aggrega-
tion.  would put the new goal around 10,000 megawatts. |
know for certain that 1,000 megawatts is still way too small.

MR. BRANDT: Owning one power plant and one wind project
in a couple of places is not optimal because it represents too
much concentration in single markets and single assets. Buyers
will be most interested in trying to buy portfolios that have dif-
ferent yield profiles across the assets and different contract
terms so that they can manage residual values and risk.

Discount Rates

MR. KATZ: Say you have a fully contracted asset, with a BB or
stronger offtaker. At what discount rates do those assets trade
in the current market?

MR. BRANDT: Is it a not-yet-constructed asset with a PPA? Is
it an asset under construction or is it an asset that is actually
operating? Is it a project that will qualify for an investment tax
credit, a section 1603 grant or production tax credits over time?
Not to dodge the question, but | think wind is still an 8 1/2% to
9 1/2% market using unleveraged, after-tax P50 numbers. Solar
is well below 7 1/2% with a few deals below 7%.

Nobody really has a handle on where wind turbine prices are
headed. The bigger guys think that there may be more flexibil-
ity than what some of the smaller guys are seeing. We are
telling sellers not to rush to procure turbines. Let the buyer
procure the turbines. That has been a phenomenon for a couple
of years with solar projects, where buyers may have a more
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optimistic view than the seller about where solar panel prices
are headed.

MR. KATZ: We have seen some bidders offer capital that is
100 basis points cheaper for a 49% interest in a project, but it
may not be wise to take the money because a 49% owner can
block the 51% owner from exiting the rest of the portfolio.

MR. FLANAGAN: | agree with Ted’s numbers. The solar
number is materially lower than wind, but unjustifiably so. It is
not that I think solar should be more expensive, | just do not
think there should be as big a risk premium attached to wind.

MR. KATZ: In the distributed market, the sense is that maybe
five players have consolidated and are dominating. Are they just
aggregating a portfolio and trying to sell it later? Where do you
see distributed solar portfolios trading?

MR. BRANDT: The discount rate is clearly higher.

MR. FLANAGAN: | think distributed generation is a great
space. It is a space in which we are not active. It is so vastly dif-
ferent than utility scale. It is nearly impossible to do utility scale
and distributed generation in the same business. It is a very dif-
ferent type of business. That being said, | really struggle with
how to value the equity in a distributed generation business. |
am not sure how to factor in credit and counterparty risk. A lot
of very interesting stuff is being done, but | have no idea of how
to value the equity, and I do not think anyone else does either.

MR. BRANDT: You have to distinguish between the com-
mercial and industrial side and the residential side. The resi-
dential side is clearly mature and has found scale. The
commercial and industrial side has been struggling to find
scale and make the business work. A number of private
equity guys have broken their picks in the business. Some
companies have done well on a regional basis, but there is
not yet a dominant national player.



California Dreaming

What will the California power markets look like in the next 10
years? Will there be incentives for new gas plants? What is the
future for a separate capacity market? How much need will there
be for additional power? Will the RPS targets increase again?
How will California deal with imports of out-of-state power?

What transmission challenges will the state face? What will it
take to integrate the huge amount of renewables with the grid?
How will CO5 cap and trade affect pricing and capacity? What
new environmental restrictions are likely to be imposed? A panel
talked about the challenges and potential opportunities in the
California market at the 24th annual Chadbourne global energy
and finance conference in California in June.

The panelists are Dr. Robert Weisenmiller, chairman of the
California Energy Commission, Jan Smutney-Jones, executive
director of the Independent Enerqy Producers Association,
Mitchell Ross, general counsel of NextEra Energy Resources, and
Bill Monsen, a principal with MRW & Associates, a prominent
California consultancy. The moderators are Bob Shapiro with
Chadbourne in Washington and Paul Kaufman with Chadbourne
in Los Angeles.

MR. SHAPIRO: Bob Weisenmiller, what is the difference
between the California Energy Commission and the California
Public Utilities Commission?

DR. WEISENMILLER: The California Energy Commission was
started in the 1970s. It does power plant siting. Any thermal
power plant over 50 megawatts must come to us for approval.
We also do energy planning for the state, and we look at all the
various options.

One of the things we look at is energy efficiency. We do
building and appliance standards in California for new con-
struction. We also do renewable energy development. We
decide what qualifies as a renewable, and we are now starting
to look at what the municipal utilities are doing in terms of
their renewable portfolios. We also do contingency planning to
make sure the state is prepared in case anything goes wrong.

The CPUC is more than 100 years old. It started as a railroad
commission. It regulates the rates that utilities can charge for
power, telephone, transportation and water.

MR. SHAPIRO: Jan Smutny-Jones, how are the California utili-
ties doing on meeting their renewable portfolio targets, and are
both investor-owned utilities and municipal utilities now
required to meet state renewable energy targets?
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MR. SMUTNEY-JONES: They are at about a 20% renewable
energy mix. We will be at 25% by 2016. The utilities will tell you
that they are well on their way to reach 33% by 2020. The
municipal utilities have also become fairly active. The municipal
utilities in northern California are ahead of their colleagues in
the south. There is a significant amount of new activity in the
renewables sector. The portfolio part of the renewable portfo-
lio standard is gone. All the new development is largely solar PV
right now, which is creating a new set of dynamics and issues.

PPA Failure Rates

MR. KAUFMAN: All of the procurement in California for
renewables is done through requests for proposals and some
bilateral contract negotiation. You hear about high failure rates
as some developers were too aggressive in their bids. What do
you think the failure rate is today?

DR. WEISENMILLER: The utilities will be on track to reach a
33% renewable portfolio by 2020 assuming a 40% failure rate. If
we look at projects on the ground, the actual failure rate is not
close to 40%. What happens is that someone turns in a bid, but
cannot develop the project, and someone else steps in and gets
the project done. | think there will be more development of
renewables than we are projecting.

MR. MONSEN: | am a little more pessimistic about the failure
rates, but between 30% and 40% is a fair estimate. The other
thing that will happen over the next 10 years is that we will
start to see some of the shorter-term renewable contracts end,
a peak in the contracted levels in 2018 or 2019 and then a fall
off. There may be room for new contracts after 2019.

MR. ROSS: There are quite a few wind projects that will start
coming off contracts in the next several years, and those are
excellent opportunities for renewables.

MR. SHAPIRO: Is it still the case that new renewable energy
projects in California cannot be financed without long-term
power contracts? Can a power hedge work?

MR. ROSS: We think a PPA is essential. We think that the state
RPS targets are aggressive and that the municipal utilities are
behind the investor-owned utilities in achieving their goals.
These projects are perfectly suited, from an operational per-
spective, for PPAs.

Future Drivers
MR. SMUTNEY-JONES: | would be careful about getting
fixated on the 33%. That number materialized out of the ether.

Climate change policy will be driving / continued page 40
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California energy policy over the next several decades. My
sense is that we reach 33% and then people will go “Well, now
what are we going to do?” Climate change is a fairly big and
complicated issue that cuts across all technologies. The big
issue today is how to have more renewables and also have the
electricity during the time of day when you need it most.

MR. SHAPIRO: So even if the state reaches 33% renewable
energy by 2020, the utilities will have to buy even more renew-
able energy to meet new CO, targets?

DR. WEISENMILLER: When | joined the governor on a trip to
China recently, we visited with provincial officials at every stop,
and climate change was very much on their minds. | am the sci-
entist on the California Energy Commission. If there are any
doubters, go down to the Scripps Oceanographic Institute
where they have a pier where they have measured the temper-
ature of the water since 1910. The water temperature has gone
up two degrees in that period of time. We are seeing clear
climate change during our lifetimes. We have very aggressive
goals for 2020, but we are also now starting to look at 2050. We
are being forced to think about decarbonizing our power
system. We are starting to set very aggressive goals by 2050
and to think about where we need to be by 2035 to reach them.

MR. SHAPIRO: Has the CEC been looking at how electric cars
in California will affect electricity demand as well as carbon
reduction?

DR. WEISENMILLER: The governor set a target for 1.5 million
electric vehicles on the highway by 2025. One reason is we still
have major air pollution issues in Southern California. Eighteen
percent of the economy along the south coast is goods move-
ment. We have no choice but to electrify the transportation
system. As we electrify the transportation system, it will affect
the power system. As we shift more vehicles over to electricity,
that will enhance the mandate for renewables since 33% of a
growing number of megawatt hours is a larger number of
renewables. The transportation system is such a huge lift for
our economy and it affects all of us in such fundamental ways
that electrification will require thousands and thousands of
decisions to make it happen.

MR. SMUTNEY-JONES: Forty percent of the carbon footprint
in California is transportation. Twenty percent is the electric
sector, of which only half of that is electricity generated in
California as opposed to neighboring states. We will 