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Accounting for Alternative Energy Investments
By Joseph P. Sebik
The U.S. tax code includes substantial tax incentives in the form of tax credits to promote
new alternative energy projects. In December 2015 these tax credits were extended for
several years. A good portion of the return on investment from these projects originates
from these tax benefits, often with nominal investment risk. However, the complex financing
structures and accounting for the tax credits often poses financial reporting challenges. To
provide a better understanding of the complex nature of the financial reporting, here is a
comprehensive look at some commonly found types of alternative energy projects and their
financing and investment structures, along with the accounting for them by the investors.
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Accounting for Alternative Energy Investments
By Joseph P. Sebik

BACKGROUND
Alternative energy has been a
focus of world governments for
many years now, as the fear of
global warming and environmental pollution have become
more and more publicized. In
the United States, Congress
has created substantial tax
incentives to promote the
construction of new alternative
energy projects to bring their
cost to produce energy in
parity with the cost to produce
energy from traditional carbonbased fuel sources. Many state
governments have even created
renewal energy portfolio standards to mandate the production of energy from alternative
sources.
These incentives and mandates
are meant to nudge the investing community to fund these
types of investments. However
to date, after approximately
23 years of providing various

forms of these incentives starting with wind energy,1 only
about 10% of the U.S. energy
supply comes from alternative
energy sources.2

represent the objectives of the
investments and incentives.
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This article will examine a
few of the types of commonly
found projects and financing
structures and will examine the
accounting for the projects to
provide a better understanding
of the complex nature of the
financial reporting. This article
will also attempt to point out
some of the financial reporting
challenges facing potential
investors. Additionally, it will
address possible alternative
means of accounting for those
investments using internal managerial reporting workarounds.

Members of the Equipment
Leasing and Finance Association (ELFA) finance a wide variety of types of assets. However,
only a limited number of ELFA
members (and in fact investors
in general) finance alternative
energy investments — most
often in the wind power or
solar power industry. A lesser
number have financed fuel cell
installations, ostensibly because
there tend to be less of them in
general. The industry estimates
there are only 20 active wind
energy investors and perhaps
30 solar investors, some of
which overlap wind. The point
is that there are few investors.
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Lastly, this article will consider
whether the approach to
current accounting standards
can be evaluated in this time
of principles-based reporting
and possibly changed to better

This article will address only
the accounting made by the
investors in those investments,
not that made by the developers of the facilities or by the
entities acquiring the energy
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from the facilities — other than
to perhaps touch upon them as
a reason for the nature of the
financing structure.

basic categories, varying sometimes only by the size of the
facility and then by the financing
structure used.
For the most part, the assets
included in these investments
have a certain attraction to them
in that, unlike an asset with
many moving parts requiring
human resources to operate,
most of these installations virtually operate themselves when
they are placed into operation.
Although they are maintained on
a regular basis, there is hardly a
need to actually operate them.
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In December 2015, Congress
passed and President Obama
signed tax bills that extend various tax incentives for several
years into the future, including
many incentives related to
alternative energy projects. For
example, investment tax credits
(ITC) for solar energy projects
currently at 30% have been
extended through 2019 and
then gradually phased down to
10% by 2022, with the level set
at 10% remaining as a permanent tax credit. Therefore, with
these incentives in place and
many ELFA members having
the tax capacity to monetize
these incentives, perhaps many
members will look more closely
at these opportunities, address
what is holding them back, and
consider investing in those types
of projects.
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While one may think of a
multitude of different types of
alternative energy investments,
the majority fit into two or three
2

Whether the installation is a
solar energy facility or a wind
farm, they all do a few things
that make them (on the surface)
investable assets. They (1)
generate electricity when the
wind is blowing or the sun is
shining as the case may be,
(2) generate revenues from the
sale of the power, (3) last a very
long time, often 25 to 30 years
or more, and (4) generate many
tax incentives (which will be
addressed briefly below).
Wind Energy Projects
Most of us have seen the iconic
wind turbines turning in the
breeze. Whether the installation
is a single turbine or a farm

of interconnected turbines, it
usually generates electricity at a
level not quite sufficient enough
to be the sole source of power
for a particular area. Given
that the wind does not always
blow and that it tends to blow
more at night than during the
day, the energy produced by
wind is often produced at times
counter to the needs of energy
consumers.

Whether the
installation is a solar
energy facility or a
wind farm, they all
do a few things that
make them (on the
surface) investable
assets.
One of the usual conditions
found in most investable alternative energy arrangements is
that the majority of the power
produced is sold under a power
purchase agreement (PPA),
usually to a single off-taker (the
energy buyer) for an extended
time and based on a fixed rate
schedule. If the energy needs
to be sold into the “spot” or
“merchant” energy marketplace,
the investment takes on differ-
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ent characteristics because the
price and demand will vary
substantially. Most wind projects
that ELFA members may look
at fall into the first category:
selling energy under a longterm contract with a fixed rate
schedule.

Alternative energy
investments are
specifically targeted
in various areas of
the U.S. tax code
with beneficial tax
incentives.
Generally speaking, the larger
the wind turbine is, the more
efficient it is in generating
energy. Before actually building
a wind facility, a developer
must (1) determine that sufficient
wind usually blows in the area
it is interested in developing; (2)
determine that it can probably
acquire the rights and easements to the land underneath
where it would like to place the
turbines; (3) ensure that it can
connect the multiple turbines
together and invert the energy
to the current needed to be sold
into the grid; and (4) be able
to interconnect with the specific
energy grid in question.

The suitability of the wind
in a specific spot is usually
determined first by historical
weather surveys, and then an
actual “ground” level survey is
performed for some time for a
more accurate reading of when
and how strong the wind generally blows. The wind does not
always blow, but when it does,
it usually blows more at certain
times of the year and certain
times of the day. Unlike a power
facility that consumes a fuel to
produce power at will, a wind
turbine produces power when
Mother Nature feels like it.
Solar Energy Projects
There are more types of solar
facilities than wind facilities.
While an individual wind
turbine may cost $2 million or
more — and one of the largest
planned (but not executed) wind
farms was budgeted at over $2
billion — solar facilities can be
as small as one that is placed
on a residential rooftop and as
large as a utility grade solar
installation. Recently Santander
Bank arranged a project costing more than $260 million
in Astoria, California, where
GE Energy Financial Services
agreed to an equity investment
commitment.
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Solar energy is produced via
two basic means: photovoltaic
(PV) and solar thermal. Photovoltaic panels are those semiconductor panels, mounted on roofs
or on the ground, which take the
shining of the sun and convert it
to electricity. Photovoltaic solar
energy was first used industrially
in France in 1954, so it has
been around for some time.
Solar thermal takes the heat
created by the sun and focuses
that on a vessel or vessels
usually to generate steam to turn
turbines. In that case, the sun
is used as an alternative fuel
to carbon-based (coal or gas),
hydro, or nuclear fuel.
Solar photovoltaic projects
exhibit similar characteristics
to wind in that again, once
the facility is operational, it
runs with minimal human intervention other than to clean the
panels, to repair them if they are
damaged in a storm (or perhaps
by children throwing stones at
them), or to repair the tracking
system, if one was included.
Solar thermal projects are more
complex because the turbines
must be maintained; thus, they
require a greater level of human
intervention and maintenance.
The majority of solar energy
investments made are made in
3

the PV market because of the
lower risk associated with maintaining the facilities.
Like wind energy, solar energy
is best produced at certain times
of the day and certain times of
the year.
Fuel Cells, Biomass,
and Other Forms of
Alternative Energy
Projects
Fuel cells generate power by
passing a fuel supply through a
chemically treated “screen” that
reacts to the fuel to generate
electricity. A fuel cell generates
hydrogen and expels water. The
hydrogen gas is then used to
generate electricity by creating
heat to create steam and turn
traditional electricity generating
turbines. Biomass uses various
forms of fuel such as switch
grass, treated coal, waste, and
so forth to burn, for the purpose
of creating heat to create steam
to power an electricity generating turbine.
All these technologies are great
from a scientific perspective but
poor from a financial investment
perspective without the inclusion of a skilled and reliable
operator to actually operate
and maintain the facilities. For
these reasons, these investments

are often in a separate class of
investment more akin to a true
project financing, that is, an
investment where the investor
expects true equity level yields
because of the greater risks it is
assuming.
For purposes of this article, we
will address the accounting only
for those somewhat passive
financial and or tax-oriented
investments in alternative energy
projects, namely solar and
wind.

2. TAX INCENTIVES:
CURRENT AND
FUTURE STATE
Alternative energy investments
are specifically targeted in various areas of the U.S. tax code
with beneficial tax incentives.
These tax incentives create a
means by which an investor can
save a substantial amount of its
tax bill by making investments in
alternative energy projects, thus
lowering the net after-tax cost
of acquiring and owning the
assets.
MACRS and Bonus
Depreciation
The current U.S. tax regime
provides for tax incentives as
a means by which the federal
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government encourages the
investment in such projects.
Although all forms of assets
may be depreciated under the
MACRS (modified accelerated
cost recovery system) tax depreciation scheme, solar and wind
alternative energy investments
are afforded a depreciable life
of five years. An investor can
depreciate the asset over that
short period and can expect
energy generation for 25 to 30
years.

An investor in such a
project can, in theory,
earn premium-based
returns.
Because of this mismatch
between the long-term nature
of the energy generation and
the shorter depreciable life, this
acceleration of depreciation is
considered a tax benefit. When
the facility is a revenue-producing facility, this accelerated
depreciation usually creates tax
losses in the early years (the
five-year period), which can be
used to shelter other taxable
revenue.
Bonus depreciation officially
terminated on December

31, 2014 (again); however,
Congress (yet again) reinstated
it as a tax extender retroactive to January 1, 2015, and
forward to December 31,
2017, at its current levels, with
a phaseout around 2020. On
qualifying new assets placed
in service for the first time,
this allows the asset owner
to claim an immediate 50%
depreciation expense plus the
normal MACRS percentages
applied to the adjusted tax
basis of the asset after the bonus
depreciation.
For most taxpayers that claim a
half-year, first-year convention,
the total tax depreciation in
the first year is then 60% of the
asset cost (i.e., 50% bonus plus
(20% 1st year MACRS × the
50% adjusted tax basis of the
asset)). This acceleration can
account for upward of a 1%
financing yield benefit, depending on the tax rate and time
of year placed in service. An
investor in such a project can,
in theory, earn premium-based
returns because it can utilize the
accelerated tax depreciation to
shelter other taxable income and
thus obtain freed up cash that it
can invest in other more profitable ventures.
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Production Tax Credit
The production tax credit (PTC)
is available only to the producer
of energy and is a tax credit
that is based on the amount
of energy produced (kilowatt
hours). The annual rate is established by the U.S. Treasury and
is indexed each year for inflation; that is, the rate changes
each year and usually increases
with inflation. PTC is generated
for 10 years from the start of
energy production of the facility.
The PTC is generated by the
project, so if the project — or
an ownership share in the project — is sold to another investor
before the 10-year period is up,
the new owner may take advantage of the credits to be earned
during the remaining period.

expired at the end of 2014;
however, again it was extended
by Congress for qualifying
wind energy projects retroactive to January 1, 2015, and
prospectively, albeit under a
phase-down schedule, through
December 31, 2019.

may not reach the project’s
commercial operating date for
years after their start, one can
expect to see PTCs coming from
projects even into 2030! As we
show below, these same projects may claim investment tax
credits in lieu of the PTC.

Under recently passed tax laws
pertaining to the PTC and in an
effort to phase it out over time,
the percentage of a particular
PTC rate that a project can
claim is initially set based on a
“qualifying start of construction”
date.

In the case of PTC, since it is
based on the production of
energy from the facility, there is
no specific test as to whether
the assets incorporated into the
facility are new or used — only
that the project is new and
commenced commercial operations within the required time
frame.

Projects started through December 31, 2016, may claim
100% of the applicable annual
PTC rate during the full 10 years
of their life. Projects started
between January 1, 2017,
and December 31, 2017, will
be able to claim 80% of the
then-annual PTC rate for their
entire life and so on. The PTC
allowable percentage rate
drops through December 31,
2019, such that projects starting
after December 31, 2019, will
not be eligible for any PTC.

Investment Tax Credit
Certain qualifying new renewable energy assets are eligible
for investment tax credits. Qualifying solar energy assets have
generally been available for a
30% investment tax credit of the
asset cost since 2006. The 30%
solar ITC was to have expired
at the end of 2016, but recent
tax extensions have it phasing
down to 10% by 2022 and
then remaining permanent thereafter. The intent of the 30% ITC
has always been to bring solar
energy costs into parity with the
costs of traditional sources of
energy. The thought was that by
the time the credits phased out,
the cost of alternative energy
installations would reach parity
with the traditional carbonbased (principally coal and
natural gas) energy sources.

The PTC was first made available in 1992 and has both
expired and then been extended
several times. The PTC last

Because the PTC runs for 10
years and new PTC projects
where construction commences
before December 31, 2019,

Qualifying wind energy assets
are also eligible for a 30% ITC
at the election of the project
owner in lieu of the production

4
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tax credit (PTC). However, as
mentioned above, since the PTC
is phasing down, so, too, is the
ITC election in lieu of PTC.

wind energy, some projects
may simply elect the ITC for its
certainty, compared to the PTC
with its variabilities.

The choice of electing the ITC
instead of the PTC for wind
projects was generally based
on a few factors. Since the PTC
is based on the production of
energy, while the probability of
energy production during the
10-year qualifying period is
estimated within a range, many
things could happen to reduce
the amount of the production:
from the wind not blowing as
expected to the wind turbines
not producing as expected.

Note that the initial tax basis of
the asset is reduced by one-half
of the ITC claimed. Thus, when
an entity acquires $100 million
of qualifying solar energy assets
and claims a 30% ($30 million)
ITC against that investment,
the tax basis of the asset is first
reduced to $85 million ($100
million – ($30 million /2)).
This tax basis is then depreciated for tax purposes. This tax
basis reduction then affects the
accounting for the deferred
taxes associated with the facility
because the book basis and tax
basis of the asset are different.

Generally speaking, larger,
more economically efficient
facilities opted for the PTC while
smaller or less economically
efficient facilities would opt for
the ITC. Offshore wind facilities
were generally more expensive
to build, and thus the ITC was
expected to generate a larger
credit than the PTC.3
In an ideal situation, if the present value benefit of the PTC
is greater than the ITC, one
normally would elect to stay
with the PTC. However, given
the uncertainties of many issues
in the long-term generation of

Because the accounting for
deferred taxes generally
assumes that the only difference
between book and tax is a
timing difference, the accounting
for this basis difference within
the deferred taxes becomes
another nuance to the accounting for these investments. See
the Accounting for the Tax Effect
of the Asset Basis Reduction
section below to see how this
nuance affects the accounting
for the investment.
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1603 Treasury Grant
Program
For historical reference, the
1603 Treasury Grant Program
(1603 Program) enabled those
entities eligible for the ITC for
certain specified energy property to elect to receive a cash
grant in lieu of claiming the ITC.
Thus, those entities that could
not use the ITC because they
did not have the tax capacity to
effectively utilize it could instead
receive the ITC amount in cash.
This enabled many poorly capitalized developers to obtain
actual cash directly from the
U.S. Treasury rather than structuring a complex financial arrangement with a tax investor to utilize
the ITC. The 1603 Program has
since expired, and it is unlikely
that Congress will reinstitute it.

3. FINANCING
STRUCTURES
Very often a developer of an
alternative energy project does
not have sufficient tax appetite
to absorb all the tax credits
and accelerated tax depreciation created by the projects.
Whether the developer is a
relatively small entity or even
a major corporation, given the
magnitude of the tax incentives
provided by the 30% ITC as
5

well as the PTC, that developer
is often unable to use these tax
benefits fully on a current (and
thus efficient) basis.
Numerous financing structures
and techniques are used to
monetize these tax benefits,
effectively enabling a taxpayer
with adequate tax capacity and
the tolerance for the investment
to act as a somewhat passive
financier/investor in the project. Although some alternative
energy investments may be
financed without the goal of
monetizing tax benefits, the
traditional ELFA investor makes
such investments largely as
a means of monetizing the
tax benefits associated with
the projects and earning a
premium return on its investment. Some investments may
be made by nontax-oriented
investment funds; however, the
principal purpose of this article
is to address the accounting for
those investments that are tax
oriented.
Below are descriptions of the
three most typical financing
structures — tax-oriented lease,
service contract, and tax-equity
flip partnership — along with
the rationale that often drives the
particular form of investment.

Tax-Oriented Lease
A tax-oriented lease is a lease in
which the lessor owns the asset
and reports it for tax purposes.
In tax parlance this is known as
a “true lease for tax purposes.”
However, for purposes of this
article, we will describe it simply
as a tax-oriented lease, since a
“true lease” often confuses the
average reader.

Numerous financing
structures and
techniques are used
to monetize these tax
benefits, effectively
enabling a taxpayer
with adequate tax
capacity and the
tolerance for the
investment to act as
a somewhat passive
financier/ investor in
the project.
The tax elements that the tax
owner reports on its tax return
generally include tax depreciation, rental revenue, and the
previously described tax credits.
Tax depreciation would thus
include MACRS tax depreciation, which is generally claimed
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for a large portion of solar or
wind assets using a five-year
MACRS life. Five-year MACRS
is claimed 20% in the first year,
32% in the second, 19.2% in
the third, 11.52% in the fourth
and fifth, and 5.76% in the sixth
year, assuming the taxpayer is
following the half-year, first-year
tax convention.

Many solar projects
in particular and
wind projects may be
constructed where the
energy off-taker is a
tax-exempt entity.
On December 23, 2015,
Congress extended bonus
depreciation, which enables
a project to claim a larger
first-year depreciation. Under
bonus depreciation, the first
year’s depreciation for five-year
MACRS property is 60% and
the future years are adjusted
accordingly. In the case of ITC
qualifying assets, the lessor
would also be able to claim
the 30% ITC as applicable.
(Again, note that the tax basis
of the assets depreciated for tax
purposes is adjusted downward
to 85% of their cost.)
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Tax-oriented leases are generally
structured to meet the guidance
under IRS Revenue Procedure
2001–28 and Rev. Proc.
2001–29. (An IRS Revenue
Procedure is an official statement of a procedure published
in the Federal Bulletin that
affects either the rights or duties
of taxpayers or of members of
the public under the Internal
Revenue Code and related
statutes and regulations that is
made a matter of public knowledge by the IRS.)

Many solar projects in particular and a few wind projects
may be constructed where the
energy off-taker is a tax-exempt
entity. Examples of tax-exempt
entities that commonly seek
solar or wind financing include
municipalities, state or local
governments, state universities,
government agencies, and
tax-exempt hospitals. Under
special rules related to leases
to such tax-exempt entities,4 tax
benefits are severely limited to
the lessor.

Although these revenue procedures address the IRS safeharbor guidance when structuring a tax-leveraged lease,
they are generally followed for
most leases without nonrecourse
third-party debt being involved.
The key factors affecting the
lease structure for solar or
wind projects are that (1) the
lessee cannot have an option
to purchase the facility at other
than fair market value; (2) the
lease term cannot be greater
than 80% of the economic useful
life of the asset; and (3) the
lessor must maintain a minimum
at-risk residual value investment
of at least 20% of the asset’s
initial fair market value cost.

In general, when the lease is to
a tax-exempt entity, the lessor
cannot claim MACRS depreciation, bonus depreciation, or
any investment tax credits. This
is strictly driven by the fact that
the agreement is a lease for
tax purposes. These rules are
referred to as the Pickle depreciation rules, because the bill
introducing them was made by
Congressman James J. Pickle.
The Pickle depreciation rules are
discussed in the Tax Rules Background sections below.
Service Contract
A service contract is a financing
structure wherein the project
owner operates the facility and
sells the output (electricity) from
the facility to an off-taker. The
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form of the service contract
agreement usually is called a
power purchase agreement.
Unlike a lease, the off-taker is
not responsible for operating the
facility or maintaining it. Those
operating and maintenance obligation costs are the responsibility of the project owner.
Because a service contract is
not a lease, no rents are paid;
however, the off-taker may be
responsible for buying 100%
of the output of the facility
under the PPA. Thus, whenever
the facility produces energy,
the energy is delivered to the
off-taker, which purchases it
based on a pricing schedule
stipulating the rate per kilowatt
hour that the off-taker will pay.
Generally, the rate schedule
starts at an initial agreed-upon
rate and then increases annually to reflect the anticipated
increase in operating costs
of the facility as well as the
comparable anticipated energy
costs found in the open energy
marketplace. For instance, the
rate may increase 2% per year
for each of the years of the
agreement because historical
trends have demonstrated that
traditional energy costs increase
at about the same rate.

Given that the initial rate
under the PPA provided for an
initial savings to the off-taker
compared to its estimated cost
of directly buying power from
a utility, and given that future
escalations are meant to match
estimated actual energy costs,
the off-taker estimates an overall savings over the life of the
agreement.
The form of the PPA is that of
a service contract and not a
lease, so when the off-taker is
tax exempt, the project owner
can claim all the usual tax
benefits of the facility, including
MACRS depreciation, bonus
depreciation, and the ITC when
available.
Note also that the off-taker
would not be subject to lease
accounting rules since the agreement is not a lease. Thus, under
current accounting rules, there
is generally little risk that the
assets would be capitalized on
the off-taker’s balance sheet. In
essence, the off-taker is buying
power in a manner consistent
with buying power from its local
utility. Such purchase agreements are not considered debt
obligations that are capitalized
on the off-taker’s balance
sheet.
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Tax-Equity Flip
Partnership
A tax-equity flip partnership
takes the service contract
arrangement a step further by
having the facility itself owned
by a partnership. This structure first came about in the
wind energy area, wherein
the production tax credit was
provided only to the producer
of the energy. Since developers
did not have the tax capacity
to utilize the tax benefits, they
formed partnerships with “taxequity” investors that could use
the tax benefits. In that case the
partnership became the provider
of the energy.
Under the Internal Revenue
Code (IRC), a partnership is a
“pass-through” entity wherein
the partnership itself is not
taxed on its earnings, but the
taxable earnings or losses as
well as any tax credits are
passed through to the individual
partners. Normally these tax
elements are passed through
based on the ownership percentages of each partner.
Partnership taxation is
addressed under Section 704
of the Internal Revenue Code,
Partner’s Distributive Share. IRC
Section 704(a), Effect of Part-

nership Agreement, states that
“a partner’s distributive share of
income, gain, loss, deduction,
or credit shall, except as otherwise provided in this chapter, be
determined by the partnership
agreement.”
IRC Section 704(b), Determination of Distributive Share, states,
A partner’s distributive share of
income, gain, loss, deduction,
or credit (or item thereof) shall be
determined in accordance with
the partner’s interest in the partnership (determined by taking
into account all facts and circumstances), if
• the partnership agreement
does not provide as to the
partner’s distributive share of
income, gain, loss, deduction,
or credit (or item thereof), or
• the allocation to a partner
under the agreement of
income gain, loss, deduction,
or credit (or item thereof) does
not have substantial economic
effect.

Thus, under these rules, within
the partnership agreement the
partners may, subject to meeting
the substantial economic effect
test, allocate the free cash,
taxable income, and tax credits
from the partnership in a manner
that is disproportionate to their
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ownership. In this manner a
partner such as the developer,
which may have no capacity to
utilize the tax benefits, is allocated a nominal amount of the
initial free cash and tax benefits.
The other partners, typically
called the tax-equity partners,
are allocated a majority of the
initial cash and tax benefits as
repayment of and return on their
investment until they reach a
targeted after-tax internal rate of
return (AT-IRR). The current market
range AT-IRR for tax-equity flip
partnership financial investors
(not the sponsor or developer)
is between 7% and 8% and has
been in this range for several
years.
Under these arrangements, the
traditional ownership percentages of the partnership do not
bear the same characteristics
as those found in a traditional partnership. That is, the
so-called ownership percentages are ignored and replaced
by operating stipulations in
the partnership agreement.
Normally a partner’s book
ownership percentage is based
on its contribution in relation
to the other partners, and it is
increased (or decreased) by
income (or losses) allocated
to the partner and decreased
7

by withdrawals from the
partnership.
From a tax perspective, the
same is true with regard to the
individual partner’s tax basis in
the partnership, except that the
income or losses allocated are
the taxable income or losses. In
this manner, the partner’s individual investment in the partnership
will have both a book basis and
a tax basis. The tax basis within
the partnership is typically called
the tax capital account.
The developer is mandated by
the partnership agreement to
act as the managing partner in
the partnership. The tax-equity
investors, which are somewhat
passive investors simply seeking
a somewhat guaranteed financial return largely from the tax
benefits, mostly wait to receive
their tax allocations and cash
distributions.
If these financing structures
followed the traditional partnership structure, the tax-equity
investor potentially would start
with a majority ownership
percentage once it bought
into the partnership. However,
that percentage would change
dynamically over the life of
the investment as the tax-equity

partner is being allocated more
cash than the developer.

Since developers
did not have the tax
capacity to utilize
the tax-benefits, they
formed partnerships
with “tax-equity”
investors that could
use the tax benefits.
Further, the allocation percentages of free cash and tax
benefits change at certain times
during the life of the partnership — in essence, the amounts
being allocated “flip” between
the tax-equity investors and the
developer when certain time
based points are reached. Typically, the partnership agreement
calls for the allocations of cash
and tax elements to flip when it
is anticipated that the tax-equity
investor has achieved a targeted
AT-IRR.
The time frame for achieving
the targeted AT-IRR is fairly well
forecasted, because a significant portion of the tax-equity
investor’s yield comes from the
allocation of tax benefits and

Accounting for Alternative Energy Investments
the projects typically provide a
reasonably predictable amount
of energy that is sold to an
off-taker at a predetermined
rate.
These tax-equity flip partnership
financing structures typically
start with a developer building
the project and arranging for
tax-equity commitments to be
funded at a future period: when
the project is just about ready
to reach commercial operation
date, or COD. The tax-equity
investors’ contributions into the
partnership are often used to
pay down the construction debt
and often allow the developer to
recoup some of its initial investments along with some initial
construction profit — namely,
the difference between the fair
market value of the project and
the developer’s cost to construct
it.
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For instance, on a project with a
$100 million fair market value,
the developer’s cost may have
been only $85 million to $90
million. During this initial period,
the tax-equity investor may allow
a predetermined amount of free
cash to flow to the developer,
even as much as 100% up to
a stated amount, but generally
the allocation percentages
quickly flip to where 100% of
the free cash and tax benefits
are allocated to the tax-equity
investor. All these allocations
are specified in the partnership
agreement, and external tax
counsel generally opines on the
acceptability of the allocations
in accordance with IRS Rev.
Proc. 2007–65.
Table 1 shows a basic example
of a tax-equity flip structure that
complies with the safe-harbor
allocations specified within Rev.

Proc. 2007–65 with respect
to the allocation of partnership
cash distributions, taxable
income or losses, and the tax
credits. The phase descriptions
below are not specified in
the tax code but have been
included simply as a means of
describing the periods.
Phase 1
The funding contributed by the
tax-equity investors often pays
down some of the construction
debt balance. Once the facility is placed in service, the
developer may be distributed
a substantial portion of initial
free cash to start recouping its
investment while up to 99% of
tax benefits are allocated to the
tax-equity investors. The cash
distribution to the developer will
generally be capped to ensure
that the developer does not cash
out its entire profit; the tax-equity

Table 1. IRS Revenue Procedure 2007–65 Percentages of Permitted Allocations of Tax
Elements
Developer
Phase

Phase description

1

Developer partial repayment period

2

Tax-equity partner targeted earning
period

3

Post-flip period

Free cash %

Tax-equity investors

Tax benefits

Free cash %

Tax benefits %

100%

1%

0%

99%

0%

1%

100%

99%

95%

95%

5%

5%

Source: All tables in this article were created by the author.
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investors generally want to make
sure the developer stays heavily
involved in the project.
Phase 2
After the developer has withdrawn the agreed-upon initial
cash, the partnership agreement
calls for its first “flip” where the
allocations change. Generally,
the partnership agreement
provides that 100% of the free
cash is then distributed to the
tax-equity investors. The taxequity investors continue to
be allocated 99% of the tax
benefits.
During this period, which is
labeled “tax-equity partner
targeted earning period” in
Table 1, the tax-equity investor is
counting its allocations toward
earning the 7% to 8% AT-IRR
targeted return. This targeted
return is actually stipulated in the
partnership agreement.
Prior to entering into any such
transaction, the developer or its
advisors provide very detailed
financial models showing all the
elements and assumptions about
the facility cost, tax depreciation
lives, tax credits, energy production assumptions, PPA rates, and
resultant revenues, operating
expenses and so forth, as well

as provide a modeling of the
cash and tax allocations and
how the targeted return will
be measured for the tax-equity
partners.
Although the financial model
looks very much like a detailed
long-term financial plan for a
true operating company, many
of the elements are fairly fixed.
The revenue is the major element
that varies because it is based
on production; however, even
that is actually somewhat fixed
because the wind blowing or
sun shining is fairly predictable.
That is, given the solar or wind
studies performed and the fixed
energy rates in the PPA, the
parties have a reasonably
good confidence level of the
revenue that will be produced
over time.
A good portion of the taxdeductible expenses originate
from the depreciation of the
facility, and the other costs are
somewhat nominal and fixed
because of the long-term nature
of the plant and its minimal
maintenance costs. Therefore,
with reasonable certainty one
can model the free cash flows
and taxable income and losses
originating from the plant during
its lifetime.
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Typically, the financial model
will also include the cash and
tax allocation schedules to
demonstrate how much free
cash is distributed according to
the partnership agreement as
well as how much of the taxable
income and tax credits are allocated to the partners. The tax
benefits are then converted to a
“cash equivalent.”
Consider a $100 million project that is entirely eligible to
be depreciated using five-year
MACRS. Assume that the developer invests $50 million and
the tax-equity partner invests the
other $50 million. During the
tax-equity earning phase, the
tax-equity investor would
be allocated 99% of a $30
million ITC, worth $29.7
million.
Furthermore, the investor would
be allocated 99% of the $17
million tax depreciation for
the first-year tax depreciation
($100 million cost less (½ ×
$30 million ITC basis reduction)
× (20% 1st year MACRS)),
worth $5,890,500 using a
35% federal tax rate. Thus, the
tax-equity investor would have
received a cash equivalent
distribution of $35,590,500
in payment of its return on its

investment plus a return of its
investment.
Using these benefits converted
to a cash equivalent plus the
actual cash distributions, the
cumulative AT-IRR for the taxequity partner is periodically
measured. This cumulative AT-IRR
will grow to the targeted earnings rate (at this time approximately 8%) at around the time
the tax credits and benefits have
been fully utilized.
In this manner, the tax-equity
partners are receiving a fairly
certain level of return, since the
majority of their economic earnings are actually coming in the
form of tax benefits allocated
to them under the partnership
arrangement. Moreover, in the
case of ITC, the tax benefits will
occur even if the facility does
not generate much power.
If the transaction is a PTC transaction, the partnership is usually
structured so that the tax-equity
investors achieve a targeted
AT-IRR around the time the PTCs
expire, currently 10 years from
the COD. If the transaction is
an ITC transaction, the targeted
AT-IRR occurs around the fifth
or sixth year, after the ITC has
vested for tax purposes. That
is, no ITC will be recaptured if
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the tax-equity investor partner’s
investment share is held for the
required five-year period under
IRS rules.
Phase 3
After the specified time frame
is reached — around the time
the targeted AT-IRR should be
achieved, usually when tax
credits have largely vested fully
or no longer exist (again, five
years for ITC and 10 years
for PTC) — the developer is
commonly provided an option to
buy out the tax-equity investors.
The buyout option is structured
to meet requisite tax law requirements, specifically as being at
the greater of (1) the then-fair
market value of the tax-equity
partners’ ownership share
(which is largely based on the
now low allocations of future
free cash) or (2) that value that
would provide the tax-equity
partner the targeted AT-IRR that
was originally stipulated in the
partnership agreement.
Thus, if a project were not
generating adequate free cash
to achieve the tax-equity partner’s targeted AT-IRR because
it was not generating sufficient
energy, the developer partner
could true-up to that return in the
value in what it agrees to pay
9

when buying out the tax-equity
partner. Thus the tax-equity partner is almost always receiving
a guaranteed minimum AT-IRR
through this structure.
Under partnership tax accounting, tax-equity partners’ investment interest increases or
decreases with taxable profits
or losses as well as with cash
contributions or withdrawals.
Tax credits do not affect the
tax-equity partners’ tax basis.
Without getting into the very
complex nature of partnership
tax accounting (discussed in
more detail below), in general
terms the tax-equity partners’ tax
ownership interest declines as
they receive cash distributions
and allocations of taxable losses
until their ownership interest
decreases to a nominal level.
In essence, if one assumes that
the wind will blow as expected
or, in the case of a solar installation, the sun will shine as
expected, and the tax credits
and tax depreciation will be
available as expected from the
U.S. Treasury, the tax-equity
investor’s yield and return can
be analogized to a floating
payment, self-liquidating loan
with a largely guaranteed fixed
rate of return.

The financing structure described
above is actually somewhat
simpler than actual flip structures
entered into, largely because
of some of the tax nuances that
one must consider in both structuring the allocations and also
accounting for the investments.
Some of these tax nuances are
discussed within the tax section
below.

… the tax-equity
investor’s yield
and return can be
analogized to a
floating payment, selfliquidating loan with
a largely guaranteed
fixed rate of return.

Nonetheless, given this almost
certainty of a reasonably robust
AT-IRR, one would assume that
many potential investors with
a large tax capacity (including
many ELFA members) would be
eager to make these tax-equity
investments. Obviously, the
complex nature of the structure
itself may deter some from
considering investing in the structures, but the complex, somewhat unusual financial reporting
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results may also act as an inhibitor to making an investment.

These (leasing) tax
rules inherently create
some pressure on the
potential structuring
of alterative energy
assets.
4. TAX RULES
BACKGROUND
Given that these investments
are structured to monetize tax
benefits as a means of taking
advantage of the tax incentives
provided by the federal government, it is important to understand some of the basics behind
the tax rules that govern these
transactions.
Tax-Oriented Lease
Leases that are structured such
that the lessor claims the tax
benefits associated with the
ownership of the asset are
generally also structured to
be compliant with Rev. Proc.
2001–28/29. These revenue procedures established
safe-harbor general guidelines
that would allow a lessor to
conclude that the lease would
be respected as a tax-leveraged
lease by the IRS.

Notice that these revenue procedures pertain only to taxleveraged leases, not singleinvestor leases. At the inception
of a tax-leveraged lease, the
lease is financed substantially
by third-party nonrecourse debt.
These revenue procedures
have been adopted as a leasing industry safe harbor when
applied also to single-investor
leases — leases where the
investment by the lessor is made
without the benefit of nonrecourse, external debt funding.
In other words, many leasing
companies generally follow Rev.
Proc. 2001–28/29 when structuring leases.
If a lease fails any of the tests
outlined below, the IRS may
recharacterize the lease as a
loan for tax purposes. Such
action negatively affects the
economics of the lease to the
lessor because it eliminates the
accelerated tax depreciation as
well as ITC.
The Rev. Proc. 2001–28/29
safe-harbor guidelines can be
summarized as follows:
1. The lease term should be
not more than 80% of the
economic useful life of the
asset being leased.
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2. There should be a minimum
20% economic useful life of
the asset remaining at the
end of the lease.
3. The lessor should have an
initial and ongoing minimum
20% at-risk residual value
investment in the asset during
the lease term.
4. The lessee cannot have any
option to purchase or acquire
the asset at any time for less
than the asset’s fair market
value.
5. The asset shall not be of
limited use wherein it can
be used only by the initial
lessee.
6. The lessee may not make any
loans to the lessor to acquire
the asset.
An additional rule residing
within Rev. Proc. 2001–28/29
does not specifically affect the
characterization of the transaction as a tax lease: it states
that the rents should be within
90% and 110% of the average
annualized rent; otherwise, the
IRS may reallocate the taxable
income over the lease term.
These (leasing) tax rules inherently create some pressure
on the potential structuring
of alternative energy assets.
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Specifically, in order for a lease
to be treated as a tax lease —
enabling the lessor to claim the
tax benefits and thus pass some
of those benefits back to the
lessee in the form of reduced
rents (compared to payments
under a loan) — the lease
cannot provide for a purchase
option at other than fair market
value.
Because a lessor will inevitably
price a lease using a conservative residual value, lessors have
often found that the difference
between the fair market value
purchase option and the pricing
residual value makes these transactions difficult to execute.
Generally, an appraisal used
to arrive at the projected fair
market value of a solar or wind
facility is largely based on what
appraisers call the “income
approach.” Under the income
approach, the value is determined based on the discounted
future revenues that the facility
can generate, largely based
on the remaining term of a PPA
or a continuation of revenues
following a pattern similar to the
PPA. That is, the projected future
revenues continue to increase
annually, similar to the way the
PPA was structured. Thus, the

discounted revenues are of an
increasing periodic revenue
value.
On the other hand, when pricing the lease, the pricing models
often assume a conservative
future pricing residual value
because they assume the worstcase basis, namely that the
facility is returned. That is, if the
facility is returned at any time
during the lease, it may have to
be disassembled and sold for
parts.
Because the construction labor
contracting costs constitute a
good portion of the cost of
constructing an alternative
energy facility, the hard asset
value of a returned facility as
miscellaneous returned parts
is often much lower than the
projected fair value of the
facility in place, producing
revenues.
When a lessee examines its
implicit financing rate — assuming it executes a purchase
option at that higher fair market
value — the financing rate that
is calculated to include the
execution of the purchase option
is often higher than the rate at
which the lessee could otherwise borrow.
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Additional tax challenges affect
leasing to a tax-exempt entity.
Under the tax code, for tax
purposes a lessor is required to
depreciate the asset based on
the use of that asset in the hands
of the lessee. The fundamental
basis of this restriction is the
belief of Congress that a lessor
should not be able to claim tax
benefits that the ultimate lessee
otherwise would not have been
able to claim. For instance,
if a lessor leases an asset to
a tax-exempt entity, the lessor
generally (except under certain
exceptions provided by the law)
must utilize the aforementioned
Pickle tax depreciation.
Under Pickle depreciation, the
lessor does not depreciate the
asset using standard MACRS
depreciation lives and percentages but instead must use a
straight-line depreciation method
over the longer of (1) the alternative depreciation system
(ADS) life of the asset or (2)
125% of the lease term. Given
that accelerated tax depreciation is one of the fundamental
tax benefits available under tax
leasing, implementing Pickle
depreciation restrictions acts as
an economic deterrent to a tax
lease by increasing the lease
rate to the lessee.

Further, in order for the lessor
to be able to claim both the
ITC and bonus depreciation
if available, the asset must be
eligible to be depreciated under
MACRS. Thus, leasing to a
tax-exempt entity removes not
just the MACRS depreciation but
also any ITC and bonus depreciation that may have been
available.
Combined with the restrictions of
leasing to tax-exempt entities as
discussed above, one finds that
tax leases of alternative energy
facilities tend to be provided to
either (1) a commercial entity
that accepts an unstated fair
market value purchase option
that may be determined at the
future time period or (2) the
developers themselves, because
they have few other options for
financing the facility.
In the case of the leasing to a
developer, the developers often
rely on some of the initial profit
they earned constructing the
facility along with the revenues
from the PPA to pay the lease.
In those cases, the developers
are earning some up-front profit,
are earning a spread between
the overall PPA revenues and the
lease, and are less concerned
with final ownership of the asset
after the lease is completed.
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For these various reasons, many
transactions associated with
alternative energy assets are
structured as service contracts,
which are discussed in the next
section.
Service Contracts
Generally speaking, under
IRC Section 7701(e), a power
purchase agreement involving
the sale of electrical or thermal
energy produced at an alternative energy facility is considered
to be a service contract for tax
purposes. In this case, a service
contract is an arrangement in
which product output (electricity
or thermal power) is provided to
a service recipient. Remember
that in the case of a recipient
purchasing this output, the recipient is usually referred to as the
off-taker.
Unlike a lease where an entity
pays for its use of the property,
under a service contract, the
off-taker purchases the output,
and the amount it pays is most
often directly correlated to the
amount of output it purchases.
Thus, if no output is provided,
generally no payments are due
for the services.
In contrast, under a lease
agreement, payment of the
11

lease payments is required in
all events, even come hell or
high water — a phrase often
included in the lease documentation to mean that the lessee
must make payment regardless of what has happened
to the asset or circumstances
surrounding the asset. There are
some exceptions and nuances
allowable within the tax code
with respect to service-contract
payments; however, for purposes of this article they do not
have to be considered.
When entities such as government units, military installations,
and other tax-exempt organizations (such as schools and
universities) are involved in an
alternative energy project as
a power purchaser, satisfaction of the service contract tax
rules under Section 7701(e) of
the IRC may be necessary to
preserve the tax benefits and
incentives available to the project owner. The service contract
rules serve as a set of general
rules applicable to all types of
assets that may be involved in
providing services.
As discussed above, the overall
benefit of arranging a transaction as a service contract in
compliance with the service

contract rules under IRC Sec.
7701(e) is that the owner of
the asset (and thus the service
provider) may claim the full tax
benefits available to it without regard to the tax status of
the off-taker. Thus, an owner
of a solar facility can sell
the electricity produced to a
tax-exempt entity and can also
claim MACRS depreciation,
bonus depreciation, and ITC if
available.

For these various
reasons, many
transactions
associated with
alternative energy
assets are structured
as service contracts.
These general service contract
tax rules pertain to all types of
service contracts and assets.
The general rules for qualifying
a contract as a service contract
are the following:
1. The service recipient/off-taker
should not have physical
possession of the property.
2. The service recipient/off-taker
should not have control over
the property.
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3. The service recipient/off-taker
should not have a significant
economic or possessory interest in the property.
4. The service provider should
bear the risk of substantially diminished receipts or
substantially increased expenditures if there is nonperformance under the contract.
5. The service provider should
be able to use the property
concurrently to provide significant services to entities unrelated to the service recipient.
6. The total contract price
should substantially exceed
the rental value of the property for the contract period.

The service contract
rules open the door to
providing alternative
energy facilities to a
wide range of other
entities by providing
tax incentives when
dealing with taxexempt entities.
The tax code, however, has
additional special rules related
to specified assets, including
but not limited to cogeneration,

alternative energy facilities,
and water treatment facilities.
These assets are a specific
class of assets that receive this
more favorable, and arguably
lenient, tax treatment, most likely
because they provide, in the
eyes of the lawmakers, this more
favored type of service to the
public.
IRC Sec. 7701(e)(3) establishes a special rule for service
contracts relating to the aforementioned types of assets. This
special rule characterizes a
contract as a service contract
unless it violates one of the specified prohibitions.
Under this special rule, a
contract relating to one of the
qualifying types of facilities will
be treated as a service contract
and not as a lease (regardless
of satisfaction of the general
rule) unless:
1. The service recipient/off-taker
(or a related entity) operates
the facility.
2. The service recipient/off-taker
(or a related entity) bears any
significant financial burden
if there is nonperformance
under the contract.
3. The service recipient/off-taker
(or a related entity) receives
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any significant financial benefit from reduced operating
costs.
4. The service recipient/off-taker
can purchase the facility for a
fixed price (other than for fair
market value).
As the reader can see, the
service contract rules related
to alternative energy assets are
somewhat easier to meet than
those related to non-alternative
energy types of assets. Thus the
service contract rules open the
door to providing alternative
energy facilities to a wide range
of other entities by providing tax
incentives when dealing with
tax-exempt entities.
Tax-Equity Flip
Partnership Structure
The tax-equity flip partnership
financing structure has been
outlined in the Financing Structures section above. Although
that section dealt with the means
by which a tax-equity investor’s investment and economic
income is earned, it did not
address the tax laws and regulation that affect the structuring
of the transactions. The tax rules
pertaining to the tax-equity flip
partnership structures are generally covered within the rules
associated with the taxation
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of partners’ distributive share
of income or loss as well as
the aforementioned Rev. Proc.
2007–65.
Partnership taxation is covered
under Sec. 704 of the IRC. It
stipulates how taxable income
or losses will normally be
allocated among partners
according to their ownership
percentages, absent a specific
agreement outlining a different
acceptable allocation agreement. A partnership is not an
individually taxable legal entity;
rather, it is a pass-through entity,
meaning that the taxable income
or losses pass through to the
individual partners owning interests in the partnership.
In general, absent a specific
allocation agreement, the initial
capital contributions (upon the
formation of a partnership or
when a new partner buys into
the partnership) define how the
initial taxable income or losses
will be allocated to the partners.
A partner’s ownership basis is
increased by taxable income
and assets contributed to
the partnership over time.
Conversely, the partner’s ownership basis is decreased by
taxable losses and withdrawals
from the partnership. Normally,

the taxable income or losses are
not fungible the way cash or
other assets are but, as stated
above, are allocated based
on either the IRC’s normal allocation approach or a specific
allocation agreement between
the partners. The allocation
agreement must be supported
by the economic substance of
the ownership interests.
Tax credits do not affect the
partner basis in the partnership. Rather, tax credits merely
pass through to the individual
partners.
Also under the tax code, a partner cannot deduct taxable losses
beyond the extent of its recourse
investment. For instance, say
two partners (A and B) invest
$50,000 each into a partnership and agree to allocate
income and losses 90% to partner A and 10% to partner B. In
their first year of business, the
partnership loses $100,000,
and 90% of that is normally allocated to partner A. However,
since partner A’s recourse basis
only started at $50,000, it
can deduct taxable losses only
up to this starting tax basis.
The question then becomes,
What happens to the remaining
$40,000 of taxable losses?
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Under the tax code, with respect
to the partnership’s distributive
share of taxable income or
losses, there are two additional
concepts dealing with the
above-described $40,000 loss.
Incorporated into the partnership
financial model, these concepts
are known as a qualified
income offset (QIO)5 and a deficit restoration obligation (DRO).6
These rules are very complicated and best explained by a
tax attorney. However in basic
terms, if one partner’s capital
account becomes negative
while the other partner’s capital
account remains positive, the tax
code calls for a reallocation of
taxable income.
The QIO is a provision in the
partnership agreement requiring that the partner with the
negative capital be allocated
a pro rata portion of each
item of partnership income in
an amount and manner sufficient to eliminate the deficit as
quickly as possible. That is,
if a partner’s capital account
unexpectedly becomes negative, taxable income would be
allocated to that partner through
the implementation of the QIO
to eliminate the negative capital
balance.

This unexpected reallocation
obviously affects the economics
of the partner’s investment. For
instance, if a partner is investing to obtain a defined return
on its investment and allocated
tax losses are not usable, the
investment must then be held for
a longer period, and then additional other elements such as
cash would need to be distributed to that partner in order to
achieve its targeted ROI.
If the business plan that outlines
the anticipated taxable income
and losses seems to indicate
that a partner’s capital account
is likely to become negative for
an extended period and a QIO
would not be sufficient to remain
in compliance with the tax code
— for instance, in the case of
bonus depreciation wherein a
large tax loss is created early
in the life of a project — that
partner can enter into a DRO to
preserve the amount of tax loss
allocated to it.
A DRO is an agreement that a
partner has with the partnership
such that in the event of a liquidation of the partnership, the
partner agrees to make up the
deficit in its capital account by
contributing assets (cash) back
to the partnership until its capital
account is no longer negative.
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This DRO contribution inherently
then is allocated to the other
partner, which has capital. It
is as if one partner agrees that
the other may draw additional
cash at some time during the
investment, as long as the drawing partner is willing to repay
any excess cash drawn if the
partnership needs to liquidate.
Naturally, investors may be
somewhat leery of entering
into DROs that are very large
because that would create other
potential issues for them, not the
least of which is their need to
possibly disclose this contingent
liability in their financial statements and to creditors.

are suspended and can be
used only insofar as additional
taxable income is subsequently
allocated to the partner from
the partnership. In other words,
those specific losses cannot
be used to offset other taxable
income of the partner.

In the example above, the partner may preserve the allocation
of losses to the specific partner
— in this case partner A — by
agreeing to a DRO clause, in
which case the taxable losses
are allocated to partner A and
not to partner B. However, partner A cannot utilize such taxable
losses immediately because the
losses nonetheless still exceed
its capital account, which is
the limit of what losses can be
deducted.

As was discussed above, Rev.
Proc. 2007–65 outlines the
specific allocation structures for
wind energy transactions the IRS
will respect. The partners and
the partnership are still subject
to the other IRC rules, including
the QIO and DRO, but if a
wind partnership is structured
following the example provided
in Rev. Proc. 2007–65, the
partnership should not have to
seek a private letter ruling (PLR)7
from the IRS beforehand.

These excess losses then
become “suspended losses”
for that partner, because they

Moreover, outside tax counsel
would be better positioned to
provide a stronger form of tax
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In summary, in the example
above, the first $40,000 allocated to partner A can be used
to offset other taxable income
that partner A has. However, the
next $50,000 allocated to partner A is a suspended loss until
taxable income is allocated.
Obviously this is an inefficient
situation.

opinion, giving the partners’
confidence that this complex
partnership arrangement will
be respected by the IRS for tax
purposes.

Revenue Procedure
2007–65 outlines the
specific allocation
structures for wind
energy transactions
the IRS will respect.
These complex tax rules are not
being provided here strictly for
background purposes; rather,
they create a significant element
that thus influences how the
partner’s ownership interests
are accounted for. Since the
wind or solar energy partnerships are designed largely to
simply monetize the tax benefits
provided by the U.S. Treasury,
understanding the tax rules of
the partnership helps one understand the steps needed for some
of that accounting.
It should be noted that Rev.
Proc. 2007–65 pertains to
wind tax-equity partnerships.
Solar partnerships may follow
the same basic approach but
do not have the safe-harbor
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qualification under Rev. Proc.
2007–65.

Effect of Upcoming Lease
Accounting Standards
Update

Alternative Energy Lease
and Service Agreement
Transactions

5. ACCOUNTING AND
FINANCIAL REPORTING
TREATMENT

In the first quarter of 2016, the
Financial Accounting Standards
Board (FASB) is releasing its
Accounting Standards Update
Topic 842, Leases. It was
widely anticipated that FASB
would not materially change
the accounting for lessors upon
release of the new standard.
One aspect of the change in
general will be identifying when
a contract is a lease or contains
a lease.

Fundamental Economics of
Alternative Energy Lease and
Service Agreement Transactions

In order to examine the financial reporting of the structures
discussed above, it is important
to also understand the fundamental economics that are the
foundation of each of these
financing structures. In each
case the fundamentals of the
structures will be examined and
then the specific accounting
approaches will be examined.

Financial reporting
may not always
present the types of
results that may be
expected.
Although the accounting presentation of a transaction under
GAAP theoretically attempts to
represent the economic results
as best it can, the financial
reporting does not always
present the types of results that
may be expected, due to the
complex nature of these transactions and their reliance on tax
benefits.

The accounting for leases by
lessors will remain largely the
same. If a service contract
is construed to be a lease in
accordance with the new tests
contained in Topic 842, the
owner would account for the
transaction as a lease rather
than as a service contract.
That difference can be seen
by comparing the accounting
illustrations included below.
However, the fundamental
approaches to the specific
accounting for either a lease or
a service contract will remain
the same, and the discussion
below will continue to be
applicable.

As a recap, three basic examples of alternative energy
financing structures have been
examined: a tax-oriented lease,
a service agreement, and
a tax-equity flip partnership
structure.
The investor economics of both
a tax-oriented lease and a
service agreement are fundamentally the same, in that the
investors in such transactions
earn their returns through a
combination of revenues from
(1) either the lease of the asset
or the sale of the energy, (2)
substantial tax credits, (3) tax
depreciation timing benefits,
and (4) the ultimate disposition
of the residual value of the asset
at the end of the transaction’s
life.
Tax depreciation timing benefits
originate when a transaction
creates temporary tax losses as
a result of depreciating an asset
over a period that is shorter
than the period that the asset
produces revenues. The tax
14

depreciation benefits are further
enhanced when the depreciation method provides a further
acceleration, such as when
applying MACRS depreciation
and bonus depreciation.
For instance, since the revenue
from a typical solar or wind
facility is usually received
over a 25- to 30-year period,
while the asset may be depreciated for tax purposes over
a substantially shorter period
(for instance, often over only a
five-year period), tax losses are
created in the early years of a
typical transaction. This occurs
with many tax-oriented transactions; however, most alternative
energy assets are provided very
short and favorable tax depreciation lives in comparison to their
actual lives.
These tax losses enable the
transaction to create hypothetical tax refunds insofar
as the specific transaction is
concerned, when such tax
losses shelter other taxable
income of the investor. Thus, the
investor saves tax dollars temporarily — until the asset is fully
depreciated and the revenues
are then no longer offset by tax
depreciation.

It should be noted that these
transactions cannot be structured purely for tax avoidance
purposes. Under the tax code,
transactions must have economic
substance behind them. Hence,
when analyzing any transaction
for tax qualification purposes,
the investor must ensure that the
transactions demonstrate a positive cash return.
In other words, a transaction
cannot be funded purely by
tax benefits. Thus, under a
tax-oriented lease or a service
agreement, one must demonstrate an anticipated positive
cash flow of the project using
supportable financial models in
order for tax counsel to obtain
comfort that the transactions will
be respected, for tax purposes,
as having sufficient economic
substance.
To better understand the economics of a typical tax-oriented
lease or service contract of an
alternative energy project, one
can look at a very basic example. Without considering the
time value of money, in basic
terms, an investment would
need to receive tax credits plus
cash revenues to pay back the
asset investment plus an aftertax yield. The tax depreciation
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creates a further benefit in deferring the paying of some income
taxes on the investment.
So, using a very basic example,
let us consider how much of an
investment would have to be
paid back if an investor invested
$100 million in a qualifying
alternative energy facility and
seeks an 11.80% after-tax yield.
In this example, the investment is
eligible for 100% bonus depreciation and a 30% ITC. For
purposes of simplicity, we will
assume that there is no tax basis
reduction attributable to the ITC.
The objective of this article is to
provide insight into the accounting for alternative energy investments. Therefore, at this time we
will not address specifically how
to deal with the tax accounting
pertaining to the basis reduction
when claiming the ITC, although
a follow-on section will address
it in general terms. Note also
that this example has been
created so that the transaction
generates a positive cash return
of at least 2%.
The positive cash flow test is
found in Rev. Proc. 2001–
28/29 and is generally also
applied by tax counsels when
examining service contracts to
ensure that the transaction has
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economic substance and has
not be structured solely for tax
avoidance purposes. Generally, for analytical purposes,
tax counsels consider ITC the
equivalent of cash; hence, in
the example below the $72
plus $30 of ITC provide cash
proceeds of $102, or 102% of
the investment cost.
In this simplistic case the gross
cash revenues required to
repay the investment would be
only $72 million or 72% of the
initial investment, calculated as
follows:

Millions

Out-of-pocket facility
acquisition cost . . . . . .  $100.00
Plus: targeted after-tax
return  . . . . . . . . . . . . . . . 11.80
Less: 30% ITC . . . . . . . .  ( 30.00)
Less: 100% bonus
depreciation benefits
calculated as
($100 × 35%)  . . . . . . .  ( 35.00)
Net after-tax investment
to recover . . . . . . . . . . $ 46.80

Thus, the remaining $46.8
million would need to be
recovered on an after-tax basis
by charging rents in the case
of a lease or revenues in the
case of PPA. The rents or PPA
revenues would be taxed at the
federal statutory rate of 35%, so
in order to recover the above

$46.8 million on an after-tax
basis, one would need to collect
rents or PPA revenues totaling
$72 million, representing the
grossed up after-tax recovery.
The $72 million is calculated by
simply dividing the after-tax revenue of $46.8 million needed
by 65% (100% gross revenues
– 35% tax rate = 65% after-tax
proceeds).
This simplified view of a
complex after-tax analysis then
equates to the following basic
income statement shown in
Table 2.
For clarity purposes, note that
the tax provision, which would
usually be an “expense” or
reduction from gross profit, is
in this case a negative provision or, put another way, a tax
benefit.
It is clear from this very basic
accounting/financial statement summary that in order to
obtain the $11.8 million aftertax return on the $100 million
initial investment, the facility
needs to generate only $72
million of gross taxable revenues. However, since the initial
out-of-pocket investment is $100
million, that amount must be
depreciated for book purposes.
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This example illustrates one of
the fundamental challenges with
these transactions, aside even
from the inherent conceptual
complexities and risk analysis.
Although this example was
created with an 11.8% return,
actual and more complex
structures are generating an
approximate 8% after-tax return,
given the costs of originating
and documenting such a transaction. Even though the 8%
return is currently considered a
very respectable return, many
potential investors often are challenged by the above financial
statement presentation.
Service Contract Accounting
If the financing transaction is
considered a service contract,
the accounting looks very
much like an operating lease,

with the exception of how the
revenue is reported. The first
analysis required is to determine
if the nature of the transaction
falls outside the scope of lease
accounting and if the transaction
thus should be reported as a
service contract. We will assume
that the transaction in Table 2 is
a service contract, given the very
basic rationale that the off-taker
is merely purchasing the variable
output of the facility rather than
paying lease payments to use it.
As stated above, under a typical alternative energy service
agreement, the off-taker starts by
paying a rate per kilowatt hour
of electricity, which is usually
less than the rate per kilowatt
the off-taker would otherwise
pay in the open market. The PPA
contract rate typically increases
each year based on the assumed

Table 2. Basic Income Statement of a Typical Alternative
Energy Project (millions of dollars)
Revenues required

$ 72.00

Book depreciation

(100.00)

Pretax book income (loss)

( 28.00)

Less: tax provision (benefit) composed of:
Investment tax credit
Tax provision (benefit) (35% × $28.00)
Total tax provision (benefit)
Net after-tax income

30.00
9.80
39.80
$ 11.80
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increase in general energy costs
for a 25- to 30-year contract —
for example, a typical increase
is approximately 2% per year.
Once it has been determined
that the accounting for the
service contract falls outside the
scope of the lease accounting
standard, the revenue recognition standard, specifically
Accounting Standards Codification (ASC) Topic 606, Revenue
from Contracts with Customers,
will be applied. In basic terms,
under revenue recognition,
revenues are earned when the
services have been delivered.
Assuming the energy generation of the facility is somewhat
consistent but the PPA rates
increase periodically based
on the PPA schedule, the gross
revenue from the transaction will
generally start at its lowest point
and increase gradually, similar
to that illustrated in Table 3. For
purposes of this initial presentation, the accounting for the ITC
has not been included.
As Table 3 shows, because a
substantial portion of the financial return from the investment
is originating from the ITC, the
transaction has a pretax book
loss. As part of the accounting

for the investment, one must
consider whether it is also
necessary to record an impairment of the asset, since this
financial model indicates there
would be a permanent impairment in the asset as compared
to the cash revenues it is
expected to generate.
In the model in Table 4, the
impairment has been added
so that the project would show
no pretax loss overall. Also,
the impairment would likely be
required to be recorded early
in the life of the transaction,
perhaps even within the first
year. This financial statement
illustrates the effect such impairment would have on the periodic financial results.
As can be seen in Table 4, the
asset impairment would create
a significant pretax book loss in
the first year of the transaction,
with subsequent year earnings
potentially increasing gradually
over the life of the transaction.
Under a service contract, the
asset owner is responsible for
maintaining the asset. Thus in
an actual financial model of a
service contract, the revenues
would likely be somewhat
greater than a lease, but the
service contract would also

Journal of Equipment Lease Financing • WINTER 2016 • Vol. 34/No. 1
include operating expenses,
such as the costs of a maintenance contract.

results. The accounting for a
service contract with ITC will be
addressed in the ITC accounting
section.

However, such operating
expenses have not been
included in this service contract
model simply so that one can
compare the same transactions with different accounting

As was discussed above, the
production tax credit is available only for the producer of
energy. For this reason, PTC is
only available under a service

contract. When a developer
does not have substantially
sufficient tax capacity to absorb
and utilize the PTC, it will often
monetize it in the tax-equity flip
partnership structures discussed
above. Because the partnership
is a pass-through tax entity,
income taxes are not provided
for at the partnership level but

Table 3. Service Contract, Without Asset Impairment and Without ITC Accounting (millions
of dollars)
Revenues
Depreciation
Gross profit/(loss)
Tax provision/benefit
Net income/loss

Totals

Year 1

Year 2

Year 3

Year 4

Years 5–20

72.00

2.96

3.02

3.08

3.14

59.80

(100.00)

(5.00)

(5.00)

(5.00)

(5.00)

(80.00)

( 28.00)

(2.04)

(1.98)

(1.92)

(1.86)

(20.20)

9.80

0.71

0.69

0.67

0.65

7.08

( 18.20)

(1.33)

(1.29)

(1.25)

(1.21)

(13.12)

Tax provision (ITC)

30.00

Net income

11.80

Table 4. Service Contract, With Asset Impairment and Without ITC Accounting (millions of
dollars)
Totals
Revenues

Year 1

Year 2

Year 3

Year 4

Years 5–20

72.00

2.96

3.02

3.08

3.14

59.80

Asset impairment

( 28.00)

(28.00)

0

0

0

0

Depreciation

( 72.00)

( 3.60)

( 3.60)

( 3.60)

( 3.60)

( 57.60)

Gross profit/(loss)

( 28.00)

(28.64)

( 0.58)

( 0.52)

( 0.46)

2.20

Tax provision (benefit)

9.80

10.02

0.20

0.18

0.16

Income/loss before ITC

(18.20)

(18.62)

( 0.38)

( 0.34)

( 0.30)

Tax provision (ITC)

30.00

Net income

11.80
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are provided for individually, by
each partner.
Table 5 is structured to illustrate
the accounting for a service
contract where the facility is
owned fully by a taxable entity
and the entity is claiming the
PTC rather than the ITC. The
PTC is generated based on the
production of electricity, so it
would have a somewhat direct
relationship to the amount of
revenue being produced. There
is no specification as to the
treatment of the PTC other than
that contained in ASC 740,
Income Taxes. The PTC is to
be recognized as a credit that
flows through the tax provision.
Generally, the PTC would
provide a greater overall credit
than the ITC. For illustrative
purposes, the PTC is assumed
to be equal to the ITC and is
recognized proportionately to
the revenue so that each model
has a consistent amount of
income and taxes.
In the case of a service contract,
the asset will likely be written
down in the first year, because
its value is not expected to be
recovered by the gross revenue
from electricity sales over the life
of the project.

This situation again illustrates the
challenge in the financial statement presentation. That is, even
though the PTC is recognized
proportionately to the energy
revenues, because it resides
below the gross profit line, the
transaction presents a pretax
loss but an after-tax profit.
Operating Lease Accounting
Often, the leases of alternative
energy assets are not accounted
for as an operating lease simply
because it would require the
lessor to retain and record a
substantial residual value associated with the asset. Given
the terms of the transactions, in
order for that booked residual
value to be high enough for the
transaction to be recorded as an
operating lease, the recorded
residual value would likely have
to be in excess of 20%.
Alternative energy projects
generally have little value
deinstalled; rather, their value
is maximized on an in-use,
in-place basis producing electricity. Most lessors book conservative residual values so that if
the assets are indeed returned,
there is little risk for a loss on
the disposition of the deinstalled
assets.
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Nonetheless, assuming the transaction meets the definition of
an operating lease, its financial
statement presentation would
appear very much like the
service contract model shown
in Table 5, except that the revenues would be level over the life
of the transaction.

Because the objective of this
article is to illustrate the differences in the accounting for similar transactions, for illustration
purposes the same basic model
assumptions will be shown.
Table 6 presents what the financial statements would look like
for the same transaction but

recorded as an operating lease.
Recall that only the ITC is available for a transaction structured
as a lease.
As can be seen from Table 6,
the results would present a large
loss in the first year of the transaction, along with little to no

Table 5. Service Contract, With Asset Impairment and PTC Accounting (millions of dollars)
Totals
Revenues

72.00

Year 1
2.96

Year 2
3.02

Year 3

Year 4

Years 5–20

3.08

3.14

59.80

Asset impairment

(28.00)

(28.00)

0

0

0

0

Depreciation

(72.00)

( 3.60)

(3.60)

(3.60)

(3.60)

(57.60)

Gross profit/(loss)

(28.00)

(28.64)

(0.58)

(0.52)

(0.46)

2.20

Tax provision
Based on income

9.80

10.02

0.20

0.18

0.16

( 0.76)

30.00

1.23

1.26

1.28

1.31

24.92

Total tax provision

39.80

11.25

1.46

1.46

1.47

24.16

Net income/loss

11.80

(17.39)

0.88

0.94

1.01

26.36

PTC

Table 6. Operating Lease, With Asset Impairment and Without ITC Accounting (millions of
dollars)
Totals
Revenues
Asset impairment

Year 1

Year 2

Year 3

Year 4

Years 5–20

72.00

3.60

3.60

3.60

3.60

57.60

( 28.00)

(28.00)

0

0

0

0

Depreciation

( 72.00)

( 3.60)

(3.60)

(3.60)

(3.60)

(57.60)

Gross profit/(loss)

( 28.00)

(28.00)

0

0

0

0

9.80

9.80

0

0

0

0

Income/loss before ITC

(18.20)

(18.20)

0

0

0

0

Tax credit (benefit)

30.00

Net income after taxes

11.80

Tax provision (benefit)

17

Accounting for Alternative Energy Investments
net income in subsequent years.
This does not appear to be a
reasonable financial statement
presentation, given that the asset
is producing revenue over its
entire lifetime whereas the pretax
income appears to report a loss
in the first year with no subsequent income.
The location of the tax credit in
the income statement is largely
the reporting issue here, another
factor being that the transaction
is heavily reliant on the tax benefits. The ITC accounting will be
discussed below.
Direct Finance Lease Accounting
If the investment is reported as
a direct finance lease, the gross
finance revenues would be
skewed more during the early
years of the lease. Note that
under ASC 840, the classification of a lease is determined at
the inception of the lease.
A lease is classified as a direct
finance lease if the present value
of the lease payments is equal
to or greater than 90% of the
fair market value of the asset,
less any ITC expected to be
realized by the lessor. Thus, in
this case, and since there is no
residual value included in the
assumptions, the lease would

qualify as a finance lease. The
present value of the minimum
lease payments, discounted at
the implicit interest rate in the
lease, would by definition equal
100% of the fair market value of
the asset net of ITC retained by
the lessor.
Unfortunately, again, an unusual
circumstance occurs here in that
the implicit interest rate would
be calculated as a very low
rate, because the aggregate
payments are not adequate to
even repay for the investment
net of the ITC. That is, using an
HP–12C financial calculator or
an Excel model, the implicit interest rate in the above example
used to calculate the 90% test is
only 0.95%, since the revenue
payments are only $72, while
the asset’s fair value less ITC
is $70. Thus, over a five-year
period, the payments used to
calculate the implicit interest rate
are only $2 over the asset cost.
After one determines that the
lease is classified as a finance
lease, under ASC 840, the
finance income is then amortized using the rate that would
amortize the initial investment
($100) down to the residual
value at the end of the lease.
In that case, the rate to amor-
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tize the initial investment down
to zero given the payments
included is actually a negative
2.9435%, since again the revenues of $72 are inadequate to
amortize the initial investment of
$100 down to zero.

the pretax book loss is that the
investments are subsidized by
the substantial investment tax
benefits provided by the U.S.
Treasury and are not recovered
through the revenues from the
asset itself.

Although the ITC is an integral
component of the pricing of
alternative energy investments,
under current GAAP the ITC is
not used to reduce the value of
the investment when amortizing
the finance income.
Table 7 illustrates what such
a transaction would look like,
amortizing the investment with
the negative implicit interest
rate.

In order to achieve a positive
or even neutral finance revenue, the value of the investment
would have to be written down
in year 1. Assuming the principal portion of the investment is
again impaired to the extent of
the $28 total loss, the model
would report no finance revenues at all during its term, and
the total tax benefit of $9.80
would be recorded in the first
year.

Once again, we see that the
financial statement presentation
would present a pretax book
loss in each of the years illustrated in Table 7. The cause of

Thus, it appears that regardless
of the manner in which these
investments are accounted for,
the challenges in the financial
statement presentation relate

to the fact that their returns are
largely the result of generous tax
benefits and how the tax benefits
are accounted for.
Accounting for the
Investment Tax Credit
So far, we have not addressed
the accounting for the ITC,
only for the PTC (Table 5). The
accounting for the PTC with
respect to its timing is fixed, in
the sense that it is earned only
when revenues are produced.
We next examine the authoritative literature pertaining to the
accounting for the ITC over the
term of the transactions, and then
we will apply the different methods available under GAAP to
examine how the financial results
appear on a periodic basis.
ITC as Discussed Within Income
Tax Accounting (ASC 740)
Under U.S. GAAP, there is scant
information concerning the

Table 7. Finance Lease, Without ITC Accounting (millions of dollars)
Totals

Year 1

Year 2

Year 3

Year 4

Years 5–20

(28.00)

(2.94)

(2.75)

(2.56)

(2.38)

(17.37)

9.80

1.03

0.96

0.90

0.83

6.08

Income/loss before ITC

(18.20)

(1.91)

(1.79)

(1.66)

(1.55)

(11.29)

Tax credit (benefit)

30.00

Net income after taxes

11.80

Finance revenues
Tax provision (benefit)
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accounting for ITC and none
specifically addressing the type
of situations found with alternative energy investments. ITC
is addressed within ASC 740,
Income Taxes, and briefly within
ASC 840, Leases. The accounting for ITC as stipulated in ASC
740 will be summarized and
illustrated first.
With respect to the income statement effect, the ASC 740–10–
25–46 states that the ITC shall
be reflected in net income.
There are two specified methods
for the accounting for the ITC:
(1) the deferral method and (2)
the flow-through method. Under
the deferral method, the ITC is
reflected in net income over the
productive life of the asset.
The deferral method is stated to
be the preferable method within
the ASC; however, the ASC
indicates that the flow-through
method is also acceptable.
Under the flow-through method,
the ITC can simply be treated as
a reduction of federal income
taxes in the year in which
the credit arises. The deferral
method is generally considered
preferable because it matches
the revenue and expense
streams associated with the
underlying transaction.

Within ASC 740–10–25–20,
paragraph (f) is a reference that
can easily be missed because
it does not specifically address
the accounting for the ITC. That
paragraph states,
Investment tax credits accounted
for by the deferral method.
Under the deferral method
as established in paragraph
740–10–25–46, investment
tax credits are viewed and
accounted for as a reduction
of the cost of the related asset
(even though, for financial
statement presentation, deferred
investment tax credits may be
reported as deferred income.)8
Amounts received upon future
recovery of the reduced cost of
the asset for financial reporting
will be less than the tax basis of
the asset, and the difference will
be tax deductible when the asset
is recovered.

Note that although ASC
740–10–25–46 addresses the
treatment of the basic accounting for the ITC, ASC 740–10–
25–20(f) also provides an
opportunity for the statement
preparer to use the deferred
ITC created under the deferral
method to reduce the accounting cost basis of the assets for
which it pertained. That is, the
original cost of the asset can be
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reduced dollar-for-dollar by the
amount of the tax credit.

In journal entry form, the entry
would be:
Debit

Also note that the accounting
basis and the tax basis have
different treatments regarding
the basis reduction. Accounting for the book and tax basis
differences results in a requirement to address how these
differences affect the accounting
for deferred taxes associated
with the transactions. This is
addressed below in the section
Accounting for the Tax Effect of
the Asset Basis Reduction.
When the ITC is reported all in
one period and not deferred,
it is following the flow-through
method.

Credit

Tax provision –
current		30.00
Federal taxes
payable – current 30.00

to record the tax benefit from an
ITC.
In this journal entry, the normal
entry for the tax provision is a
debit and the current federal
taxes payable is a credit,
but both are reduced here,
reflecting that a tax benefit
was received and the current
tax provision, normally an
“expense,” was also reduced.
If we were to take the example
above, and assuming the transaction to which it is associated

is an operating lease, the results
would appear as shown in
Table 8.
As one can see from the basic
periodic financial statements in
Table 8, the overall income from
the transaction is the same, but
the annual net income recognition of the transaction using the
flow-through method to recognize the ITC provides for an
uneven pattern of after-tax net
income recognition.
Combined with the fact that the
financial statement also shows a
loss above the tax-provision line,
one can see that there are inherent challenges to enter into a
transaction of this nature from a
financial reporting perspective.
That is, although the transaction

Table 8. Operating Lease, Without Asset Impairment and With ITC, Using Flow-Through
Method (millions of dollars)
Totals
Revenues

Year 1

Year 2

Year 3

Year 4

Years 5–20

72.00

3.60

3.60

3.60

3.60

57.60

Depreciation

(100.00)

( 5.00)

( 5.00)

( 5.00)

( 5.00)

(80.00)

Gross profit/(loss)

( 28.00)

( 1.40)

( 1.40)

( 1.40)

( 1.40)

(22.40)

9.80

0.49

0.49

0.49

0.49

7.84

30.00

30.00

0

0

0

0

Total tax provision

39.80

30.49

0.49

0.49

0.49

7.84

Net income after taxes

11.80

29.09

( 0.91)

( 0.91)

( 0.91)

(14.56)

Tax provision
Based on income
ITC
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provides a healthy after-tax
economic return, its periodic
financial statement presentation
is very uneven.
If the transaction in Table 8
were to be accounted for as a
direct finance lease, the gross
profit above the tax-provision
line would reflect a different
income pattern, but the tax
provision would be even more
distorted.
An additional issue with the
presentation in Table 8 arises
when one considers whether the
asset itself should be impaired,
given that the gross amount of
the investment ($100 million in
this case) may never be recovered from revenues. That is,
because the ITC benefit is such
a major element of the financial
model, it is possible that the
asset itself will never produce
enough revenue to pay back the
full $100 million. Thus, in Table
8, it might be necessary to
record an up-front impairment in
the value of the asset itself — for
instance to write down the value
of the asset to the point that no
above-the-line loss would be
recorded.
In that case, essentially the future
year net losses would be moved

into the first year, and the fullterm net income of $11.8
million would thus be recorded
in the first year, as illustrated in
Table 9.
As one can see from Table 9,
presenting net earnings as of
only the first year of the transaction does not appear appropriate, given that the investment
is considered to be an earning
asset for its entire life. Perhaps
a more appropriate approach
would be to write down the
asset even more than indicated
above, such that in subsequent
years a positive earnings pattern
would be presented.
Again, the issue here arises from
the fact that the ITC is so large
that the investment would not
create a positive return simply
based on the cash flows from
the revenues. In fact, most investors would view the ITC almost
as if it were simply a nontaxable
revenue item.
The basic ITC flow-through
model can be easily adjusted
to reflect the deferral method,
which is stated to be a preferable method within the ASC,
by simply spreading out the ITC
over the 20-year term. ASC
740 recommends it be spread
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out over the life of the asset, so
if this asset were a solar facility,
the ITC would be spread out
over possibly 20 to 25 years.

provision line or included above
the tax-provision line within
revenues.
For purposes of this illustration,
all elements have been spread
out over 20 years and will be
included in the tax-provision
line.

Following ASC 740–10–25–
20 in journal entry form, the
entry would be:
Debit Credit
Federal taxes
payable – current

30.00

Deferred income		

30.00

to record the tax benefit from an
ITC using the deferral method.
Subsequently, the deferred
income constituting the deferred
ITC would be absorbed into
income over the life of the
asset, either through the tax-

Because the ITC is following the
deferral method and in accordance with the reference in ASC
740–10–25–20, the deferred
balance was used as an offset
against the asset value, and
an immediate asset write-down
was not required. In this case,
the ITC credit amortization is
still being reported through the
tax-provision line as a benefit.

What we see from this adjustment (illustrated in Table 10) to
using the deferral method is that
the pretax net income recognition pattern is now somewhat
more uniform during the term of
the agreement. However, again,
the issue here is that a transaction with a very respectable
overall net income is reporting
above-the-pretax book results
that appear illogical.
That said, one can conclude in
general that from a net income
perspective and assuming the
transaction is accounted for
as an operating lease, the net
income appears more consistent
with the accounting suggested
by FASB in the current ASC

Table 9. Operating Lease, With Asset Impairment and With ITC, Using Flow-Through
Method (millions of dollars)
Totals

Year 1

Year 2

Year 3

Year 4

Years 5–20

Revenues

72.00

3.60

3.60

3.60

3.60

57.60

Asset impairment

(28.00)

(28.00)

0

0

0

0

Depreciation

(72.00)

( 3.60)

(3.60)

(3.60)

(3.60)

(57.60)

Gross profit/(loss)

(28.00)

(28.00)

0

0

0

0

9.80

9.80

0

0

0

0

Tax provision
Based on income
ITC

30.00

30.00

0

0

0

0

Total tax provision

39.80

39.80

0

0

0

0

Net income after taxes

11.80

11.80

0

0

0

0
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840–20–25–1 approach.
That is, under operating lease
accounting, rents as well as
depreciation are reported on a
straight-line basis over the life of
the lease.
Thus, by applying the deferral
method of accounting for the
ITC (which FASB acknowledges
is a reduction of the cost of the
asset), the overall net income
pattern of the lease also is now
on a straight-line basis over the
lease term.
The last example presented
with regard to the ITC method
is Table 11. It is for a lease
that will be accounted for as
a finance lease, and it applies
the deferral method in a manner
consistent with the pretax book
income recognition. Because
the net income of all the lease
models is always the same, the
only difference in the presentation is the geography of where
and how the income is reported.
Thus, because under the operating lease and service contract
models shown above, the pretax
book loss is $28, similarly the
pretax finance income will also
be a book loss of $28, albeit
allocated following a different
reporting pattern.

Note that the after-tax income
pattern now appears to be
consistent with that experienced
with a direct finance lease.
However, again, the transaction
presents an above-the-tax-line
book loss. The finance income is
negative because again, under
conventional accounting standards, the revenues used to pay
back the investment and earn
a yield are less than the cost of
the investment itself, if not for the
substantial ITC.
ITC as Discussed in Current
Lease Accounting Standard
(ASC Topic 840)
The accounting for the ITC is
addressed in the lease accounting standard only insofar as
it relates to the accounting for
leveraged leases. The lease
accounting standard states,
Unearned and deferred income
consists of (1) the estimated
pretax lease income (or loss),
after deducting initial direct
costs, remaining to be allocated
to income over the lease term
and (2) the investment tax credit
remaining to be allocated to
income over the lease term.

Thus, in the above language,
the FASB has indicated that the
ITC should be accounted for
using the deferral method and
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within the ASC presents the
amortization of the ITC following
the leveraged lease method
and flowing through the taxprovision line. The ASC illustration includes the deferred ITC
within the definition of “investment in leveraged leases” and
within the presentation in the
financial statements as a reduc-

that it is an integral component
of the asset investment.
In fact, ASC 840 indicates that
leveraged lease accounting is
not permitted unless any ITC
that is claimed is accounted for
using the deferral method. The
model illustrating accounting
for leveraged leases contained

tion in the investment basis.
Hence, applying at least these
aspects of the accounting for
ITC could potentially assist in
certain aspects of the accounting issues — for instance, by
using the deferred ITC credit as
a reduction of the asset investment balance, thus potentially

Table 10. Operating Lease, Without Asset Impairment and With ITC, Using Deferral
Method (millions of dollars)
Totals
Revenues

72.00

Year 1
3.60

Year 2
3.60

Year 3

Year 4

Years 5–20

3.60

3.60

57.60

Depreciation

( 100.00)

( 5.00)

( 5.00)

( 5.00)

( 5.00)

(80.00)

Gross profit/(loss)

(

28.00)

( 1.40)

( 1.40)

( 1.40)

( 1.40)

(22.40)

9.80

0.49

0.49

0.49

0.49

7.84

Tax provision
Based on income
ITC

30.00

1.50

1.50

1.50

1.50

24.00

Total tax provision

39.80

1.99

1.99

1.99

1.99

31.84

Net income after taxes

11.80

0.59

0.59

0.59

0.59

9.44

Table 11. Finance Lease, With ITC, Using Deferral Method (millions of dollars)
Totals

Year 1

Year 2

Year 3

Year 4

Years 5–20

(28.00)

( 2.94)

(2.75)

(2.56)

(2.38)

(17.37)

9.80

1.03

0.96

0.90

0.83

6.08

30.00

3.15

2.95

2.74

2.55

18.61

Total tax provision

39.80

4.18

3.91

3.64

3.38

24.69

Net income after taxes

11.80

1.24

1.16

1.08

1.00

7.32

Finance revenues
Tax provision
Based on income
ITC
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avoiding a write-down of the
asset and addressing one of the
accounting problems. By way
of explanation, the asset cost
of $100 would be reduced by
the $30 ITC, on the theory that
the ITC was provided to reduce
the cost of the asset and is an
integral component of the asset
investment, as discussed above.
To illustrate this approach, here
is a financial statement using the
deferred tax credit as an offset
against the asset value so as to
avoid the write-down. Following
the approach discussed above
in journal entry form, the entry
would be:
Debit

Credit

Federal taxes
payable – current 30.00
Fixed asset		

30.00

to record the tax benefit from an
ITC as a reduction in the cost
basis of the asset.
The situation shown in Table 12
presents another unusual circumstance in that the tax provision
must be calculated only against
the taxable portions of the transaction. That is, the tax provision
is calculated after subtracting
any tax-exempt or nontaxable
income. The tax provision in
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the aggregate is calculated as
follows:
Income before taxes

2.00

Less: nontaxable
income (ITC)

(30.00)

Taxable income (loss)

(28.00)

Tax benefit @ 35%

9.80

Thus, the portion of the tax provision related only to the taxable
income is the same as in all
the other examples, because
moving the tax credit above
the tax line as an adjustment of
the asset cost still requires an
adjustment to that amount when
calculating the tax provision. No
matter where the tax credit is
placed on the income statement,
the taxable income itself remains
the same.
So, in this case there is a minor
amount of above-the-line book
income because, although the
asset value was reduced by
the tax credit, the transaction
still relies on the tax benefits
to achieve its after-tax income.
Even though moving the tax
credit above the tax line marginally improves the pretax book
income, it still does not present
a result that would appear favorable to management due to the
low pretax yield.

ITC as Discussed in ELFA
Comment on New Lease
Accounting Standard (ASC
Topic 842 Pending)
In a comment letter dated February 27, 2015, to FASB, ELFA
requested that FASB address
the accounting of the ITC within
the new lease accounting standards. The ELFA comment letter
addressed specific technical
publications considering the
treatment of ITC in the context of
a financing transaction.
The comment letter referred first
to the PricewaterhouseCoopers
(PwC) Accounting and Reporting
Manual (ARM). The ARM is an
interpretive guide for financial
reporting often used by PwC
clients as well as PwC staff.
The comment letter indicated
that within section 4650.3111,

Direct Financing Lease, PwC
acknowledges that the
… great weight of practice in
the banking industry is to offset
it [the ITC9] against the net
investment (in the direct finance
lease10). With respect to its
presentation in the income statement, it may be presented as an
element of income tax expense,
or it may be included in revenue.
The AICPA Industry Audit Guide,
“Audits of Banks,” recognizes
this dichotomy in practice and
merely recommends disclosure of
the method followed.

The ELFA letter then draws an
analogy to grant accounting
addressed under International
Financial Reporting Standards
(IFRS), specifically International
Accounting Standard (IAS) 20,
Accounting for Government
Grants and Disclosures of

Government Assistance. IAS
20 was used as a proxy for
accounting for U.S Treasury
Section 1603 cash grants
received in lieu of ITC because
U.S. GAAP did not address the
accounting for such cash grants.
IAS 20 provided for two options
for accounting for the grant: (1)
as a deferred income item or (2)
as a deduction from the asset’s
carrying amount. Thus, when
U.S. GAAP reporting entities
received 1603 grants in lieu of
ITC, they tended to apply one
of those two methods for recognizing the 1603 grant.
Accordingly, ELFA has requested
that FASB address the accounting for the ITC in the forthcoming lease accounting standards,
which were to be issued in
February 2016. Whether or

Table 12. Operating Lease, ITC as Reduction to Cost of the Asset (millions of dollars)

Revenues
Depreciation
Gross profit/(loss)

Totals

Year 1

Year 2

Year 3

Year 4

Years 5–20

72.00

3.60

3.60

3.60

3.60

57.60

( 70.00)

(3.50)

(3.50)

(3.50)

(3.50)

(56.00)

2.00

0.10

0.10

0.10

0.10

1.60

( 0.72)

(0.04)

(0.04)

(0.04)

(0.04)

( 0.56)

10.52

0.53

0.53

0.53

0.53

8.40

9.80

0.49

0.49

0.49

0.49

7.84

11.80

0.59

0.59

0.59

0.59

9.44

Tax provision
Based on book income
Based on nontaxable income
Total tax provision
Net income after taxes
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not FASB does so, for a large
segment of the investors in
alternative energy projects that
structure their projects using a
financing structure other than
a lease — including a wholly
owned service contract arrangement or a participation in a
tax-equity flip partnership structure — the new lease accounting standard would not be
directly applicable: it would be
relevant only through analogy.

the transaction is not extremely
profitable without the benefit of
a negative tax provision, but at
least it moves a large amount
of the benefit above the tax line
and eliminates the pretax loss.
In the Table 13 example, the
ITC amortization is treated as
a nontaxable component of the
gross revenue, but this treatment
still cannot address the fact that
much of the income derives from
the negative tax provision.

In other words, because FASB
is addressing lease accounting
only, even if it addresses the
accounting for the ITC within
a lease, it likely would not
address the accounting for the
ITC in either a service contract
or tax-equity flip partnership
structure, both of which generally represent the majority of
transactions financing alternative
energy projects.

Specific transactions vary in
their characteristics such that
the amount of the above-the-line
income or loss will vary by transaction. However, the objective
of this article and these numerous examples is to illustrate to
the reader that there is a different approach to rationalizing
making an economically attractive investment that, nonetheless,
has unusual financial statement
reporting results.

Nonetheless, Table 13 presents
the service contract example
applying the approach acknowledged in the PwC Accounting
and Reporting Guide: that is,
moving the ITC into the revenue
line on the income statement.
Granted, this approach still
presents a situation where the
above-the-pretax income from

Changing From the ITC FlowThrough Method to the Deferral
Method
Occasionally, a company
has previously elected an
ITC methodology (deferral or
flow-through) elsewhere in the
company, for instance when a
parent bank or parent manufacturer elects the flow-through
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method for accounting for the
ITC. In that case, the bank leasing subsidiary or captive leasing
subsidiary may conclude that it
also must follow that approach
under the guise of the consistent
application of accounting principles within the same legal entity.
A consistent application of
GAAP by a reporting entity and
among consolidated reporting
entities is generally required.
However, if the nature of a
transaction or the business of the
operating entity is substantially
different from that of its parent
and the financial presentation is
preferable, then using a different
approach is acceptable. Thus,
a captive financing subsidiary
of an industrial company may
be able to follow the deferral
method of accounting for the

ITC for financing transactions
while its parent may be able to
follow the flow-through method.
Under ASC 250, Accounting
Changes and Error Corrections,
changing from one method of
accounting to another is acceptable provided that the change
is demonstrably preferable and
appropriate disclosures are
provided. ASC 250–10–45–2
states,
A reporting entity shall change
an accounting principle only if
either of the following applies;
a. The change is required by
a newly issued Codification
update.
b. The entity can justify the use
of an allowable alternative
accounting principle on the
basis that it is preferable.

Thus, if a captive financing

subsidiary is adopting an
accounting approach for the
ITC for the first time, the captive
may be able to select the deferral method while its parent uses
the flow-through method based
on justification (b) above,
namely that the allowable alternative principle is preferable
for its type of business because
it conforms to the suggestion
in ASC 740 that the deferral
approach is preferable and
because its recognition matches
the life of the asset on which it
is based.
Moreover, if the subsidiary had
already recorded some transactions that used the flow-through
method, it might be able to
make sufficiently substantive
arguments to its auditors that
the deferral method is prefera-

Table 13. Operating Lease, Deferred ITC Amortized Into Revenue Line (millions of dollars)
Totals

Year 1

Year 2

Year 3

Year 4

Years 5–20

Revenues

102.00

5.10

5.10

5.10

5.10

81.60

Depreciation

(100.00)

(5.00)

(5.00)

(5.00)

(5.00)

(80.00)

2.00

0.10

0.10

0.10

0.10

1.60

(  0.72)

(0.04)

(0.04)

(0.04)

(0.04)

( 0.56)

10.52

0.53

0.53

0.53

0.53

8.40

9.80

0.49

0.49

0.49

0.49

7.84

11.80

0.59

0.59

0.59

0.59

9.44

Gross profit/(loss)
Tax provision
Based on book income
Based on nontaxable income
Total tax provision
Net income after taxes
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ble. Generally speaking, most
financing companies use the
deferral method of accounting
for the ITC because of all the
financial reporting issues shown
in the examples above.
Accounting for the Tax
Effect of the Asset Basis
Reduction
Normally, when an asset is first
acquired, its book basis is the
same as the tax basis. Given
that book depreciation and tax
depreciation typically follow
different schedules, the difference between the book depreciation reported and the tax
depreciation reported creates
temporary tax timing differences
that are tracked over the life
of the asset. After applying the
statutory tax rate to the timing
differences, a deferred tax liability associated with the timing
differences is created.
Under ASC 740, the tax provision (expense) should be equal
to the book income multiplied
by the estimated effective tax
rate. Thus, the deferred tax
liability represents the amount of
taxes that will be due at some
time in the future, as compared
to the amount of tax expense
calculated based on the book
income.

Ultimately, when both the book
basis and the tax basis of the
asset are fully depreciated for
each respective purpose, the
deferred tax liability is eliminated; that is, the taxes that had
been deferred have become
currently due. Table 14 illustrates
the creation of and reversal of
a deferred tax liability from the
use of different book and tax
depreciation approaches for a
$100,000 asset.
As was discussed earlier, when
the ITC is claimed, the tax basis
of the asset must be reduced by
one-half the value of the ITC.
This is a called a permanent
difference, in that the book
basis of the asset will permanently be different than the tax
basis of the asset. A permanent
difference does not create a
deferred tax asset or liability.
Rather, a permanent difference
affects the effective tax rate. The
effective tax rate is the weighted
average rate that is applied to
income before taxes to arrive at
the proper tax provision amount.
For instance, if an entity has
a large amount of tax-exempt
income, its effective tax rate
would be lower than the statutory rate because the tax-exempt
income is not taxed.
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The effective tax rate is applied
to net income before taxes
as a means of calculating the
overall tax provision. When
pricing, modeling the results,
and accounting for an individual
transaction, the same usually
applies. Financial models
usually apply an effective tax
rate to the overall income before
taxes to arrive at the gross
tax-provision amount.
When a permanent difference
exists between book income
and taxable income, it is often
a challenge to determine and
maintain the effective tax rate,
especially for a transaction
where the amount of the income

changes over the life of the
transaction, such as with a
service agreement. Furthermore,
most entities calculate the tax
provision based on the overall
income before taxes of a business unit, not on an individual
transaction — hence the challenge in handling these permanent differences embedded
within a transaction.

depreciation is then applied
against the reduced tax basis of
$85,000.

Table 15 illustrates what occurs
with a difference in the book
and tax basis of an asset.

Most of the pricing and lease
tracking systems that are used
to manage these transactions
cannot handle a permanent
difference in the effective tax
rate, because most standard
tax-oriented transactions do
not usually have a permanent
difference. Therefore, the
systems assume the creation of a
deferred tax liability.

As Table 15 shows, the asset
tax basis has been reduced by
$15,000, representing half of
the 30% ITC. Thus, the MACRS

As can be seen in Table 15,
the amount of the deferred tax
liability that is created is not ultimately eliminated over the asset

Table 14. Basic Illustration of Deferred Taxes Over a Transaction Life
Book depreciation

Tax depreciation

Timing difference

Deferred tax
effect @ 35%

Cumulative deferred
tax liability

1

10,000

20,000

(10,000)

(3,500)

( 3,500)

2

10,000

32,000

(22,000)

(7,700)

(11,200)

3

10,000

19,200

( 9,200)

(3,220)

(14,420)

4

10,000

11,520

( 1,520)

(532)

(14,952)

5

10,000

11,520

( 1,520)

(532)

(15,484)

6

10,000

5,760

4,240

1,484

(14,000)

7

10,000

0

10,000

3,500

(10,500)

8

10,000

0

10,000

3,500

( 7,000)

9

10,000

0

10,000

3,500

( 3,500)

10

10,000

0

10,000

3,500

0

100,000

100,000

0

0

Year
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life and in fact would not eliminate until the asset is disposed of.
That is, the deferred tax liability remains on the books until the asset
is ultimately sold, at which time the balance must be removed since
there is no longer an asset on which it is based.
This basis difference makes it appear as if a greater tax refund
related to the depreciation is due than would actually be receivable, because the book depreciation is greater than the tax depreciation. As a point of reference, the initial journal entry to record the
initial tax provision insofar as the tax depreciation is concerned is
as follows:
Account

Debit

Taxes payable – current

5,950 		

Tax provision – current		
Tax provision – deferred

Credit		Calculation
5,950

2,450		

Taxes payable – deferred		

(17,000 × 35%)
(5,950 – (10,000 × 35%))

2,450

Since the tax provision is usually calculated on the transaction taken
as a whole, this entry is provided to illustrate the isolated effect of
the permanent difference.
ASC 740 addresses how to account for the tax effect of the basis
difference based on whether the ITC is accounted for using the
flow-through method or using the deferral method. If the flow-through
method is selected, the initial deferred tax difference is adjusted
up front as an adjustment to the tax provision, with the offsetting
credit entry to the deferred tax liability balance. That is, a larger tax
provision amount is recorded immediately so that the deferred tax
liability is created immediately.
Because the tax returns represent the actual amounts to be paid,
either currently or in the future, the adjustment is recorded to ensure
that the deferred tax liability represents the liability to be paid over
the asset life. In the above example and assuming the flow-through
method is used, an entry would be recorded immediately to reflect
the tax effect of the basis difference.
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The journal entry to correct the deferred tax liability balance would
then be:
Account

Debit

Credit

Tax provision – deferred

5,250		

Taxes payable – deferred		

statutory rate. In this fashion,
the tax basis difference is
accounted for over the life of the
transaction rather than up front,
consistent with the treatment of
the deferral method of accounting for the ITC.

Calculation
(15,000 × 35%)

5,250

To adjust deferred taxes for the basis difference.

If the ITC is accounted for using the deferral method, ASC 740 indicates that the tax effect of the tax and book basis difference should
likewise be adjusted over the life of the asset. This assumes that it
is possible to isolate the tax effect of the asset basis difference from
the tax effect of the transaction taken as a whole.
The basis adjustment could be taken into consideration individually for this transaction by simply applying the actual effective
tax rate insofar as the asset basis component of the transaction is
concerned. That is, instead of multiplying a 35% tax rate to the
book depreciation, one could apply a 29.75% effective tax rate,
which was calculated by multiplying the 85% tax basis × the 35%

Unfortunately, the example in
Table 16 has the benefit of
isolating a single element of a
transaction, namely the book-tax
basis difference of the asset.
Most companies determine the
tax provision by applying the
statutory tax rate to the pretax
book income of the transaction
and track the timing differences separately. Thus, this
adjustment must be considered

Table 15. Effect of Book-Tax Basis Difference on Deferred Taxes
Year

Book depreciation

Tax depreciation

Timing difference

Deferred tax effect
@ 35%

Cumulative deferred
tax liability

1

10,000

17,000

( 7,000)

(2,450)

( 2,450)

2

10,000

27,200

(17,200)

(6,020)

( 8,470)

3

10,000

16,320

( 6,320)

(2,212)

(10,682)

4

10,000

9,792

208

73

(10,609)

5

10,000

9,792

208

73

(10,536)

6

10,000

4,896

5,104

1,786

( 8,750)

7

10,000

0

10,000

3,500

(5,250)

8

10,000

0

10,000

3,500

(1,750)

9

10,000

0

10,000

3,500

1,750

10

10,000

0

10,000

3,500

5,250

100,000

85,000

15,000

5,250
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at the aggregate transaction
level including other elements
of income and expenses — or
even over multiple transactions
in a portfolio.
The effect of the book-tax basis
difference is an additional
element of complexity caused
by the asset basis difference
when accounting for alternative
energy investments that claim
the ITC.
Tax-Equity Flip
Partnership Structures
Fundamental Economics of a
Tax-Equity Flip Partnership
Before examining the accounting for an investment in a
tax-equity flip partnership structure, one must examine the
economics to better understand
precisely what is happening
and where the yield originates
from. Recall that a tax-equity
flip partnership structure goes
through several different phases
during the investment, and it has
specified points in time when
the allocations of cash flows
and tax benefits flip between the
partners.
As stated above, economically
a tax-equity flip-partner investor obtains its after-tax return
through a combination of cash

distributions and allocated tax
credits and tax losses. The allocated tax credits and the aftertax effect of tax losses equate to
a cash equivalent for purposes
of the after-tax return. That is,
they are looked upon as if they
were cash.
For example, $100 of allocated
tax losses taxed at a 40% rate
equates to a $40 cash-equivalent benefit. The partnership
itself generates free cash flows
as well as large amounts of tax
losses in the early years of the
transaction as well as tax credits
similar to what was illustrated
under the single-investor transaction above.
However, in the case of the
tax-equity partner, rather than
the partnership earning the
return by itself, the sources of
after-tax income and tax credits
are initially allocated on a preferential basis to the tax-equity
partner.
In an earlier section, Tax-Equity
Flip Partnership, we presented a
basic example where a tax-equity partner invested $50 million
into an ITC project and was
returned $35.59 million from its
allocated ITC and tax benefits
in the first year. That was an
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equity partnership transaction. It
illustrates the accounting under
U.S. GAAP; however, it also
includes the information needed
to understand how the economic
yield is achieved. The model
presented is a PTC structure.
Most wind transactions are
PTC structures because they are
usually of a size where the PTCs
provide a greater present-value
return when compared to an ITC
structure.

extreme example used to illustrate the basic fundamentals.
When applying those fundamentals into an actual transaction,
the results are similar but not
precisely as simple. Most wind
transactions tend to be financed
using tax-equity flip partnership
structures claiming PTC, which,
because it is earned over 10
years, tend to present a longer
time to achieve the targeted
return.

Using the information contained
in the appendix, we isolated
the cash-equivalent items to
determine the after-tax internal
rate of return (AT-IRR) that the
tax-equity investor partner would

For purposes of illustrating how
the tax-equity partner earns
its return, the appendix to this
article offers an accounting
example of an actual tax-

earn. The tax losses allocated
to the tax-equity investor partner were calculated simply by
taking the difference between
the starting and ending capital
account balances from year to
year as calculated in step 4 of
the appendix. Because there are
no cash distributions in that time
frame, the change in the capital
account represents allocated tax
losses.
By the sixth year, the asset
is mostly depreciated for tax
purposes, so the facility starts
generating taxable income.
The taxable income is still allocated to the tax-equity investor
because the facility is still gener-

Table 16. Using an Effective Tax Rate Adjustment to Consider Book-Tax Basis Difference
Year
1

Book depreciation

Tax depreciation

Timing difference

Deferred tax effect
@ 29.75%

10,000

17,000

( 7,000)

(2,083)

Cumulative deferred tax
(2,083)

2

10,000

27,200

(17,200)

(5,117)

(7,200)

3

10,000

16,320

( 6,320)

(1,880)

(9,080)

4

10,000

9,792

208

62

(9,018)

5

10,000

9,792

208

62

(8,956)

6

10,000

4,896

5,104

1,518

(7,438)

7

10,000

0

10,000

2,975

(4,463)

8

10,000

0

10,000

2,975

(1,488)

9

10,000

0

10,000

2,975

1,488

10

10,000

0

10,000

2,975

4,463

100,000

85,000

15,000

4,463

0
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ating PTCs that are mostly allocated to the tax-equity investor
partner. These PTCs continue to
exceed the taxes that the partner
would need to pay as a result of
the continuing allocation of what
is now taxable income rather
than a taxable loss. That is, the
PTCs still provide the tax-equity
investor partner with a positive
cash and cash-equivalent flow
in excess of the taxes the partner must pay for the allocated
taxable income.
As Table 17 shows, the flip of
tax and cash allocations occurs
around the 11th year, when the
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PTCs have expired.
To determine the AT-IRR to
the tax-equity investor, the
cash-equivalent value is
assigned to the allocated tax
benefits. The actual tax-equity
partnership models calculate this
either quarterly or monthly, so
the level of exactitude is much
more precise. That said, again
recognize that this is a forecasted plan and not a contractual obligation on the part of the
off-taker. Actual performance
depends on any number of variables. Nonetheless, the starting
point for negotiating the invest-

ment is the financial model,
the net summary of which is
included in the appendix.
Using a basic Excel financial
model and using the cash flows
included in the last column in
Table 17 to calculate the IRR,
it was determined that the IRR
through the 11th year was
approximately 10.08%, which
obviously is greater than the
8% AT-IRR typically targeted in
this market. Note also that the
financial model in the appendix
actually extends out to 20 years
and beyond, even though the
PTC sunsets after 10 years.

Table 17. Illustration of Cash and Cash-Equivalent Flows in a Tax-Equity Flip Partnership
(millions of dollars)
Year

Allocated tax
losses /(gains)

Cash equivalent
@ 40%

Allocated PTCs

Allocated free cash

Total cash &
cash equivalents

0

Investment

-99,996

1

55,139

22,056

3,816

0

25,872

2

28,209

11,284

7,979

0

19,263

3

11,919

4,768

7,979

0

12,747

4

8,666

3,466

8,326

0

11,792

5

2,205

882

8,326

0

9,208

6

7

3

8,672

0

8,675

7

-13,665

-5,466

8,672

13,672

16,878

8

-13,939

-5,576

9,019

13,947

17,390

9

-14,218

-5,687

9,019

14,227

17,559

10

-14,509

-5,804

9,366

14,513

18,075

11

-13,870

-5,548

2,007

7,693

4,152
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As was mentioned earlier, the
developer-partner in the taxequity partnership typically
has an option to acquire the
remaining interest of the taxequity investor partner at a
buyout price that is the higher of
the then-fair market value or that
amount that provides the taxequity investor partner its
targeted AT-IRR. Table 17
includes many assumptions to
compensate for underperformance of the energy generation, so the AT-IRR may be
achieved either before or after
the targeted flip date.
Thus, effectively what would
happen is that, as the actuals
of the performance are entered
into the model each year, the
developer and tax-equity investor-partner would concur on
the results and the year-to-date
AT-IRR provided to the investor. As the targeted AT-IRR is
achieved, the developer would
calculate the buyout value and
then likely exercise its buyout of
the tax-equity partner, usually as
close as possible to the targeted
AT-IRR.
Typically, investors in the larger
and more efficient wind projects
elect to claim the PTC because
the PTCs generally provide a

substantially greater result on
a present-value basis than if
the tax-equity flip partnership
were to elect to claim the ITC.
Those investing in smaller and
less efficient wind farms and
solar farms claim the ITC, which
changes the financial model in
that the immediate tax credit
of an ITC creates a large firstyear economic payback for the
tax-equity investor.
Now that one understands how
the economics of these transactions work, the next step is to
determine how the economics
should be accounted for.
Accounting: Consolidation,
Equity Method, Cost Method,
or Other
The first item to address when
determining how to account for
an investment in a tax-equity flip
partnership is the determination
of how that investment should be
accounted for by the taxequity investor. Recall that when
accounting for an investment
made into the ownership of a
legal entity, the accounting methods generally familiar to most of
us were (1) full consolidation of
the entity, (2) the equity method
of accounting for the investment, or (3) the cost method of
accounting for the investment.
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After the Enron scandal became
public, the concept of a variable-interest entity arose and
was painstakingly, continually
addressed by FASB as well as
by the accounting industry in
general. The result of that work
was ultimately incorporated into
Accounting Standards Update
(ASU) 2009–17, Consolidations (Topic 810). Without
detailing how a conclusion is
generally reached, suffice it
to say that a typical, passive
tax-equity investor in a flip
partnership will generally not
account for the investment using
any of the aforementioned, traditional investment-consolidation
reporting methods.
The first and probably most
important conclusion for most
investors is that they would not
be required to consolidate the
partnership for financial reporting purposes because they do
not exercise control over that
entity. Then, when attempting to
apply the equity method or the
cost method, the typical investor
would again conclude that an
alternative method is appropriate because the ownership interests will vary on a somewhat
planned basis over time.
In other words, the tax-equity
investor-partner does not simply

make an initial investment that
remains stable. Rather, it will
make that initial investment, and
its theoretical ownership percentage will then change based on
the allocations contained in the
partnership agreement. Similarly, the cost method does not
consider how returns are paid to
the investor. These conclusions
lead most investors into the
method currently followed by the
relatively few tax-equity investors
in the industry, most of which
follow U.S. GAAP.
Hypothetical Liquidation at
Book Value Accounting
For some years, entities investing (or seeking to invest) in the
alternative energy financing
structures struggled with the
appropriate accounting for
their investments. Because each
investor in a tax-equity flip partnership has specific ownership
accounts into which its share of
profits and losses are allocated
and tracked, traditional equity
accounting was difficult to
apply. These ownership interests
also did not meet the definition
of an equity instrument under
ASC 320, Investments – Debt
and Equity Securities.
Under U.S. GAAP, there is no
formal promulgated accounting
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standard specifically addressing
the accounting for investments in
the form of a tax-equity flip partnership arrangement. However,
in 2000, the Accounting Standards Executive Committee of
the American Institute of Certified Public Accountants (AcSEC)
issued an exposure draft of a
proposed statement of position
(SOP), “Accounting for Investors’
Interests in Unconsolidated Real
Estate Investments.”
The SOP was to apply to a variety of circumstances including
those that appeared consistent
with the way a tax-equity flip
partnership entity was structured.
Bear in mind that the SOP
was never issued in final form.
However, it has been followed
as the basis for accounting
for many (if not for most) U.S.
GAAP tax-equity flip partnership
structure investments. The SOP
introduced the approach known
as the “hypothetical liquidation at book value” (HLBV) for
accounting for such investments.
Under HLBV accounting, an
investor arrives at its share of
book income from an investment
by simply determining the periodic change in its claim on the
book value of the investment
entity, under the theory that book
28

value represents the fair market
value of the facility in liquidation. The claim would include
amounts the investor can expect
to receive to achieve its targeted
return, as well as (if applicable)
an amount it would be required
to pay back into the partnership
in the event of a liquidation of
the entity.

agreement. The initial financial
model will include, among other
items, (1) assumptions regarding the amount of tax credits
allocated, (2) taxable losses
allocated, (3) the assumed free
cash from actual energy sales,
and (4) the existence of a deficit
restoration obligation agreement
if applicable.

Recall that cash and tax benefits
are disproportionately allocated
to the tax-equity partner during
the initial earning phase of the
transaction. Furthermore, as
discussed in the Fundamental
Economics of a Tax-Equity Flip
Partnership section above, a
typical tax-equity partnership
structure provides the tax-equity
investor with certain priority
rights to the cash flows and tax
benefits aimed at achieving a
specified target yield. Recall
also that the tax-equity investor
often is allocated 100% of the
free cash and 99% of the tax
benefits associated with the
transaction during stipulated
years.

The financial models are periodically updated for the actual
results and allocations as well
as the new financial positions
of the partners in the partnership. Thus, at any point during
the investment, one should be
able to examine the financial
model and determine what the
net assets of the partnership
are, what the existing capital
accounts of the partners are,
and what obligations the partners may have to pay back any
excess allocations. Therefore,
the financial models enable the
tax-equity investor to see the
book basis of the partnership as
well as the tax basis.

The target yield is negotiated
and the financial transaction
is modeled using an initial
financial model, which is often
audited for accuracy and incorporated as part of the actual

As a result of the partnership
agreement, the allocation of
taxable income/loss and cash
distributions from the partnership
is disproportionate and thus has
the effect of constantly changing
the tax-equity investor’s capital
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account balance in the partnership. The capital account is akin
to the tax basis of the investor in
the partnership: it is equal to the
contributions made into the partnership, plus taxable income/
losses, less distributions.
The book capital of the partnership is calculated much like the
tax capital, except that the book
income or loss of the partnership
is used to determine the partnership’s book capital. Thus each
partner in the partnership also
has a book basis.
Because of the disproportionate allocation of cash distributions and income from the
partnership, the ratio of the
partners’ capital amounts is also
constantly changing. That is,
the ownership percentages will
change disproportionately rather
than proportionately between
the partners. At the end of a
period, the book income cannot
be properly allocated to any
individual tax-equity partner
based solely on its ownership percentage at that time,
because such percentage is
constantly changing with each
distribution of cash.
For example, in a 50–50
partnership, book income is

measured periodically, and
each partner’s share is generally affected by cash or asset
distributions and book income.
Usually these allocations are
made evenly. When one partner
adds or withdraws assets from
the partnership, the aggregate
assets change along with the
individual ownership percentages. Thus, as Table 18 shows,
if the tax-equity partner receives
95% of the cash distributions, a
shift will occur between partners
to the extent of that allocation.
One can see from Table 18 that
when a disproportionate allocation occurs, the book income
to be allocated among the partners will change from period to
period.
The accounting for the partnership arrangement under a
tax-equity flip partnership agreement involves an understanding
not only of the book accounting
but also the tax accounting and
the contingent obligation of the
tax-equity partners to pay back
any excess distributions should
the partnership be dissolved.
The accounting also requires
an understanding of some of
the tax rules associated with
partnerships.
In Table 18, partner A already
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has received a disproportionate
allocation of cash. Therefore,
should the partnership be liquidated, the excess cash distributed to partner A would need to
go back into the partnership, to
ensure that both partners were
treated in accordance with both
the partnership agreement and
tax laws. Thus, in a liquidation
of the partnership, partner A
would be required to pay the
excess distribution of $5,000
back into the partnership, and
the $5,000 would then be allocated among all the partners.
The economic substance of
these partnership investments
relies heavily on the changing
allocations of cash and tax
benefits as an integral element
of the partnership ownership
structure. As such, it became
evident that following the
traditional consolidation/
investment financial reporting

Typically, the amount of the
claims on the partnership’s
assets is measured as the
change in the investor’s carrying
value from one reporting period
to another, assuming the investment is hypothetically liquidated
at book value. The hypothetical
liquidation of the partnership
must follow the partnership
agreement. For instance, since
the partnership agreement typically calls for a targeted yield
and a preferential distribution of
cash proceeds to the tax-equity
investor, these factors must be
incorporated into the modeling
of the income under the HLBV
method.

methods (full consolidation,
equity method, or cost method)
for the financial reporting of
the ownership interests in these
partnership arrangements did
not adequately represent the
economic substance of the
arrangements.
Therefore, as a means of determining how much book income
to report, tax-equity investors
within the alternative energy
segment that follow U.S. GAAP
have generally adopted the
hypothetical liquidation at book
value accounting approach that
was articulated in the proposed
SOP mentioned above. HLBV
uses the net changes in an
investor’s claims on assets within
a partnership to measure the
investor’s net income. The claims
on the assets of the partnership
are based on the combination
of tax rules and the partnership
agreement.

The HLBV approach recognizes
that when an entity is ultimately
dissolved, there is a final
accounting of all portions of the
entity. Because the tax-equity
partner is provided a theoretically guaranteed after-tax yield

Table 18. Example of How Partners’ Interest Percentages Change in a Partnership

Opening investments
Less: cash withdrawal
Adjusted ownership
Plus: $10,000 income
Adjusted ending balance

29

Partner A

%

50,000

50.00%

Partner B
50,000

%

Partnership

%

50.00%

100,000

100.00%

5,700

95.00%

(300)

5.00%

(6,000)

44,300

47.13%

49,700

52.87%

94,000

4,713

47.13%

5,287

52.87%

10,000

49,013

47.13%

54,987

52.87%

104,000

100.00%
100.00%
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through the partnership agreement, the best approach is to
figure out what the net assets
would be if required to be
distributed and then how much
would have to be distributed to
the tax-equity partner in order for
it to achieve its targeted AT-IRR.
Needless to say, a financial
model associated with both
alternative energy partnership
flip structures and the HLBV
income recognition approach is
extremely complicated — particularly when it also incorporates
deficit restoration obligations
(DROs) and leverage. Arguably,
the most complex element of
the HLBV method is calculating
the allocation needed at each
reporting period to provide
the tax-equity investor so as to
achieve its targeted yield. The
challenge is that allocations of
income are thus taxable and
must be tax-effected to determine the after-tax yield.
Applying the HLBV method is
not so difficult, provided the
amount of the final allocation
can be calculated, and a
basic step-by-step approach
can assist in applying HLBV
accounting. An example of
a wind tax-equity partnership

structure with PTC that follows
the step-by-step process for
calculating the HLBV earnings
is included as an appendix to
this article. One will see that
a number of specific calculations are required to arrive
at this summary presentation.
Each step and substep will be
discussed below and explained.
However, as the modeling itself
is extremely complicated, this
article cannot go into all the
details.
A tax-equity financial model typically would include the specific
tax capital and book balances
for all partners. Given that many
partners may have different tax
factors to incorporate into their
specific models to understand
their specific yield, a further
complication may occur when
the individual partner incorporates those elements.
For instance, if a transaction
were modeled for the partnership using only the federal statutory corporate income tax rate
of 35% but the investor were
also subject to state taxes, the
investor would need to add the
state taxes to the model to determine its actual return and actual
accounting.
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The steps to calculate the HLBV
income follow. The appendix
includes a cross-reference to
each step with the explanations
below.
Step 1. Calculate the partnership’s pretax GAAP income
and determine the partnership’s
GAAP capital account.
Step 2a. Calculate the partnership’s taxable income. This
income will obviously be different from the GAAP book income
of the partnership.
Step 2b. Determine the partnership’s IRC 704(b) capital
account balance. This is akin
to determining the overall tax
“basis” of the partnership. In its
simplest form, it would be the
tax basis of the asset within the
partnership. However, given
that the partnership is akin to
a business, there may be other
differences between the book
and tax basis of assets within
the partnership.
Step 3. Determine the individual partner’s IRC 704(b) capital
accounts. Because each partner
has a separate allocation of
taxable income/loss and cash
distributions that is specified
within the partnership agree30

ment, each partner will have its
own separate capital account
balance. The ratio of each
account to the other will differ
from the original percentages as
a result of the disproportionate
allocations.
Step 4a. Compute the taxable
gain that would be recorded
by the partnership based on
the hypothetical liquidation of it
at its book value. Because the
book value should represent a
reasonable valuation and fair
value accounting is not being
applied, the HLBV approach
uses the book value as a means
of establishing a hypothetical
taxable gain. The gain is the
difference between the hypothetical liquidation value and
the tax capital accounts of the
partnership determined in step
2b above.
Step 4b. Allocate the taxable
gain in accordance with the
specific liquidation provisions
contained in the partnership
agreement. It is important to
read and understand exactly
what those liquidation provisions call for. The liquidation
provisions will be in conformity
with the applicable partnership
taxation rules, particularly when
it comes to the DRO.

The financial model for the
partnership will track the status
of any DRO balance. As
mentioned above, the DRO
is a contingent obligation to
pay back the amount of a partner’s negative capital account
balances to the partnership
to bring the distributions into
compliance with the tax rules.
A negative tax capital account
balance may exist, for instance
if the DRO is a limited DRO.
Some tax-equity partners may
desire a limited DRO so that
they can limit their contingent
obligation to pay back into the
partnership.
If a partnership has elected
bonus depreciation when it is
available, the large amount
of tax loss that can occur with
bonus depreciation could create
a large suspended tax loss for a
tax-equity partner, and the partner may be reluctant to assume
such a potential contingent
obligation/risk.
Generally the partnership agreement will provide for a preferential distribution to the tax-equity
partner after such DROs and if
applicable, to other negative
partnership tax capital accounts
that exist, until the tax-equity
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partner has achieved the
targeted AT-IRR.
For instance, assume that the
hypothetical gain is $15 million
and the tax-equity partner’s
interest requires a distribution of
$10 million to achieve its IRR.
The first $10 million of the hypothetical gain would be allocated
to achieve that yield, then the
balance would be allocated in
accordance with the post-flip
allocations — for instance, 5%
to the tax-equity partner and
95% to the developer/sponsor
of the transaction.
This allocation approach is
typical of most tax-equity deals;
however, the calculation is very
complicated because it involves
determining what distribution is
needed and how that will be
taxed to the tax-equity partner,
such that the partner receives the
targeted AT-IRR contained in the
partnership agreement.
Step 5. To determine the individual partner’s specific claim
on the assets of the partnership, calculate the adjusted tax
IRC 704(b) capital account
balances after the hypothetical
tax gain from the theoretical
liquidation waterfall. This step
effectively calculates the ending

theoretical capital account
balance that should exist and be
liquidated to achieve the final
targeted yield. The change in
the IRC 704(b) capital accounts
from the actual basis to the
hypothetical liquidation then
represents the HLBV income that
the partner would recognize for
the specific reporting period.
Summary of HLBV Approach
The approach followed by
HLBV allocates the theoretically
amount due from the developer
partner to the tax-equity partner
to achieve the targeted AT-IRR at
each specific reporting period.
In effect, this approach enables
the tax-equity partner to recognize book gains or losses based
on the commitments made by
the developer partner in the
partnership agreement, should
the partnership be required to
liquidate.
This approach is not exactly
the same as merely allocating
the actual book earnings of the
partnership based on what has
actually occurred during a year,
and with the assumption that
the partnership will continue
on until the developer partner
buys out the tax-equity partner’s interest. Rather, the HLBV
approach is based on what
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claims the tax-equity partner has
on the assets and unrecorded
tax elements of the partnership
and then converts those claims
to a book income amount so
as to state the hypothetical
capital account that would be
liquidated.
Not only is the HLBV approach
conceptually challenging to
grasp but it is also difficult to
apply. Thus, the HLBV approach
itself has likely discouraged
many potential investors from
such partnerships.
Notice also, in the results
presented following the HLBV
approach contained in the
appendix, the investor PTCs
again are part of the aftertax return and included in the
tax-provision line in the financial statements. That is, in the
approach presented in the
appendix, the PTC flows through
the tax-provision line.
Even though the PTC is based
on the amount of energy
produced and sold (consistent
somewhat with the amount of
gross revenue produced) the
PTC flows through the taxprovision line rather than
through gross revenue. So
when examining a typical HLBV
31

accounting approach, the
reporting issue of the tax credit
also remains.
Exploring Alternative
Accounting Approaches
1. IFRS approach to HLBV.
Just as a final, definitive accounting standard has not been
issued under U.S. GAAP, a
financial standard is lacking
under International Financial
Reporting Standards. Even fewer
IFRS reporting investors invest
in tax-equity flip partnership
arrangements because the tax
laws governing it render that
partnership structure a distinctly
“U.S.-centric” product.
Although there are certainly
many U.S. taxpaying subsidiaries of foreign companies
that report under IFRS, few
have made the investment into
tax-equity partnership structures.
Regarding the few that have
examined it, they appear to
view the targeted yield as structurally guaranteed and highly
likely to be earned. In other
words, given that a significant
portion of the economic return
is derived from tax credits and
benefits that are highly likely
to be realized, the view is that
the targeted return is virtually
assured.

Accordingly, the approach of
these U.S. subsidiaries has
been to apply that “guaranteed”
after-tax IRR to their outstanding
after-tax investment balance on
a uniform basis during the life of
the investment. That is, looking
past the distortions found in the
book balances, they examine
the tax investment balance at
any point in time and determine
what gross book earnings they
would need to achieve to obtain
the targeted AT-IRR.
This approach exhibits similar variations in the earnings,
because it also is tied to the tax
balance of the investment and
such tax balance may fluctuate
widely. Also for transactions that
will claim the PTC, a primary
benefit is originating from the
PTC, which must flow through
the tax-provision line.
2. Accounting for qualified
affordable housing projects
as a proxy for tax credit
reporting. Another potential approach that has been
discussed, but unfortunately
temporarily shelved by FASB,
is the one followed for a somewhat similar type of investment
as described in Accounting
Standards Update 2014–01,
Investments–Equity Method
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and Joint Ventures (Topic 323):
Accounting for Investments in
Qualified Affordable Housing
Projects. These investments are
somewhat similar to the tax-equity flip partnership investments.
The investor is allocated tax
credits over a 10-year period,
while the partnership itself must
comply with the affordable
housing tax credit rules over a
15-year period.
Under this ASU, a reporting
entity may make an election
to apply what is called the
“proportional amortization
method.” Under this method the
investment is amortized through
the income tax expense (benefit) line in proportion to the tax
credits and other tax benefits
received. In other words, rather
than present a book loss above
the tax line, the investment is
amortized below the gross
income line and through the
tax-provision line.
To qualify for this approach all
five of the following conditions
must be met:
1. It is probable that the tax
credit allocable to the investor will be available.
2. The investor does not have
the ability to exercise signifi-

cant influence over the operating and financial policies
of the limited liability entity.
3. Substantially all the projected
benefits are from tax credits
and other tax benefits (including tax losses allocated to the
investor).
4. The investor’s projected yield
based solely on the cash
flows from the tax credits and
other tax benefits is positive.
5. The investor is a limited
liability investor in a limited
liability entity for both legal
and tax purposes, and the
investor’s liability is limited to
its capital investment.
If the nature of their investment
meets these conditions, the
investor may elect the proportional amortization method.
Previously, one of the conditions
to follow this accounting for the
affordable housing tax credits
was that the credits were guaranteed by a creditworthy entity.
That prior requirement was
dropped and replaced with the
notion that the tax credits would
be probable.
When FASB sought comments
before issuing this ASU in
2014, it asked if there might
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be other investments of a
similar nature that possibly
should also be included in this
accounting.11 ELFA responded
by suggesting that the tax-equity
flip partnership structure also be
provided that form of accounting
treatment.
In examining the discussions
regarding the final position by
the FASB, some FASB members
believed that the proportional
amortization method should
be applied to all tax-credit
investments that meet the conditions of the update, because
that method would be suitable
for all tax-credit investments
that are made for the primary
purpose of receiving tax credits
and other tax benefits.12 Other
FASB members expressed
concern about the unintended
consequences. For expediency
purposes, the FASB ultimately
reached consensus to limit the
scope to affordable housing
projects.13
Therefore, it appears that,
perhaps because of the lack of
action by FASB to address this
specific accounting issue, no
support is available from FASB
to adjust the reporting for these
energy ITCs or PTCs to better
reflect the economic substance
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of the transactions, insofar as
the financial reporting of alternative energy investments is
concerned.
It should also be noted that
ELFA asked for FASB to include
the treatment of ITC accounting
within its soon-to-be-released
Topic 842 on leasing, and it is
not known whether FASB will
address this topic in the lease
accounting.
At present, most major investors
in alternative energy investments
tend to follow existing U.S.
GAAP pertaining to the accounting for the tax credits and thus
must tolerate the less-than-favorable financial reporting.

6. MANAGERIAL
REPORTING
CHALLENGES AND
SUGGESTIONS
Managers are generally
incented on pretax profits under
the assumption that they cannot
influence the taxes to any great
extent. In these structured transactions, however, the taxes are
what drive the economics of the
transactions. In many cases, the
accounting for the transaction
may have the unintended consequence of being a disincentive

to making an investment in an
alternative energy investment,
whether that investment is in
the form of a lease or service
contract or into a tax-equity flip
partnership structure.
The unintended consequence
results from the presence of
significant income tax credits
and tax benefits as a means
of paying back the investment
and earning an otherwise very
respectable economic return.
Given what is known about the
various accounting issues that
create this situation, one can
approach the issue in a variety
of ways to “solve the reporting
problem.” It is up to the potential investors to recognize the
reporting challenges and determine whether they can solve
the challenges to make these
investments.
As this article shows, many
different types of investments
could be made in the alternative
energy sector. Each investor
may have different tolerances
for the types of investments that
it might consider. Some investors
may prefer the simplicity of a
lease compared to the risk of
a service contract, while others
may not desire to invest in a
lease or power purchase agree-
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ment transaction with a tenor of
20 to 30 years. Still others may
prefer the relatively short-term
nature of tax-equity flip partnerships, which allow an investor to
be in and out of an investment
within 6 to 10 years or so,
while others avoid them due to
the complexity and challenging
financial reporting.
With the focus of this article
on financial reporting issues,
we proceed to some possible
approaches to mitigate the
challenges.
Separate Reporting Unit
Some companies place their
alternative energy financing
businesses into a separately
reporting business unit that
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creates its own separate financial metrics for measuring the
business. They might also do
this with their other tax-oriented
types of investments that exhibit
somewhat unusual financial
reporting results. In this manner,
the business can be reviewed
by management with the aftertax economic results in mind
rather than the GAAP accounting results.
This approach can work if
upper management understands
the adjusted metrics and agrees
with the economic approach.
Yet this approach is acceptable
only insofar as the pretax book
losses do not become a material component of the overall
reporting entity. These structures

can be seen, for instance, within
several banks with such standalone business units.
This approach may work for all
forms of investments, including
those where the returns are
largely driven by PTCs rather
than ITCs, because the entire
return would be isolated into a
separate reporting entity.
Management Reporting
Adjustments
Some financial investors in
transactions that provide unusual
pretax reporting results accept
the pretax net income losses for
GAAP reporting purposes, but
they modify the management
reporting through adjustments to
the internal financial reporting

Table 19. Operating Lease Using Grossed-up ITC as Revenue (millions of dollars)
Totals

Year 1

Year 2

Year 3

Year 4

Years 5–20

Revenues

72.00

3.60

3.60

3.60

3.60

57.60

Grossed-up revenues (ITC)

46.00

2.30

2.30

2.30

2.30

36.80

Total revenues

118.00

5.90

5.90

5.90

5.90

94.40

Depreciation

(100.00)

(5.00)

(5.00)

(5.00)

(5.00)

(80.00)

18.00

0.90

0.90

0.90

0.90

14.40

9.80

0.49

0.49

0.49

0.49

7.84

Based on nontaxable income

( 16.00)

(0.80)

(0.80)

(0.80)

(0.80)

(12.80)

Total tax provision

(

6.20)

(0.31)

(0.31)

(0.31)

(0.31)

( 4.96)

11.80

0.59

0.59

0.59

0.59

9.44

Gross profit/(loss)
Tax provision
Based on book income

Net income after taxes
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results. This is done through a
normalization procedure that
can also be found in the taxexempt financing area, where
we have seen that for reporting
purposes, the pretax tax-exempt
income is grossed up to a
pretax taxable equivalent.
With respect to alternative
energy investments, one way to
adjust the management reporting results is to move the tax
credits from the tax-provision
line to the pretax net income
line. Alternatively, the tax credits
can be grossed up and moved
into the gross revenue line for
internal management reporting
purposes.
Simply moving the tax credits to
above the tax-provision line has
been illustrated in tables 12 and
13 above. The problem noted
in those analyses is that the
return still emanates from the tax
credit and the tax benefit in the
tax provision.
However following a gross-up
approach adjusts the financial
results to present a result that
appears more akin to what
is otherwise expected from a
typical taxable investment. For
example, assuming a 35%
tax rate, a $30 ITC would be

grossed up to $46, such that
after deducting hypothetical
taxes of $16 ($46 × 35%),
the net cash provided is the
original $30. This can even
be accomplished using special
reporting-only accounts to which
actual journal entries could be
made, as follows:
Debit Credit
Grossed-up revenue		

46.00

Provision for taxes on
grossed-up revenue 16.00
Taxes payable

30.00

In this fashion, the financial
benefit of the ITC is recognized
as a grossed-up revenue item to
enable management to review
the transactions in a manner
more consistent with what it
usually reviews. Table 19 presents an example of grossing
up the tax credit to a pretax
equivalent.
In this illustration, the resultant
income statement appears
more consistent with an income
statement of a typical operating
lease. Obviously, keeping track
of the gross-up and the hypothetical taxes on the gross-up presents an accounting challenge.
This approach may be used for
internal tracking purposes and
in fact is used by some entities
with substantial tax-exempt
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income within their investment
portfolio.
This approach may work for all
forms of transactions: again,
the adjustment would be made
regardless of whether the investment generates ITC or PTC.
Exception to GAAP
Reporting
As indicated in the ELFA
comment letter on the new leasing standards, the AICPA “Audits
of Banks” guidelines have noted
that for some time, some banks
have been following alternatives
to published GAAP pertaining to
the reporting of some large tax
credits from certain investments.
These banks have apparently
done two things: (1) used the
deferred tax credits from ITCs as
an offset against the investment
within the asset section of the
balance sheet rather than as a
deferred liability within the tax
liability section of the balance
sheet, and (2) recognized the
deferred ITC credit amortization
as a nontaxable element within
pretax income — either as a
revenue item or as an offset to
depreciation.
Reporting the deferred tax credit
as a reduction of the investment
recognizes that the ITC is acting

to reduce the cost of the asset
and is consistent with accounting for grants found under IFRS
as well as the accounting for
the U.S. Treasury Section1603
grants when they were available. As we already discussed,
when the 1603 grants were
available, U.S. GAAP did
not have a clear approach to
accounting for them. At that time
a few of the Big 4 accounting
firms analogized the 1603
accounting to grant accounting
as was outlined within IFRS.
Another alternative exception
to the GAAP approach may be
to (1) analogize the financial
reporting to that found under the
affordable housing tax credit
investments and (2) follow an
approach similar to that for
those alternative energy investments that rely heavily on the tax
credits.
Under the affordable housing
tax credit investment approach,
a portion of the investment equal
to the deferred ITC amortization
would be amortized through
the tax-provision line to offset
the ITC amortization, thus effectively moving that portion of the
investment write-off through the
tax-provision line. Essentially,
this approach is stating that a
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portion of the investment was
paid for through the tax credits.
It should be noted, however, that
any time reporting adjustments
are made to the tax-provision
line, such adjustments would
have to be explained in the
tax-provision footnotes, since the
adjustments to the tax provision
affect the effective tax rate of
the entity.
The argument for adjusting
the reporting of the PTC may
also have some merit. The PTC
is claimed based on actual
production; thus, if a facility
does not produce any energy,
there would be no PTCs,
whereas if it produces much
energy, there would be larger
PTCs. The PTC thus is more akin
to a revenue subsidy.
Perhaps the accounting for the
affordable housing tax credits
discussed above, combined
with the reference in the PwC
ARM regarding some banks’
treatment of larger tax credits,
together would provide an
analogous suggestion on an
alternative financial reporting
approach. That is, the financial
reporting can be adjusted by
either (1) removing the PTC out
of the tax-provision line and
34

moving it into the revenue line
and considering it a tax-exempt
form of revenue or (2) by writing off an equal portion of the
investment as an offset against
the PTC within the tax-provision
line. With either approach,
perhaps more investors would
find such projects more investment worthy.
In either case, the GAAP reporting issue largely relates to the
accounting for the tax credits:
whether traditional GAAP should
be followed or whether one
can follow some other reporting
approach that is meaningful and
supportable.

7. CONCLUSION
Just as Congress creates incentives for investing in specific
types of alternative energy projects (as well as other targeted
types of investments for that
matter), so, too, the financial
reporting should be reflective
of the nature of the investment,
wherein a good portion of the
return is actually tax driven with
nominal investment risk. The IFRS
approach takes a step in that
direction and is supported somewhat by ASU 2014–01, which
incorporates the low-risk nature
of tax benefits in many invest-

ments as a means of recognizing the tax-benefit driven return
from such projects.
At the end of the day, the objective of any financial reporting is
to report the results in a manner
that is clear and not misleading.
Sometimes following strict U.S.
GAAP rules will provide the
GAAP-compliant results — but
not a result that would have
been reached had one followed
a more principles-based
approach.
As U.S. GAAP moves to a more
principles-based approach to
its reporting, U.S. financial
reporting entities may need to
first look to what their reporting objective should be and
then whether existing GAAP
adequately addresses that
objective. It is indeed challenging to offer up an alternative
approach to the financial reporting when many parties, including the auditors of the reporting
entity, may be reluctant or
unwilling to accept anything
other than what is contained in
current accounting standards.
ELFA anticipates working with
member companies in the alternative energy arena to confront
this challenge.
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Appendix. Tax-Equity Partnership Hypothetical Liquidation at Book Value Example
Year 1

Year 2

Year 3

Year 4

Year 5

Year 6

Year 7

Year 8

Year 9

Year 10

Step 1. Determine partnership book income and GAAP capital. (Assume $200 million starting basis.)
Revenues
Operating expenses
Book depreciation

9,690
-3,523
-5,041

19,525
-7,116
-10,000

19,964
-7,305
-10,000

20,413
-7,498
-10,000

20,873
-7,697
-10,000

21,342
-7,901
-10,000

21,823
-8,111
-10,000

22,314
-8,325
-10,000

22,816
-8546
-10,000

23,329
-8,773
-10,000

Book income
Cash available for distribution

1,125
4,560

2,409
12,372

2,659
12,622

2,915
12,877

3,176
13,137

3,441
13,402

3,712
13,672

3,988
13,947

4,270
14,227

4,556
14,513

196,565

186,601

176,638

166,676

156,714

146,754

136,794

126,836

116,878

106,921

Assets book value (hypothetical
liquidation value)

Step 2. Determine hypothetical gain by comparing book value to tax basis.
Assets book value (above)

196,565

186,601

176,638

166,676

156,714

146,754

136,794

126,836

116,878

106,921

Adjusted partnership tax basis (2a, b & c)

179,148

111,080

69,963

45,045

23,156

7,528

7,659

7,792

7,927

8,065

Hypothetical gain (2d)

17,417

75,521

106,675

121,630

133,558

139,226

129,136

119,044

108,950

98,856

Step 3. Allocate hypothetical gain to tax-equity investor.
Hypothetical gain
Allocated to achieve target yield
Post-target allocation

17,417
17,309
378

75,521
72,397
3,125

106,675
98,874
7,801

121,630
107,404
14,225

133,558
112,031
21,527

139,226
109,167
30,059

129,136
89,475
39,661

119,044
67,372
51,672

108,950
43,222
65,728

98,856
16,281
82,572

Investor gain allocation
Allocated to achieve target yield
Post-target allocation

17,039
19

72,397
156

98,874
390

107,404
711

112,031
1,076

109,167
1,503

89,475
1,983

67,372
2,584

43,222
3,286

16,281
4,129

0
359

0
2,969

0
7,411

0
13,514

0
20,451

0
28,556

0
37,678

0
49,088

0
62,442

0
78,446

Sponsor gain allocation
Pre-flip allocations
Post-target allocation

Step 4. Calculate investor tax capital account change.
Capital account balance

99,996

44,857

16,648

4,729

-3,937

-6,142

-6,149

-6,156

-6,164

-6,173

Allocated to achieve target yield

17,039

72,397

98,874

107,404

112,031

109,167

89,475

67,372

43,222

16,281

19

156

390

711

1,076

1,503

1,983

2,584

3,286

4,129

Post-target allocation
Total liquidation proceeds to investor
Investment carrying value
Cash distributions
Pretax book income (– loss)

117,054

117,410

115,911

112,844

109,170

104,528

85,309

63,799

40,345

14,237

117,054

117,410

115,911

112,844

109,170

104,528

85,309

63,799

40,345

14,237

0

0

0

0

0

0

13,672

13,947

14,227

14,513

132

-2,680

-2,860

-3,400

-4,261

-4,690

-4,324

-6,340

-8,011

-10,401

Step 5. Calculate investor after-tax net income.
Pretax book income
After-tax book income (40%)
Investor PTCs
After-tax net income

132

-2,680

-2,860

-3,400

-4,261

-4,690

-4,324

-6,340

-8,011

-10,401

79

-1,608

-1,716

-2,040

-2,557

-2,814

-2,595

-3,804

-4,807

-6,240

3,816

7,979

7,979

8,326

8,326

8,672

8,672

9,019

9,019

9,366

3,895

6,371

6,262

6,286

5,769

5,859

6,078

5,215

4,213

3,126
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Appendix. Tax-Equity Partnership Hypothetical Liquidation at Book Value Example (continued)
Year 11

Year 12

Year 13

Year 14

Year 15

Year 16

Year 17

Year 18

Year 19

Year 20

Step 1. Determine partnership book income and GAAP capital. (Assume $200 million starting basis.)
Revenues
Operating expenses
Book depreciation

23,854
-9,005
-10,000

24,391
-9,244
-10,000

24,939
-9,489
-10,000

25,501
-9,840
-10,000

26,074
-9,998
-10,000

26,661
-10,263
-10,000

27,261
-10,535
-10,000

27,874
-10,814
-10,000

28,501
-11,101
-10,000

23,329
-11,395
-10,000

Book income
Cash available for distribution

4,849
14,805

5,147
15,102

5,451
15,405

5,760
15,713

6,076
16,028

6,398
16,348

6,726
16,675

7,060
17,008

7,400
17,348

7,748
17,694

96,965

87,010

77,056

67,104

57,152

47,201

37,252

27,303

17,356

7,410

Assets book value (hypothetical
liquidation value)

Step 2. Determine hypothetical gain by comparing book value to tax basis.
Assets book value (above)
Adjusted partnership Tax basis
Hypothetical gain

96,965
7,751

87,010
6,967

77,056
6,183

67,104
5,401

57,152
4,619

47,201
4,011

37,252
3,822

27,303
3,634

17,356
3,448

7,410
2,451

89,214

80,044

70,873

61,703

52,533

43,190

33,430

23,669

13,908

4,959

Step 3. Allocate hypothetical gain to tax-equity investor.
Hypothetical gain
Allocated to achieve target yield
Post-target allocation

89,214
6,177
83,036

80,044
80,044

70,873
70,873

61,703
61,703

52,533
52,533

43,190
43,190

33,430
33,430

23,669
23,669

13,908
13,908

4,959
4,959

Investor gain allocation
Allocated to achieve target yield
Post-target allocation

6,177
4,152

4,002

3,544

3,085

2,627

2,160

1,671

1,183

695

248

78,885

76,041

67,330

58,618

49,906

41,031

31,758

22,485

13,213

4,711

Sponsor gain allocation
Pre-flip allocations
Post-target allocation

Step 4. Calculate investor tax capital account change.
Capital account balance
Allocated to achieve target yield
Post-target allocation
Total liquidation proceeds to investor

-6,177
6,177
4,152
4,152

4,002
4,002

3,544
3,544

3,085
3,085

2,627
2,627

2,160
2,160

1,671
1,671

1,183
1,183

695
695

248
248

Investment carrying value
Cash distributions

4,152
7,693

4,002
755

3,544
770

3,085
786

2,627
801

2,160
814

1,671
834

1,183
850

695
867

248
885

-1,932

1,451

312

327

343

350

346

362

379

437

-1,935
-1,159
2,007

1,451
871
-

312
187
-

327
196
-

343
206
-

350
210
-

346
207
-

362
217
-

379
228
-

437
262
-

848

871

187

196

206

210

207

217

228

262

Pretax book income (– loss)

Step 5. Calculate investor after-tax net income.
Pretax book income
After-tax book income (40%)
Investor PTCs
After-tax net income
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5. U.S. Treasury § 1.704-1(b)(2)(ii)(d).
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