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A second type of investor that has emerged 
in recent years is the yieldco. Yieldcos are 
publicly traded entities affiliated with leading 
energy project developer sponsors. These 
entities provide a vehicle for the sponsor to 
monetise operating assets through sales to 
the yieldco and create a pipeline for energy 
project acquisitions for the yieldco.

The structure of a yieldco is based on capital 
arbitrage – obtain low-cost public equity and 
access the currently low-cost debt markets for 
leverage. The public market was willing to 
accept a lower rate of return from a yieldco 
than private equity investors because of 
the liquidity of the investment, the lower 
perceived risk profile of the operating assets 
owned by the yieldco, the tax-advantaged 
nature of the equity interest, and the yieldco’s 
promise of continued growth, which varied 
significantly.

The spread between an asset’s acquisition 
cost and its projected return does not have to 
be particularly large for a yieldco to profit on 
this cost-of-capital arbitrage. A twin mandate 
for regular dividends and growth creates a 
large appetite for new assets.

Yieldcos are now facing increasing pressure 
from their public investors, who have shown 
less willingness to purchase yieldco equity at a 
premium relative to the promised return and 
growth. Yieldcos are facing the same pressures 
as other energy investors – low-cost of capital 
and a seller’s market for energy assets – and 
must compete with other firms to continue 
acquiring new assets and maintain both steady 
dividends and growth.

If yields in the debt markets rise or their 
access to debt or equity markets declines, 
yieldcos may face further pressure in the 
competition for capital provided by public 
investors. Still, even if yieldcos materially 
reduce their acquisitions, the market for 
desirable energy assets is likely to remain 
seller-friendly as there continue to be plenty 
of interested investors, and new types of 
investors certainly will emerge in the future.

In this seller-friendly environment, it is 
hard to compete in the US and developed 
countries if an asset is fully contracted, in 
late stage construction or operational, unless 
the asset’s presumptive returns are sacrificed. 
Private equity often cannot afford to pull that 
“lever” and continue to attract institutional 
investment. Something has to give.

Risk levers
Our ideal energy investment was attractive not 
only for its return but also for its mitigation 
of risks. In the current investing environment, 
private equity investors usually must “pull” 
at least one of the following levers and accept 
some additional risk to achieve their desired 
return.
l Offtake risk – Fully-contracted energy assets 
continue to garner strong investor demand. 

The demand is due largely to the relative 
scarcity of PPAs for new projects. With 
respect to renewable energy projects, many 
utilities in US states with renewable portfolio 
standards (RPS) have met or nearly achieved 
their requirements. As a result, the need to 
secure long-term sources of renewable energy 
has diminished.When a developer is fortunate 
enough to secure a PPA for its project, in most 
markets, the pricing has been historically low. 
In ERCOT, energy prices have fallen to under 
US$30 per MWh for wind power.

One new bright spot in the PPA market has 
been the emergence in the US of non-utility 
offtakers of renewable energy. These corporate 
offtakers have included Amazon, IKEA 
and Google. Depending on the US state or 
wholesale electricity market where the project 
is located and sells power, these PPAs may face 
significant state and federal energy regulatory 
challenges.

These challenges include avoiding or 
anticipating, if possible, regulation by the 
state public utility commissions or other 
relevant authorities, navigating regulated and 
deregulated electricity markets, and taking 
other steps associated with becoming an entity 
eligible to purchase and sell wholesale power.

So far, corporate PPAs have been a niche 
component of the market, but continued 
scarcity of utility PPAs will continue to 
drive the search for other ways to avoid 
merchant risk. One such other way to avoid 
merchant risk is an energy hedge. A robust 
hedging market has emerged in several 
energy markets, including the PJM, MISO 
and ERCOT energy markets, where spot 
and day-ahead energy markets are efficient. 
However, a private equity investor evaluating 
a proposed or existing hedging arrangement 
should carefully analyse and understand the 
accompanying risks.

The terms of hedging arrangements usually 
are much shorter than traditional utility PPAs, 
typically protecting around eight to 10 (or 
fewer) years of revenue. These arrangements 
often are hard to structure because the 
lenders and the hedge counterparty both 
will typically have a security interest in 
the project collateral. As a result, complex 
intercreditor agreements are a precursor to 
entry into any hedging arrangement. Also, 
while these more complicated arrangements 
are being negotiated, because energy hedges 
are priced to the market, market movements 
can significantly affect the deal while its terms 
are being negotiated. For a renewable energy 
project, the tax equity investor also will seek 

One new bright spot in the PPA market has been 
the emergence in the US of non-utility offtakers of 
renewable energy

06 Features@p.indd   53 05/11/2015   10:47:29



Project Finance International November 4 201554

agreements to prevent cashflow impacts 
or loss of tax benefits if a hedging party 
forecloses on the project collateral.

Without a PPA or a hedge, a project sponsor 
may be left developing a merchant or quasi-
merchant project. At that point, the critical 
question for an investor becomes: What are 
power prices on the forward curve for the 
region? After rising steadily for decades, 
energy demand has generally been flat over 
the last several years in the US. US electricity 
sales peaked in 2007 and, after recovering to 
some degree from a sharp downturn during 
the Great Recession, have maintained within a 
narrow band since. See Figure 11 on next page.

While the sources of power supply have 
shifted significantly in recent years as the 
US continues its march away from coal-
fired generation (accelerated in part by 
anticipation of EPA action), the slow recovery 
of commercial and industrial loads and 
increased attention to energy efficiency 
and conservation efforts, such as demand 
response programmes, have combined to 
significantly depress demand. As a result, 
utilities’ desire for new contracted generation 
has increasingly been driven by regulatory and 
policy goals, rather than growing load.

The prudent investor in merchant or quasi-
merchant facilities will pursue a portfolio of 
projects to ameliorate individual project risk, 
as well as diversify risks through ownership 
of projects in multiple energy markets. The 
investor also will need to undertake significant 
diligence as to where future energy demand 
may increase or where significant facility 
retirements may occur in a region and where 
energy prices or capacity prices may rise as a 
result, which is not a given.

Furthermore, improvement and adoption of 
energy storage technology, energy efficiency 
measures, and other similar advances appear 
likely to flatten the demand curve and reduce 
the ability of energy projects to charge higher 
prices during peak demand periods. Even with 
proper due diligence, convincing investment 
committees of the soundness of those energy 
projections will remain a significant challenge, 

especially when investors have limited capital 
to deploy among various opportunities. 
Given that traditional bank financing may be 
a challenge for merchant facilities, private 
equity investors may have an opportunity to 
step in as a provider of last-resort capital.
l Increased leverage and holdco loans – An 
alternative to traditional equity investment 
is investing in the mezzanine or holdco loan 
market. After the financial crisis, traditional 
tax equity parties had significantly increased 
negotiating power, and generally were not 
interested in participating in projects with 
significant term debt at the project level. As 
a result, sponsors sought holdco loans as a 
structurally subordinate solution for term-
capital.

In the US, this market has expanded 
significantly over the last several years. 
Emerging first as a niche product for boutique 
mezzanine debt investors providing portfolio 
development capital or back-leverage to very 
well-known project sponsors, the holdco 
loan market now is robust. Partly because of 
efforts to increase yield, but also because of 
the development of the market, traditional 
banks and institutional investors have grown 
to become an increasingly large part of the 
holdco loan market. These parties typically 
will invest when a project is fully constructed, 
and the project is commercially operational 
and is fully contracted.

As the crowding in the holdco loan market 
is occurring mostly where contracted assets 
are at or near commercial operation, an 
investor will have to pull other “levers” to 
obtain a higher return when lending in the 
mezzanine area. Investors will therefore need 
to think about mitigating those additional 
risks in addition to structural considerations.

Unlike project construction loans or term 
debt, holdco loans are not secured by project 
assets but instead are obligations of an 
intermediate-tier holding company, and are 
primarily repaid by cash distributions from 
the underlying project company or companies.

A holdco loan is typically structurally 
senior to the sponsor equity, but structurally 
subordinate to the tax equity investor in a 
common partnership flip transaction. Cash 
distributions from the underlying project 
company are received by the tax equity 
partnership first, and then distributed up 
to the holdco borrower and the tax equity 
investor, respectively, in accordance with the 
operating agreement. The holdco lender will 
typically take security in the form of a pledge 
of the holdco equity.

The holdco lender often will seek to 
institute cash-sweeps, reserve accounts and 
other instruments to ensure repayment of 
the holdco debt. If the project has tax equity 
investors, the holdco lender often will try to 
negotiate forbearance arrangements with the 
tax equity investors. These arrangements are 
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needed to prevent cash traps at the project (or 
tax equity partnership) level from impacting 
the upstream debt.

The mezzanine lender also will seek to 
negotiate change in control provisions if there 
is a holdco equity interest foreclosure by the 
mezzanine lender. In lieu of (or in addition to) 
this arrangement, the mezzanine lender may 
also seek a limited parent guaranty from the 
project sponsor equity.

Depending on the transaction and 
pricing, some mezzanine lenders will ask 
for notice and consent rights restricting 
certain downstream project major decisions, 
including incurring material debt (or placing 
material liens) on the project assets, sales of 
significant project assets, settling or initiating 
litigation, amendments or replacements of 
key project documents and material project 
budget overruns.
l Stage of development risk – Significant 
competition exists for energy assets that are 
commercially operational or in the late stages 
of construction. Given this competition, 
some modest completion or construction 
risk is being accepted by yieldcos and some 
equity investors that historically eschewed 
construction risk – especially if the asset is 
fully contracted.

However, an equity investor’s return still 
varies significantly depending on the stage 
of development at the time of investment: 
early-stage, mid-stage, construction phase or 
operation. As an investor moves down this 
development chain, more robust returns can 
become available for the investor willing to 
pull the “risk lever” associated with earlier – 
or later – development.

The investor in development-stage assets 
should seek to find ways to isolate and 
mitigate completion risk. Typically, this can be 
done by shifting risks to the seller or sponsor 
for various pre- and post-sale contingencies, as 
well as staggered milestones where significant 
portions of the purchase price are paid later, 
at the start of construction or the commercial 
operation date.

An investor should conduct diligence on, 
among other things, the project’s permitting 
status, environmental conditions and 
approvals, interconnection, fuel supply and 
energy offtake arrangements and, if elements 
are lacking or problematic, may seek to have 
the sponsor resolve issues that arise before 
investing.

Depending on the strength of the sponsor, 
the investor also may want the sponsor or 
a trusted outside manager to manage the 
further development and construction of 
the project through a development services 
and construction management agreement. 
This investor also should carefully review 
construction arrangements with the EPC 
contractor to ensure construction risks 
are managed in a commercial manner, 

including insisting on appropriate warranties, 
examining the credit-worthiness of the EPC 
contractor, carefully evaluating the change-
order process (and associated risk-allocation), 
and insisting on liquidated damage provisions 
that cover-off corresponding delay damages 
under the off-take contract.

Commercial-scale distributed solar projects 
are an interesting opportunity in development 
assets, notwithstanding difficult diligence 
and credit issues that often arise. Diligence 
is usually a project-by-project exercise for a 
potential investor, but the size of an individual 
commercial-scale solar project often makes 
the transaction costs too high for this 
approach.

An additional issue for these types of 
projects is the credit-worthiness of the host. 
Where investors can be reasonably confident 
that municipalities and higher education 
institutions will continue to exist in coming 
decades, commercial hosts are less predictable, 
especially big-box retailers as online 
commerce has displaced significant revenue.

Responding to these issues, several 
organisations, including truSolar, Wiser 
Capital and others, are developing or have 
adopted a credit-score for investments 
in commercial-scale solar projects and a 
standard metric for measuring risks. Those 
investors with an eye towards finding value 
and doing sufficient diligence, which involves 
understanding commercial credit risk as 
well as traditional project-type risk, may 
still achieve desired returns even though 
transaction costs are higher.

On the other end of the development 
stage spectrum, some later-stage operational 
assets have begun to look interesting to 
investors who consider them undervalued. 
These investors have been finding compelling 
returns in repowering older generation assets, 
including wind assets.

Rather than developing a new project, 
cost savings can result from using portions 
of the existing site and infrastructure, 
including access routes and existing electrical 
infrastructure, as well as some existing 
permits, which may in certain cases favour 
repowering over development. Older wind 
projects often are also located on sites with 
higher wind resource potential than currently 
undeveloped locations. Similarly, some older 
coal generation plants are being redeveloped 
as natural gas facilities, taking advantage 
of existing infrastructure, particularly in 
locations that were once remote but now are 
closer to the loads being served.

Some later-stage operational assets have begun to look 
interesting to investors who consider them undervalued 
and find compelling reasons to repower
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Opportunities also are emerging for those 
able to take a position on the extent of the 
impact of new US environmental regulations. 
In 2014, the EPA issued the proposed Clean 
Power Plan to regulate, under the Clean Air 
Act, CO2 emissions from existing power plants. 
When the plan becomes effective (and much 
uncertainty exists as to legal challenges to 
the plan), the likely near-term effect will be 
the accelerated transition from coal-fired to 
natural gas-fired generation in many parts of 
the country.

In anticipation of the plan, many utilities 
and independent power producers have been 
selling off or retiring ageing coal assets. In 
the base-case policy scenario, the EIA projects 
that nearly 90GW of coal generation will be 
retired by 2020. Opportunities may exist for 
an intrepid investor to invest in distressed coal 
facilities in certain accommodating locations 
and state policy environments if market prices 
of energy are expected to continue to support 
the dispatch of the facility.
l Country risk – As US private equity 
investment is seeing diminishing returns in 
many aspects of the US markets, investors 
have been searching for returns outside of 
the US. Investors are willing to seek these 
opportunities in spite of the “risk lever” of 
potential increased country risks, including 
political and legal uncertainties.

While this article is not a global survey of 
energy investment, a few key trends are worth 
highlighting. In the case of renewable energy, 
investments in developing countries were 
36% greater in 2014 than 2013 and nearly 
surpassed renewable energy investments in 
developed countries in the aggregate2.

While this increase is largely driven by 
Chinese demand for such projects, Brazil and 
India accounted for US$15bn in renewable 
energy investments in 2014 alone. In the 
Americas, privatisation of the power sector 
and more open competition in Mexico has 
generated significant investor interest in the 
country.

Implementing legislation and subsequent 
guidance in Mexico will allow independent 
power producers to compete in the wholesale 
and large industrial markets and should create 
new and interesting opportunities, such as the 
upcoming 15-year auctions for energy/capacity 
supply. In the developed world, Japan still has 
a very rich feed-in-tariff for renewable energy 
(for 2015 projects, around ¥29 per kWh for 
solar and ¥22 per kWh for wind).

Finally, for the intrepid investor, many 
opportunities are emerging in the African 
continent, as some parts of the continent 
embrace the independent power sector 
and private sector finance as the key to 
funding the large costs of energy generation 
development.

Investing in each country involves, of 
course, different and varying risks, including 

the implicit currency risk associated with such 
investments. In addition to understanding 
project-specific risks (offtake terms, fuel 
supply, EPC arrangements, permitting, etc), 
investors need to undertake extensive in-
country diligence prior to making significant 
investment commitments and are best-served 
to find a local strategic partner to help 
mitigate such concerns.

In countries where the utility sector is being 
privatised, and the project sponsor hopes 
to secure a wholesale PPA with a utility, the 
sponsor should understand the impact the 
likelihood of privatisation will have on the 
utility’s credit (and thus the strength of the 
offtake arrangement). The investor should 
evaluate the likelihood that the state will 
enact protective policies for newly privatised 
state entities, limiting competition from 
independent power projects.

If the utility’s funding sources have 
switched from state support to needing to 
access the financial markets, the investor 
should evaluate the utility’s ability to access 
markets and its track record as well as its 
credit rating. In developing countries, an 
analysis of sovereign credit strength and 
political risk is critical – as countries that 
are perceived to be in significant financial 
difficulty are more likely to engage in 
nationalisation or expropriation efforts.

One mitigant that may be sought is political 
risk insurance, if available, from a multilateral 
agency such as the World Bank or an export 
credit agency. The legal framework is critically 
important. Investors in these countries will need 
to analyse whether the laws governing their 
investments are clear, typically by using US (often 
New York) or English law for their agreements.

Investors should also ensure that such 
contracts are enforceable and interpreted 
consistently by the courts in their chosen 
venue. In the absence of such predictability, 
alternative dispute resolution procedures 
should be sought in the underlying 
contracts (preferably in accepted arbitration 
forums, such as the ICC or the Hong Kong 
International Arbitration Centre).

Given the current investing environment, 
private equity investors in energy assets have 
to make strategic choices to achieve their 
target returns. These choices can be seen 
as the investors choosing to pull preferred 
“risk levers” to increase their returns, which 
risks must then be analysed, understood and 
mitigated. While difficult, investors have tools 
to use to increase their opportunity to achieve 
their primary goals, whether focused on their 
return or the quality of the asset. n

Footnotes
1 - Source: EIA data.
2 - Source: Frankfurt School of Finance & Management/UNEP Collaborating 
Centre for Climate & Sustainability Energy Finance (with Bloomberg 
New Energy Finance), “Global Trends in Renewable Energy Investment 
2015”, findings available at http://fs-unep-centre.org/sites/default/files/
attachments/key_findings.pdf.
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