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At this writing, although both the House and Senate have proposed significant tax reform, we do not yet know 

whether a tax reform bill will pass, whether the President will sign it if it does and, if enacted and signed, whether 

key rate changes will be effective for 2018 or 2019. But tax equity investors continue to negotiate wind and solar 

tax credit investments even in the face of uncertainty as to the parameters of tax reform. While others may watch 

the process and hoopla merely for its entertainment value, for tax equity investors in renewable energy tax credit 

deals, the resolution of tax reform proposals can determine whether they have struck a good deal or a bad one.   

The most common structures for investment in wind and solar projects use the tax benefits thrown off by the 

projects to attract tax equity investors. Frequently, the parties form a partnership that is premised on a 

disproportionate allocation of the tax depreciation and credits to the tax equity investor. Usually, the tax equity 

investor’s percentage interest in the partnership drops (or “flips”) after it has reached a target return on its 

investment (“ROI”), taking into account the dollar value of the tax benefits and the cash it receives. The parties 

will model the expected time of such flip, necessarily using currently applicable tax law as the guide for modeling 

the amount and time of receipt of the tax benefits.   

Tax reform proposals, if enacted, may change the value of the tax benefits the tax equity investor receives, 

change its ROI and render prior modeling of its outcome not reflective of its actual after-tax position in the deal. 

The discussion below describes some of the tax changes that could be of concern, describes their potential 

impact on the business deal, presents some alternatives for addressing them in renewable energy tax credit 

deals and outlines some of the potential market impact of tax reform. 

What Could Change? 

Tax rate change. Each recent major tax reform proposal has had as its centerpiece a drop in income tax rates. 

The rate change could be to the rate for corporations or individuals, or to the rates applied by type of income, 

such as the capital gains rate or special rates for passive income such as dividends and interest. The latest tax 

reform proposals called for a significant reduction to the corporate income tax rate, from 35% to 20%.i

Timing change. A timing change could be effected through availability of bonus depreciation, by either 

shortening or extending lives of assets, by changing depreciation or amortization schedules or by changing the 

carryback and carryforward of net operating losses. The Trump administration and the Ways and Means 

Committee have proposed immediate expensing of capital expenditures for investments in depreciable property, 

both new and used.ii  If enacted, the expensing would in effect constitute 100% bonus depreciation and would 

replace the MACRS life of five years commonly used for renewable energy assets.   
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Deductibility change. Tax reform could change whether certain costs are deductible at all. For example, the 

Trump administration has previously proposed that corporations not be able to deduct the cost of interest for 

their borrowing to the extent it exceeds their interest income and its recent proposal indicates that such net 

interest expense will be “partially limited.”iii The House Bill limits would limit interest expense to 30% of the 

business’s adjusted taxable income (before interest and depreciation).iv

Change to Tax Credits. The production tax credit (PTC) and investment tax credit (ITC), which are so important 

to the tax equity investor (“TE Investor”), could be changed by revising their availability or their calculation. Both 

credits were impacted by the Protecting Americans from Tax Hikes Act of 2015, which phases out the wind tax 

credit over the next four yearsv and extends, but phases out, the investment tax credit for solar facilities based on 

their date of construction.vi  These carefully crafted extensions and phase-outs would be logistically difficult to 

reopen and reverse, especially not in any comprehensive structural way. Accordingly, the House Bill took the 

easy way out by simply changing the amount of the PTC rather than the terms of its availability.vii The Trump 

administration’s proposal gave no indications that it intended to adjust the PTC or the ITC.viii

Impact of Tax Rate Drop on Investors’ ROI  

Although many companies have welcomed the potential for a drop in the corporate tax rate, paradoxically, in the 

renewables world a lower rate could disincentivize tax equity investment. If tax rates drop, the value of 

deductions is lower because the deductions will reduce the recipient’s tax liability by a smaller dollar amount. If 

deductions are less valuable to a TE Investor, then the investor may be less interested in investing in the project 

generating the deductions. 

In contrast to tax deductions, tax credits in theory have the same value regardless of the rate of tax because they 

reduce tax on a dollar-for-dollar basis. But a tax credit only has value if there is a tax liability against which to use 

it. It is possible that a drop in rates could pare an investor’s tax liability to the point that the credits are not usable. 

A drop in tax rates could make such a situation more common. 

If the investment has taken the form of a partnership flip deal, the agreement will usually provide that the TE 

Investor’s share is not reduced and the Sponsor’s share does not increase until the TE Investor has received a 

certain ROI in the form of tax credits, reductions in its tax from allocation of losses (largely generated by 

depreciation) and receipt of cash distributions. In determining the TE Investor’s ROI, a dollar value must be 

assigned to the tax credits and depreciation. While tax credits and cash distributions could reasonably be valued 

on a one-for-one basis (ignoring time value of money), the value of depreciation deductions depends upon the 

tax rate applied to determine that value. The parties will usually specify in their agreements the tax rate to be 

used to determine the value of the depreciation deductions for purposes of the ROI calculation, which may be a 

fixed and unchanging rate or it may be a floating rate that will change as tax rates change (e.g., the highest 

marginal federal corporate income tax rate). 

If the parties use a fixed tax rate, they might default to 35% as the currently applicable corporate rate or they 

could negotiate and settle upon use of a different rate that reflects their expectations of the outcome of tax  



reform, such as 25%. By setting a fixed rate, the parties are taking a risk that the ROI as defined by the 

agreement is not the TE Investor’s actual ROI. In the case of a rate drop below the selected fixed rate, the TE 

Investor will be deemed to have received the benefit derived from the fixed, higher rate when, in actuality, it 

received tax benefits that were worth less (the depreciation deduction reduced its taxes by only the lower rate). 

This, in turn, means that the flip will occur sooner than it would have had the actual, lower rate rather than the 

fixed, higher rate been used. 

For this reason, if there is a high likelihood that rates will drop, the Sponsor of the project would tend to prefer 

application of a fixed rate. Then, if rates dropped below the fixed rate, the Sponsor would not have to increase 

the amount of cash distributed to the TE Investor in order to meet its ROI. Plus, a fixed rate provides the security 

to the Sponsor of knowing at the outset exactly the amount of credits and depreciation needed for the TE 

Investor to reach its hurdle. In the last few years, however, as the prospect of tax reform became increasingly 

likely, floating rates have become much more commonplace than fixed rates.  

Use of a floating or dynamic tax rate removes tax risk from the TE Investor by ensuring that the TE Investor’s 

ROI as defined by the agreement reflects the tax benefits actually received by the TE Investor. A floating rate 

generally favors the TE Investor when there is a drop in rates because it will value the tax benefits for ROI 

purposes at the new, lower rate, meaning that the TE Investor is not deemed to have received a benefit it does 

not actually receive. When there is an expectation that rates will drop, a floating rate would have the effect of 

lowering the tax benefit of the deductions to the TE Investor, thereby delaying the flip date. 

In addition to the tax benefits described above, the calculation of the TE Investor’s ROI will typically also take 

into account the TE Investor’s tax costs (meaning the tax liability associated with the income allocated to the TE 

Investor during the period the partnership has positive taxable income and the tax liability associated with certain 

“excess” cash distributions). Thus, a drop in rates would decrease the TE Investor’s tax costs and increase the 

after-tax value of certain excess cash distributions and therefore have a (partially) countervailing effect on the 

negative impact to the TE Investor’s ROI due to the decrease in tax benefits described above. If the TE 

Investor’s ROI is calculated on an after-tax basis, a drop in tax rates would favor the Sponsor during the period 

the partnership has positive taxable income because the amount of such TE Investor’s distributions (net of tax 

costs) that is counted for purposes of its ROI would be larger than it would have been had a higher rate of tax 

been imposed on it, thereby getting more quickly to the flip date. 

The recent tax reform proposals call for a special tax rate for income from partnerships, S corporations and sole 

proprietorships, indicating that income from such pass-through entities would be taxed at 25%.ix If partnership 

income has a special tax rate, then presumably that rate would apply to income received from renewable energy 

projects undertaken in partnership form.  If enacted, it would be in the Sponsor’s interest to ensure that such 

lower rate would be used in determining the after-tax amount of the cash distributions received by the TE 

Investor.x



How to Protect the TE Investor from Tax Change?    

The Sponsor is concerned that there will be a decrease in the valuation of the project as a result of tax reform for 

the reasons described above. To protect against such decrease in value, the Sponsor could try to obtain an 

increase in its offtake prices and thus increase its revenue, if such prices haven’t already been set in stone. The 

Sponsor might also try to decrease its construction costs to improve its cash flow. The Sponsor could also ask 

for a fixed rather than a floating tax rate for purposes of measuring the investor’s tax benefits.  

As described above, the parties have agreed upon a particular assumed lower tax rate (e.g., 25%) in modeling 

the ROI and pricing the deal (thereby reducing the TE Investor’s contribution since, unless the contribution is 

reduced, the ROI would be reduced when a lower tax rate applies). If the Sponsor concedes to the TE Investor 

use of a lower tax rate in pricing the deal, however, the Sponsor might protect itself by requiring that, if the rate 

does not drop to the assumed rate by a certain date, then the TE Investor will fund an additional contribution in 

the amount necessary to bring its ROI and the flip date in line with the targeted amount and time using the 

actual, higher tax rate.   

DRO Considerations     

Most partnership agreements for renewable energy deals contain a provision referred to as a “deficit restoration 

obligation” or “DRO.”  Treasury regulations under section 704(b) provide a safe harbor for special allocations of 

income and loss if, among other requirements, the partnership agreement contains a DRO. Since a partnership 

flip deal frequently calls for a special allocation of losses to the TE Investor (e.g., 99%), a DRO may be 

necessary for the allocation to be safe-harbored.xi

The DRO requires that, if and to the extent that partner’s capital account is negative upon liquidation of the 

partnership, the partner must contribute sufficient cash to the partnership to bring its capital account balance 

back up to zero. Because allocations of losses reduce a partner’s capital account, large amounts of depreciation 

can put a partner’s capital account into a deficit position. If bonus depreciation is available, the partnership might 

significantly accelerate the depreciation, to the point that such front-loaded losses exceed the TE Investor’s 

capital contribution, creating a deficit and triggering a DRO.  A deficit position would be even more likely in a 

leveraged partnership, since borrowed funds will finance capex purchases that throw off depreciation but 

borrowed funds do not increase capital accounts. 

It has become common, however, to provide that the TE Investor in renewable energy deals does not have a 

completely open-ended DRO but, rather, only a partial DRO limited to an amount that is a percentage of the 

partner’s capital contribution, usually in the neighborhood of 10% to 40% of the capital contribution. The DRO 

cap gives the TE Investor assurance it will not be called upon for additional capital contributions in excess of a 

certain amount. When the DRO is limited in this manner, the TE investor cannot be allocated losses or 

deductions that would cause it to have a negative capital account in excess of the specified amount unless the 

DRO cap is lifted or modified. 



Another way to reduce the likelihood that a DRO is needed is to allocate less losses (e.g., less than 99%) to the 

TE Investor. Thus, rather than increasing the DRO to support the losses, the losses are just not allocated to the 

TE Investor to such an extent. For example, in solar deals, after the ITC is allocated 99% in the first year, 

allocations may drop to a lower amount, such as 67% in order to reduce the likelihood that a DRO would arise. 

Note, however, that the applicable IRS safe harbor provides that the PTC allocation must  track the income 

allocation as required under Treas. Reg. section 1.704-1(b)(4)(ii), so if the income and loss percentage were to 

drop, the PTC allocation would also have to drop.xii

If immediate expensing of capital expenditures were enacted or bonus depreciation were increased or 

accelerated by tax reform, the resulting deductions are all the more likely to eat through the TE Investor’s capital 

account and cause a deficit that might, if large enough, exceed the DRO cap. In sum, in considering the 

adjustments that the parties will agree upon to address tax risks, not only the allocations and distributions may 

change, but the DRO will need to be reviewed as well.

Impact of Net Interest Expense Disallowances      

Another tax reform proposal that would have significant impact on tax equity financing is the proposal to disallow 

the deduction of net interest expense. Recent proposals have included limiting interest expense to the extent it 

does not exceed interest incomexiii and limiting it to 30% of cash flow pre-interest and depreciation.xiv

The disallowance of interest expense could be expected to have the same effect on the market for tax equity 

investment as a corporate income tax rate drop: less tax benefit to the tax equity investor. Instead of the 

deductions being valued at a lower amount due to the lowered corporate tax rate, however, the deduction 

amount itself would be lower. Therefore, if interest expense deductions are limited or unavailable, less 

deductions are available to allocate to the TE Investor, reducing its tax benefit and pushing out the flip date.xv

Demand for Tax Equity Investments      

Since the TE Investor is by definition investing in the partnership in part for the tax benefits, changes in the 

availability of those benefits will necessarily have an effect on the market for renewable energy investment, with 

a resulting effect on the pricing of tax equity investments. The effect of tax reform on the demand for tax equity 

investments depends upon the specific changes implemented. It is fair to expect that if tax reform limits other 

types of deductions (e.g., no deduction for net interest expense), then the demand for those types of deductions 

that are available (e.g., depreciation) will increase. If immediate expensing of capital expenditures (or, stated 

differently, 100% bonus depreciation) is available to all industries, the TE Investor might be able to satisfy its tax 

benefit needs without tax credits, which might make investment in other industries equally or even more 

attractive than an investment in renewable energy. 

Tax credits offer a tax benefit not offered by depreciation, however. Tax credits reduce a taxpayer’s tax liability 

without the dollar-for-dollar reduction in basis that results from depreciation deductions (although the ITC does 

require a basis reduction equal to 50% of the ITC claimed, or a 50 cents-for-the-dollar reduction).  The basis 

reduction from depreciation means that tax is only deferred until the asset is disposed of, at which time the lower  



basis will generate a larger amount of gain. The absolute, rather than temporary, tax savings from credits is very 

significant to the taxpayers investing specifically for tax credits. For those taxpayers, if tax reform limits the 

availability of other types of tax credits, such as low-income housing or new markets tax credits, all the more 

demand can be expected for the credits that remain.   

If a one-time foreign repatriation holiday or rate discount for repatriated funds is enacted, corporate taxpayers 

may be incentivized to bring a substantial amount of offshore funds back to the United States. Even at a 

discounted rate, there could be a significant tax bill associated with the repatriation.xvi These taxpayers will be 

anxious to find credits and deductions to offset against their tax liability and a renewable energy investment may 

be the solution. 

Summary

With factors weighing both in favor of and against a more favorable market for tax equity investment in 

renewable energy deals, it is not possible to predict with confidence the net impact of tax reform on the industry.  

Austin O’Malley is quoted as having said, “Most reformers, like a pair of trousers on a windy clothesline, go 

through a vast deal of vehement motion but stay in the same place.” The parties to carefully negotiated 

renewable energy deals should hope that the tax reform proposals currently under discussion cause the industry 

to end up, like the trousers, in essentially the same place. 

.
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