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Preface

China now installs more renewable electricity each year than any other country in the world.
Much of this is variable renewable electricity, especially wind and solar generation. A growing
body of experience exists from around the world on how to plan and operate electricity grids
with high penetrations of variable renewable electricity. China is actively contributing to this
body of experience given the rapid growth in renewable electricity deployment there, while at
the same time digesting experiences from other countries.

This report is part of a series describing technical collaboration between the National Renewable
Energy Laboratory (NREL), the China National Renewable Energy Center (CNREC) along with
other key research institutes in China, and the Danish Energy Agency. The collaboration focuses
on sharing experiences in the planning, deployment and operation of high-penetration renewable
electricity grid systems. The Children’s Investment Fund Foundation in the United Kingdom is
funding this five-year collaboration.

The core element of the collaboration during this first year was a series of expert engagements in
China to share technical knowledge and experience on four key topics:

Comprehensive energy scenario design and modeling

Renewable energy (RE)-friendly grid development

wono=

Power system flexibility
4. Boosting distributed generation of RE.

These engagements built on and significantly expanded existing collaboration between the
Danish Energy Agency and CNREC experts.

This report summarizes some of the issues discussed during the engagement on the fourth topic
listed above. It focuses primarily on the business and investment models for distributed
generation, limiting its discussion to the U.S. context by design. Exploration of whether and how
U.S. experiences can inform Chinese energy planning will be part of the continuing project, and
will benefit from the knowledge base provided by this report. We believe the initial stage of
collaboration represented in this report has successfully started a process of mutual
understanding, helping Chinese researchers to begin evaluating how lessons learned in other
countries might translate to China’s unique geographic, economic, social, and political contexts.

We look forward to continuing the collaboration for the remaining four years and building on
these initial successes.
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1 Introduction

China’s solar photovoltaic (PV) industry is growing rapidly. In 2013, China produced 26
gigawatts (GW) of PV modules, over 60% of the world’s total supply, and 43% of the modules
were for domestic consumption (MIIT 2014). From a total installed capacity of 240 megawatts
(MW) in 2010 to 28.05 GW in 2014, solar PV is now providing 0.45% (25 gigawatt-hours
[GWh]) of the country’s entire electricity generation (NEA 2015). Since 2013, China has
established a series of policies and guidelines to provide support for solar PV development,
including a national feed-in-tariff (FiT) of renminbi (RMB) 0.42/kilowatt-hour (kWh). Despite
this impressive rate of growth for the overall solar market in China, new distributed solar PV
installation in 2014 still fell far short of the 8 GW target proposed by the National Energy
Administration (NEA). Challenges in financing and interconnection management have restrained
the growth potential of distributed solar PV (CREIA 2015).

The distributed generation photovoltaic (DGPV) financing challenge in China in particular stems
from several prominent issues including, but not limited to, project sizes that limit financing
options; rooftop and land ownership issues; challenging distributed generation (DG) economics
resulting from high capital costs and low competing electricity prices; and high financing costs
resulting from perceived risks by capital providers, among others. First, the size of the DG
projects is such that it is not small enough to be easily self-funded, but not big enough to attract
capital market or fund investment. Second, China’s rooftop and land ownership issues makes DG
more challenging: residential projects often cannot move forward until consensus has been
reached among all occupants of an apartment building; for commercial projects, the turnover of
the business ownership is more frequent than the life of the solar project itself. As a result, there
are difficulties in using the solar project as collateral to obtain a bank loan (Wang 2014). Third,
low electricity prices can reduce the economic value of the DGPV system. Under the current DG
policy in China, the rooftop solar owners would use the electricity generated from their solar
panel first, and then sell the excess electricity back to the grid for the separate FiT rate. The low
electricity rate of the residential sector in particular (which is lower than that of the FiT and in
fact, lower than rate for the industrial and commercial sectors in China) diminishes the economic
value of a residential DGPV system. So despite the relatively high FiT rate, the DGPV market in
the residential sector has not taken off. Fourth, the financing cost for solar is high (generally
above 8%, sometimes reaching 10%—12%) and also contributes to the challenging economics.
Concerns over the quality of the solar panels and payment from the power consumer, who may
move or go bankrupt during the duration of the loan, make the financing cost of DG projects
high (Dai 2014).

In contrast to the Chinese experience, the DGPV market in the United States grew rapidly from
under 2 GW in 2009 to over 8 GW by 2014 (Figure 1). The rise in DGPV in the United States
has been driven by a number of factors including federal and state policy support mechanisms;
business model and financing innovations; and risk reduction efforts. The rapid rise in DGPV in
the United States, however, has introduced a new set of power sector challenges including
electric utility disruption; rate redesign and associated ratepayer cost impacts; concerns over grid
stability; and interconnection challenges.

This report seeks to describe a variety of top-down and bottom-up practices that, in concert with
the macro-environment of cost-reduction globally and early adoption in Europe, helped boost the

1

This report is available at no cost from the National Renewable Energy Laboratory (NREL) at www.nrel.gov/publications.



DGPYV market in the United States. These experiences may serve as a reference in China’s quest
to promote distributed renewable energy. The structure of the rest of the report is as follows:
Section 2 discusses recent trends in DGPV development in United States; Section 3 summarizes
federal and state policy and regulatory support for DGPV; Section 4 analyzes the business and
financing innovations in DGPV, including shared solar, third-party ownership, securitization,
and yieldcos; Section 5 briefly discusses interconnection standards and procedures; and finally
the report concludes with some key lessons learned through the development of the DG in the
United States.

2
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2 DGPV Cost Trends in the United States

DGPV in the United States is generally defined as solar PV capacity installed on or near the site
of load (rooftop and ground-mounted), interconnected at the distribution level on the utility grid,
and typically less than 1 MW in size (SEIA 2015; Gauntlett and Lawrence 2015). DGPV is most
commonly used to offset electricity usage for utility customers who typically do not sell energy
into the wholesale markets. Accordingly, DGPV in the United States competes with retail
electric rates; this has made it an economic option in several states with relatively high prices for
electricity.

In the United States, the DGPV category encompasses two sectors of the solar market:
residential (with system sizes typically ranging up to 25 kW) and commercial (25 kW—1 MW)."
Combined, these two market segments have grown rapidly over the last seven years, exhibiting a
compound annual growth rate (CAGR) of nearly 42% (see Figure 1).?

' Some analysts divide the commercial market into “small commercial” (25 kW — 250 kW) and “commercial and
industrial,” or C&I (250 kW — 1,000 kW) segments. For simplicity, this report will combine both commercial and
C&lI as well as installations for public sector entities that fall within this size category (e.g., municipalities, non-
profits, universities, etc.). Typical project sizes for each sector listed in this report are based on interviews with solar
industry professionals.

? It is worth noting that, in 2014, the U.S. commercial solar market had its first down year since the beginning of the
21 century. This resulted from several barriers unique to commercial solar, including declining state incentives and
financing challenges such as: 1) the high transaction costs of executing a solar deal, which can limit investor returns
in the smaller commercial deals; and 2) a lack of standardization in contracts and deal structures, which can slow
development timelines and make project aggregation difficult. Many power purchase agreement counterparties in
the commercial market are also unrated, meaning that an expensive diligence process is typically required to
ascertain their creditworthiness and satisfy investor concerns.

3
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Figure 1. Annual and cumulative DGPV installations in the United States, 2008-2014
Source: GTM/SEIA 2015

Since 2008, a combination of plummeting polysilicon prices, rapidly growing global PV
markets, and increasing module supply has driven an unprecedented reduction in the cost
competitiveness of solar PV technologies. Today, the PV levelized cost of energy (LCOE) (one
approximate measure of competitiveness) can be competitive with conventional sources of
electricity. Figure 2 provides LCOE estimates from a variety of generation technologies as
estimated by the financial firm Lazard (Lazard 2014). The two DGPV categories (“Solar PV—
Rooftop Residential” and “Solar PV—Rooftop C&I”) are two of the higher cost generation
options in this analysis (note these are “unsubsidized” LCOE numbers), and their ranges are in
line with retail rates in some states, particularly after state and federal incentives are factored in.

Solar PV—Rooftop Residenial ¢ 5180 S265
Solar PV—Rooftop Céd ¢ §126 5177
Solar PV—Crysualline Utility Scale & $60°  §T2  5B6
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Figure 2. Energy cost estimates for various technologies in 2014
Source: Lazard 2014

In light of a dynamic cost structure environment in the United States and globally, PV prices
have continued to remain cost competitive in many market segments. Some analysts forecast that
module prices will actually decline by 8% year-over-year in 2015 (Jones 2015).
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Aside from the module, soft costs, such as customer acquisition, permitting, inspection,
interconnection, installation labor, and financing, amount to over half of the total installed cost of
DGPYV systems (DOE 2014). Soft costs can vary significantly depending on the market and be a
driver of state-by-state disparities in dollar-per-watt system prices. However, even given these
disparities, cost trajectories are edging downward in all states; representative examples are
shown in Figure 3.
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Figure 3. PV system cost trajectories by size in Arizona, California, Massachusetts, New Jersey,
Maryland, and New York, 2010—20153

Source: NREL internal data, based on state incentive programs

Falling costs of PV modules as well as other system level components have not only allowed for
reductions in PV LCOE, but also for a reduction in state-level incentives without major
disruptions in many state markets. Alternative means of financing have emerged to further lower
the PV system prices through financing cost reduction and contributed to the rapid growth of DG
PV in the United States.

* The number and costs of the installations represented in this chart vary considerably by project and by state. The
numbers in this chart are the median installed costs across the selected states and therefore do not portray the highest
or lowest extent of the range.
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3 Federal, State, and Regulatory Policy in Support of
DGPV

PV has been a commercial technology in the United States since the 1950s, although only within
the last five years has it begun to comprise an appreciable portion of the annual capacity growth
in the U.S. electricity sector. For much of its commercial history, the capital cost associated with
PV installations has been too high for the electricity they generated to be competitive with
conventional forms of energy production. These unfavorable economics were a principal barrier
to the growth of PV in the electricity sector. In the mid-2000s, under the backdrop of early
adoption in Europe and PV cost reductions globally, the U.S. federal government made available
a 30% tax credit and states such as California implemented incentive programs to drive
deployment within their jurisdictions, and PV economics began to attract investors in the United
States.® This section will discuss the incentives federal and state governments have used to
support the deployment of PV.

3.1 Federal Tax Incentives

Federal incentives for renewable energy deployment in the United States are currently delivered
through the U.S. tax code (Bolinger 2014). The two tax incentives to which PV solar has access
today are the investment tax credit (ITC) and an accelerated depreciation schedule (known as the
modified accelerated cost recovery system, or MACRS) for businesses.” The ITC allows
investors to receive a credit valued at 30% of the qualifying solar project costs on their income
tax liability (the amount owed to the federal government at the end of the tax year). MACRS
allows investors to depreciate their qualifying basis in the solar project by 100% in the first six
years of operation. This accelerated depreciation schedule generates taxable losses in the first
five years of a project, and these can be applied as a deduction against taxable income. Taken
together, the MACRS and ITC can account for over 50% of the capital costs of a project
(Chadbourne & Parke 2008). Table 1 shows a breakdown of each incentive.

* PV module prices also began falling precipitously in 2008 owing to growth in silicon supply and expanding
markets in Europe—namely Germany, Spain, and Italy—as a result of FiT schemes.

> The 30% ITC was originally made available to solar projects through the 2005 Energy Policy Act. After two
extensions, via other pieces of legislation, the credit is set to scale down to 10% on January 1, 2017, for businesses
and expire completely for homeowners. Regarding MACRS, the current iteration of the accelerated depreciation
schedules for various types of equipment has been implemented since 1986, and there is no scheduled expiration.
However, there has been talk among U.S. lawmakers that MACRS may be modified or discarded with any overhauls
to the U.S. tax code (Chadbourne & Parke 2013).
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Table 1. Federal Tax Benefit Details

ITC Accelerated Depreciation
Tax credit of 10% or 30% of project Depreciation of eligible costs (not all
costs, depending on technology project costs qualify)
Solar
gilaelci::ying Fuel cells Various types of business equipment,
Technologies Small wind including renewable energy
Geothermal

Eligible project costs. Credit taken at
the time the project is placed in If taken with the ITC, the basis is reduced
service. Can be combined with by half the value of the credit (i.e., 15%)

accelerated depreciation

Cost Basis

To receive the 30% Section 48 ITC,
Expiration the project must be placed in service None
before 1/1/2017

The sizes of renewable energy deals are such that the received 30% ITC can be too large for
companies with limited tax capacity to absorb in one year. Any portion of the credit unused in
the first year can be carried forward into future tax years, but this reduces the value of the credit
because of the time value of money. Moreover, to maximize the value of the MACRS deductions
in conjunction with the ITC, companies will require even larger tax capacities—so large in fact
that very few renewable energy developers can take advantage of them.

Accordingly, developers will seek tax equity investors to commit capital to their projects and
thereby monetize the value of the tax incentives. Tax equity investors are typically large U.S.
banks and financial firms, although there are some corporations that also participate in this space
(e.g., Google). They invest in complex project financial structures that are configured to enable
their receipt of the tax benefits. Common after-tax rates of return for tax equity investors as of
this writing are around 8%—10% for unlevered (i.e., no project-level debt) deals (Chadbourne &
Parke 2015). Tax equity is an expensive form of financing because it is highly complicated and
requires the expertise of attorneys, investment banks, and others to execute. Even at high rates of
return, however, tax equity does allow developers to capture the value of the tax incentives and
pass these savings on to the end-user through a reduced cost of solar energy.

The federal tax incentives are the enabling force behind third party ownership (TPO, described in
Section 4.2), which has been a major growth engine of DGPV since 2008. TPO has allowed
homeowners and businesses to install solar on their property for little or no money down and
reap the cost reduction benefits of the tax incentives without engaging in the complexities
associated with monetizing them.
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3.2 State Support

DGPV growth has not been spread evenly across all fifty U.S. states. It is instead concentrated in
states with favorable characteristics, including the local price of electricity, the policy and
regulatory environment, and, often but not always, the solar resource (i.e., the amount of sun).

Regional electricity prices within a utility service territory are a major driver of the economics of
DGPV. If a PV system can offer electricity at a price that is equal to or less than the local utility
rate, then consumers and businesses in that particular utility service territory may have an
incentive to offset their energy usage with DGPV. Because DGPV competes with the retail price
of energy, which is higher than the wholesale price utilities are charged by independent power
producers in the power markets, selling directly to consumers allows smaller distributed systems
to offer competitive energy prices to hosts.® See Figure 4 for a breakout of average retail rates for
residential and commercial customers in the United States.

Total average residential rates by state Total average commercial rates by state
(cents per kilowatt-hour) (cents per kilowatt-hour)

B <so

1001 to 1.0 801 t0 9.0

1101 to 12.0 9.01 & 10.0

1201 to 13.0 1001 to 11.0

1301 to 140 ) 101 to 12.0
Reflects average reuidential vulity rates for |2 months ending in Jang 2014

>14.01 Source: Typical Biks and Average Rates Report, June 2014, Edison Blectric Instinute >12.01 Source: Typical B a

Figure 4. Average residential and commercial retail rates across the United States

Source: Pacific Power 2014, using Energy Electric Institute data on typical bills and average rate reports

To drive DGPV economics to the point where the technology can compete with retail rates,
many U.S. states have employed a suite of policy or incentive schemes as a complement to the
federal tax benefits. Some policies that have been particularly successful in bolstering the growth
of DGPV at the state level include:

¢ Renewable portfolio standards (RPS): These mandates require that a certain amount of
generation from specified power producers and load-serving entities derive from
renewable resources. Typically, lower-cost renewables like wind and biomass are used to

6 Residential electricity prices in the United States were, on a national average, between 10% — 15% higher than
commercial prices from 2014 — 2015 (EIA 2015). Additionally, commercial rates are more complicated and often
contain “demand charges,” which are not as readily offset by PV productions as is variable energy usage.
Accordingly, commercial PV must capture additional cost efficiencies relative to residential PV in order to remain
competitive in its market. As of February 2015, the state of Hawaii had the highest rates for commercial and
residential electricity at $0.30/kWh and $0.27/kWh, respectively. Washington State had the lowest residential rates
($0.08/kWh) and Oklahoma had the lowest commercial rates ($0.07/kWh) (EIA 2015).

8

This report is available at no cost from the National Renewable Energy Laboratory (NREL) at www.nrel.gov/publications.



meet RPS requirements. Recognizing this, more than 75% of jurisdictions with an RPS
also have a solar or DG carve-out provision (22 states and Washington, D.C., illustrated
in Figure 5), an increase from only nine of 22 RPS jurisdictions in 2007 (38%) (DSIRE
2015a; Wiser 2007). These provisions require that a certain percentage of retail sales
come from solar or DG resources, and, to date, have been a large driver of solar/DG in
the United States. Lawrence Berkeley National Laboratory (LBNL) (Barbose 2014)
estimated that solar/DG set-asides were responsible for 60%—80% of non-California PV
additions from 2005 to 2014.”
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Renewable energy certificates and solar renewable energy certificates (RECs and
SRECs): These tradable certificates are produced as per the provisions of the RPS, and
represent the “environmental attributes” of renewable generating facilities. These
certificates are typically valued by market dynamics and purchased by generators,
utilities, and load serving entities that must comply with the RPS. The amount of RECs
or SRECs owned by a given entity will determine its level of compliance with the
portfolio standard requirements for a given period. Other entities such as businesses and

7 Although an exact figure for how much DGPV (as opposed to utility-scale PV) is supported by solar carve-outs is
unavailable, NREL has found that residential and commercial PV in states with a carve-out represented 60% of the

non-California residential and commercial PV market in the United States (NREL analysis using data from Navigant

[2015]).
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even consumers may purchase RECs and SREC:s if they have goals to drive renewable
generation or offset their carbon footprint.

e Net Metering: This policy has been foundational to every DGPV market in the United
States and is discussed in detail in Section 3.2.1 along with value of solar tariffs.

¢ Production and cost-based incentives: These are both mechanisms by which owners of
renewable generation can receive payments either based on the amount of kilowatt-hours
a system generates (production-based incentive) or on the cost to install a system (cost-
based incentives). These payments can improve the resulting price of electricity from a
renewable generator (thus making it more competitive with traditional sources) and also
accelerate investor payback.

e Tax credits: Some states have opted to extend tax credits to renewable generation
facilities in addition to those offered at federal level. To efficiently take advantage of
these credits, businesses must have sufficient state income tax liability to offset with the
tax credit.

e Property Assessed Clean Energy (PACE): States can pass legislation to allow counties
and municipalities within their jurisdiction to levy special tax assessments (sometimes
called “benefit assessment liens”) on residential and commercial real estate. These
assessments can then be capitalized by loans originated either through tax-exempt bonds
or from third-party lenders (which is more common). The funds from these loans can be
paid directly to a contractor or to the property owner for the purpose of installing energy
efficiency and renewable energy upgrades. Property owners repay the loan plus interest
through an increase in their property taxes amortized over an extended period (e.g., 20
years). See Section 4.3.1 for more on PACE.

In the recent past, state incentives were critical to the economics of PV for commercial and
residential electricity purchasers. However, PV component and system costs have fallen such
that, in some states or municipalities, no incentives are necessary beyond the federal tax benefits
to drive favorable DGPV economics.

3.2.1 Net Metering

Net metering is a state- and sometimes utility-level policy that, in essence, allows renewable
energy system hosts to “spin their meter backwards.” In other words, if the host’s energy
generation exceeds their load, the excess electricity will be sent back to the grid (i.e., spinning
the meter backwards) and the host will receive a credit for unused energy which is applied to
energy they purchased from the grid. In the U.S. residential market, people are typically away
from their homes during the day while the solar resource is strongest, and will return home in the
evening as the resource is waning. Net metering allows for the periods of high generation and
low electricity use to offset periods of low generation and high electricity use.

Forty-four states and Washington, D.C. have a net metering policy in place (DSIRE 2015a),
though policy structures vary. The rate at which renewable electricity is credited is one such
variance, but in the largest U.S. solar markets, it is commonly pegged to the full retail rate. In
other words, if the homeowner in the example above were paying $0.15/kWh to purchase
electricity from the utility, then the electricity produced by the PV system that is fed onto the
grid (i.e., not consumed by the homeowner) would be credited at the same $0.15/kWh. Some
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states offer credits for renewable generators at a lower rate than retail. A value of solar tariff
(VOST), which has been adopted in the city of Austin, Texas, and in the state of Minnesota, can
actually value credits at a level above the retail rate (see Section 3.2.2).

Net metering has been a major driver of DGPV deployment, allowing hosts to unlock the full
economic value of their systems (Black 2009). However, it has come under criticism recently for
creating a “cross subsidy.” That is, because solar customers are paying lower electricity bills
under net metering regimes, utilities with a large portion of solar customers are faced with a
shrinking customer base from which to recoup their fixed costs (e.g., the costs associated with
maintaining the transmission and distribution infrastructure). Utilities have argued that solar
customers do not pay their fair share to maintain the grid, and the fixed costs are being unevenly
allocated to the non-solar customers in the service territory (Wellinghoff and Tong 2015).

This argument has gained traction at the state public utility commission (PUC) and legislative
levels, and by the end of 2014 there were over 20 ongoing proceedings that were examining
either net metering or rate design to ensure that utilities could protect themselves against the
adverse cost implications of high penetrations of customer-sited solar (GTM/SEIA 2015).
Options proposed by utilities, PUCs, and state governments to deter some of these implications
include:

e Including fixed charges on solar customers’ bills. California and Arizona—the two
biggest U.S. solar markets—have both approved minimal fixed charges as of this writing,
though Arizona utilities are pursuing higher charges (Wesoff 2015).

e Reducing the net metering credit.

e Adopting a VOST. The city of Austin, Texas, and the state of Minnesota have both
developed their own VOSTs (though in Minnesota, the utility has the option to choose
between paying the customer the net metering credit or the VOST).

e Redesigning rates. There are several options for utilities to ensure that they continue to
recover costs in service territories where DGPV is reaching high penetrations.

e Imposing a minimum bill, i.e., where utility customers must pay a certain amount every
month even if they offset all of their electricity usage with a solar system.

e Allowing for utility ownership of solar assets. Two Arizona utilities have approval from
their PUC to begin pilot programs to install solar on customer rooftops or as shared solar
systems (see Section 4.1) and offer either bill credits or long-term fixed electricity rates.

e Transitioning utilities to be aggregators of distributed energy resources for delivery to
grid operators. Under this scheme, embodied in New York State’s Reforming the Energy
Vision, utilities would be the interface between a distributed resources market and the
Independent System Operator, the entity that ensures the operation and reliability of the
grid (State of New York 2015).

3.2.2 Value of Solar Tariff

VOST schemes have been proffered as alternatives to net metering, offering credits that are
calculated to reflect the monetary value of solar energy rather than credits pegged to the retail
rate (Taylor et al. 2015). Operational examples of these policies are limited to date (as
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mentioned, only two jurisdictions in the United States have adopted them: the city of Austin,
Texas, and the state of Minnesota), but there is a fair amount of interest in this type of scheme as
a potential replacement to the embattled net metering policy in its current incarnation.

The innovation of the VOST scheme is that it seeks to quantify the value of solar energy. The
tariff is calculated by determining the services that DGPV provides to the grid and to utilities,
and then applying a valuation methodology (which can range from simple calculations of
aggregated data to complex power system modeling analysis). Other assumptions about useful
system life and expected generation also affect the calculation. The particular services that a
VOST scheme contemplates can be a matter of debate. Services that are generally accepted
among utilities, the solar industry, and other stakeholders include:

e Energy

e Generation capacity

e Transmission and distribution capacity
e System loss avoidance

e Ancillary services (frequency regulation, spinning and non-spinning reserves, etc.).

Other services the VOST could contemplate are:

e Fuel price hedge

e Market price response (i.e., DGPV generation reduces overall energy demand in the
system, and therefore reduces the spot price)

e Environmental (carbon pollution reduction, air and water quality, etc.)
e RPS compliance

e Security, reliability, and grid resiliency

e Social (economic development) (Hansen and Lacey 2013).

Based on which of these services are included and the price at which they are valued (and the
assumed life of the PV system, expected generation, cost of the system, and other factors),
VOSTs can theoretically have wide ranges. Rocky Mountain Institute published a summary of 16
“value of solar” studies in 2013 entitled 4 Review of Solar PV Benefit & Cost Studies (Hansen
and Lacey 2013). The average values published in these reports (some were specific to certain
markets, while others took a more comprehensive approach) ranged from -$0.18/kWh to almost
$0.34/kWh. Such variation suggests that the valuation of DGPV for the purposes of adequate
compensation is still a novel approach that is highly sensitive to non-standardized assumptions.
In addition to the Rocky Mountain Institute overview, the NREL technical report Methods for
Analyzing the Benefits and Costs of Distributed Photovoltaic Generation to the U.S. Electric
Utility System provides a valuable “how to” resource for calculating the value of solar energy
(Denholm et al. 2014).
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Both Austin’s and Minnesota’s® schemes stipulate that the tariff will be periodically reevaluated
and is subject to change, which places price risk on DGPV hosts. In Minnesota’s scheme, this
risk is not borne by existing VOST subscribers because they lock in the VOST rate for 20 years
on the date they execute their contract. Therefore, negative changes to the VOST would only
impact future customers. In Austin, all DGPV customers—existing and future—receive the
prevailing rate (recalculated annually) and do not have access to past rates. However, the scheme
also includes a price floor at the retail rate.’

¥ Minnesota’s VOST has not been implemented because utilities are given a choice between maintaining the current
net metering structure or moving over to the VOST, which, in its current version, stipulates a higher remuneration
for solar energy than the retail rate.

? Minnesota’s scheme also has a price floor at the retail rate, but only for the first three years after the PUC approves
the tariff (DSIRE 2015¢).
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4 Business and Financing Innovations in DGPV

Business and financial model innovations have proliferated in the United States to take
advantage of favorable policies and regional electricity prices described earlier. These
innovations have contributed to the rise of DGPV in the United States and include developments
such as shared solar systems, third party ownership, securitization and other financing
mechanisms. Each of these is described in more detail below.

4.1 Shared Solar

According to an NREL analysis, approximately 75% of U.S. rooftop area is not suitable for solar
PV installations (Denholm and Margolis 2008). Shared solar, which is a large offsite solar
installation that can be shared by multiple electricity purchasers, could therefore drastically
expand the DGPV market beyond its natural constraints. In shared solar—commonly referred to
as “community solar” or “solar gardens”—businesses and households own, lease, or subscribe to
a portion of a commercial-sized PV or other renewable power system located locally, but not on
their own premises. They are compensated by the utility through virtual net metering, which uses
their proportional share of the PV generation to offset their individual electricity consumption.
The PV system can be hosted and administered by utilities, businesses, local governments,
nonprofit organizations, or a combination thereof. The project may be located on public
buildings, private land, brownfields, or any location with suitable solar resources. Shared solar
projects can be jointly owned or financed through third-party financing or direct utility financing
(Ardani et al. 2013). Research shows that shared solar could represent 32%—49% of the U.S.
distributed PV market in 2020, representing $8.2—$16.3 billion of cumulative investment
(Feldman et al. 2015).

In a utility-sponsored model, a utility owns or operates a project that is open to voluntary
ratepayers. The subscribers are able to offset personal electricity use without going to the effort
of installing PV systems on their own rooftops. The subscriber may enroll through a single up-
front payment or an on-going subscription fee to the solar project (Coughlin et al. 2010). Eleven
states and the District of Columbia have enacted policies to allow shared renewable energy, and
some of these states require certain regulated utilities to develop shared renewable energy.

In the United States, electric co-ops, municipal utilities, and public utility districts are exempted
from federal income taxes, and therefore cannot benefit from the federal tax incentives described
in Section 3.1. Thus in some cases, a special purpose entity is established to utilize the tax
incentives available to commercial renewable energy projects. As in the utility-sponsored model,
the special purpose entity would handle construction, management, and operation and
maintenance (O&M). The shared solar participants may own or lease part of the renewable
power plant and receive credits on their electric bills.
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/Case Study: Shared Solar in Colorado \

The Colorado State Legislature passed the Community Solar Gardens Act in 2010, and the
Colorado PUC adopted final rules for the development of the gardens in September of 2012.
Under the Colorado rules, a community solar garden is defined as a 2 MW or less rooftop or
ground-mounted solar electric generation facility with at least 10 subscribers. Each
subscription should be “at least one kW of the community solar garden’s nameplate rating
and supply no more than 120% of the community solar garden subscriber’s average annual
consumption of electricity...” The 1 kW rule does not apply to low-income subscribers.
Compensation to the subscriber takes the form of a virtual net metering credit against the
subscriber’s bill from the utility. The PUC sets the minimum and maximum purchase
requirement of electrical output from community solar gardens for the utilities, currently at a
minimum of 6 MW per year. In addition, the PUC requires utilities to reserve at least 5% of
their community solar garden acquisition budget for low-income subscribers (CCR 723-3).

In 2012 and 2013, Xcel Energy, Colorado’s biggest utility with more than 1 million customers,
approved the construction of 25 community solar projects totaling 118 MW of capacity (Xcel
Energy 2015). Xcel pays community solar customers approximately 7 cents per kilowatt for
the generated power (Proctor 2014).

Two of the most active developers of community solar in Colorado in the recent years are the
Clean Energy Collective and SunShare. The Clean Energy Collective offers an up-front
ownership model, in which the customer—a business or an individual—buys a portion of a
community renewable energy project with either cash or by taking out a loan and signs an
agreement typically 20 years in length. The Clean Energy Collective handles everything from
construction to operation and maintenance of the community renewable energy project, and
the customers receive a monthly credit on their electric bills. SunShare offers a 20-year
agreement for the customers to purchase the energy, rather than the panels, from the local
community solar project to offset their electricity bills, without an up-front investment. Similar
to the Clean Energy Collective, SunShare also builds, maintains, and manages the
community solar project.

Under both models, bulk buying of the panels and other equipment, as well as unified
construction lowers the system cost compared to that if the customers were to install their
individual rooftop systems, and professional maintenance and possibly better siting make the
system more cost effective. In addition, anyone with an electric bill is eligible to participate,
thus opening up the possibility of solar ownership to renters, leasers, and a variety of
businesses and individuals. Because there is no direct electric connection from the
customer’s premise to the solar panels, if the customer moves before the terms of the
agreement, the energy credits will transfer to the new address, provided the customer is
moving within the same county of the utility service area. Otherwise the system owner can
resell the panel ownership (in the Clean Energy Collective model) or the energy (in the
QunShare model) to another customer in the same area. /

4.2 Third-Party Ownership

One of the primary drivers of DGPV in the United States is the development of the third party
ownership model for solar. In the TPO model—which has largely been enabled through net
metering policies and the availability of federal tax incentives—solar developers/investors retain
ownership of the assets that they build and sell access to these assets under long-term contracts.
In DGPV, the counterparties in these contacts are typically the system hosts, i.e., they own the
roof or property on which the PV is installed, and they use the electricity generated from the PV
system to offset their usage of energy from the grid. The two types of contractual arrangements
by which purchasers may access the solar assets are a power purchase agreement (PPA),
whereby a charge is assessed per each unit of energy generated, or a lease arrangement, whereby
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the host pays a fixed monthly lease fee. It is a common industry practice to escalate PPA rates
and lease prices by a certain percentage (2%—3% is a typical range) for each year of the contract.

Contracting for power purchases via a PPA was a standard practice in the conventional power
industry before the first solar PPA was pioneered by SunEdison in the mid-2000s.'® Shortly after
SunEdison began executing long-term solar energy contracts (10-20 years, although 20 is the
more common term today) with U.S.-based retailers such as Whole Foods and Staples,
companies such as SolarCity and Sunrun that focused on residential installations began
launching their businesses (Behar 2009). Today, TPO represents the majority of residential
installations in the United States (72% in 2014) and a significant portion of the commercial
market as well (Munsell 2015)."!

One of the principal advantages of TPO—sometimes referred to as the “solar as a service”
model—has been the payment structure. TPO allows homeowners, businesses, and other would-
be solar customers to install PV on their property without paying the upfront costs associated
with installation. The cost of the project is instead amortized over its contracted life through
periodic payments made by the host to the system owner.

The TPO model works particularly well in the United States because it makes good use of the tax
benefits (the ITC and MACRS) by directing them to an entity that can efficiently benefit from
them. That is, the project can be owned by a taxable entity that can take advantage of the full
benefits in the years in which they occur, thus maximizing the time value of money. Moreover,
some entities such as schools, nonprofits, and federal agencies are exempt from federal income
tax, which means they are prohibited from using the ITC and MACRS as per the U.S. tax code
(i.e., they have no federal tax liability to credit and no taxable income from which to deduct).
Therefore, instead of buying solar projects and forgoing the 50%—-60% cost reduction available
through the tax benefits, tax-exempt entities may elect to have a taxable third-party own the
project and pass through the value afforded by the credits via a reduced price of energy or a
reduced lease payment.

An additional advantage of TPO is that the PV owner, not the host, retains responsibility for
O&M. And, because its cash flows derive directly or indirectly from the performance of the
plant, the owner has an incentive to keep the asset functioning at an optimal level. This relieves
the host, who will likely not have the appropriate resources, of the duties associated with
maintaining the asset. The actual cost of O&M incurred by the owner is reflected in the PPA or
lease price.

12 Utility-scale solar installations also commonly sell power to utilities and other purchasers through PPAs.
However, these more closely parallel the contracts that independent power producers execute to sell energy in the
power markets. Bringing the PPA to consumers and businesses that do not transact in the power markets was an
additional innovation beyond the mere application of an existing contractual framework to the solar industry.

' Regarding the solar commercial market, NREL internal data from select state incentive programs suggest that
TPO has been a large part of several markets since 2007, though because of considerable variations in state markets
and incomplete data sets, no comprehensive analysis is available for the commercial segment.
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TPO Business Models: Aggregated vs. Disaggregated

SolarCity and Sunrun were the first two TPO companies to begin operations in the residential
market in the United States after the ITC was made available to solar technologies in 2006. These
firms set up large funds—special purpose vehicles which are used to finance and hold the assets,
just as in a project finance deal—with tax equity investors through which they financed the
installation of many small residential systems and some mid-size commercial systems.

As of this writing, at least 10 other companies have come to market with lease and PPA products
since that time, all of which employ the same method of creating large tax equity funds through
which to deploy a large number of solar systems. However, the differences between the SolarCity
and the Sunrun business models in 2006 exemplify a fundamental split in the TPO market today.
SolarCity began as a largely integrated company, with its own sales, financing, installation, and
O&M segments (SolarCity is even more integrated today—it owns its mounting technology and a
capital-raising platform, and has plans to manufacture its own modules in the near future). In
contrast, Sunrun ran a more disaggregated business, where the company engaged in sales and
financing/ownership of the solar assets, but outsourced installation and O&M to partners.

Sunrun has since acquired an installation company to consolidate its position, but there are still
companies in the market today that maintain a disaggregated model. Clean Power Finance, for
example, began financing systems in 2011 with a “white label” product (a PPA that individual
installers could brand as their own) and has largely preserved its financing-only model to date
(Clean Power Finance 2012). It outsources all other aspects of the TPO process, such as sales, and
installation to its partners (Litvak 2014).

A 4

4.2.1 Third Party Ownership and Public Sector Procurement

The U.S. public sector represents a significant market for the solar industry, in large part because
some governments (at the federal, state, and local levels) set renewable energy goals that
mandate procurement of renewable energy for agencies under their purview. The U.S.
government, for example, has announced a series of environmental and sustainability goals, most
recently in a March 2015 Executive Order, which calls for (among other measures) federal
agencies to derive 30% of their electricity from renewable sources by 2025 (DSIRE 2015d)."
The federal government is the single largest consumer of electricity in the United States and can
therefore support a significant amount of DGPV deployment through its internal mandates. The
U.S. Department of Defense, the single largest consumer of energy within the federal
government, also has its own goals, which include 1 GW of renewable energy deployment for
branches of the military (Air Force, Army, and Navy) on bases and installations (ACORE 2014).

State renewable energy goals are also commonly promulgated in gubernatorial executive orders
(in addition to RPSs), which direct state agencies (sometimes non-bindingly) to install renewable
energy or energy efficiency technologies at their facilities. These orders are often carried out via
special governmental programs (often called “Lead by Example” or LBE) that provide technical
and sometimes financial assistance to facilitate the achievement of directives (ACEEE 2015).
Local governments have authority to set goals and pursue implementation within their
jurisdictions. The city of Boulder, Colorado, for example, is actively seeking the establishment

"2 The order specifies that this target is only to be met where the renewable technology is “life-cycle cost effective.”
Also, the order calls for incremental progression, with intervening percentages to be achieved every two years
(DSIRE 2015d).
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of its own municipal utility in an effort to accelerate a transition to cleaner sources of electricity
generation (City of Boulder 2015).

Most governmental entities will contract with third parties to procure DGPV electricity via a
PPA instead of owning the assets themselves. As discussed in Section 4.2, PPAs can offer
several advantages, including the avoidance of large capital outlays (for purchasing assets),
O&M provision, and efficient monetization of incentives. The last is a particular draw for public
agencies in the United States (which, in addition to governments, also include schools,
nonprofits, public and nonprofit hospitals, and others), as these entities cannot access the value
of the federal tax benefits as majority equity holders. However, as power purchasers, they can
access this value by allowing a private entity with tax capacity to own the generation assets and
thus receive a reduced price per kilowatt-hour of electricity.

Federal, state, and local governments are attractive customers for solar energy providers because
these are highly creditworthy entities that bear low risk of defaulting on their contracts.
Accordingly, PPAs with government entities are, typically, easily financeable. That is, financiers
of solar assets can be reasonably assured of meeting their returns in the specified timeframe and
obtain relatively low risk-adjusted rates on the financing terms.

In contrast, PPAs executed with private counterparties can be riskier for solar energy providers
because the probability of default is generally higher in the private sector, especially amongst
smaller entities or commercial entities that have limited access to capital. There are 28 million
“small businesses”" in the United States, which provide 54% of all sales and 55% of all jobs
(U.S. Small Business Administration 2015). Relatively few businesses in this class are rated by a
nationally recognized statistical ratings organization (such as Standard & Poor’s or Moody’s),
which means that tapping the majority of the American business community as offtakers of solar
energy can be a significant challenge for the solar industry.

4.3 Solar-Secured Loans

As distinct from a TPO, solar-secured loans offer a means of PV ownership to consumers, and a
means to capture some of the benefits (such as potential increase in home value and direct receipt
of the ITC). Examples of secured lending have long existed in other asset classes, such as
automobiles (auto loan) and housing (mortgages), but the model has only recently been applied
in the solar market. A lender extends credit to a consumer to finance the consumer’s purchase of
an asset (e.g., a solar system). The lender then takes a security interest in that asset which gives
them the power to reclaim the asset in case the consumer defaults on the loan agreement. Until
financiers in the solar industry adopted secured lending, much of the debt that consumers used to
purchase solar systems came in the form of second mortgages, or specialty loans (e.g., the U.S.
Department of Housing and Urban Development’s PowerSaver loan or one-off unsecured loans
underwritten by banks at the request of customers).

" The U.S. Small Business Administration generally defines a “small business” as one either having 500 jobs or
fewer in the mining or manufacturing industries or $7.5 million or less in annual receipts for non-mining and
manufacturing (U.S. Small Business Administration 2014).
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In early 2014, Sungage Financial entered the residential solar market with the first solar loan
product that was secured by the assets which it funded. Previously, if homeowners decided to
take out a loan to purchase a solar system, they would typically borrow against their home equity
or leverage their relationship with a bank or credit union to underwrite a one-off loan (a third
option could be a PACE loan—see Section4.3.1). In the first case, the loan to finance a solar
system purchase would be secured by the real estate as a second mortgage; in the second, the
lender might not take a security interest in any collateral. The innovation in Sungage’s product
was that their loan product gave the lender recourse to the solar system alone, thereby avoiding
the complications of being subordinate to a primary mortgage while still allowing for a
competitive interest rate as compared with an unsecured loan (Feldman and Lowder 2014).

There are several variations of loan products available in the United States today. SolarCity has a
30-year loan product in which payments are not necessarily based on a principal and interest
calculation, but on energy generated (i.e., as in a PPA). Most other providers will offer a 10- to
20-year loan that amortizes more like a typical consumer loan (e.g., car loan or credit card)
offered at interest rates that will vary by customer credit score, buydowns from the installer, and
other factors. O&M for these systems will either come from the solar company that originated
the loan (e.g., SolarCity), from a service partner (e.g., Enphase performs O&M on Clean Power
Finance’s portfolio of solar loans), or from an approved solar contractor. In the case of a home
sale, the homeowner will usually be required to pay down the remaining balance of the loan, but
other options could be possible (e.g., an assignment to the new homeowner, or possibly a transfer
of the solar assets to the new property).

Since Sungage launched their loan product, most solar TPO providers have brought their own
solar-secured loan products to market. Some analysts believe that solar loans, because of the
economic advantages they may afford to consumers, will begin to gain significant market share
relative to PPAs and leases in 2015 (GTM/SEIA 2015). In some cases, systems financed through
loans can impose a lower cost of capital on system hosts relative to PPAs and leases (current
market interest rates can vary from 2.99% to 8% compared to upwards of 9% cost of capital for
TPO systems). Loans also allow hosts to own the systems themselves (Feldman and Lowder
2014). Some additional benefits of ownership include:

e Receipt of the ITC (Section 25D of the tax code allows for individuals to receive the 30%
ITC, though this will expire completely in 2017, while the Section 48 credit for
businesses scales down to 10%)

e An increase in home value

e “Free” solar electricity once the system is paid off. When a TPO contract ends, the host
must still buy the asset or sign a new PPA or lease contract (or request system removal).

Solar loans have largely been made possible by the decreasing system costs discussed in
Section 2. In some cases, the total installed cost of a residential systems have dropped below $3
per watt, which would allow an average 6 kW system to be priced at less than $20,000
(SolarCity 2015). A loan with a $20,000 principal and a 20-year amortization period will yield a
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monthly payment that can compete with the monthly avoided cost of retail electricity in several
states as well as with the monthly cost of a PPA or lease.'*

4.3.1 Property Assessed Clean Energy

PACE is another loan option to finance PV installations as well as energy efficiency upgrades on
residential and commercial properties. PACE distinguishes itself because it involves a special tax
assessment on the host’s property. The amount of that assessment will be made to the property
owner through a loan (either issued by the municipality in which the property owner lives, or
more commonly by a private lender). The property owner uses the loan to finance the energy
upgrades, and then pays the loan down via his/her property tax bill.

Because PACE loans are secured via a tax assessment—which is senior'” to the property
mortgage and transfers to new owners when the property changes hands—the likelihood of
payback is very high. In other words, the credit profile of PACE loans can be especially
attractive to potential lenders and bond investors. However, the Federal Housing and Finance
Agency (FHFA), the entity that regulates the two U.S. government-sponsored mortgage holders
Fannie Mae and Freddie Mac, has opposed residential PACE (it does not regulate commercial
mortgages) because it subordinates the position of the primary mortgage lender. In May of 2010
Fannie Mae and Freddie Mac made statements that they would no longer purchase mortgages
with PACE obligations attached to the property, and this virtually froze residential PACE
activity across the United States. The state of California subsequently filed a lawsuit against the
FHFA, but the case was never settled. Consequently, there is still uncertainty in the marketplace
about residential PACE loans that have first-lien status.

In August of 2015, the White House released a fact sheet that provided some detail on the
Administration’s intention to remove barriers to PACE programs to “unlock alternative sources
of capital to accelerate renewable energy and efficiency retrofits for households, and reduce
energy costs for consumers” (White House 2015). The White House indicated that the
Department of Housing and Urban Development (HUD) will issue guidance that will clarify
what types of PACE loans are eligible for Federal Housing Administration Insurance (a key
element to keeping mortgage rates low for homeowners) and how the transfer of PACE liens can
proceed in a home sale. These guidelines are, as yet, unavailable, and may only apply to PACE
liens that are subordinated to the mortgage (second-lien status).

Despite the FHFA’s position, residential PACE activity has continued in California, most
notably through the Home Energy Renovation Opportunity (HERO) program, a partnership
between Renovate America, the Western Riverside Council of Government, and the San
Bernardino Council of Government. As of May 2015, the HERO program has underwritten over
$470 million of residential projects, most of which were for energy efficiency upgrades, for some
renewable energy and a small portion for water conservation projects (KBRA 2014a; KBRA
2014b; KBRA 2015a). In 2013, California’s governor Jerry Brown announced a $10 million
fund that the state has put in reserve to compensate Fannie Mae and Freddie Mac for any lost

' For more information on this comparative loan analysis see Feldman and Lowder 2014.
"% In other words, if the borrower goes into bankruptcy or experiences some other kind of credit distress (late
payments, etc.), the PACE lender will be the first to receive recoverable funds, even before the mortgage holder.
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revenues from foreclosures to help mitigate the financial risk to PACE lenders. The FHFA,
however, has indicated that this is not an adequate size fund to cover their risk exposure (KBRA
2015a).

4.4 Financing Innovations

Following the successful implementation of third-party-owned systems, several types of
financing mechanisms have been developed to support the increased need for capital. These
financial innovations are anticipated to both increase the amount of capital available for
renewable energy projects as well as lower the associated costs of financing.

4.4.1 Securitization

Securitization is the process by which financial assets (e.g. contracts such as leases and loans
which stipulate cash transfers between parties) are pooled and processed into financial vehicles
(securities), which are then sold to investors. This process not only confers liquidity by providing
investors a standardized, tradable product, but it can also reduce various risks associated with the
individual assets through the protection that diversification affords (Lowder and Mendelsohn
2013).

Securitization has been a fixture of the U.S. mortgage markets since the 1970s and has come to
represent a significant portion of the refinancing in other asset classes since (e.g., auto loans and
leases, credit card debt, student loans, equipment leases, etc.). Generally, any asset that generates
a steady stream of cash flows can be securitized, provided that there are enough of them in a pool
to meet investors’ appetite for investment size, and the risk is sufficiently low to make the cost of
capital advantageous to the issuer of the securities.

Issuing securities against cash-flow-generating assets can provide several benefits for companies,

including increased liquidity of the assets, refinancing at lower rates, and risk reduction. Table 2
presents a more comprehensive list of benefits.
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Table 2. Benefits of Securitization16

Benefit Explanation

Assets are removed from their originator’s balance sheet and are
thus insulated from the parent’s corporate risk. The assets are
then said to be made “bankruptcy remote.”

The process of pooling assets diversifies credit risk, as well as
geographic and other concentration risks, and it spreads costs
associated with asset assessment, performance management,
and reporting over a larger base.

Risk Mitigation

Securitization structures allow for several forms of credit
enhancement, which can improve the credit risk of the assets and
their resulting credit rating (and thus cost of capital).

Securitization can open up businesses and industries to investors
Access to Broader who might otherwise be out of reach by standardizing assets,
Capital Pool introducing them into the capital markets, and affording them
liquidity.

Capital markets can offer asset originators more favorable
Improvements in financing terms than they may otherwise be able to obtain from
Financing Terms traditional sources. These include longer repayment timelines and
lower cost of capital.

Originators have a means to free up balance sheet capacity with
the option to offload their assets into a special purpose vehicle.
Moreover, when securities are issued against the assets in the
special purpose vehicle, originators have a means of monetizing
assets that were previously illiquid. With an unburdened balance
Opportunities for sheet and additional capital, businesses may be free to originate
Market Growth more assets, fund expanded operations, and generally grow their
market share.

Investor demand for a particular securitized asset may create
demand pull, which can incentivize the upstream market to
originate more assets (e.g., more solar systems).

Source: Lowder and Mendelsohn 2013

One of the principal goals for executing securitization transactions is to achieve a lower cost of
capital on the assets—essentially, to refinance at a lower rate. In the solar industry, refinancing at
a lower rate would reduce the issuer’s overall costs, and they would theoretically pass these
savings through to their customers in the form of a lower cost of solar energy on their products
(leases and PPAs).

To date, only two solar companies have issued solar asset-backed securities: SolarCity and
Sunrun. SolarCity has had three offerings, and the terms of each successive deal have improved

'S There are also several risks associated with securitization as evidenced by the central role it played in the 2008
financial crisis. However, it was less the technique itself that brought on the crisis than its abuse. Securitization
remains today a fixture of the U.S. financial markets, and now include regulatory changes instituted since the 2010

Dodd Frank legislation that have targeted abusive practices and misaligned incentives (Lowder and Mendelsohn
2013).
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markedly, indicating that the capital markets are becoming comfortable with the solar asset class.
The first SolarCity deal, offered in November of 2013, received an interest rate of 4.8% and was
62% leveraged (i.e., 38% of the assets in the portfolio were not advanced as collateral, but
instead withheld as a reserve fund). The subsequent two deals received 4.59% and 4.32% and
were leveraged at 66% and 73%, respectively (S&P 2013; S&P 2014a; S&P 2014b). The Sunrun
deal, which came to market in May 2015, had a blended interest rate of 4.4% between its two
tranches and a leverage ratio of 75% (KBRA 2015b).

Other solar companies are anticipated to access the capital markets through securitization in the
coming years. Notably, Renovate America, the Property Assessed Clean Energy (PACE)
administrator discussed in Section 4.3.1, has issued three rounds of securities itself, each backed
by the tax assessments that have been made on the properties of Home Energy Renovation
Opportunity (HERO) Program-participating homes. These securities are not entirely solar-
backed, although they have achieved the same purpose for Renovate America as they have for
SolarCity and Sunrun—to free up balance sheet capacity to originate new assets and refinance
seasoned assets at favorable rates.

Achieving the lower cost of capital required to finance solar development is one particularly
effective pathway to reducing the overall cost of solar energy. With the scheduled ITC reversion
to 10% on January 1, 2017, solar companies are looking for ways to cut costs and keep their
products competitive against traditional sources of electricity—securitization offers one means of
doing so.

4.4.2 Yieldcos

A yieldco is a corporate entity (a limited liability corporation, limited liability partnership, or
joint venture) that aggregates a portfolio of energy assets against which ownership shares—i.e.,
stock or units—are sold. Yieldcos are commonly “spun-off” from larger developers (e.g., NRG,
SunEdison, Abengoa, etc.) to hold and generate additional value from operating assets. As
subsidiaries, yieldcos will get a right-of-first-offer for projects developed by their parent
companies. This gives the parents a tailor-made means to sell completed projects and redeploy
their capital. As of this writing, there are at least eight yieldcos listed on the North American
exchanges: NRG Yield, TransAlta Renewables, Pattern Energy Group, Abengoa Yield, NextEra
Energy Partners, TerraForm Power, TerraForm Global, and 8point3 (a joint yieldco between
SunPower and First Solar). Several more yieldcos have been reported to be in the stages of
launching an initial public offering, though many of these may not come to fruition.

Yieldcos feature only one layer of taxation because the accelerated depreciation benefits
(MACRS) of the renewable energy assets in the portfolio generate enough favorable tax benefits
to offset corporate-level tax (leaving only the tax on distributions to shareholders) (Urdanick
2014). This structure is partly modeled after real estate investment trusts REITs and master
limited partnerships (MLPs), two investment vehicles that are responsible for the financing of a
significant portion of real property and fossil fuel assets, respectively, in the United States. As of
the beginning of 2015, the two asset classes had a combined market capitalization of over $1
trillion (Yorkville Capital Management 2015; REIT.com 2015). However, restrictions in the U.S.
tax code (for REITs) and federal law (for MLPs) complicate or prohibit the inclusion of
renewables in these investment vehicles (Feldman and Settle 2013). Renewables developers
consequently innovated the yieldco model as an alternative to these established structures.
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The principal draws for investors are the single layer of taxation, the long-term predictable cash
flows (according to Bloomberg New Energy Finance data, the vast majority of yieldco assets are
contracted for 20 years and over), stock appreciation, and the promise of dividend growth.
Regarding this last point, yieldcos are continually expanding their asset base to meet growth
targets by acquiring primarily operating projects or project portfolios. The pace of acquisitions
has been brisk over the last two years: as of July 2015, over 9 GW of renewable assets have been
acquired by yieldcos (Benson et al. 2015; Lacey 2015; K. Martin 2015). Most of that capacity
has been in the United States and Canada, but several yieldcos have begun purchasing projects
across the world, including from Latin America, India, China, and Europe.

One of the principal draws for developers in launching a yieldco is in the lower cost of funds
they can obtain to finance their assets relative to other sources of capital. Investor yields can
range from 4%—10%; if yieldcos can raise capital in the middle of this range, then their cost of
funds can be less expensive than debt raised at level of the yieldco’s corporate parent (Konrad
2015; Reynolds 2015).

The renewable energy yieldco model is just over two years old as of this writing (NRG Yield, the
first yieldco, went public in July of 2013) and for much of its history it has been a success story.
As of June 2015, yieldcos had raised over $6 billion in equity capital on the public markets and
all were trading above their initial public offer price (Benson et al. 2015; C. Martin 2015).
However, since late August of 2015, yieldco equity prices have begun a slide, most dramatically
in SunEdison’s TerraForm Power yieldco, which was down 49% year to date as of October 1,
2015 (Poszywak 2015). This downturn owes to several factors, including macro-level conditions
such as general turmoil in the U.S. stock market (and the energy sector particularly), and micro-
level factors such as a reevaluation among investors of the yieldco model. Underlying risks such
as a rise in interest rates, project availability for acquisitions, and long-term yieldco profitability
are forcing what some analysts regard as a market correction for yieldco share prices. At present,
it is not clear what implications this correction will have on the broader solar market.
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\

Reducing Risk and Financing Cost: Solar Access to Public Capital Project (SAPC)

Along with increasing the supply of capital from financing innovations, reducing the perceived
risks of DGPV can also achieve many of the same benefits. In particular, reduction in risks of
DGPV can result in lower financing costs. Standardization and data availability are two critical
components for investors to offer reduced financing costs, especially in the context of asset
securitization. Standardization of solar energy projects, including technology, contracts, and other
aspects, allows for multiple projects to be pooled together into a single investment vehicle and
reduces the amount of due diligence into every project.

In 2012, NREL convened the Solar Access to Public Capital working group with funding from the
U.S. Department of Energy’s SunShot Initiative, to drive these developments in the residential and
commercial solar sectors. Solar Access to Public Capital—a consortium of over 450 organizations
in the solar, finance, legal, regulatory, analytics, and other stakeholder industries—has produced
standard documents for residential and commercial leases and PPAs (a loan document is in the
draft stage as of this writing).

Additionally, Solar Access to Public Capital has generated a rubric of best practices and
guidelines for the installation and O&M of DGPV to promote investor confidence in the assets
cash flows and to protect consumers from unsound business practices. Regarding data, Solar
Access to Public Capital incubated the Open Source Performance and Reliability Clearinghouse,
a database of over 3,800 DGPV systems across the United States to help benchmark PV
performance and substantiate the link between energy generation and investor returns. See the
Solar Access to Public Capital (https://financere.nrel.gov/finance/) and Open Source Performance
and Reliability Clearinghouse (http://sunspec.org/sunspec-osparc/) websites for more information.

5 Interconnection

Interconnection encompasses the legal rules and procedures for generators to connect to the
electric grid (Freeing the Grid 2014). These standards are typically created by PUCs for the
purpose of ensuring the safety and reliability of the electricity system as new sources of energy
are brought online. The relative ease or difficulty inherent to interconnection of a PV system to
the distribution grid can be a critical factor in the successful development of DGPV resources.

In the United States, PV installers must first obtain a building and electrical construction permit
from the local jurisdiction as well as utility approval for interconnection. Both utility
interconnection and local building permitting requirements differ across states and jurisdictions,
often complicating compliance for PV developers who work across a wide geographic area (see
Figure 6). In addition, the level of coordination between these parallel utility and local
jurisdiction approval processes can vary significantly depending on the jurisdiction. Given these
variations in requirements and the level of regulatory process coordination across utilities and
building-permitting jurisdictions, PV installers often experience delays following their
submission of an interconnection request to the local utility. These delays can affect project
timelines and therefore budgets, and, in the case that additional utility impact studies are
required, can subject installers to additional costs (Ardani et al. 2015).
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Figure 6. Process for PV building permitting and interconnection
Source: Ardani et al. 2015

To mitigate these complications and support the deployment of distributed energy resources on
their networks, several PUCs have adopted standards that facilitate the interconnection process.
These standards include defined timelines and expedited procedures for smaller generators
unlikely to cause negative grid impacts, as well as standard agreements. Some state PUCs have
also enabled more streamlined DGPV interconnection by identifying points of interconnection
on the distribution grid where PV will provide locational benefits, such as avoided congestion,
better management of power flows, and deferred transmission and distribution infrastructure
investments (IREC 2009).

Many of the model interconnection procedures that PUCs review in establishing their own
regulations come from four templates: The Federal Energy Regulatory Commission’s Small
Generator Interconnection Procedures (FERC 2015); the Mid-Atlantic Distributed Resources
Initiative (MADRI 2015); California’s Rule 21 (CPUC 2015); and the Interstate Renewable
Energy Council’s model interconnection standards (IREC 2013). These templates all vary in
their prescriptions, but according to IREC (2009), the high-level commonalities include:

e Coverage of all technologies, rather than just renewable technologies

e Interconnection of systems up to at least 10 MW

e Pro forma interconnection agreements

e A simplified procedure for small solar arrays covering most residential installations

e A fast track procedure for systems up to 2 MW that allows interconnection without
additional cost or delay if certain screens are met

e A scoping meeting if screens are not met to review expected costs and duration of studies

e A three-part study (feasibility, impact, and facilities) process for interconnection of more
complex and larger systems (CA Rule 21 has supplemental review process as a first step
for systems that do not meet all the screens and, failing that, a single study process that
essentially includes the three study areas listed)
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e Comprehensive coverage of issues such that utility discretion to create substantive
additional rules is largely foreclosed.

Interconnection standards address a very specific piece of DGPV market development, but they
are critical. Without a body of rules that explicitly facilitates the process, then DGPV generators
may not be able to come online once construction is finished. This kind of lag can strand
investments, endanger project economics, and generally hobble market growth.
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6 Conclusion

DGPV has achieved unprecedented levels of penetration in the United States from under 2 GW
in 2009 to over 8 GW by 2014 (Figure 1) through a combination of top-down and bottom-up
strategies, aided by overarching factors such as the international price decline for PV panels and
advancements along the learning curve in early-adopting countries, such as Germany. A
combination of federal tax policies, state mandates and incentives, business model and financial
innovation have combined to enable the DGPV market successes.

This portfolio approach has generated its share of complexities, however. It has created pockets
of market activity with varying fundamentals, in lieu of a single, national, unified, and
standardized DGPV market for a county with legal jurisdictional differentiation as in the United
States. This can be a challenging and costly for solar developers who must understand the policy,
business, legal, and financial environment of each market they choose to enter. Moreover, it
exposes developers to a broad set of risks. This is particularly evident as revisions to net
metering are developing in over 20 states: as each PUC determines how it will reform net
metering, developers will have to reconfigure the way in which they have done business for
several markets, as well as risk losing some markets.

Additionally, as DGPV becomes more mainstream, friction from other industries may grow,
including utility scale generators and load service entities, mortgage banking, fire safety,
building codes, standards setting organizations, and others. Some states have sought to alleviate
these frictions with their own strategies, but there are currently no national-level strategies. The
U.S. Department of Energy’s SunShot Initiative has directed several million dollars to creating
national-level strategies to facilitate DGPV’s interaction with existing industries and practices,
although as yet, these are market-based approaches and are not codified in policies.

Challenges aside, the United States has seen consistent growth in its DGPV markets, with
anticipated gigawatt-scale deployments year-over-year, at least until the ITC reversion, although
some suggest robust medium and long-term markets after the ITC current expiration date. The
range of policies and strategies that have, in combination, promoted this growth comprise a body
of lessons learned and best practices that can be selectively applied in other countries to
stimulate their own DGPV markets.
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