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Three powerful incentives for the construction of renewable energy projects, passed 
as part of the American Recovery and Reinvestment Act of 20092 (ARRA), may 
replace lost tax equity financing. These provisions extend the eligibility dates of the 
production tax credit, expand the investment tax credit, and provide an election to 
receive a cash grant in lieu of the investment tax credit. 

Renewable Energy Project Finance Prior to ARRA 

Renewable energy projects require significant capital investment to pay for their high 
construction costs, but do not typically have large post-construction operating costs. 
Hence, the availability of financing affects renewable energy projects more than 
traditional energy projects.3 

Prior to the economic downturn, large investment banks and insurance companies 
acted as "tax equity investors" providing significant project financing.4 Investors 
entered into these arrangements to take advantage of federal tax credits and 
accelerated depreciation to offset their considerable income tax burdens. Tax equity 
investors now no longer need to offset income. Investment in renewable energy 
projects has declined sharply, slowing the entire renewable energy industry.5 

Production Tax Credit 

The production tax credit provides a 10-year, inflation adjusted tax credit for the 
production of electricity generated by qualified energy resources. The credit is 
calculated on the production, or amount of electricity generated and sold by the 
taxpayer to an unrelated person during the tax year. There is no reduction in the 
depreciable basis of the facility under the production tax credit.6 

The production tax credit depends on project performance. If the project fails to 
perform as anticipated, the credit becomes less valuable. The project owner 
generally must also operate the facility to receive the tax credit. Production tax 
credits generally extend over a 10 year period. If the project is sold during the 10 
year period, any credits for the remaining years will be transferred to the new 
owner.7 

In 2008, the production tax credit was 2.1 cents per kilowatt hour for wind, 
geothermal, and closed-loop biomass facilities, and 1.5 cents per kilowatt hour for 
certain other eligible resources. Solar technologies are not currently eligible for the 
production tax credit, but are eligible for the investment tax credit or equivalent cash 
grant. 
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Extension of the Production Tax Credit 

Originally authorized by the Energy Policy Act of 1992,8 the production tax credit is 
codified in § 45 of the Internal Revenue Code.9 Over the years, the production tax 
credit included sunset dates, and Congressional approval to extend those dates has 
not always been consistent. Congress allowed the production tax credit to lapse on 
two occasions before renewing it later. The threat of impending sunset provisions led 
to inefficient and inconsistent development of renewable energy projects in the past. 

Prior to the passage of ARRA, the production tax credit was set to expire in either 
2009 or 2010. Now, ARRA § 1102 extends the production tax credit for electricity 
derived from wind through December 31, 2012 and for electricity derived from 
biomass, geothermal, hydropower, landfill gas, waste-to-energy, and marine 
facilities through December 31, 2013. This extension gives renewable energy 
producers, developers, and investors greater certainty regarding the state of this 
vital tax credit. 

Investment Tax Credit in Lieu of Production Tax Credit 

The production tax credit, however, is of little immediate value for renewable energy 
projects in a pre-production stage. Accordingly, ARRA expanded the investment tax 
credit codified in § 48 of the Internal Revenue Code.10 The investment tax credit 
provides a tax credit on the depreciable installed cost of a commercial project in the 
year that the project becomes operational. The depreciable basis of the project must 
be reduced by one-half of the value of the investment tax credit (or equivalent cash 
grant). 

Eligible systems must be placed in service on or before December 31, 2016. The 
original use of the equipment must begin with the taxpayer, or the system must be 
constructed by the taxpayer. However the investment tax credit does not require 
that the electricity produced be sold to an unrelated party, or require the project 
owner to also operate the facility in order to receive the tax credit. The investment 
tax credit is 30 percent of the qualifying costs for solar, fuel cell, and small wind 
projects, and 10 percent for other eligible technologies. 

Prior to ARRA, the investment tax credit applied only to a limited subset of renewable 
energy projects, principally solar energy projects. Many more renewable energy 
projects can now claim the investment tax credit in lieu of receiving the production 
tax credit for projects placed in service after December 31, 2008, that have not 
previously taken a production tax credit.11 The investment tax credit is generally 
equal to 30 percent of the cost of qualified facilities in the year such facility is placed 
into service. However, if the taxpayer elects to the investment tax credit in lieu of 
the production tax credit, the election is irrevocable, and the depreciable basis of the 
property is reduced by one-half of the amount of the investment tax credit. 

The amount of the investment tax credit was also previously reduced if the qualifying 
property was financed with industrial development bonds or any other federal, state, 
or local subsidized financing program. ARRA § 1103 repeals that rule. Taxpayers 
qualify for the full amount of the investment tax credit even if such property is 
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financed with bonds or subsidized energy financing for all qualifying properties 
placed in service after December 31, 2008. This provision also applies to cash grants 
received in lieu of the investment tax credit. However production tax credits continue 
to be reduced by the amount that the projects costs were financed using subsidized 
energy financing, up to a maximum of 50 percent. 

Cash Grants in Lieu of the Investment Tax Credit 

The production tax credit and investment tax credit will remain key drivers of 
renewable energy project finance over the long-term. However, these tax-based 
policy incentives are insufficient to drive the necessary development of renewable 
energy in the short-term where the tax burdens of investors have declined 
dramatically. Accordingly, ARRA §§1104 and 1603 provide most renewable energy 
projects with the option of electing to receive a cash grant in lieu of taking the 
investment tax credit or the production tax credit. 

The U.S. Treasury Department expects that cash grants will temporarily fill the gap 
created by the diminished demand for tax credits. The Treasury Department's 
guidance for the cash grants states, "In this way, the near term goal of creating and 
retaining jobs is achieved, as well as the long-term benefit of expanding the use of 
clean and renewable energy and decreasing our dependency on non-renewable 
energy sources."12 

ARRA § 1603 provides grant money for taxpayers that develop renewable energy 
projects within two different timeframes: First, for properties placed in service during 
2009 or 2010, and second, properties for which construction begins during 2009 or 
2010 if the property is placed in service by the "credit termination date." The credit 
termination date for large wind, closed-loop biomass, open-loop biomass, (certain) 
geothermal, landfill gas, trash, qualified hydropower, and marine and hydrokinetic 
facilities is January 1, 2014. The credit termination date for solar, (certain other) 
geothermal, fuel cell, microturbines, combined heat and power, and small wind 
facilities is January 1, 2017. 

For properties placed in service in 2009 or 2010, applications must be submitted 
after the property has been placed in service but before October 1, 2011. Within 60 
days of its receipt, the Treasury Department must review the application and make 
payment to qualified applicants. 

Properties for which construction begins during 2009 or 2010, applications must be 
submitted after construction commences but before October 1, 2011. If property is 
not yet placed in service, the Treasury Department will review the application and 
notify the applicant if all other eligibility requirements have been met. The applicant 
must then provide supplemental disclosure within 90 days of placing the qualifying 
property in service. 

Generally, the cash grants will equal 30 percent of the depreciable basis of the 
qualifying energy property. However, in the case of certain geothermal, 
microturbine, and combined heat and power facilities the cash grant will be 10 
percent of the property's basis. ARRA § 1603 effectively turns the investment tax 
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credit into a refundable credit. The cash grant amount will equal the investment tax 
credit for which the taxpayer would have otherwise been eligible. 

The cash grant is available only for commercial projects, and not for residential 
projects. The amount of the cash grant may not be included in the gross income of a 
taxpayer, but the tax basis of the qualifying energy property will be reduced by one-
half of the amount of the cash grant. Therefore, the tax basis of the property for 
depreciation purposes will generally equal 85 percent of the qualifying costs of the 
property. 

It is worth noting that because the cash grants replace the investment tax credit, tax 
exempt entities, including federal, state and local governments do not qualify. This 
means that municipal power associations cannot participate in the cash grant 
program. Nonetheless, carve outs from this rule exist to preserve the eligibility of 
many partnerships and pass-thru entities to participate in the program. 
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