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MS. ADVANI: | see leverage potentially coming down on these
transactions. When lenders look at these transactions, they are
looking at a capacity forecast. Most of these deals have been
levered between 50% and 60%. If anything changes, it will be
leverage.

In terms of pricing and structure, | don’t see much movement,
at least in the near term. And in terms of remuneration, it
depends on the sponsor and the transaction. We have seen
arranging fees range from $360,000 to $1 million. Up-front fees
have remained pretty stable north of 2%.

MR. CHAUDHRY: Mike Pantelogianis, anything to add to that?

MR. PANTELOGIANIS: | agree. People are going to be creative
for larger deals in the current market.

| think there could be an incremental uptick to the required
equity because the hedges are costing a lot more money either
up front or on heat-rate call option premiums. In order to provide
for that incremental cost, there could be a slight uptick. Having
said that, equity is typically between 40% and 50% of the capital
structure, but [ still think that equity probably goes as high as
50%, but not more than that.

Hedges

MR. CHAUDHRY: We do not have a hedge provider on the panel,
so maybe | will ask some of the developers. How constrained is
the hedge market? How many hedge providers are there? How
easy is it to get a hedge? And are banks getting overexposed to
certain hedge providers?

MR. FRISBIE: When we went through Westmoreland, we had
a fairly competitive process. | would not say there was a large
number, but certainly enough to make the process competitive.
It is potentially a big constraint. The number of hedge providers
ebbs and flows. There will not be as much capacity in PIM as the
developers would like. Other markets could also eventually prove
difficult.

MR. TAYLOR: Don’t take any contingency fee deals based on
closing. The reason | say that is good sponsors will get their deals
done, but one of the tough parts about this business is the
lenders create structures that work for them and they might
involve a certain hedge price and that also drives into the equity
structure. One of the challenges is that you do not know what
the final deal is with the hedge until you get to the day of closing.

For some reason, the numbers you get from hedge providers
never increase on the day of closing. | don’t know why that is, but
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it just seems to work that way. If you have a tight deal where you
are counting on X, you had better have a lot of confidence in your
hedge provider that it will be able to deliver X.

The hedge market still seems to be strong. Prices may have
increased, but there may come a day where the hedge number
that makes everyone happy cannot be delivered at closing and
there will not be enough room between the equity and debt to
make up the difference.

MR. CHAUDHRY: Last question, as we are running out of time.
Other than PJIM, where do the other opportunities lie?

MR. FRISBIE: In places like ISO-New England and New York Zone
J. That is a little different type of market, but those essentially
cleared markets are the most attractive to us at this point in time.

MR. CHAUDHRY: Herb Magid, your take?

MR. MAGID: | agree with that, but I think there is an interesting
opportunity for at least equity investors on smaller deals and it
was mentioned on the prior panel. A lot of corporate customers
and manufacturers are returning to the US. We are seeing large
steam users who are looking to invest in their facilities. They
might have old oil-fired or coal boilers. There may be an oppor-
tunity to sign long-term contracts with such offtakers.

These are smaller deals, not billion dollar projects, but | think
you will start to see some of those in the market, more of the old
inside-the-fence kind of projects.

Uncertainty and
Surplus Allowances
Dog California
Cap-and-Trade
Program

by Brandon Charles, Laura Norin, and William Monsen,
with MRW & Associates, LLC in Oakland, California

Prices for greenhouse gas emission allowances under the
California cap-and-trade program are likely to remain low for the
foreseeable future.

Legal and regulatory uncertainties cast a shadow over the
future of the program. There are also too many allowances on
the market in relation to demand.

Of the allowances that the state tried to auction in May, just



11% of the 2016 vintage allowances and fewer than 1% of the
2019 vintage allowances found buyers. In contrast, in the auc-
tions before 2016, all available allowances for the current-year
vintage were sold, and 70% of available allowances with future-
year vintages were sold. The latest auction settled precisely at
the auction floor price — called the “reserve price” — and auction
proceeds totaled about $10 million, a decrease of hundreds of
millions of dollars from prior auctions.

The steep drop in auction trading volume in May should not
be taken as an extreme loss of confidence in the cap-and-trade
program. Rather, some of the lost trading volume has shifted
from the state auction to the secondary market, where allow-
ances are trading at prices below the reserve price. Other
volume can be made up without penalty in subsequent auc
tions or market purchases before the end of the 2015-2017
compliance period.

The drop in allowances prices is a more meaningful indicator
of market conditions. Even if legal uncertainties are cleared up
and the future direction of the program is clarified, auction and
secondary market prices are likely to remain near the auction
reserve price until allowance surpluses are permanently removed
from the market, which will probably not be before January 2018
at the earliest.

How the Program Works

The California Air Resources Board (CARB) officially launched the
cap-and-trade program in 2012, with mandatory compliance
obligations beginning in 2013. The program establishes an
annual cap on California greenhouse gas emissions so as to
reduce emissions to 1990 levels by 2020, and below this amount
in subsequent years. Entities covered by the program include
electric utilities with retail loads, large industrial energy users,
and, as of 2015, natural gas suppliers. Covered entities must
submit an allowance to CARB for each equivalent metric ton of
CO2 that they emit. The number of allowances available each
year is equal to the number of metric tons of emissions that is
allowed under that year’s cap.

Certain covered entities receive free allowances from the state
to cover a share of their emissions. For the electric utility sector,
the amount of these free allowances was set to exceed the
number of allowances the utilities are expected to need, in rec-
ognition that utility customers have been paying for greenhouse
gas emission reductions, such as through the procurement of
renewable resources and energy efficiency, since before the start
of the cap-and-trade program. / continued page 44
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states, a state appeals court said in late June.

Missouri Gas Energy is a local gas distribu-
tion company in Missouri. It buys gas out of
state and has it transported by interstate gas
pipelines. One of the pipelines, Southern Star
Central Gas Pipeline, has a storage facility in
Grant County, Oklahoma where it stores gas
belonging to transportation customers. The gas
does not originate in Oklahoma.

Southern Star allocates the gas among the
customers each year and lets the Grant County
assessor know the allocations. The county
collects a personal property tax on the gas.

Missouri Gas Energy challenged whether
the tax can be collected on its gas. The court said
no because the gas cannot be taxed under the
“Freeport exemption” in the state constitution.

Gas qualifies for an exemption if it is
“consigned to a consignee in this State from
outside this State to be forwarded to a point
outside this State.” Property generally cannot
sitin Oklahoma for more than 90 days, but this
is extended to nine months in the case of
“goods, wares and merchandise . . . held for
assembly, storage, manufacturing, processing
or fabricating purposes.”

The issue was whether gas is “goods,
wares and merchandise.” A lower court said it
is not, but the state legislature then changed
the law to make clear that it is while the case
was awaiting appeal. The state argued that the
legislature could not change the law retroac-
tively, but the court disagreed. It said the legis-
lature was merely clarifying what the law had
said all along.

Missouri Gas Energy also argued that the
gas does not have enough connection to
Oklahoma — what tax lawyers call a “taxable
situs” — for the county to be able to collect a
property tax. The court disagreed. It said the
county could have taxed the gas if the Freeport
exemption had not applied.

/ continued page 45
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Entities receiving extra free allowances or that can reduce their
emissions below their allowance allocations can sell their surplus.
Covered entities who do not receive allowances from the state
or whose emissions exceed the allowances they are issued must
buy allowances in the market. Entities without compliance obli-
gations may also participate in the program by voluntarily reduc-
ing their own emissions or by trading allowances as a liquidity
provider.

California cap-and-trade allowances may be traded through
two markets or bilaterally.

Table A: ICE California GHG Allowance Volume and Settlements for
December Delivery (With CARB Settlement Price for Comparison)

The first market is the allowance auction held by CARB each
calendar quarter. In these auctions, allowances issued by CARB
and by the Quebec government, which is working jointly with
California to reduce emissions, along with allowances consigned
to the auction for sale by covered entities, are sold at the auction
settlement price, which has typically been slightly higher than
the auction reserve price.

The second market for California allowances is the
Intercontinental Exchange (ICE) trading market. This secondary
trading market settles daily. Until recently, allowance prices in
the secondary market have usually been higher than CARB
auction settlement prices.

CARB has held quarterly auc-
tions of allowances since
November 2012. Each auction
after 2012 has been of allowances
for both the current-year vintage,

Current-Year Vintage Average ICE CARB Current .

(2016 Data through Daily ICE MaxDaily  Settlement Vintage meaning allowances that can be
July 6) Volume ICE Volume Price Settlement Price used to meet compliance obliga-
2014 118,000 2,007,000 $12.02 $11.65 tions in the year they are auc
2015 257,000 4,300,000 $12.77 $12.44 tioned, and for a vintage three
2016 374,000 8,750,000 $12.80 $12.73 years ahead.

Figure 1: ICE California GHG Allowance Settlements and Volume for
December Delivery, Current-Year Vintage, Compared With CARB Auction

Allowance Settlement and Reserve Prices

Allowances that an entity does
not need to cover its compliance
obligation for a particular year may
be banked for use in a future year,
with date.
Allowances with a future-year

no expiration

13.5 vintage may also be used to meet
Second Compliance Period Begins, May 2016 _ i H
Fuel Suppliers Included in Program Auction acurrent year OPllgatI?n a.s Iong as
13.0 the allowance vintage is within the
"\Jv.- same three-year compliance
125 »U" period as the obligation. Also, at
§ 120 least 30% of the current-year obli-
- 14 . .
v ICE Settlement Prices First gation must be met with allow-
% Lower than Reserve Price f th t-
2 115 on2/23/16 ances from the current-year
@ vintage or an earlier vintage.
11.0
t0s Shift in 2016 Market
’ Current-vintage allowances sold
10.0 out in each of the first 13 CARB
S 3 3 T F T L L 0 0 o L O 9O 9 auctions from November 2012
ﬁ g— E ? 8 g E g— E 3 8 g @ 5} E through November 2015, but the
situation changed this year: in the
——Market Settlement Price  —Auction Reserve Price Auction Settlement Price first 2016 auction (in February),
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18% of current-vintage allowances remained unsold, and in the
second auction (in May), nearly 90% remained unsold. Sales of
future-vintage allowances also dropped sharply in the 2016
auctions.

Meanwhile, average daily trading volumes on the secondary
market for the December delivery product have more than
doubled since 2014 and have increased by more than 45%
between 2015 and 2016. (The December delivery products are
allowances that would be physically delivered to the buyer in
December. ICE allows trading for products with different delivery
months as well, but the December contracts are the most con-
sistently traded.)

Prices on the secondary market have usually been higher than
CARB auction settlement prices. However, the price differential
has narrowed substantially this year and has reversed in recent
months. As shown in Figure 1, ICE allowance prices temporarily
dipped below the auction reserve price in late February 2016,
dropped below the reserve price again in late March, and have
generally remained below the reserve price since then. This does
not indicate that sellers are taking a loss; it is more likely that
they are selling allowances that they had procured for even lower
prices in previous years when the reserve price was lower.

With the first drop in ICE prices below the auction reserve
price, trading volumes on the secondary market spiked as shown
in Figure 2. However, since that time, ICE volumes have not
returned to anywhere near the February peak and, since March,
have generally been below the 12-month rolling average.

Why?

The dynamics in the current market appear to be driven by two
factors: general uncertainty about the program and the future
value of allowances, and a likely surplus of emission allowances
on the market.

The primary uncertainty over the future of the cap-and-trade
program stems from a lawsuit currently before a US appeals
court in California that challenges the validity of the program. If
the court invalidates the program, then compliance obligations
could disappear and allowances could lose all their value. An April
court order requesting supplemental briefs was interpreted by
some analysts as a negative indicator for the program, potentially
adding to the concern about possible program invalidation and
contributing to the drop in allowance prices.

Trading prices may also be influenced by factors outside of
California. Notably, the US Energy Information Administration
linked a drop in prices of allowances in / continued page 46
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The case is Missouri Gas Energy v. Grant
County Board of Equalization.

TENNESSEE can subject interstate pipelines to
high property tax rates as utilities, a Tennessee
court said in late July.

The Colonial Pipeline Company challenged
the constitutionality of how it is taxed for
property tax purposes in Tennessee. It trans-
ports gasoline, home heating oil, and jet and
diesel fuel from Texas to Linden, New Jersey
near New York City. It has delivery points in
Chattanooga, Knoxville and Nashville. It does
not own the products it transports. It charges
solely for transportation at rates that are
regulated by the Federal Energy Regulatory
Commission. It can use eminent domain to take
land.

Tennessee collects property taxes on
industrial and commercial equipment at 30%
of value. Industrial and commercial real
property is assessed at 40% of value. Utility
property is assessed at 55% of value.

Colonial argued that its pipelines should
be classified as commercial and industrial
equipment and assessed at 30% of value.

The state legislature classified pipelines as
utility property by statute in 1973 and added
that they are real property in 2004.

Colonial argued that this is unconstitu-
tional, because it is an impermissible state
interference with interstate commerce and a
denial of equal protection under the law. The
state acknowledged that some local pipelines
that are locally assessed by county assessors
may be treated as commercial equipment and
assessed at a 30% rate. Interstate pipelines are
assessed at the state level. Colonial also argued
that it is not a utility because it has no monop-
oly to provide services.

The court said the state legislature was
entitled to classify pipelines as utility property
as long as it had a reasonable basis for doing
so. It had such a basis. The court said there is no
discrimination / continued page 47
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continued from page 45

the Regional Greenhouse Gas Initiative (RGGI) market, in which
eight states in the mid-Atlantic and New England participate, to
a decision by the US Supreme Court in February 2016 to suspend
enforcement of the Clean Power Plan, the federal plan for reduc-
ing carbon emissions from US power plants. Shortly after this
Supreme Court decision, secondary market prices in California
fell below the CARB auction reserve price for the first time.

There are additional uncertainties about the value of allow-
ances in the post-2020 period. Primary among these factors is
the lack of program regulations for this period, including regula-
tions determining how allowance reserve prices will be set and
how many allowances will be available for sale.

Figure 2: ICE California GHG Allowance Trading
Volume for December Delivery
Current-Year Vintage
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Table B: California Investor-Owned Utility RPS Procurement
2020 Required
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Jan-16

—12-Month Rolling Average

There is also uncertainty about how plans to expand the reach
of California Independent System Operator to cover sections of
the power grid in other western states will affect demand for
allowances.

Another factor contributing to a collapse in prices is a surplus
of allowances on the market. Data from CARB indicate that more
than 30 million allowances of 2013 and 2014 vintage remain
available for meeting current and future compliance obligations.
This surplus can be traced at least in part to lower-than-expected
load growth and higher-than-expected renewable energy gen-
eration in the electric utility sector, which appears to have
resulted in a lower need for allowances than was anticipated
when CARB allocated free allowances to the sector.

As shown in Figure 3, electricity sales in 2013 through 2015
did not increase as expected, but remained relatively flat and are

now expected to grow much more
slowly than was expected when
the cap-and-trade program was
under development in 2012.
Furthermore, utility procure-
ment of renewable energy has
increased much faster than

ICE Settlement expected as a percentage of

Prices Persistently
Lower than Reserve
Price after March

annual electricity sales and, based
on current utility contracts, is
expected to far exceed the
required 33% renewable portfolio

2016

standard by 2020, as shown in
Table B below. This over-procure-
ment stems from lower-than-

expected sales and from
© VW VW v © improvements in the utilities’
AU VI PR .
2 5 5 % S renewable power contracting
= < s 5

practices that have reduced con-
tract failure rates, leaving the utili-
ties with a larger amount of
renewable energy deliveries than
they had planned.

RPS Procurement Lower sales and a higher share

RPS Actual 2014 RPS RPS Under Contract for of renewable power each reduce
Procurement Procurement Procurement 2020 .
the amount of fossil-fueled elec
PG&E 21.7% 28.0% 33.0% 37.0% tricity that the utilities need to
SCE 21.7% 23.2% 33.0% 36.9% meet their loads. This, in turn,
SDG&E 21.7% 31.6% 33.0% 43.1%

should reduce the need to run less
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efficient fossil-fueled power plants



that have higher heat rates and higher emission rates, which are
generally used when demand is highest. Running these less
efficient plants less of the time further reduces utility-sector
greenhouse gas emissions.

Even considering the need for additional natural gas genera-
tion in recent years due to the retirement of the SONGS nuclear
power plant in southern California and the depressed availability
of hydroelectric generation (due to drought conditions), the
overall need for greenhouse gas emitting fossil-fueled power in
California appears to be lower than was expected when the cap-
and-trade program was being developed. This is probably a key
factor behind the allowance surplus.

Outlook

The combination of program uncertainty and allowance sur-
pluses pushed secondary market allowance prices below the
CARB auction reserve price, shifting some activity from the CARB
auction to the secondary market and probably prompting some
entities to hedge their bets and reduce their allowance purchases
in case allowance prices continue to fall or allowance obligations
are eliminated.

The cap-and-trade program was designed to address such a
situation through an auction price stabilizing mechanism. Under
this mechanism, allowances that are designated for auction by
CARB or Quebec, but are not sold, are withheld from future auc-
tions until settlement prices in two consecutive auctions fall
above the auction reserve price. This mechanism will reduce the
allowance surplus at least for the remaining two 2016 auctions,
which should help to stabilize prices in both the auctions and the
secondary markets.

However, once the clearing price in the CARB auction rises
above the reserve price for two auctions, then the allowances
that were removed from earlier auctions will re-enter the
auction.

When this happens, the CARB auctions will face a new
allowance surplus that will again put downward pressure on
prices. These re-auctioned allowances cannot exceed 25% of
allowances previously designated by regulators for that
auction, so the impact of this mechanism may be spread over
several auctions.

The effect of removing surplus allowances from the remaining
2016 auctions is likely to be muted since covered entities may
use banked allowances from 2013-2015 to meet up to 100% of
their 2016 compliance obligations, and may also use 2017 vintage
allowances to meet up to 70% of their / continued page 48
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against interstate pipelines, and if Colonial is
being taxed differently than some of its
competitors who are assessed locally, this is a
problem with execution of the laws by the state
rather than a sign that the statutes violate the
constitution.

The case is Colonial Pipeline Co. v. Wilson.
The Tennessee chancery court released its
decision on July 29.

A CONTINGENT PURCHASE price in an install-
ment sale makes calculation of the seller’s gain
complicated.

The IRS addressed how to calculate gain in
such situations in four private letter rulings
that it made publicin late June. The rulings are
Private Letter Rulings 201626009 through
201626012.

All the rulings were issued to shareholders
inan S corporation who sold their sharestoa C
corporation so that the S corporation became
a subsidiary of the C corporation. The consider-
ation was a mix of cash and shares in the C
corporation.

The purchase price was paid in four annual
installments. However, the installments were
adjusted based on change in the value of the C
corporation shares in the five trading days
before each installment payment.

The US tax code lets anyone selling
property for payments over time report his gain
over the period the sales price is received. This
approach is automatic. However, a taxpayer
who prefers to report his full gain up front can
elect on his tax return to do so. Paying taxes
over time will require payment of an interest
charge on the deferred tax liability.

The gain is normally considered earned
over time in the same ratio the sales price is
received.

However, this is not easy to calculate when
the sales price is contingent on future events.

In that case, if there is a maximum sales
price, then the seller uses it to spread out the
gain. / continued page 49
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2016 compliance obligations. These provisions will allow entities
to wait and see how the market evolves before making most of
their remaining purchases for this year’s compliance obligation
and to make additional purchases this year only if prices are near
the reserve price.

Since 2017 is the last year of the second compliance period,
the situation will be different next year in that all allowances for
the 2015-2017 compliance period must be met by allowances of
vintage 2017 or previous vintages. As a result, there could be
short-term price increases during the final opportunities to meet
the 2015-2017 compliance obligations, particularly if entities
defer large allowance purchases until 2017 and also if traders
withhold allowances from the market in anticipation of higher
prices in the future. Even if this were to occur, these price
increases would probably be followed by a drop in price at the
start of the 2018-2020 compliance period (when allowance pur-
chases could again largely be deferred until 2020), and prices can
overall be expected to remain near the reserve price unless
something fundamental changes in the market to eliminate the
surplus allowances.

Figure 3: California Energy Commission Forecasted/Actual

Statewide Electricity Sales (GWh)
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CARB is considering such a change. In response to stakeholder
concerns that a persistent surplus exists and may grow in the
future, CARB has proposed amendments to the current regula-
tions that would permanently remove any unsold auction allow-
ances from the auctions after 24 months. CARB has proposed
that this change take effect by January 2018, and that it cover
allowances that were unsold in auctions before this date. If
adopted as proposed, all unsold allowances from the 2013-2015
period would be removed from the auctions as of January 2018.
Unsold allowances from 2016 and subsequent years would
remain in the auctions until auction prices exceed the reserve
price for two auctions or 24 months elapse.

Itis reasonable to expect allowance prices generally to remain
near the reserve level until CARB’s proposal for permanently
retiring unsold allowances is implemented or another solution
is found. As with CARB’s proposal for permanent allowance
retirement, other solutions, such as setting the post-2020 allow-
ance levels so as to remove the surplus, are likely to be designed
so as to keep enough allowances in the market to avoid a price
spike. As a result, barring unforeseen circumstances and with the
possible exception of short-term spikes, the market recovery is
likely to be gradual.

Price levels will also be influenced by developments in the legal
proceedings concerning the California

cap-and-trade program and pos-
sibly also the Clean Power Plan.
California’s post-2020 cap-and-
trade regulations and implemen-
tation of the cap-and-trade
program within the context of a
regional power market as the
California ISO expands will primar-
ily influence longer-term pricing.
However, given that allowances
may be banked for long-term use,
developments in these areas may
also inform pricing in the near-
term to some extent.

2022

B January 2016 Demand Forecast Total Statewide Sales (GWh)

B February 2012 Demand Forecast Total Statewide Sales (GWh)

48 PROJECT FINANCE NEWSWIRE AUGUST 2016



Environmental Update

continued from page 71

of climate change a “myth” and says he does not believe science has established a
connection.

In contrast, Democratic presidential nominee Hillary Clinton said in her acceptance speech
atthe Democratic convention that climate change is one of the most important issues facing
the US government. She has a long record of supporting legislative and regulatory action to
address the issue.

Clinton’s campaign has said she would probably focus on smaller legislative actions and
employ executive powers in light of Republican opposition to more dramatic action like a
carbon tax. This would reportedly include more investment in clean energy, energy efficiency
and research and development, measures that could get traction in Congress because of the
money that would flow directly to states and create jobs.

Clinton’s choice for vice president, Senator and former Virginia Governor Tim Kaine, sup-
ports the Clean Power Plan and has a record of pressing coastal communities and military
bases to prepare for rising sea levels. At the same time, Kaine has a more moderate record
with the fossil fuel industry than Clinton, including past support for offshore oil drilling and
legislation to put construction of LNG export terminals on a fast track.

Carbon Emissions

The US Department of Energy reported in July that the US transportation sector surpassed
the energy sector in terms of the amount of carbon emitted for the first time in more than
30 years. According to DOE, the transportation sector now emits 25% to 30% of total US carbon
emissions. The number of vehicles worldwide is expected to double in the next 20 years.

— contributed by Andrew Skroback and Richard Waddington in Washington
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