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Introduction


When the General Assembly passed House Bill 1692 during its 2010 legislative session, Missouri joined a growing number of states that have enacted property assessment clean energy (PACE) legislation.  The PACE concept is relatively simple.  Essentially, it allows property owners to finance the costs of installing energy efficiency or renewable energy improvements on their property through an additional special assessment paid as part of their real property taxes.  Initial funding for these improvements is raised through the issuance of bonds or other obligations, which are then repaid over time from the special assessments paid by participating property owners.  Because the special assessments have a “senior tax lien” status (i.e., in the event of foreclosure, the special assessments along with property taxes get paid before a mortgage holder), bonds secured by the special assessments may be able to attract favorable interest rates. 
Benefits to PACE


There are several benefits to this financing structure.  Property owners who wish to participate do not need to pay cash or provide other upfront funding.  By accessing capital through the issuance of bonds, PACE programs should be able to generate favorable net borrowing costs for participating property owners.  Because the special assessments necessary to pay the cost of the energy efficiency or renewable energy improvements can be spread out over up to twenty years, it is possible for a property owner to realize immediate positive cashflow so long as the annual energy cost savings resulting from improvements exceeds the annual special assessment.  Additionally, if property ownership changes during the financing term, the new owner assumes the obligation to pay the special assessments (and also inherits the energy savings resulting from the financed project).  

Eligible Property


The Missouri legislation allows for PACE to be applied to all types of property, including residential, commercial and industrial.  Publicly-owned property is also eligible and in some instances, PACE financing for publicly-owned property may be a favorable alternative structure to energy performance contracts.  


Recently, Fannie Mae and Freddie Mac have indicated that they believe PACE financing for residential projects interferes with the covenants contained in the mortgages that they back.  Legislation is pending in Congress that would resolve this issue and the Attorney General of the State of California has filed a lawsuit on this issue; however, most residential PACE programs throughout the country are now suspended until a resolution is reached.  Missouri municipalities should not create residential PACE programs until a resolution is reached.  PACE programs for commercial, industrial and public properties are not affected by Fannie Mae’s and Freddie Mac’s actions and may be currently implemented.   
Eligible Projects


The Missouri PACE legislation allows PACE to be used for energy efficiency improvements and renewable energy improvements.  Energy efficiency improvements include any acquisition, installation or modification on or of publicly- or privately-owned property designed to reduce the energy consumption of such property, including, but not limited to:

· Insulation in walls, roofs, attics, floors, foundations, and heating and cooling distribution systems;

· Storm windows and doors, multiglazed windows and doors, heat-absorbing or heat-reflective windows and doors, and other window and door improvements designed to reduce energy consumption;

· Automatic energy control systems;

· Heating, ventilating, or air conditioning distribution system modifications and replacements;

· Caulking and weatherstripping;

· Replacement or modification of lighting fixtures to increase energy efficiency of the lighting system without increasing the overall illumination of the building unless the increase in illumination is necessary to conform to applicable state or local building codes;

· Energy recovery systems; and

· Daylighting systems.
Renewable energy improvements include any acquisition and installation of a fixture, product, system, device, or combination thereof on publicly- or privately-owned property that produces energy from renewable resources, including, but not limited to photovoltaic systems, solar thermal systems, wind systems, biomass systems, or geothermal systems.

Implementing PACE

Creation of a Clean Energy Development Board


Cities, towns, villages, and counties that want to implement PACE programs must form a Clean Energy Development Board (CEDB).  A municipality-specific CEDB may be formed by ordinance or order of an individual municipality; joint or regional CEDBs may be formed by ordinance or order of all participating municipalities.   CEDBs are separate political subdivisions from their sponsoring municipalities and are governed by a Board of Directors made up of at least three persons.   The Board of Directors of a municipality-specific CEDB will be appointed by the chief elected officer of the municipality with the consent of the municipality’s governing body.  The Board of Directors of a joint or regional CEDB will be appointed in a manner agreed to by all participating municipalities. 

Best Practices

CEDBs will be responsible for implementing PACE programs, including the approval of eligible projects.  The Missouri PACE legislation grants a significant amount of flexibility to CEDBs to approve projects.  CEDBs must find that the estimated economic benefit of a project outweighs its costs, but are otherwise free to approve any other project meeting the definitions of energy efficiency improvement or renewable energy improvement.  Accordingly, CEDBs may wish to establish guidelines to ensure that only feasible projects for credit-worthy applicants are approved.  The U.S. Department of Energy has published certain PACE best practices that CEDBs may want to consider.  These best practice guidelines are available on the internet at http://www1.eere.energy.gov/wip/pdfs/arra_guidelines_for_pilot_pace_programs.pdf.  Gilmore & Bell is also currently working with other interested parties to develop best practices specifically tailored to fit the Missouri PACE legislation.  

Additionally, as PACE programs mature, it is likely that bond underwriters will develop criteria to ensure PACE bonds are marketable.  Accordingly, CEDBs may wish to consult bond underwriters or other financial advisers when developing guidelines for project approval.
Administration

When a CEDB approves a project for PACE financing, it must enter into an “assessment contract” with the property owner.  The assessment contract must include, at a minimum, (1) a description of the project, (2) procedures for verifying the actual construction of the project, (3) an agreement by the property owner to pay annual special assessments until the total amount of the financing is paid off, (4) a covenant that the requirement to pay annual special assessments will run with the land and (5) an acknowledgement that subdivision of the property will not be allowed unless the assessment contract is amended to divide the annual assessments due between the subdivided parcels pro rata to the benefit received by each parcel from the financed project.


Depending on the scope of a PACE program and the number of participating property owners, administration of such a program may become burdensome.  Several private companies have been created in the last few years that offer PACE administration services.  Municipalities may also want to check with their regional planning commission to see if any PACE program administration activities are being coordinated on a regional level.  

Annual Reporting


The Missouri PACE legislation requires each CEDB to file an annual report with the CEDB’s sponsoring municipality and the Department of Natural Resources, which includes:

· A brief description of each project financed by the CEDB during the preceding calendar year, including the physical address of the property, the name of the property owner, an itemized list of the project costs, and the name of any contractors used to complete the project;

· The amount of assessments due and the amount collected during the preceding calendar year;

· The amount of clean energy development board administrative costs incurred during the preceding calendar year;

· The estimated cumulative energy savings resulting from all energy efficiency improvements financed during the preceding calendar year; and

· The estimated cumulative energy produced by all renewable energy improvements financed during the preceding calendar year.

Bond Issuance


CEDBs can issue bonds to finance PACE programs.  Bonds may be issued for individual projects or to finance or refinance several projects together.  CEDBs can also cooperate with other CEDBs (or other qualified bond issuers, such as a municipality) pursuant to joint financing agreements to combine their financing needs into a more economical bond issue (certain economies of scale can be achieved with larger bond issues and larger bond issues may attract more investors).  Gilmore & Bell and several other interested parties are currently trying to develop a structure that will allow individual CEDBs to aggregate their financing needs with other CEDBs throughout the state.  We believe such a structure may be an efficient way to provide cost-effective PACE financing, particularly to CEDBs established outside of metropolitan areas. 


Using Other Incentives to Maximize the Benefit of PACE


PACE, by itself, provides an incentive to complete energy efficiency and renewable improvements because it eliminates the up-front costs of completing a project, thereby allowing property owners to realize positive cash flow from reduced utility bills almost immediately.  PACE can also be used with tax abatement and other incentives, particularly for large commercial and industrial projects, to provide both more effective development incentives and to encourage larger energy efficiency or renewable energy project components.  For example, if PACE financing were used in concert with real property tax abatement, energy efficiency and renewable energy improvements could be financed without increasing the aggregate amount of annual property taxes and PACE assessments due above the amount of annual property taxes that would have been due without tax abatement.  

Additionally, municipalities may want to coordinate with local utility companies and the Department of Natural Resources to determine if there are any programs to assist in funding financing costs, energy audits or CEDB administration costs.

Over the last two years, several members of Congress have proposed various methods for reducing PACE financing costs, ranging from preferred tax treatment to direct subsidies.  None of these proposals has yet received Congressional approval.

PACE Alternatives


Due to Fannie Mae’s and Freddie Mac’s position on residential PACE programs, municipalities that want to create a program for financing residential energy efficiency and renewable energy improvements in the near future will need to do so on a subordinate lien basis – i.e., the lien created by the financing will be junior to the Fannie Mae or Freddie Mac backed mortgage.  This structure, because it provides less security than the senior tax lien offered by PACE, makes it very challenging to develop a program that is financially workable.  However, by using available Energy Efficiency and Conservation Block Grant funds or other municipal funds to offset a portion of the financing costs and structuring the program so that it is eligible for Qualified Energy Conservation Bond issuance (a type of bond that provides a federal subsidy of up to 70% of the interest costs), some municipalities may be able to develop workable programs. 

Contact Information


For more information on PACE financing in Missouri, please contact Mark Spykerman (mspykerman@gilmorebell.com) or Mark Grimm (mgrimm@gilmorebell.com) at (314) 436-1000.
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