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Tax Credit Alternatives in the
Inflation Reduction Act

JOHN DALTON AND MEGAN CHRISTENSEN, MANATT

The Inflation Reduction Act of 2022 (IRA) extends and modifies existing tax credits

for renewable energy projects and creates a number of new credits for green

power technologies. It also includes two options for monetizing credits that have

the potential to reshape the tax equity market for renewable energy transactions.

Image: Courtesy of Manatt, Phelps & Phillips LLP
John Dalton, left, and Megan Christensen are partners at Manatt,
Phelps & Phillips LLP.

One option allows project owners to sell credits to
third-party purchasers (credit sale) and the other
provides cash payments to governmental and other
tax-exempt entities that previously were unable to

utilize tax credits for energy projects (direct payment).

Credit Sale Option

The credit sale option will allow the owners of eligible
projects to sell all or any portion of their credits to
third-party purchasers. The purchase price must be
paid in cash and the credits cannot be sold to a buyer
affiliated with the project owner. The purchase price
will not be includable in the seller’s gross income and
the purchaser is not permitted to deduct the purchase
price. Additionally, a purchaser cannot make any

further transfer of a credit it has purchased.

If an eligible project is owned by a partnership, then
the partnership must make the election to transfer
the credit. The credit cannot be allocated to partners
and then transferred by a partner to a third-party
purchaser. The purchase price will be treated as tax-
exempt income of the partnership and each partner’s
share of the tax-exempt income will be the share of the
credit that would have been allocable to the partner

had the credit not been transferred.

The credit sale option has the potential to simplify
financing for renewable energy projects. A project
owner selling its credit may avoid some of the
inefficiencies that can accompany relatively complex
tax equity transaction structures. The expectation
within the industry has been that structuring and
documenting credit sale transactions will be a
more streamlined process than the execution of
conventional tax equity investments. Project owners
may also use the credit sale option in conjunction
with conventional tax equity investments because the

statute permits taxpayers to sell a portion of the credit.

However, there are some limitations that will make
the credit sale option less appealing to developers.
The principal drawback is that project owners will
not be able to raise as much cash as they can from
conventional tax equity investments. The credit
sale option also will make it more difficult for

project owners to monetize the value of depreciation



deductions (and tax losses generally). The statute
provides for the sale of tax credits to third parties,
but other tax benefits and detriments remain with the
project owner. Project owners are therefore likely to
net less cash through the credit sale option than they

can by admitting investors to tax credit partnerships.

Direct Payment Option

As enacted in the IRA, the direct payment option
will have more limited utility than the credit sale
option. The renewable energy industry has lobbied
for a refundable credit or direct payment option for a
number of years. The direct payment option included
in the IRA is substantially narrower than the incentive
the industry sought and narrower than the direct
pay option that was included in the Build Back Better
Act. The IRAs direct payment option provides an
incentive for project owners that had previously been
unable to benefit from investment tax credits for
renewable energy projects. The direct payment option
allows tax-exempt organizations, state and local
government entities, the Tennessee Valley Authority,
tribal Alaska
Native Corporations and rural electric cooperatives

Native  American governments,
(collectively, exempt owners) to receive cash payments
from the IRS in lieu of tax credits for projects placed

in service after 2022.

For most of the eligible credits, the direct payment
option is available only to these exempt owners. Three
credits are not subject to this limitation: some form of
the direct payment option is generally available to any
taxpayer eligible for the clean hydrogen production
credit (Internal Revenue Code Section 45V), the
carbon oxide sequestration credit (Section 45Q) or the
advanced manufacturing production credit (Section
45X). However, for projects owned by taxable entities,
the direct payment option is available only for the first
five taxable years, beginning with the year the facility

is placed in service.

Similar to the credit sale option, if a project eligible
for the direct payment option is owned directly by a

partnership, the partnership must make the election

to receive payments in lieu of tax credits and the
IRS will make all such payments to the partnership.
Payments received by the partnership will be treated
as tax-exempt income and each partner’s share of
the tax-exempt income will be the share of the credit
that would have been allocable to the partner had the

partnership not made the election.

Each of these options will be attractive to some
developers of renewable energy facilities. Given
that the universe of entities eligible to use the direct
payment option is limited for most credits, it seems
likely that the credit sale option will be the more
widely used of the two. Ultimately, however, each
of the options has limitations that will ensure that
the industry will continue to have some appetite for
conventional tax equity transactions. In fact, given
the range of extensions and new credits included in
the IRA, it can be seen as an endorsement of the tax

equity market.

IRS Request for Comments

The IRA directs the Treasury Department to issue
guidance on a number of topics, including the credit
sale and direct payment options. On Oct. 5, 2022,
the IRS issued six Notices seeking comments on
various IRA issues, including Notice 2022-50, which
requests comments on a range of issues arising under
the options described above. As expected, the Notice
requests feedback as to whether certain terms and
concepts used in the statutes require clarification.
Beyond that, the Notice reflects a focus on the need for
greater detail with respect to the processes through
which project owners may claim payments or transfer
credits, which are described in fairly general terms in
the statute. The requests also seek feedback on how
recapture and basis reduction will be applied for these
options. Finally, the Notice asks for initial written
comments to be submitted by Nov. 4, 2022, although
consideration may be given to comments received
after that date.

John Dalton is a partner in Manatt’s Impact Investing and
Community Development practice, focusing on tax credit
transactions, including energy tax equity investments and
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transactions subsidized by low-income housing tax credits, both taxable and tax-exempt clients in a broad array of areas,
new markets tax credits, historic tax credits and opportunity including the new markets tax credit, low-income housing tax
zone benefits. credit, and investment tax credits; opportunity zones; obtain-

ing, maintaining, and retaining tax-exempt status; nonprofit
governance; Subchapter S corporation formation and opera-

Megan Christensen is a tax partner resident in the firm’s tion; partnerships and limited liability companies, and federal,
Washington, D.C., and San Francisco offices. Megan concen- state, and local civil tax controversies, including audits and
trates her practice in federal income taxation. She advises administrative appeals.

© Novogradac 2022 - All Rights Reserved.
This article first appeared in the November 2022 issue of the Novogradac Journal of Tax Credits. Reproduction of this publication
in whole or in part in any form without written permission from the publisher is prohibited by law.

Notice pursuant to IRS regulations: Any discussion of U.S. federal or state tax issues contained in this article is not intended to
be used, and cannot be used, by any taxpayer for the purpose of avoiding penalties under the Internal Revenue Code; nor is any
such advice intended to be used to support the promotion or marketing of a transaction. Any discussion on tax issues reflected
in the article are not intended to be construed as tax advice or to create an accountant-client relationship between the reader
and Novogradac & Company LLP and/or the author(s) of the article, and should not be relied upon by readers since tax results
depend on the particular circumstances of each taxpayer. Readers should consult a competent tax advisor before pursuing
any tax savings strategies. Any opinions or conclusions expressed by the author(s) should not be construed as opinions or
conclusions of Novogradac & Company LLP.
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This editorial material is for informational purposes only and should not be construed otherwise. Advice and interpretation
regarding property compliance or any other material covered in this article can only be obtained from your tax advisor. For
further information visit www.novoco.com.
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