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Audit
O I G Rel;olrt

The Department of the Treasury
Office of Inspector General

September 19, 2011

Richard L. Gregg
Fiscal Assistant Secretary
Department of the Treasury

As part of our ongoing oversight of the Department of the
Treasury’s (Treasury) 1603 Program — Payments for Specified
Energy Property in Lieu of Tax Credits (1603 Program)’
authorized by the American Recovery and Reinvestment Act of
2009 (Recovery Act),? we are conducting audits of selected
award recipients. In this regard, we have audited the award
made to EcoGrove Wind, LLC (EcoGrove) for a wind energy
facility in Stephenson County, lllinois. EcoGrove submitted its
claim for payment in lieu of tax credit in the amount of
$67,868,807 on October 15, 2009, and was awarded that
amount by Treasury on October 30, 2009. Our audit objectives
were to assess the eligibility and accuracy of that award by
determining whether (1) the property existed, (2) the property
was placed into service during the eligible timeframe, and (3) the
award amount was appropriate.

Results in Brief

We verified that the subject property described by EcoGrove in
its 1603 Program application does exist and was placed in
service on July 9, 2009, which was within the eligible
timeframe. EcoGrove’s reported cost basis of $226,229,356 for
the subject property included $6,934,838 for costs that we
believe do not comply with Treasury Regulation (Treas. Reg.)

' Treasury’s Office of the Fiscal Assistant Secretary (OFAS) administers this program.

2 Pub. L. No. 111-5, 123 Stat. 115 (Feb. 17, 2009). Under §1603 of the Recovery Act, Treasury
makes grants (payments) to eligible persons who place in service specified energy property and apply
for such payments. The purpose of the payments is to reimburse eligible applicants for a portion of
the expense of such property and are made in lieu of tax credits that could potentially be claimed by
the awardees.
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§1.263A-1, EcoGrove’s wind turbine supply agreement, or
Treasury’s Program Guidance. Ineligible costs are as follows:

e $5,348,438 for interest for late payment
e $831,160 for an extended warranty

e $5647,110 for spare parts

e $79,000 for transmission lines

e $29,130 for office furniture

As a result, we question $2,080,452 of Treasury’'s 1603
Program award to EcoGrove (30 percent of $6,934,838). We are
recommending that OFAS (1) ensure that EcoGrove reimburse
Treasury $2,080,452 for the excessive 1603 Program payment
received and (2) direct EcoGrove, Acciona Energy North America
Corporation, and affiliated companies not to include in
applications for 1603 Program awards inappropriate or otherwise
ineligible costs in the claimed cost basis.

As part of our reporting process over 1603 Program awardees,
we provided EcoGrove management an opportunity to comment
on this draft report. In a written response, EcoGrove
management did not concur with all of our questioned costs;
instead, management agreed to $118,263 of the questioned
costs and plans to reimburse Treasury $35,479 (30 percent of
$118,263). We have summarized and evaluated EcoGrove’s
response in the Audit Results section of this report. The response
is provided as appendix 2.

Treasury management expressed partial concurrence with our
recommendations and agreed that EcoGrove should reimburse
Treasury $35,479 for costs associated with transmission lines,
office furniture, and expendable spare parts. However,
management was unable to make a determination with respect
to the remainder of the costs questioned. Management plans to
seek guidance on the tax accounting issues and will take all
appropriate action to seek reimbursement if warranted. The
response is provided in appendix 3.
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Background

Eligibility Under the 1603 Program

Applicants are eligible for a 1603 Program award if a specified
energy property is placed in service during calendar years 2009,
2010, or 20112 and the amount awarded is in accordance with
provisions of the Internal Revenue Code of 1986 for determining
the appropriate cost basis. Under the 1603 Program, applicants
submit an application to Treasury that reports the total eligible
cost basis of a specified energy property placed in service. If
approved, award amounts are based on a percent of the eligible
cost basis. For the type of property claimed by EcoGrove, the
percentage of the cost basis eligible for award is 30 percent.
According to OFAS program guidance, the cost basis of the
subject property is determined in accordance with the general
rules for determining the cost basis of property for federal
income tax purposes. Specifically, for this type of property,
applicants follow the capitalization procedures found in Treas.
Reg. §1.263A-1, “Uniform Capitalization of Costs.” *

3 Section 707 of the “Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of
2010,"” extended Treasury’s 1603 Program for one year. To be eligible, a property must be placed in
service in 2009, 2010, or 2011 or placed in service after 2011 but only if construction of the
property began during 2009, 2010 or 2011. The application deadline was extended to September
30, 2012.

* Treas. Reg. §81.263A-1(a)(3) (ii), Property produced: Taxpayers that produce real property and
tangible personal property (producers) must capitalize all the direct costs of producing the property
and the property's properly allocable share of indirect costs (described in paragraphs (e)(2)(i) and (3)
of this section), regardless of whether the property is sold or used in the taxpayer's trade or
business.
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EcoGrove

EcoGrove is wholly owned by Acciona Wind Energy USA, LLC
(AWE), and entered into a wind turbine supply agreement on
December 30, 2008, with AWE's sister company, Acciona
Windpower North
America, LLC (AWP),
for the manufacture
and supply of 67
Acciona 1.5
megawatt wind
turbine generators that
would generate
278.33 gigawatt
hours of electricity

0IG Photograph (March 30, 2010) annually. The parent
company of AWE and AWP is Acciona Energy North America
Corporation (AENA). The parent company of AENA is Acciona,
S.A., a foreign corporation headquartered in Spain. To date,
AENA affiliates have received $70 million in 1603 payments. The
relationship of these entities is shown in figure 1.

Figure 1.

Acciona Energy North
America Corporation
(AENA)

Acciona Wind Energy Acciona Windpower
USA, LLC (AWE) North America, LLC
(100% owned by parent) (AWP)

EcoGrove Wind, LLC
(100% owned by AWE)
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Objectives, Scope, and Methodology

To assess the eligibility and accuracy of the award made to
EcoGrove under the 1603 Program, we determined whether (1)
the property existed, (2) the property was placed into service
during the eligible timeframe, and (3) the award amount was
appropriate.

In performing our work, we visited EcoGrove’'s headquarters in
Chicago, lllinois, and the subject property in Stephenson County,
lllinois; interviewed key personnel of EcoGrove, AENA, AWP, and
key personnel associated with its independent public accountant;
reviewed the application and related documents used by the
Department of Energy’s National Renewable Energy Laboratory
(NREL);® and reviewed documentation used to support the costs
claimed by EcoGrove. We also obtained clarification from OFAS
and Internal Revenue Service personnel on eligible costs under
the 1603 Program. We performed our work between March
2010 and February 2011.

Our audit was conducted in accordance with generally accepted
government auditing standards for performance audits. Those
standards require that we plan and perform an audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our audit objectives. We
believe that the evidence obtained provides a reasonable basis
for our findings and conclusions based on our audit objectives.

® NREL is a national laboratory of the Department of Energy. Under an interagency agreement
between Treasury and Department of Energy, NREL performs the technical review of 1603 Program
applications and advises Treasury on award decisions.
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Audit Results

Questioned Costs® in EcoGrove’s Claimed Cost Basis

Cost Description Claimed Cost Basis Questioned Costs | Notes
Wind turbines $183,411,330 $6,905,708 | 1,2,3,4
Transformers 5,248,568 0
Substation 1,064,218 0
Collection system 11,864,292 0
Wind farm roads 8,892,563 0
Weather-monitoring equipment 513,767 0
Wind farm control and 174,835 0
monitoring software
Other 15,059,783 29,130 5
Total approved cost basis $226,229,356
Total questioned costs ($6,934,838)
Recalculated cost basis $219,294,518
Recalculated award (30 $65,788,355
percent of recalculated cost
basis)
Amount Awarded ($67,868,807)
Overpayment resulting from ($2,080,452)
questioned costs

Note 1. Interest for Late Payment ($5,348,438 guestioned costs)

EcoGrove’s wind turbine supply agreement with related party
AWP provided for the manufacture and supply of 67 wind
turbines at a cost of $159,674,333. The claimed costs that
EcoGrove used in making its application to Treasury under the
1603 Program include interest for late payment’ that was
improperly charged by AWP, and therefore, should not be
included in the subject property’s cost basis. The details of these
guestioned costs are as follows:

Interest assessed prior to the contract $2,034,370 (a)
Unsupported interest penalty 3,314,068 (b)
Total interest assessed $5,348,438

(a) EcoGrove was assessed interest for nonpayment for the
period April 2008 through December 2008, which was prior

® See appendix 1 for the definition of questioned costs.
7 Late payment is referred to as interest in AWP’s “Wind Turbine Supply Agreement §3.5".
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to the date of the wind turbine supply agreement, December
30, 2008. Therefore, no amount was due in accordance with
the agreement.

(b) EcoGrove included an interest assessment for nonpayment in
its 1603 claim that was unsupported. Specifically, EcoGrove
was unable to provide us with documentation to show that
this interest was paid in accordance with the terms of the
wind turbine supply agreement. What was provided as
support was an invoice from AWP for interest; however, that
invoice did not have anything to do with this agreement. In
fact, the invoice provided to us included an interest
assessment based on the wrong principal due, the wrong
interest rate, and the wrong time period.

EcoGrove Response

EcoGrove did not concur with our finding as follows.

e With respect to (a), Interest assessed prior to the contract, a
common industry practice in the construction of wind farms is
for the constructing company to incur costs at the beginning
of a project and then charge interest to the company
receiving the wind farm. Under the Second Restatement of
Contracts, usage is defined as a habitual or customary
practice. A “usage of trade” is a usage having such regularity
of observance in a place, vocation, or trade as to justify an
expectation that it will be observed with respect to a
particular agreement. Unless otherwise agreed, a usage of
[the vocation or] trade in the trade in which the parties are
engaged or a usage of trade of which they know or have
reason to know gives meaning to or supplements [or qualifies]
their agreement.

In addition, the substance of a transaction governs its tax
treatment not its form. Furthermore, every contract imposes a
duty upon each party a duty of good faith; good faith can be
described as faithfulness to an agreed common purposes and
consistency with the justified expectation of the other party.

Audit of EcoGrove Wind LLC Payment Under 1603 Program (OIG-11-103) Page 7



Even though a contract had not been signed until December
30, 2008, both AWP and EcoGrove were aware of the
customary practice that AWP would incur costs and charge
EcoGrove interest for those costs. Both were operating under
the premise that an implied contract existed for the interest
that AWP would be charging EcoGrove based on the industry
practice.

e With respect to (b), Unsupported interest penalty, interest
was calculated in accordance with the terms of the wind
turbine supply agreement and properly included in the basis.
The agreement required EcoGrove to make payments at
typical industry milestones, such as substantial completion of
each turbine. EcoGrove did not have the funds to pay the
required installments due to AWP at the times called for by
the contract. As such, EcoGrove incurred interest subject to
provisions of the agreement.

OIG Comment

Based on the results of our audit and assessment of its response,
we do not believe that EcoGrove has supported the questioned
interest amounts included in the project’s cost basis.

(a) We considered EcoGrove’s position that the wind turbine
supply agreement should be interpreted not to restrict, but to
include the terms regarding the payment of interest before the
contract execution date as a trade usage. However, the wind
turbine supply agreement clause 19.7 states that the
agreement and the contract documents “supersede all prior
discussions and agreements between the Parties” and
contains “the sole and entire agreement between the Parties”
and, more particularly, that “there are no agreements,
understandings, representations, or warranties between the
Parties other than those set forth herein or therein.”

Therefore, the wind turbine supply agreement is, within the
four corners of the document, complete and specific and
must be considered an integrated agreement. Given the
course of dealings of the parties, a pre-contractual interest
expense is particularly unusual in this case since AWP never
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made a demand upon default for payment. In short, the “trade
usage” explanation is not persuasive because the terms are so
significantly different than the written agreement between the
parties who are both experienced in the wind energy
generation field.

It should also be noted that in its response, EcoGrove stated
that the amount of interest assessed prior to the contract was
$3,032,556. The amount claimed, however, was
$2,034,370.

We concluded that neither the original amount EcoGrove
claimed for interest for nonpayment ($2,034,370) nor the
revised amount it included in its response to this report
($3,032,556) should have been included in the cost basis of
the subject property.

(b) Interest of $3,314,068 charged after the December 2008
contract date was not assessed in accordance with 83.5,
Late Payments, of the wind turbine supply agreement.
Section 3.5 states that when EcoGrove fails to make the
appropriate payment, AWP would be entitled to accrued
interest from the date that the payment was due until paid at
the lesser of prime rate plus 150 basis points or the maximum
rate permitted by applicable law. Based on the documentation
provided by EcoGrove during our audit, the interest was not
properly calculated using the method provided for in the
agreement.

It should also be noted that in its response, EcoGrove stated
that the amount of interest calculated in accordance with the
agreement was $2,315,882. The amount it claimed,
however, was $3,314,068. It did not, as part of the
response, provide details or supporting documents of its
calculation. The claimed amount of $3,314,068 remains
guestioned.

Note 2. Extended Warranty ($831,160 guestioned cost)

EcoGrove included $831,160 in the subject property’s cost basis
for an extended warranty for the wind turbines. The extended

Audit of EcoGrove Wind LLC Payment Under 1603 Program (OIG-11-103) Page 9



warranty, in this case, was not a cost of producing the subject
property since it was not purchased in accordance with the wind
turbine supply agreement between EcoGrove and related party
AWP. This agreement required Ecogrove to provide written notice
to AWP and make payment within 3 business days of such
notice to extend the warranty. EcoGrove provided written notice
to AWP in September 2009; however, payment was not made
until April 2010.

Therefore, we concluded that the cost of the extended warranty
was not a cost of producing the subject property in accordance
with Treas. Reg. 81.263A-1 and should not be included in the
subject property’s cost basis.

EcoGrove Response

EcoGrove did not concur with our finding. In its response,
EcoGrove agreed that the payment was not made until 2010;
however, since the economic performance rules under IRC
8461(h) were met, for tax purposes, EcoGrove capitalized the
cost. EcoGrove also concluded that the extended warranty was
an indirect cost of producing the subject property, as described
under Treas. Reg. 81.263A-1.

OIG Comment

According to the wind turbine supply agreement, EcoGrove was
to provide written notice and make payment to AWP within 3
business days of the notice to exercise the option to extend the
warranty. EcoGrove provided written notice in September 2009
of its decision to exercise the option; however, it did not make
payment until April 2010. Therefore, AWP was not obligated to
provide the extended warranty services until both the notice and
payment were received.

Furthermore, we concluded that the economic performance rule
under IRC 8461(h) was not met because no services were
provided by AWP. Economic performance is met only when
either services or properties are provided; in this case, neither
one was provided.
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Note 3. Spare Parts ($647,110 questioned cost)

Under the original warranty included in the wind turbine supply
agreement with related party AWP, EcoGrove was given the
spare parts on AWP’s Recommended Spare Parts List at no cost
during the 2-year warranty period. The warranty, however, was
amended on September 17, 2009, requiring EcoGrove to
purchase all spare parts. Upon payment, EcoGrove would
assume title to the spare parts and the risk of loss.® However,
title of the spare parts did not pass to EcoGrove until April 2010,
6 months after its 1603 Program claim. Therefore, since they did
not own the spare parts at the time of the 1603 Program claim,
we determined that the cost of the spare parts was not a cost of
producing the subject property and should not be included in the
cost basis.

EcoGrove Response

EcoGrove contested our determination that title and the risk of
loss needed to pass in order for it to be considered the owner of
the spare parts. EcoGrove considered itself the owner of the
producing property, claiming that economic performance was
met under IRC 8461(h) since it had possession of the spare
parts.

EcoGrove also stated, based on further review of the spare parts,
$10,133 of the amount originally claimed ($647,110) should not
have been included in the subject property’s basis. However, it
contended the amount of $637,440 for the remaining spare
parts was appropriate because the spare parts were considered
to be placed in-service, in advance of actual use, at the time the
subject property was placed in service. It cited Revenue Rulings
(Rev. Rul.) 69-200, 69-201, 81-185, and 2003-37 as support
for this position.

8 (c) Spare Parts. §2.9, “(b) Title to and risk of loss for the Spare Parts shall pass to Buyer at the
time Buyer makes payment for the Spare Parts.”
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OIG Comment

EcoGrove, based on its original and amended warranty
agreement with AWP, did not own the spare parts at the time of
its 1603 Program claim. Accordingly, we believe the cost of the
spare parts were not a cost of producing the subject property
and should not have been included in the cost basis.

EcoGrove received the spare parts from its sister company AWP
in April 2009 in accordance with 82.9 Stock of Spare Parts
under the effective warranty agreement. The spare parts were to
be provided to EcoGrove at no additional cost and were to be
stored at the project site during the warranty period. The spare
parts were to remain the property of AWP until they were
installed or until the end of the warranty period. At the request
of EcoGrove, the warranty agreement was amended in
September 2009, 2 months after the July 9, 2009 in-service
date of the subject property, requiring EcoGrove to purchase
spare parts that it had already received in April 2009. The
amendment stated that EcoGrove would pay the purchase price
within 30 days of receipt of invoice. The amendment further
stated that at the time of payment, the title to and risk of loss
for the spare parts would pass to EcoGrove. EcoGrove received
the invoice from AWP in October 2009 and did not make
payment until April 2010, 6 months later.

In summary, based on our analysis and review of EcoGrove’s
original and amended warranty agreement with AWP, we
concluded EcoGrove was not the owner of the spare parts since
the terms and conditions of the amendment were not met at the
time of its 1603 Program application; AWP was the owner.
Additionally, economic performance was not met because
EcoGrove only had possession of AWP’s spare parts as delivery
and storage were required in the original warranty agreement.
We concur that the spare parts could be capitalized and
depreciated; however, the subject property and the spare parts
are two separate and distinct assets with separate cost basis and
in-service dates.
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Note 4. Transmission Lines ($79,000 gquestioned cost)

EcoGrove included in the subject property’s cost basis $75,000
for structural steel and weatherization materials used for the
transmission line towers plus $4,000 of related indirect costs.
According to Treasury’s Program Guidance, transmission line
costs are not eligible for the 1603 payment. Therefore, the
transmission line materials and related indirect costs should not
have been included in the subject property’s cost basis.
EcoGrove management agreed with this assessment.

EcoGrove Response

EcoGrove management concurred with our finding and noted that
the cost basis should be adjusted by the amount questioned.

Note 5. Office Furniture ($29,130 questioned cost)

EcoGrove included $29,130 for office furniture in the cost basis
of the subject property. Office furniture is neither a direct nor
allocable indirect cost of producing the subject property, a wind
energy facility, and therefore, should not be included in the
subject property’s cost basis.

EcoGrove Response

EcoGrove management concurred with our finding and noted that
the cost basis should be adjusted by the amount questioned.

See appendix 2 for EcoGrove’s response to this report.

Recommendations

We recommend that the Fiscal Assistant Secretary do the
following:

1. Ensure that EcoGrove reimburse Treasury $2,080,452 for the
excessive 1603 Program award received for the subject

property.
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2. Direct EcoGrove, Acciona Energy North America Corporation,
and any other affiliated companies not to include in
applications for 1603 Program awards inappropriate or
otherwise ineligible costs in the claimed cost basis.

Management Response

Management expressed partial concurrence with our
recommendations and agreed that EcoGrove should reimburse
Treasury $35,479 for costs associated with transmission lines,
office furniture, and expendable spare parts. However,
management was unable to make a determination with respect
to the remainder of the costs questioned. Management to seek
guidance on the tax accounting issues and will take all
appropriate action to seek reimbursement if warranted.

See appendix 3 for management’s response to this report.

OIG Comment

Management’s response partially meets the intent of our
recommendations. We consider the cost questioned that requires
further review to be an open recommendation, and, in
accordance with Office of Management and Budget (OMB)
Circular No. A-50 Audit Follow-Up® and Treasury Directive (TD)
40-03, Treasury Audit Resolution, Follow-Up, and Closure'®, a
management decision must be made within 6 months of report
issuance.

® OMB Circular No. A-50, Action Requirements 8.a. (2) and (5)
' TD 40-03, 5(j)
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The information in this report should not be used for purposes other
than what was originally intended without prior consultation with
the Office of Inspector General regarding its applicability.
Information contained in this report may be confidential. The
restrictions of 18 U.S.C. 81905 should be considered before the
information is released to the public. We appreciate the courtesies
and cooperation provided to our staff during the audit. If you wish
to discuss this report, you may contact me at (202) 927-5400 or
Donna Joseph, Audit Director, at (202) 927-5784. Appendix 4 lists
the major contributors to this report.

/s/

Marla A. Freedman
Assistant Inspector General for Audit
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Appendix 1
Schedule of Questioned Costs

A questioned cost is a cost that is questioned by the auditor
because of an audit finding: (1) which resulted from an alleged
violation or possible violation of a provision of a law, regulation,
contract, grant, cooperative agreement, or other agreement or
document governing the use of Federal funds, including funds
used to match Federal funds; (2) where the costs, at the time of
the audit, are not supported by adequate documentation; or (3)
where the costs incurred appear unreasonable and do not reflect
the actions a prudent person would take in the circumstances.
Questioned costs are to be recorded in the Joint Audit
Management Enterprise System (JAMES). The questioned costs
will also be included in the next Office of Inspector General
Semiannual Report to the Congress.

Recommendation Number Questioned Costs

Recommendation 1 $2,080,452

The questioned costs relate to excessive funds that Treasury
awarded to EcoGrove under the 1603 Program. The amount
guestioned is 30 percent of the excessive costs included in
EcoGrove’s cost basis. As discussed in the audit report, the
guestioned costs in the cost basis consist of five components:
(1) $5,348,438 associated with interest for late payment, (2)
$831,160 associated with an extended warranty that was not a
direct cost of producing the subject property or necessary to
produce the subject property, (3) $647,100 associated with
recommended spare parts that was not owned by EcoGrove, (4)
$79,000 associated with ineligible transmission line costs, and
(5) $29,130 associated with furniture that is not a direct or
indirect allocable cost to producing the subject property.
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Appendix 2
EcoGrove’s Response

F - ACCIOMA Energy North America Corporation
%acclona A3 skt Wacker Orfve, SLita 1530
. Chicago, lling § G E0E

Tl 312,673, 3000
Fan: 112.673.3001
wranvdacclona s ra. e

May 10, 2011

M= Marla A Freedman

Assistant Inspecter General for Aundit
Office of the Inspector General
Department of the Treasury

740 15th Street, W, Suite 500
Washington, D.C. 20220

Diear Ms. Freedman-

We are responding, on behalf of EcoGrove Wmd , LLC to vour audit report dated April 5, 2011,
regarding the award made under the Department of the Treasmy’s 1603 Program- Payments for
Specified Energy Property in Lieu of Tax Credits. The report questions $2,080,452 of the
$67.868.807 award received October 30, 2009, by EcoGrove Wind, LLC.

We would hke to express cur appreciation for the chance to comment on the report and the
additional time we were granted in order to research the cost items in question. The company’s
detailed response to each of the questioned items 15 attached. In sumomary, we agres with a
reduction in the claimed basis of $118,263 and a resulting adjustment in the award of $35,479.
Consistent with the terms and conditions of the 1603 Program, management 15 prepared to rebumn
the fimds to the United States Department of Treasury {“Treasury™) when provided repayment
instructions. To the extent Treasury has additional questions or intends to mule adversely to our
inzfial 1603 request in combimnation with the adjustment noted herem, we respectfully request a
conferance with Treasury.

Please feel free to contact me directly with any questions or concerns regarding this matter at
312-673-3045 or bfarelldacciona-na.com.

Eind Fagards,

T Pk Z s -
t.._/_..f;"/_ }’; ‘ f{:ﬂ?‘.}:}

Brian M. Famrell

Vice President Accounting

Acciona Fnergy North America
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Appendix 2
EcoGrove’s Response

1

3

General Statement of Facts. The property in question is the 100.5 MW wind energy
fatlhtj’ operated by EcoGrove Wind, LLC (“EcoGrove™), located in Stephenson County,

Ihnms. EcoGrove is wholly owned by Acciona Wind Energy USA LLC ("AWE").
AWE entered into a wind turbine supply agreement on December 30, 2008 with Acciona
Windpower North Amenica, LLC ("AWP”), for the manifachire and supply of 67
Acciona 1.5 megawatt wind turbine generators that would gemerate 278.33 gigawatt
hours of electricity anmually. The turbines are accessed by constructed project roads, and
mterconnected by commmmication and electric power collection cable within the wind
farm. The collection system runs underground to the project substation where the voltage
1z increased and then sent via overhead transmission lme to the point of interconnect.
Approximately 176,000 tons of CO2 emissions will be avoided anmually. EcoGrove
represents AWE’s first renewable-energy project in the state of Illincis. The EcoGrove
Wind Farm will have the potential to deliver enough clean energy to power more than
25000 US. homes. EcoGrove filed timely application for the Department of the
Treasury’s (“Treasury™) 1603 Program — Payments for Specified Energy Property in Lien
of Tax Credit (“1603 Program™) authorized by the Ametica Recovery and Eeinvestment
Act of 2000 ("ARRA™). EcoGrove submitted its claim for payment in lien of tax credit
in the amount of $67,686,807 on October 15, 2009 and was awarded that amount by the
Treasury on October 30, 2009. The award was determined on an eligible project basis of
$226220 337 or 93.3% of the total project costs of $242046212. The audit report
questions 3% of the award received or $6,9534,240 of the basis included in the award
filing.

Grant Fecipient maintains that all capitalized costs were characterized as such i good
faith and through mterpretation of Internal Revemme Code ("IRC™) § 263A and the
relating Treasury Fegulations (“Treas. Regs.™).

Statement of Law — Principle Considerations — The Program Guidance proffered by the
Office of the Fiscal Assistance Secretary (“OFAS”) of the Treasury regarding payments
for specified energy property in lien of tax credits under the ARRA specifically outlines
the “Eligible Basis™ for which a payment in lien of tax credit is allowed. The guidance
states that the basis of property is determuned in accordance with the general rules for
determiming the basis of property for federal income tax purposes. Thus, the baznis of
property generally is its cost (IRC § 1012), unreduced by any other adjustment to
basis.. incurred in construction of the specified energy property. The puidance issued
suggests that the taxpayer’s basis m the property inder the IRC is the taxpayer’s eligible
basis in the property under Section 1603 of the ARRA.

Issues to Be Addressed

A Interest for Late Payment (§3,748,438 questioned costs) — The Office of the Inspector
General (“OIG™) draft andit report states:

[1]
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The claimed costs that EcoGrove used in making its application to Treasury under the

1603 Program mclude interest for late payment that was improperly charged by
AWP, and therefore, should not be ncluded in the subject property’s cost basis.

(a) EcolGrove was assessed interest for nonpayment for the peried Apml 2008

through December 2008, which was prior to the date of the wind turbine
supply agreement, December 30, 2008. Therefore, no amount was due in
accordance with the agreement.

(1) EcoGrove mecluded an interest assessment for nonpayment in its 1603 claim

that was umsupported.  Specifically, EcoGrove was unable to provide ns with
documentation to show that this interest was paid m accordance with the terms
of the wind turbine supply agreement. What was provided as support was an
mvoice from AWP for nterest; however, that invoice did not have anything to
do with this agreement. In fact, the invoice provided to us ncluded an interest
assessment based on the wrong principal due, the wrong interest rate, and the
wrong time period.!

Grant Recipient Position

During the time period between April 2008 and December 2008, AWP had begun
mcwrring costs for the construction of the turbines for EcoGrove. While there was
not a formal agreement in place, both parties were operating under the assumption
that one would be reached. For the costs meurred during that time period, AWP
charged EcoGrove interest.

(a) Intevest Assessed firom April 2008-December 2008 — A common industry

practice in the construction of wind farms is for the constructing company to
meur costs at the very beginning of the preject and then to charge interest to
the company receiving the wind farm The Second Festatement of Contracts
defines usage as a habitual or customary practice.” A usage of trade is a usage
hwingsn:hmgnhﬁlynfuhsmmhaphue,mmﬁm,mtadeastnjusﬁf;
an expectation that it will be observed with respect to a particular agreement.
Unless otherwise agreed, a usage of trade in the trade in which the parties are
engaged or a usage of trade of which they kmow or have reason to know gives
meaning to or supplements their agreement *

The substance of a transaction govems its tax treatment, mot its form” In
analyzing the doctrine of substance over form, the Supreme Court looks at the

* Tregs. Dec. Int. Rev. Ins Gen. (Apr. 20117, 5-6.
* RESTATEMENT (SECOMD) OF CONTRACTS § 219,

g2
i

? Gregory v. Hehvering, 203 U.5. 465, 55 5. Ct. 266, 79 L. Ed. 596 (1935).

[
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objective economic realities of the transaction rather than the form the parties
employed *

In addifion, every confract imposes a duty upon each party a duty of good
faith and fair dealing in its performance” Good faith can be described as
farthfulness to an agreed commeon purposes and consistency with the justified
expectations of the other party

Even though a confract had not been signed wmtil December 30, 2008, both
AWP and EcoGrove were aware of the customary practice that the builder,
AWP, would meur costs and charge EcoGrove interest for those costs. They
were both operating under the premise that an implied contract existed for the
mterest that AWP would be charging EcoGrove based om the industry
practice.

Despite the lack of a wrtten contract for the interest, the validity of the
payment should still be respected. The substance of the transaction involves a

buyer paying interest for costs incurred by a seller, which happens frequently
m the wind farm construction business.

AWE did not act in bad faith when it charged EcoGrove mterest because it
was consistent with the justified expectations of both parties. EcoGrove was
aware of the industry standard, so it anticipated having to pay interest on costs
that AWP mcurred before the turbine supply agreement (“TSA™) was signed.
The interest charged by AWP and imcluded in basis for the period prior to
December 30, 2008 was §3.032.356.

(b) EcoGrove entered mto a wind turbine supply agreement and associated

warranty agreement with AWP for the manufacture and supply of 67 wind
turbines. The TSA contams language regarding late payment mterest. The
TSA states:

Any amount owed by Buyer hereunder beyond the date that such amount
first becomes and due under this Agreement shall accrue interest from the
date that it first became due and payable until the date that it is paid at the

8 Frank Lyon Co. v. United Staves, 435 U5 561, 373, 88 5. Cr 1291, 35 L. Ed 2d 550 (1975}
 RESTATEMENT (SECOMD) OF CONTRACTS § 205,

¥ See id.

I3
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lesser of (1) Prime Rate plus 130 basis points or (i1} the maximum rate
permitted by Applicable Law

Interest caleulated i accordance with the terms of the TSA was $2,315,882
and properly included in basis. The apgreement stipulated that EcoGrove
needed to make payments at typical industry mulestones mcluding
downpayment, mechamical completion of each turbine, commissioning of each
turbine, substantial completion of each turbine, and upon final completion.
EcoGove did not have the funds to pay the required mstallments due to AWP
at times called for by the contract. All fimds EcoGrove had available were
already bemng used i the accumulated production expenditures for the
qualifymg project. As such EcoGrove incurred interest subject to provisions
of the TSA.

B. Extended Warranty ($831,160 questioned costs) — The OIG draft audit report states:

The extended warranty, in this case, was not a cost of producing the subject property
since it was not purchased in accordance with the wind torbine supply agreement
between EcoGrove and related party AWP. This agreement required EcoGrove to
provide written notice to AWP and make payment within 3 business days of such
notice to extend the warranty., EcoGrove provided wmitten notice to AWP in
September 2009; however, payment was not made mmtil Apnl 2010

Therefore, we concluded that the cost of the extended warranty was not a cost of
producing the subject property in accordance with Treas. Reg. §1.263A-1 and should
not be included in the subject property’s cost basis."

Grant Recipient Position

EcoGrove included costs in the subject property’s cost basis for an extended

for the wind turbines. EcoGrove's TSA with AWP mitially mecluded a 2-year
warranty for each wind furbine. By amendment dated September 17, 2009, the TSA
was amended to provide EcoGrove with an option to purchase an extension of the
warranty period.  EcoGrove gave notice to AWP immediately after the amendment
that they would purchase the extended warranty and incurred the warranty cost based
on their accrual accounting method. The actual payment for the extended warranty
was made in Apnl of 2010.

Capitalization vs. Expense — Treatment of expenditures as curmrently deductible or
subject to capitalization and depreciation poses considerable confusion for the IRS
and courts ahke. Although some items clearly represent either capital or expense
expenditures, courts often struggle to distingnsh items falling “between these two

# Wind Turbine Supply Azreement between EcoGrove Wind LLC and Acciona Windpower Morth Amenca, LLC
for the EcoGrove Wind Project, (Dec. 30, 2008).
ml‘lﬂs.Dﬁc.:ﬂpﬂmEZ: G,

[4]
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extremes [where] a point is approached at which it 15 diffienlt to determine whether
the expenditure is capital or an Expe.ﬂse_”" Items properly characterized as capital in
nature under some circumstances may warrant expense treatment in other situations.™
No brnght lnes exist in charactenizimg these types of expenditores. Whether
expenditures are cumently deductible is a question of fact'® Thus, taxpayers mmst
apply the following statutorily and judicially announced principles of capitalization
and dedncﬁbiliq to their unique facmal circumstances to determine proper treatment
of expenditures **

IRC §162 allows a current deduction for all the ordinary and necessary expenses paid
or incurred during the taxable year in carrying on any trade or business ' “Ordinary™
in this context has been held to mean common and accepted means '® “Necessary”
has been defined as appropriate and helpful'” Further, the regulations promulgated
thereunder expand this allowance to include the costs of “management expenses __.
labor, supplies, [and] incidental repairs. ™8 In the context of repars, the regulations
allow expense deductions for incidental repairs that “neither matenially add to the
value of the property nor iably prolong its life, but keep it n an ordinanly
efficient operating condition. ™ As indicated by the plain language of the regulations,
repairs naturally may increase the vahe of or potentially prolong the useful hfe of the
asset, and as such, the drafters of the regulation differentiate between allowable and
prohibited expense deductions by proscribing material additions of value and
appreciable extension of useful life. Additonally, some repairs require replacement
items; however, the regulations linit expense treatment of repairs in the nature of
replacements by requirng capitalization of replacements that both arrest deterioration
and appreciably prolong the life of the subject property

gLihb:.r&B]n:inv. Commissiener, 4 B.T.A. 910, #13 (1924).

Id.
""Tsalmpuul-usv. Commmissioner, T.C. Memo 2002-8, 19 (2002) citing INDOPCO v Cononissioner, 503 U5, 79 at
B
:Ni:gmMnhawi Power Corp. v. United States, 214 Cr. Cl. 686; 558 F2d 1370 (1877

LE.C. § 162
“W&lcht'.Hﬂrﬂiﬂg, 290175 111 (1933). “[w]hat is ordinary, though there nmst always be a siram of constancy
within it, is none the less a varisble affected by tome and place and circomstances. Ordinary i this context does not
mean that the payments must be habimal or normal in the sense that the same taxpayer will have to make them
often. A lawswit affecting the safety of a business may happen once in a lifetime. The counsel fees may be so heavy
that repetition is unlikely. MNone the less, the expense is an ordinary one because we know fom experience that
pavments for such purpose, whether the smount is large or small, are conmmon and sccepted means of defense
against attack. Cf Komhsuser v. U5, 276 U.5. 145. The simation is unique in the life of the individual affected,
but not m the Life of the group, the community, of which be is a part. At such tmes there are norms of condact
[industry practices) that help to stabilize our judgment, and make it certain and ohjective. The instance is not erratic,
bt is brought within a known type. . . . the decisive distinctions are those of degree and not of kind. One stuggles
in wain for any verbal formula that will supply a ready touchstone. The standard set up by the statate i1s not a mle of
law; it is rather a way of life. Life in all its fullness nanst supply the answer to the dddle.” Jd (guestion of fact)
”W&khv.ﬂahertngcﬂingucﬂnﬂurhv.mm4m. 316 (1819). In the comfext of deciding whether
Congress, under the “necessary and proper” clause, was authorized to incorporate a bank of the United States, the
U.5. Supreme Court also used the following terms to describe the term necessary: required, comwvenient wsefal,
Emﬁal,phtulyadapmd_“

Tress. Reg. § L.162-1(z).
B rd g 1.162-4
*

[5]
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As stated above, the default mule for the classification of expenditures is
capitalization. The IRC requires capitalization of expenditures on new prope
pmma.umlt]m;nmrem&nts orbettemmtsthatmmasethawlnaofapmpertj
Additionally, ammmlsexpendndmmturmgpmpa‘tymmmakmggmdﬂm
exhaustion thereof for which an allowance 13 or has been made”™ require
capitalization. ™ Capital expenditures generally include amounts paid or incurred: (1)
to add to the value, or substantially proleng the useful hife, of property owned by the
Wmhasp]aﬂmdaqtﬁpm&ntmmmadaptpmpenymammdiﬁmtm
The cost of acquisition, construction, or erection of buildings, machinery, and
eqmpment,ﬁnmh:u‘eamlﬁxmms and similar property having a useful hfe
mmmuﬂt}rqumwbleywmampummmm“ Both direct and

mdirect costs attributed to a capital expenditure must be capn:alj.'aed_

The capitalization provisions of IRC §263A take precedence owver the deduction
provisions in IRC §162.%* Accordingly, the Supreme Court of the United States has
noted that deductions pursuant to IRC §162 are exceptions to the nomm of
capitalization required under IRC §263A" IRC §263A prevents a taxpayer from
taking a current dednction for expenditures more properly atimibutable through
depreciation or an adjustment to basis, to income produced in fisture years 28

Certammd:redmstshwehxdltmm]l}rbeﬂlcapmhmdnndﬂmﬂ §263 based on the
Treas. Regs ™ They include indirect labor costs, indirect material costs, storage costs,
Tent, IMSUTEMCE, uhhugs,rq;mnxa.uﬂmamte]mma.uﬂmanynthm We are
specifically concerned with mdirect matenial costs, insurance, and repairs and
mamtenance costs. Indwect material costs comsist of “matenals that are not an

integral part of specific property produced” ™ If the matena]sweremtmedmﬂm
ud'ucunnufpmpemrthnntbeywunldbeexpmsedasmﬂuned_ Insurance held on

“plant or facility, machinery, equipment, materials, pmgulypmdlmed, OF PIOperty
held for resale” 1s also a cost required to be capitalized ™ Repairs and mamtenance

HLRC. 5263l

ﬂ.ﬁ.ﬁ?ﬁi{aj{l}. See Ever, 2 BTA 115 (1925) holding cost of replacing depreciable property not deductble
expense; Wilkes-Bame Lace Mamnfacmoring Co., 1 BTA 467 (1925) bolding repairs made in restoring property upon
which depreciation has been deducted are not deductible (context of machines that slipped inte disrepair due to lack
nfrepsj:]nns)_

“ Treas. Reg. § 1.263(a)-2(b).

”"m & 1.263(a)-2(a).

Ta:payen;tharpmdlumlm rangible personal property nmst capitalize direct costs for materials and labor costs
that become an mtegral part of an asset or are consumed i the ordinary course of tusiness. Treas. Fegz § 1.2634-
1{eM2)Wi). “Produce,” as used im IRC 5263 A, inchades construct, build, install, develop, and mmprove. Id. § 1.2634-
L{ENL).
®IRC.§ 162
¥ INDOPCO v. Comm, 503 T1.5. 79, 84, 112 (1992).
= Comm. v. Idaho Power Co, 418 U5, 1, 16 (1974).

*Tress Reg § 1.263A-1(=)(3).
* 1§ 1. 263A-1ENIINE).
M Id §1162-3.

R § 1263A- 13N

[8]
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costs in the case of ‘repamngandmammjningeqnipmenlorfacﬂiﬁes,”area]sn
deﬁnadtobeacapﬂahmdmﬂmdmst These mndirect costs when incurred for the
production of property should be capitalized.

Paid vs. Incwrred — The regulations state that production expenditures are taken into
account mmder the taxpayer's method of acmunn.ug including the economic
performance requirements under §461(h).** The economic performance qum.rmngnts
can be met when either services or properties are provided to the taxpayer™ Any
production related property or services that are received and accrued for by an accrual

basis taxpayer are therefore required to be capitalized by the taxpayer.

As discussed above, expendifures, often not easily distinpuishable as, d&dlltﬁble
expenses or capital expenditures, frequently become the subject of debate.® We must
apply the facts to the law stated in order to determine the correct classification of the
cost, expense or capitalize.

Extended Warranty - The regulations and case law referenced previously show the
default application of production costs is capitalization rather than expensing. In
general the tax mles for capitalization under IRC §263A reguire items having a useful
life substantially beyond the taxable year to be capital expenditures. The extended
warranty is realized over the course of the contract term which in this case constitutes
a multi-year agreement, longer than the normal 12-month penod associated with
expensing. The costs were incwred and property was received by an accrual basis
taxpayer. Even though the actual payment was not made until 2010, the economic
performance rules under §461(h) were met and for tax purposes EcoGrove was
subject to capitalize the cost as the service of the extended warranty was received.
AWP acknowledged the notice to extend the wamranty during September 2009, and
both parties recogmized that payment was forthcommg. AWP was obligated to

provide services under the extended warranty if necessary even though payment was
not recetved until April 2010.

Grant Recipient contests this adjustment on that basis that claimed costs are an
mdirect cost of producing property, as described under Treas. Reg. § 1.263A-1.

C. Spare Parts (647,110 questioned costs) — The OIG draft audit report states:

Under the onginal warranty inchided in the wind turbme supply agreement with
related party AWP, EcoGrove was given the option to obtain spare parts on AWP's

B I § 1.263A-1(e)3)(EN0).

* Treas. Reg. § 1.263A-11(0)(1)

*IRC §461[LN2)A)

* The deduction versus capitalization classification issue was analyzed in Zaninevich v. Comm., 616 F.2d 420 (CA-
9, 1980). In Zaminovich, a calendar year taxpayer paid rent in 1973 for the period from December 1, 1973 through
Mowember 30, 1974. The court held that the payment was fully deductible in 1973 because the prepayment did not
create an asset with 3 nseful life that extended substantially beyond the close of the fax year. Additionslly, in
Reverme Fuling 73-357, 1973-2 CB 40, the Intermnal Fevenue Service allowed a deduction in the year of purchase
for the full cost of tres and wbes, snce the useful life of these assets was less than a year.

[7
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Recommended Spare Parts List at no cost dunng the 2-year warranty peried. The
warranty, however, was amended on September 17, 2009, requiring EcoGrove to
purchase all spare parts. Upon payment, EcoGrove would assume fitle to the spare
parts and risk of loss. However, title of the spare parts did not pass to EcoGrove until
Aprl 2010, 6 months after its 1603 claim. Therefore, since they did not own the
spare parts at the time of 1603 claim, we determined that the cost of the spare parts
was not a cost of producing the subject property and should not be included in the

cost basis *’
Grant Recipient Position

As contemplated in the TSA and the associated Warranty Agreement Eco Grove was
mvoiced for spare parts in the amount of $647,110. The grant recipient purchased
primarily emergency and rotable spare parts. The parts are specific to the operation
and repair of the wind turbines and will not be held for resale.

The spare parts are in service in advance of actual use. Treasury cash grants are paid
only on property that is In service when the owner submuts its application. Spare
parts are n service in advance of actual use in two situations.

1) The parts are part of a pool of spare parts that a company keeps on hand to use in
servicing its equipment. This only applies where the parts are "rotable,” meaning the
company replaces a defective part using one from the pool and then puts the defective
part into the pool, after it has been repaired, for reuse in another machine.

An example is where an airline keeps a pool of rotable spares on hand for use in
mantaining engines.

In Eev. Rul. 69-200, 1969-1 CB. 60, the IRS said a pool of repairable and
rensable parts that an airline kept on hand to aveid operational downtime for its
aircraft were in service in advance of actual use. When the arline purchased new
aireraft, it also bought "a substantial number of flight equipment rotable parts and
assemblies specifically for use on such aireraft. Even though these parts may not
be immediately installed, they are, when purchased, necessary and essential to the
profitable operation of the airlme ® The IRS said such parts are in service at the
same time the amreraft for which they are purchased are put into service. It
distinguished rotable spares from "expendable spares” that, once installed, are not
ordmarily repaired or rensed.

In Rev. Rul 69-201, standby replacement parts that a mining company kept on
hand to repair "major items of machmery and egquipment, mcluding haulage
trecks, comveyors, converters, dnlls, power shovels, crushers, and skip hanlage
systems” were in service in advance of actual use. The agency said the parts are
generally repaired and reused three to four times after their omginal use in

! Treas. Dec. supranote 2, 6.

[8]
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replacing a hike part in a machine are usually purchased as a parts pool when the
uﬂgina.slsa[lﬁpmmtispmhasedmdaredifﬁcnhmmtajnqnick]ynﬂshm
notice.

2} Standby replacement parts are alse In service in advance of actual use if they are
"emergency spares.”

In Rev. Rul. 81-185, an electnic utility kept major parts on hand to deal with
unexpected breakdowns in equipment.  The Federal Enmergy Regulatory
Commission treated the spares as in service for regulatory purposes. The IRS said
they were also in service for tax purposes. The IRS described them as parts that
are normally acqmired at the same time machmery 1s purchased, kept at the site to
avold substantial operational downtime due to unexpected shutdowns, omly
available on special order, not subject to nommal periodic replacement, and not
repaired and rensed. Examples are a bearing seal for a plant generator or a rotor
m;pﬂdbeari.ugfuruseinanajrpmheatet The IES distinguished them from
"expendable spares” that are not in service umtil actually used. Expendable spares
do not require substantial special order lead times and are nunor items that are
subject to normal periodic replacement. *

The turbine contract in this case required AWP to provide a recommended spare parts
list for operation of the turbines and to deliver the spares on the list for storage at the
site no later than the "Substantial Completion Date” for the project.

Revenue Ruling 2003-37 outlines the TRS position of capitalizing spare parts in which
taxpayers are allowed to capitalize and depreciate rotable spare parts. The parts are
specific to the operation and repair of the wind turbines and will not be held for
resale. Furthermore, mdirect matenial costs are specifically capitalized under the
regulations when used for production property. They are expected to be utilized over
the usual life of the turbines as repairs are needed. The useful lives of the furbines are
greater than a year and extend past the default 12 months associated with expensing
costs. In addition, if the spare parts are considered to be repmran:lmamtemn:enusts
then they also would be considered capitalized indirect costs under the Treas. ngs

Paid vs. Incurred — The regulations state that production expenditures are taken mto
account umder the taxpayer's method of acmunn.ug including the economic
performance requirements under §461(h) *! The economic performance qum.remgnts
can be met when either services or properties are provided to the taxpayer.” Any

* Rev. Rul. 65-201, 1968-1 CE. 60. Cf Hewlett Packard, Inc. v. United States, 71 F.3d 398 (Fed. Cir. 1995), revg
Apollo Compurter, Inc. v. United States, 32 Fed.CL 334 (1994) (investment credits allowed on rotable spares kept by

:cm:mmamepuulmr@xﬁmm in customer machines); Honeywell, Inc. v.
Commissioner, 1992 T.C AL 453 (1992), affd 27 F.3d 571 (Bth Cir. 1994 (similar holdmg); Rev. Bul. 2003-37,

2003-1CH. Tl?ﬂRSsaysuwﬂlﬁnlhwmzdaummmmﬁEﬂsﬁj
* Rev. Rl 81-185, 1081-2 CB. 50.

* Treas. Reg. § 1.263A-1(e)ENiN0).

** Treas. Reg. § 1.2634-11003(1)

& IRC §461(RNIA)

[9
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production related property or services that are recerved and acerued for by an acerual
basis taxpayer are therefore required to be capitalized by the taxpayer.

Risk af Loss — The regulations provide that although m general “a taxpayer is not
considerad to be producing property unless the taxpaver is considered an owner of the
property produced under federal imcome tax primciples,” ownership is to be
determimed “based on all of the facts and circumstances ™ A taxpayer “may be
considerad an owner of pr Egerl}'prmued,wmthﬂughﬂmta@ayﬂdmnﬂthave
legal title to the property.”™ Furthermore, tax courts have specifically shown the,
“identification of the owners of property for purposes of UNICAP mules does not
necessarly rest on who bears the nisk of loss when the product is fabnicated, or, for
that matter, on who actually turns the screws or hammers the nails "™

In this specific case while the risk of loss did not pass to EcoGrove until Aprl 2010,
the cost still would have been required to be capitalized for tax purposes smce
economic performance was met with the receipt of the spare parts in addition to the
facts surmounding the situation. The spare parts were a necessary business expense in
addition to the warranty provided in the TSA since previous project experiences have
shown that orders under part warranties can be slow due to backorders. The cost of
downtime for the property due to part failure can be significantly more than the cost
of having spare parts on hand. This is common practice for affiliated projects and
even third party projects.

Grant recipient performed a detail review of the spare parts list under this eriteria and
determined that $10.133 of the previously claimed amount should not have been

included in basis (See attached Schedule 1). The remaining balance of $637,440 is
appropriately meluded in basis as in service emergency or rotable spares.

D. Transmission Lines (379,000 questioned costs) — The OIG draft audit report states:
According to Treasury’s Program Guidance, fransmission line costs are not eligible
for the 1603 payment. Therefore, the transmission line materials amirelated mndirect
costs should not have been included in the subject property’s cost basis.*

Grant Recipient Position
Grant Recipient concedes. The inclusion of transmission line materials was an
oversight and not an intentional misapplication of the mles. The basis should be
adjusted by the $79,000.

E. Office Fumniture ($29,130 questionad costs) — The OIG draft audit report states:

* Treas. Beg. § 1. 263A-2(a)(1){E0(A).
Euz_'.rsZoot' Commissioner, 114 T.C. Mo. 1 {2000)
* Treas. Dec. L Supra note 2, 6.

[10]
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Office fumiture i3 neither a direct nor allocable indirect cost of producing the subject
property, a wind energy facility, and therefore should not be incloded in the subject
property’s cost basis.

Grant Recipient Position
Grant Becipient concedes. The inclusion of office fumiture was an oversight and not

an intentional misapplication of the mules. The basiz should be adjusted by the
$20.130.

* Treas. Dec., supra note 2, §.

[11]
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DEPARTMENT OF THE TREASURY
WASHINGTON

ASSISTANT SECRETARY

Marla Freedman

Assistant Inspector General for Audit
Department of the Treasury

Office of Inspector General

740 15" Street, N.W., Suite 600
Washington, D.C. 20220

Dear Ms. Freedman:

Thank you for the opportunity to comment on the draft audit report of the Section 1603 award
made to EcoGrove Wind Farm, LLC (EcoGrove). We partially concur with the
recommendations contained in the report.

The draft report recommends that the Office of the Fiscal Assistant Secretary (OFAS) ensure that
EcoGrove reimburse Treasury in the amount of $2,080,452 from a Section 1603 payment of
$67.9 million made in October, 2009 for a wind farm located in Stephenson County, Illinois.
This recommendation is based on a finding that EcoGrove improperly included in their claimed
cost basis costs for interest, an extended warranty, spare parts, transmission lines, and office
furniture. OFAS concurs that costs associated with transmission lines, office furniture and
expendable spare parts are not properly included in basis and therefore concurs that EcoGrove
should reimburse Treasury in the amount of $35,479 for such costs.

OFAS is not able at this time to make a determination with respect to the remainder of the costs
questioned by the report. The report primarily bases its conclusions with respect to these costs
on EcoGrove’s failure to comply with the terms of its turbine supply agreement under which
these costs arose. While the information contained in the report includes sufficient information
to question these costs, we nevertheless are of the view that additional analysis of the tax
accounting issues raised by EcoGrove is necessary before we can determine if reimbursement is
appropriate. OFAS will therefore seek guidance on the tax accounting issues raised and will take
all appropriate action to seek reimbursement if warranted.

Sincerely,
Richard L. Gregg
Fiscal Assistant Secretary
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Appendix 4
Major Contributors To This Report

Donna Joseph, Director

Erica Wardley, Audit Manager
James Hodge, Auditor-in-Charge
Cheryl Sroufe, Auditor

Lisa Carter, Auditor

Roberta Wright, Auditor

Jenny Hu, Referencer
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Appendix 5
Report Distribution

Department of the Treasury

Assistant Secretary for Management of the Treasury,
Chief Financial Officer, and Chief Performance Officer

Fiscal Assistant Secretary

Deputy Chief Financial Officer

Director, Office of Accounting and Internal Controls

Deputy Director, Office of Performance Budgeting

Program Manager, Office of Fiscal Assistant Secretary

Office of Management and Budget

OIG Budget Examiner

Acciona Energy North America Corporation

Chief Financial Officer
Vice President, Accounting
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