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Quebec has set ambitious energy transition and industrial decarbonization targets. The shift to
greener practices has to be taken in a context where our energy consumption could rapidly grow
under the combined effect of a number of factors, such as the reindustrialization of our economy,
population growth, transport electrification and the potential for artificial intelligence to consume vast
amounts of energy. Investing in the development of energy infrastructure is therefore critically
important, as an abundance of energy is key to economic prosperity. The problem is that public
finances are already stretched to the limit with the need to renovate our aging infrastructure, among
other things. Encouraging private equity investment is thus vital, and tax incentives can be very
effective in this respect.

The American example

In 2022, the United States passed its Inflation Reduction Act (IRA), with the goal of stimulating
investment in the renewable energy sector, in particular. More specifically, the IRA altered or created
a number of tax credits to encourage private investment.1 Over the past two years, US businesses
have announced a total of almost US$276 billion in new investments in clean energy generation and
the capturing or elimination of carbon dioxide and other forms of industrial decarbonization, an
increase of 34% on the two years previous.2

The IRA is effective in that it takes the respective situations of various energy sector stakeholders
into account in a creative, flexible and pragmatic way, especially where taxation is involved. Energy
project promoters often have to wait many years for their projects to generate income and profits,
even though the banks and other investment funds they solicit financing from can be presumed to be
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operating profitable businesses. The tax losses that occur in the years during which such projects
are designed and built are therefore of little interest to developers, but of immediate interest to
investors. And so, a tax equity market has emerged, in which businesses subject to taxes can invest
in the shares of entities set up to develop such projects so as to benefit from tax credits and faster
depreciation. Typically, the entity that cashes in the investment and develops the project distributes
99% of income, losses and tax credits to investors until a predetermined return is achieved. Once
that return is achieved, the investor’s share of the benefits decreases, and the developer has the
option of buying out the investor’s residual share.

The IRA has transformed how federal clean energy tax credits are monetized, and it is now possible
to buy and sell such credits without having to make a long-term investment. For businesses, this
new way of doing things is an additional and attractive way to participate in the growing tax credit
market.3

In 2023, the volume of the tax equity market for American projects was around US$20 to 21 billion,
up about US$18 billion from the previous year.4 It appears that the trend will continue. It is estimated
that the value of the current market, which is particularly attractive to banks, is set to double to
US$50 billion a year by 2025.5

The equivalent of flow-through shares

The Quebec and Canadian tax deductions mechanism that most closely resembles the US tax
equity market is probably flow-through shares. Through these, businesses in the mining and
renewable energy sectors can transfer their mining exploration expenses and other expenses—
specifically designated as eligible—to investors, who can then deduct them from their own taxable
incomes.6 These businesses can thus issue shares at a higher price than they would receive for
common shares to finance their exploration and development operations. Investors are willing to pay
a higher price in return for the tax deductions afforded by the eligible expenses incurred by the
issuing businesses, which can amount to a maximum of 120% of the equity invested in the shares.7
Investors can also claim a 15% or 30% federal tax credit.

However, because tax incentives cannot be transferred, our mechanism is more rigid than the
American one, and it can only be applied to mineral exploration and development expenses and
certain specific expenditures related to renewable energy and energy conservation projects, such as
electricity generation using renewable sources like wind, solar energy and geothermal energy.8

With ambition and innovation comes the need to take action

Quebec could draw inspiration from the IRA to increase the attractiveness of flow-through shares
and broaden their scope of application, thereby creating a new tool to finance the energy transition.
The renewable energy sector is similar to the mining sector in many respects, not least in terms of
the considerable amount of capital required to build the infrastructure needed to operate a mine or
energy generation facility. The flow-through share mechanism, which is well-established and popular
with investors,9 could be just as successful in our energy transition context. Making such incentives
easier to transfer would also drive the emergence of a market similar to the US tax equity market.

A number of Québec flagship companies, such as Hydro-Québec,10 Innergex11 and Boralex,12 are
also very ambitious when it comes to developing large-scale energy projects. They face major
financing challenges, as do those in the industrial decarbonization and infrastructure renewal
sectors. Innovation is necessary to meet these challenges and make the transition to a more
sustainable, but just as prosperous, world, and to do so in good time.13
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