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What Banks Need To Know About “PACE” Financing 
 

n recent years the state of California enacted a 

number of bills to promote clean energy and 

conservation, including by owners of residential 

and non-residential buildings.  AB 1103,
1
 enacted 

in 2007, requires nonresidential property owners 

to benchmark a building’s energy use and 

disclose its usage to potential buyers, lessees, and 

lenders.  AB 811
2
 enacted in 2008 allows a 

municipality to offer financing of real property 

energy projects, where the property owner repays 

energy improvement loans by means of 

consensual assessments on the property.  As with 

tax obligations, these loans are secured by super-

priority liens in favor of the sponsoring 

municipality.  Municipalities also have legal 

authority under SB 555
3
 (2011) to finance 

property energy improvements under the state’s 

Mello Roos Community Facilities Act,
4
 where the 

repayment of such financing by affected property 

owners is also secured by super-priority property 

liens.   

 

A number of California local governments, in 

cooperation with private companies and 

organizations sponsor PACE programs.  Many 

other governmental entities in other states also 

offer or sponsor such financing programs, 

commonly known as Property Assessed Clean 

Energy or “PACE” programs.
5
 Part of the 

                                                           
1
 Codified at Section 25402.10 of the Public Resources 

Code. 
2
 See Section 5898.12 of the Streets and Highways Code.  

3
 See Section 53313.5(l) of the Government Code. 

4
 Government Code Sections 53311-53368.3. 

5
 An organization called PACENow is a clearinghouse for 

PACE programs nationwide and California.  Lists of PACE 

programs by state are available at its website address at 

http://pacenow.org.  

incentive of local governments is to rely on 

PACE programs not just to promote energy 

conservation but to generate business activity and 

promote job growth. The kinds of energy 

improvements commonly available through 

PACE programs include energy audits, envelope 

sealing, lighting, HVAC upgrades, water heating, 

water conservation, and renewable energy. 

 

PACE lending may be available to both 

residential and commercial property owners.  

However, the Federal Housing Finance Agency’s 

(“FHFA”) opposition to PACE loans for now has 

discouraged some promoters from offering 

financing to homeowners.  FHFA takes the 

position that PACE financing arrangements 

present safety and soundness concerns by 

transferring financial risks to Fannie Mae and 

Freddie Mac (the “Enterprises”), and that the 

programs often lack adequate consumer 

protection and energy retrofitting standards.
6
  

 

Encumbering residential and commercial loans 

with senior PACE obligations also implicates 

federal regulatory guidance, such as the 

Supervisory Guidance of the Office of the 

                                                           
6
 In a Statement dated July 6, 2010, FHFA directed the 

Enterprises and mortgage originators to limit their exposure 

to financial risks associated with PACE programs.  In a 

letter issued February 28, 2011, the FHFA further directed 

the Fannie and Freddie not to purchase mortgages affected 

by first-lien PACE obligations.  Following a number of law 

suits against the FHFA, including in California, the agency 

was required by the Federal District Court of Central 

California to undergo a formal rulemaking process to solicit 

public comments on its position.  In June this year it 

published a proposed rule, still pending, which reiterates the 

agency’s arguments in the Statement and its 2011 letter. 

I 

http://pacenow.org/
http://www.occ.gov/news-issuances/bulletins/2010/bulletin-2010-25.html
http://www.fhfa.gov/webfiles/15884/PACESTMT7610.pdf
http://www.gpo.gov/fdsys/pkg/FR-2012-06-15/pdf/2012-14724.pdf
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Comptroller of the Currency dated July 6, 2010 

(“Guidance”).  Among the protective measures 

that banks are obligated to take with respect to 

PACE loans include:  

 

• Procuring loss guarantees from the sponsoring 

municipality; 

• Escrowing tax assessment-related debt service 

payments; 

• Re-evaluating and adjusting home equity line of 

credit line amounts; and 

• In the case of commercial properties, securing 

additional collateral. 

 

With respect to new mortgage and home equity 

loans, a bank is advised to consider: 

 

• Reducing the LTV to reflect maximum rates of 

senior PACE obligations; and 

• Considering the maximum amount of PACE 

payments when evaluating the borrower’s 

financial capacity.   

 

The Guidance concludes by noting: “Programs 

that fail to comply with these expectations pose 

significant regulatory and safety and soundness 

concerns.” 

 

Whether in the context of residential or 

commercial real estate lending, debt financing 

used to enhance the value of real property or 

reduce operating costs could be beneficial both to 

the owner and mortgage lender.  From the 

lender’s perspective, higher property values can 

enhance loan security, and reduced operating 

costs can help ensure that the borrower can make 

regular loan payments.  Ideally, if a bank 

customer is considering obtaining a PACE loan to 

make improvements that would result in the 

placement of a senior lien on the secured 

property, the bank should be involved in the 

decision.  

 

Most PACE programs include provisions for 

lender consent or notification, but some do not.  

And not all PACE programs operate the way that 

secured lenders would like.  Therefore, secured 

lenders should become familiar with government 

PACE programs that are available where they and 

their customers do business. Here are key aspects 

of any PACE lending program to look for: 

 

How serious does the sponsor take credit 

underwriting?  City and county administrators 

typically are not experienced creditors and 

probably will not apply the same prudent credit 

underwriting standards that creditors use.  As 

financing is secured by priority liens that run with 

the property, the promoters of PACE loans focus 

mostly on encouraging property owners to make 

energy improvements.  Individual credit risks are 

not top of mind.  A program might include 

minimal standards, such as whether the property 

owner is current on existing obligations or has 

undergone a recent bankruptcy.  Maximum 

allowable pre- and post-financing loan-to-value 

ratios might be established, and those ratios are 

usually much higher than what a bank permits.  

PACE financing largely relies on collateral-based 

lending, as individuals’ ability to repay the loan is 

usually not considered.   

 

Are the benefits of the project documented?  Not 

all of the potential benefits of energy 

improvements—such as reducing aggregate 

greenhouse gas emissions or highlighting a 

building or business’s environment-friendly 

status—are financially quantifiable.  And even 

careful analyses of the costs and benefits of 

proposed improvements will not guarantee that a 

project would either increase the value of the 

property (above improvement costs) or reduce 

operating costs/improve cash flow.  Nevertheless, 

a reputable PACE program should include some 

form of analysis specific to the subject property 

to substantiate that improvements would produce 

the desired benefits under stated assumptions. 

Without it, there would be little basis for the bank 

to decide whether to cooperate with the owner 

(i.e., by permitting subordination of the mortgage 

or offering its own financing). 

 

http://www.occ.gov/news-issuances/bulletins/2010/bulletin-2010-25.html
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Is lender consent required? Most loan 

documents affecting real property collateral 

prohibit borrowers from consenting to senior 

encumbrances on the secured property.  Some 

PACE programs require formal consent from the 

existing mortgage lender before consummating 

the PACE financing. Others rely on some form of 

notification, or do not seek to engage the lender at 

all. Lenders should be aware of the consent or 

notification mechanism and how it may affect 

their relationship with the customer and the 

secured property.  As indicated above, they must 

also consider applicable regulatory restrictions. 

As more and more PACE programs are adopted, 

lenders may find it helpful to become familiar 

with the programs that operate within the areas 

where the bank or its customers do business.  

Placer County, California, offers a reputable 

PACE program that works well with mortgage 

lenders.  Its website offers a good illustration of 

how one PACE program works, and includes a 

property owner application form that reveals the 

criteria for obtaining PACE financing in that 

county. 

 

               Leland Chan 

 
The information contained in this CBA Regulatory Compliance 

Bulletin is not intended to constitute, and should not be received as, 

legal advice.  Please consult with your counsel for more detailed 

information applicable to your institution. 
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