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I. LEGISLATIVE BACKGROUND

The Senate Committee on Finance Marked up an original bill, S.
the “Energy Tax Incentives Act of 2003”), on April 2, 2003,
and, with a quorum present, ordered the bill favorably reported by
a voice vote on that date.

[Note.—This bill was converted into Senate Amendment 1424]

TITLE I—RENEWABLE ELECTRICITY PRODUCTION TAX
CREDIT

A. EXTENSION AND MODIFICATION OF THE SECTION 45 ELECTRICITY
PrRODUCTION CREDIT

(Sec. 101 of the Bill and Sec. 45 of the Code)
PRESENT LAW

An income tax credit is allowed for the production of electricity
from either qualified wind energy, qualified “closed-loop” biomass,
or qualified poultry waste facilities (sec. 45). The amount of the
credit is 1.5 cents per kilowatt hour (indexed for inflation) of elec-
tricity produced. The amount of the credit was 1.8 cents per kilo-
watt hour for 2002. The credit is reduced for grants, tax-exempt
bonds, subsidized energy financing, and other credits.

The credit applies to electricity produced by a wind energy facil-
ity placed in service after December 31, 1993, and before January
1, 2004, to electricity produced by a closed-loop biomass facility
placed in service after December 31, 1992, and before January 1,
2004, and to a poultry waste facility placed in service after Decem-
ber 31, 1999, and before January 1, 2004. The credit is allowable
for production during the 10-year period after a facility is originally
placed in service. In order to claim the credit, a taxpayer must own
the facility and sell the electricity produced by the facility to an un-
related party. In the case of a poultry waste facility, the taxpayer
may claim the credit as a lessee/operator of a facility owned by a
governmental unit.

Closed-loop biomass is plant matter, where the plants are grown
for the sole purpose of being used to generate electricity. It does
not include waste materials (including, but not limited to, scrap
wood, manure, and municipal or agricultural waste). The credit
also is not available to taxpayers who use standing timber to
produce electricity. Poultry waste means poultry manure and litter,
including wood shavings, straw, rice hulls, and other bedding mate-
rial for the disposition of manure.

The credit for electricity produced from wind, closed-loop bio-
mass, or poultry waste is a component of the general business cred-
it (sec. 38(b)(8)). The credit, when combined with all other compo-
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nents of the general business credit, generally may not exceed for
any taxable year the excess of the taxpayer’s net income tax over
the greater of (1) 25 percent of net regular tax liability above
$25,000, or (2) the tentative minimum tax. For credits arising in
taxable years beginning after December 31, 1997, an unused gen-
eral business credit generally may be carried back one year and
carried forward 20 years (sec. 39). To coordinate the carryback with
the period of application for this credit, the credit for electricity
produced from closed-loop biomass facilities may not be carried
back to a tax year ending before 1993 and the credit for electricity
produced from wind energy may not be carried back to a tax year
ending before 1994 (sec. 39).

REASONS FOR CHANGE

The Committee recognizes that the section 45 production credit
has fostered additional electricity generation capacity in the form
of non-polluting wind power. The Committee believes it is impor-
tant to continue this tax credit by extending the placed in service
date for such facilities to bring more wind energy to the United
States electric grid. The Committee also believes it is important to
extend the placed in service date for closed-loop biomass facilities
to give those potential fuel sources an opportunity in the market
place. The Committee also believes it is appropriate to include in
qualifying facilities those facilities that co-fire closed-loop biomass
fuels with coal, with other biomass, or with coal and other biomass.

Based on the success of the section 45 credit in the development
of wind power as an alternative source of electricity generation, the
committee further believes the country will benefit from the expan-
sion of the production credit to certain other “environmentally
friendly” sources of electricity generation such as open-loop biomass
and agricultural waste nutrients, geothermal power, solar power,
biosolids and sludge, small irrigation systems, and trash combus-
tion. While not all of these additional facilities are pollution free,
they do address environmental concerns related to waste disposal.
In addition, these potential power sources further diversify the na-
tion’s energy supply.

In the current electricity market, the Committee believes that a
subsidy via a tax credit of 1.8 cents per kilowatt-hour should pro-
vide sufficient incentive to investors to enter the market with alter-
native sources of electricity. Therefore the Committee believes in-
dexing of the credit amounts for years after 2003 is unwarranted.

Because tax-exempt persons such as public power systems and
cooperatives provide a significant percentage of electricity in the
United States, the Committee believes it is important to provide
the incentive for production from renewable resources to these per-
sons in addition to taxable persons.

Lastly, the Committee believes that certain pre-existing facilities
should qualify for the section 45 production credit, albeit at a re-
duced rate. These facilities previously received explicit subsidies, or
implicit subsidies provided through rate regulation. In a deregu-
lated electricity market, these facilities, and the environmental
benefits they yield, may be uneconomic without additional eco-
nomic incentive. The Committee believes the benefits provided by
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such existing facilities warrant their inclusion in the section 45
production credit.

EXPLANATION OF PROVISION

The provision extends the placed in service date for wind facili-
ties, and closed-loop biomass facilities to facilities placed in service
after December 31, 1993 (December 31, 1992 in the case of closed-
loop biomass) and before January 1, 2007.

The provision provides that, for facilities placed in service after
the date of enactment, the amount of the credit will be 1.8 cents
per kilowatt hour with no adjustment for inflation for production
in years after 2003.

The provision also defines six new qualifying energy resources:
biomass (including agricultural livestock waste nutrients), geo-
thermal energy, solar energy, small irrigation power, biosolids and
sludge, and municipal solid waste.

Qualifying biomass facilities are facilities using biomass to
produce electricity that are placed in service prior to January 1,
2005. Qualifying agricultural livestock waste nutrient facilities are
facilities using agricultural livestock waste nutrients to produce
electricity that are placed in service after the date of enactment
and before January 1, 2007.

For a facility placed in service after the date of enactment, the
ten-year credit period commences when the facility is placed in
service. In the case of a biomass facility originally placed in service
before the date of enactment, the ten-year credit period is reduced
to a five-year period and commences after December 31, 2003 and
the otherwise allowable 1.8 cent-per-kilowatt-hour credit is reduced
to a 1.2 cent-per-kilowatt-hour credit.?

The provision modifies present law to provide that qualifying
closed-loop biomass facilities include any facility originally placed
in service before December 31, 1992 and modified to use closed-loop
biomass to co-fire with coal, to co-fire with other biomass, or to co-
fire with coal and other biomass, before January 1, 2007. The tax-
payer may claim credit for electricity produced at such qualifying
facilities with the credit amount equal to the otherwise allowable
credit multiplied by the ratio of the thermal content of the closed-
loop biomass fuel burned in the facility to the thermal content of
all fuels burned in the facility.

Qualifying geothermal energy facilities are facilities using geo-
thermal deposits to produce electricity that are placed in service
after the date of enactment and before January 1, 2007. Qualifying
solar energy facilities are facilities using solar energy to generate
electricity that are placed in service after the date of enactment
and before January 1, 2007. In the case of qualifying geothermal
energy facilities and qualifying solar energy facilities, taxpayers
may claim the otherwise allowable credit for the five-year period
commencing when the facility is placed in service.

A qualified small irrigation power facility is a facility originally
placed in service after the date of enactment and before January
1, 2007. A small irrigation power facility is a facility that generates

1As is the case for the 1.8 cents-per-kilowatt-hour credit, the 1.2 cents-per-kiowatt-hour credit
is not indexed for future inflation.
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electric power through an irrigation system canal or ditch without
any dam or impoundment of water. The installed capacity of a
qualified facility is less than five megawatts.

A qualified biosolids and sludge facility is a facility originally
placed in service after the date of enactment and before January
1, 2007. A biosolids and sludge facility is a facility that uses the
waste heat from the incineration of biosolids and sludge to produce
electricity. For example, if the taxpayer conveys biosolids and
sludge into a glass furnace for the purpose of stabilizing the inor-
ganic contents of the biosolids and sludge in an amorphous glass
matrix (and potentially selling the resulting glass aggregates), and
the taxpayer uses the waste heat from the glass furnace to gen-
erate steam to power a turbine and produce electricity, the elec-
tricity produced would be from a qualified biosolids and sludge fa-
cility. In addition, a qualifying biosolids and sludge facility is a fa-
cility for which the taxpayer has not claimed credit as a combined
heat and power system property as defined elsewhere in this bill.

Municipal solid waste facilities (or units) are facilities (or units)
that burn municipal solid waste (garbage) to produce steam to
drive a turbine for the production of electricity. Qualifying munic-
ipal solid waste facilities (or units) include facilities (or units2)
placed in service after the date of enactment and before January
1, 2007. In the case of qualifying municipal solid waste facilities (or
units), taxpayers may claim the otherwise allowable credit for the
five-year period commencing when the facility (or unit) is placed in
service.3

Biomass is defined as any solid, nonhazardous, cellulosic waste
material which is segregated from other waste materials and which
is derived from any of forest-related resources, solid wood waste
materials, or agricultural sources. Eligible forest-related resources
are mill and harvesting residues, precommercial thinnings, slash,
and brush. Solid wood waste materials include waste pallets,
crates, dunnage, manufacturing and construction wood wastes
(other than pressure-treated, chemically-treated, or painted wood
wastes), and landscape or right-of-way tree trimmings. Agricultural
sources include orchard tree crops, vineyard, grain, legumes, sugar,
and other crop by-products or residues. However, qualifying bio-
mass for purposes of this provision does not include municipal solid
waste (garbage), gas derived from biodegradation of solid waste, or
paper that is commonly recycled. Agricultural waste nutrients are
defined as livestock manure and litter, including bedding material
for the disposition of manure. Agricultural livestock comprise bo-
vine, swine, poultry,* and sheep among others.

Geothermal energy is energy derived from a geothermal deposit
which is a geothermal reservoir consisting of natural heat which is

2For this purpose a unit eligible under the bill would comprise a new burner, boiler and tur-
bine system installed on the site of an existing municipal solid waste facility.

3No_credit is permitted during the taxable year if, during any portion of the taxable year,
there is a certification in effect by the Administrator of the Environmental Protection Agency
that the facility was permitted to operate in a manner inconsistent with section 4003(d) of the
Solid Waste Disposal Act.

4The provision deletes poultry litter as a separate qualifying facility for facilities placed in
service after the effective date. Poultry litter facilities remain qualifying facilities as agricultural
waste nutrient facilities. Any poultry litter facility placed in service on or prior to the date of
enactment is unaffected by the modifications made by this provision. For example, the value
of the credit that may be claimed for production from such a facility would continue to be in-
dexed for inflation.
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stored in rocks or in an aqueous liquid or vapor (whether or not
under pressure).

Biosolids and sludge are the residue or solids removed during the
treatment of commercial, industrial, or municipal wastewater.

Municipal solid waste is “solid waste” as defined in section 2(27)
of the Solid Waste Disposal Act.

The provision provides that certain persons (public power sys-
tems, electric cooperatives, rural electric cooperatives, and Indian
tribes) may sell, trade, or assign to any taxpayer any credits that
would otherwise be allowable to that person, if that person were a
taxpayer, for production of electricity from a qualified facility
owned by such person. However, any credit sold, traded, or as-
signed may only be sold, traded, or assigned once. Subsequent
transfers are not permitted. In addition, any credits that would
otherwise be allowable to such person, to the extent provided by
the Administrator of the Rural Electrification Administration, may
be applied as a prepayment to certain loans or obligations under-
taken by such person under the Rural Electrification Act of 1936.

In the case of qualifying open-loop biomass facilities, qualifying
closed-loop biomass facilities modified to use closed-loop biomass to
co-fire with coal, with other biomass, or with coal and other bio-
mass, and qualifying municipal solid waste facilities, the provision
permits a lessee or operator to claim the credit in lieu of the owner
of the facilities.

Lastly, the provision repeals the present-law reduction in allow-
able credit for facilities financed with tax-exempt bonds or with
certain loans received under the Rural Electrification Act of 1936.
In the case of qualifying closed-loop biomass facilities modified to
use closed-loop biomass to co-fire with coal, with other biomass, or
with coal and other biomass, the provision repeals the present-law
reduction in allowable credit for facilities that receive any subsidy.

EFFECTIVE DATE

The provision generally is effective for electricity produced and
sold from qualifying facilities after the date of enactment. For elec-
tricity produced from qualifying open-loop biomass facilities origi-
nally placed in service prior to the date of enactment, the provision
is effective January 1, 2004.

TITLE II—ALTERNATIVE MOTOR VEHICLES AND FUEL
INCENTIVES

A. MODIFICATIONS AND EXTENSIONS OF PROVISIONS RELATING TO
ELEcTRIC VEHICLES, CLEAN FUEL VEHICLES, AND CLEAN-FUEL
VEHICLE REFUELING PROPERTY

(Secs. 201, 202, 203, and 204 of the Bill and Secs. 30 and 179A and
new Secs. 30B, 30C, and 40A of the Code)

PRESENT LAW

Electric vehicles

A 10-percent tax credit is provided for the cost of a qualified elec-
tric vehicle, up to a maximum credit of $4,000 (sec. 30). A qualified
electric vehicle is a motor vehicle that is powered primarily by an
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electric motor drawing current from rechargeable batteries, fuel
cells, or other portable sources of electrical current, the original use
of which commences with the taxpayer, and that is acquired for the
use by the taxpayer and not for resale. The full amount of the cred-
it is available for purchases prior to 2002. The credit phases down
in the years 2004 through 2006, and is unavailable for purchases
after December 31, 2006.

Clean-fuel vehicles

Certain costs of qualified clean-fuel vehicles may be expensed
and deducted when such property is placed in service (sec. 179A).
Qualified clean fuel vehicle property includes motor vehicles that
use certain clean-burning fuels (natural gas, liquefied natural gas,
liquefied petroleum gas, hydrogen, electricity and any other fuel at
least 85 percent of which is methanol, ethanol, any other alcohol
or ether). The maximum amount of the deduction is $50,000 for a
truck or van with a gross vehicle weight over 26,000 pounds or a
bus with seating capacities of at least 20 adults; $5,000 in the case
of a truck or van with a gross vehicle weight between 10,000 and
26,000 pounds; and $2,000 in the case of any other motor vehicle.
Qualified electric vehicles do not qualify for the clean-fuel vehicle
deduction. The deduction phases down in the years 2004 through
2006, and is unavailable for purchases after December 31, 2006.

Clean-fuel vehicle refueling property

Clean-fuel vehicle refueling property may be expensed and de-
ducted when such property is placed in service (sec. 179A). Clean-
fuel vehicle refueling property comprises property for the storage or
dispensing of a clean-burning fuel, if the storage or dispensing is
the point at which the fuel is delivered into the fuel tank of a
motor vehicle. Clean-fuel vehicle refueling property also includes
property for the recharging of electric vehicles, but only if the prop-
erty is located at a point where the electric vehicle 1s recharged.
Up to $100,000 of such property at each location owned by the tax-
payer may be expensed with respect to that location. The deduction
is unavailable for costs incurred after December 31, 2006.

REASONS FOR CHANGE

The Committee believes that further investments in alternative
fuel and advanced technology vehicles are necessary to transform
automotive transportation in the United States to be cleaner, more
fuel efficient, and less reliant on petroleum fuels.

Tax benefits provided directly to the consumer to lower the cost
of new technology and alternative-fueled vehicles can help lower
consumer resistance to these technologies by making the vehicles
more price competitive with purely petroleum-based fuel vehicles
and creating increased demand for manufacturers to produce the
technologies. The eventual goal is mass production and mass-mar-
ket acceptance of new technology vehicles. The Committee recog-
nizes that creating a number of different credits tailored to each
different automotive technology adds complexity to the Internal
Revenue Code, but no one technology has established that it alone
provides the solution. Therefore, it is appropriate to provide tax
benefits tailored to specific vehicle technologies, as long as the ve-
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hicle’s engine technology directly replaces gasoline and diesel fuel
with an alternative energy source.

The Committee expects that hybrid motor vehicles and dedicated
alternative fuel vehicles are the near-term technological advance-
ment that will replace gasoline- and diesel-burning engines with al-
ternative-powered engines, and electrical and fuel cell vehicles will
be the long-term technological advancement.

Applying these technologies to medium and heavy-duty trucks
and buses is also important for transforming the transportation
sector to a cleaner, more fuel-efficient sector less reliant on petro-
leum-based fuels. Therefore, it is appropriate to use tax incentives
to encourage the introduction of advanced vehicle technologies in
large trucks and buses.

In addition, because new vehicle technologies require new fuels
and infrastructure to deliver those fuels, investments in new tech-
nology automobiles alone are not sufficient to transform the market
to accept these vehicles. Therefore, substantial investments in new
refueling stations and new fuels are also necessary to make alter-
native vehicle technologies feasible.

EXPLANATION OF PROVISION

Alternative motor vehicle credits

The bill provides a credit for the purchase of a new qualified fuel
cell motor vehicle, a new qualified hybrid motor vehicle, and a new
qualified alternative fuel motor vehicle. In general the provision
provides that the buyer claims the credit, unless the buyer is a tax-
exempt entity in which case the seller or lessor of the vehicle may
claim the credit. The taxpayer may carry forward unused credits
for 20 years or carry unused credits back for three years (but not
to any taxable year beginning before the date of enactment). Quali-
fied vehicles are vehicles placed in service before 2007 (2012 in the
case of fuel cell vehicles). Any deduction otherwise allowable under
sec. 179A is reduced by the amount of credit allowable.

Fuel cell vehicles

A qualifying fuel cell vehicle is a motor vehicle that is propelled
by power derived from one or more cells which convert chemical en-
ergy directly into electricity by combining oxygen with hydrogen
fuel which is stored on board the vehicle and may or may not re-
quire reformation prior to use. The amount of credit for the pur-
chase of a fuel cell vehicle is determined by a base credit amount
that depends upon the weight class of the vehicle and, in the case
of automobiles or light trucks, an additional credit amount that de-
pends upon the rated fuel economy of the vehicle compared to a
base fuel economy. For these purposes the base fuel economy is the
2002 model year city fuel economy rating for vehicles of various
weight classes (see below). Table 1, below, shows the base credit
amounts.

TABLE 1.—BASE CREDIT AMOUNT FOR FUEL CELL VEHICLES

Credit

Vehicle gross weight rating in pounds amount

Vehicle < 8,500 $4,000
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TABLE 1.—BASE CREDIT AMOUNT FOR FUEL CELL VEHICLES—Continued

Credit

Vehicle gross weight rating in pounds amount

8,500 < vehicle < 14,000 10,000
14,000 < vehicle < 26,000 20,000
26,000 < vehicle 40,000

Table 2, below, shows the additional credits for passenger auto-
mobiles or light trucks.

TABLE 2.—CREDIT FOR QUALIFYING FUEL CELL VEHICLES

If fuel economy of the fuel cell vehicle is:
Credit

at least but less than

$1,000 150% of base fuel economy .................. 175% of base fuel economy.
$1,500 175% of base fuel economy ... 200% of base fuel economy.
$2,000 200% of base fuel economy ... 225% of base fuel economy.
$2,500 225% of base fuel economy ... 250% of base fuel economy.
$3,000 250% of base fuel economy ... 275% of base fuel economy.
$3,500 275% of base fuel economy 300% of base fuel economy.
$4,000 300% of base fuel economy.

Hybrid vehicles

A qualifying hybrid vehicle is a motor vehicle that draws propul-
sion energy from on-board sources of stored energy which include
both an internal combustion engine or heat engine using combus-
tible fuel and a rechargeable energy storage system (e.g., batteries).
The amount of credit for the purchase of a hybrid vehicle is the
sum of two components. In the case of an automobile or light truck,
the amount of credit is the sum of a base credit amount that varies
with the amount of power available from the rechargeable storage
system and a fuel economy credit amount that varies with the
rated fuel economy of the vehicle compared to a 2002 model year
standard. In addition, the vehicle must meet or exceed the EPA
Tier II, bin 5 emissions standards. In the case of a heavy duty hy-
brid motor vehicle (a vehicle weighing more than 8,500 pounds),>
the amount of credit is the sum of a base credit amount that var-
ies, by vehicle weight class, with the amount of power available
from the rechargeable storage system and an additional credit for
early adoption of the technology that varies with the model year of
the vehicle purchased.

For these purposes, a vehicle’s power available from its recharge-
able energy storage system as a percentage of maximum available
power is calculated as the maximum value available from the bat-
tery or other energy storage device during a standard power test,
divided by the sum of the battery or other energy storage device
and the SAE net power of the heat engine.

Table 3, below, shows the base credit amounts for automobiles
and light trucks.

5Medium duty passenger vehicles as defined in 40 CFR 86.1830-01 are treated as a passenger
automobile or light truck for the purpose of determining the allowable credit. However, medium
duty passenger vehicles are only eligible for the base credit amount. There is not an additional
fuel economy credit for medium duty passenger vehicles.



9

TABLE 3.—HYBRID VEHICLE BASE CREDIT AMOUNT FOR AUTOMOBILES AND LIGHT TRUCKS, DE-
PENDENT UPON THE POWER AVAILABLE FROM THE RECHARGEABLE ENERGY STORAGE SYSTEM
AS A PERCENTAGE OF THE VEHICLE'S MAXIMUM AVAILABLE POWER

If rechargeable energy storage system provides:

Base credit amount

at least but less than
$250 4% of maximum available power .......... 10% of maximum available power.
$500 10% of maximum available power ........ 20% of maximum available power.
$750 20% of maximum available power ........ 30% of maximum available power.
$1,000 30% of maximum available power.

Table 4, below, shows the additional fuel economy credit avail-
able to a hybrid passenger automobile or light truck whose fuel
economy (on a gasoline gallon equivalent basis) exceeds that of a
base fuel economy. For these purposes the base fuel economy is the
2002 model year city fuel economy rating for vehicles of various
weight classes (see below).

TABLE 4.—ADDITIONAL FUEL ECONOMY CREDIT FOR HYBRID VEHICLES

If fuel economy of the hybrid vehicle is:

Credit

at least but less than
$500 125% of base fuel economy 150% of base fuel economy.
$1,000 150% of base fuel economy 175% of base fuel economy.
$1,500 175% of base fuel economy 200% of base fuel economy.
$2,000 200% of base fuel economy 225% of base fuel economy.
$2,500 225% of base fuel economy 250% of base fuel economy.

$3,000 250% of base fuel economy

Table 5 below, shows the base credit amounts for heavy duty hy-
brid vehicles weighing 14,000 pounds or less.

TABLE 5.—HYBRID VEHICLE BASE CREDIT AMOUNT FOR HEAVY DUTY VEHICLES WEIGHING NOT
MORE THAN 14,000 POUNDS

If rechargeable energy storage system provides:

Base credit amount

at least but less than
$1,000 20% of maximum available power ........ 30% of maximum available power.
, % of maximum available power ....... % of maximum available power.
$1,750 30% of maxi ilabl 40% of maxi ilabl
$2,000 40% of maximum available power ........ 50% of maximum available power.
$2,250 50% of maximum available power ........ 60% of maximum available power.
$2,500 60% of maximum available power

In the case of heavy duty hybrid vehicles weighing not more than
14,000 pounds, the additional credit amount for early adoption of
the 2007 enission standards technology is $3,000 for model year
2003 vehicles, $2,500 for model year 2004 vehicles, $2,000 for
model year 2005 vehicles, and $1,500 or model year 2006 vehicles.

Table 6, below, shows the base credit amounts for heavy duty hy-
brid vehicles weighing more than 14,000 pounds but not more than
26,000 pounds.
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TABLE 6.—HYBRID VEHICLE BASE CREDIT AMOUNT FOR HEAVY DUTY HYBRID VEHICLES
WEIGHING MORE THAN 14,000 POUNDS, BUT NOT MORE THAN 26,000 POUNDS

If rechargeable energy storage system provides:
Base credit amount

at least but less than

$4,000 20% of maximum available power ........ 30% of maximum available power.
$4,500 30% of maximum available power ....... 40% of maximum available power.
$5,000 40% of maximum available power ........ 50% of maximum available power.
$5,500 50% of maximum available power ........ 60% of maximum available power.
$6,000 60% of maximum available power

In the case of heavy duty hybrid vehicles weighing more than
14,000 pounds but not more than 26,000 pounds, the additional
credit amount for early adoption of the 2007 emission standards
technology is $7,750 for model year 2003 vehicles, $6,500 for model
year 2004 vehicles, $5,250 for model year 2005 vehicles, and $4,000
for model year 2006 vehicles.

Table 7, below, shows the base credit amounts for heavy duty hy-
brid vehicles weighing more than 26,000 pounds.

TABLE 7.—HYBRID VEHICLE BASE CREDIT AMOUNT FOR HEAVY DUTY HYBRID VEHICLES
WEIGHING MORE THAN 26,000 POUNDS

If rechargeable energy storage system provides:
Base credit amount

at least but less than

$6,000 20% of maximum available power ........ 30% of maximum available power.
$7,000 30% of maximum available power ........ 40% of maximum available power.
$8,000 40% of maximum available power ........ 50% of maximum available power.
$9,000 50% of maximum available power ........ 60% of maximum available power.
$10,000 60% of maximum available power

In the case of heavy duty hybrid vehicles weighing more than
26,000 pounds, the additional credit amount for early adoption of
the 2007 emission standards technology is $12,000 for model year
2003 vehicles, $10,000 for model year 2004 vehicles, $8,000 for
model year 2005 vehicles, and $6,000 for model year 2006 vehicles.

Alternative fuel vehicle

The credit for the purchase of a new alternative fuel vehicle is
40 percent of the incremental cost of such vehicle, plus an addi-
tional 30 percent if the vehicle meets certain emissions standards,
but not more than between $5,000 and $40,000 depending upon the
weight of the vehicle. Table 8, below, shows the maximum per-
mitted incremental cost for the purpose of calculating the credit for
alternative fuel vehicles by vehicle weight class.

TABLE 8.—MAXIMUM ALLOWABLE INCREMENTAL COST FOR CALCULATION OF ALTERNATIVE FUEL
VEHICLE CREDIT

Maximum al-

Vehicle gross weight rating in pounds lowable incre-

mental cost

Vehicle = 8,500 $5,000
8,500 < vehicle = 14,000 10,000
14,000 < vehicle = 26,000 25,000

26,000 < vehicle 40,000
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Alternative fuels comprise compressed natural gas, liquefied nat-
ural gas, liquefied petroleum gas, hydrogen, and any liquid fuel
that is at least 85 percent methanol. Qualifying alternative fuel
motor vehicles are vehicles that operate only on qualifying alter-
native fuels and are incapable of operating on gasoline or diesel
(except in the extent gasoline or diesel fuel is part of a qualified
mixed fuel, described below).

Certain mixed fuel vehicles, that is vehicles that use a combina-
tion of an alternative fuel and a petroleum-based fuel, are eligible
for a reduced credit. If the vehicle operates on a mixed fuel that
is at least 75 percent alternative fuel, the vehicle is eligible for 70
percent of the otherwise allowable alternative fuel vehicle credit. If
the vehicle operates on a mixed fuel that is at least 90 percent al-
ternative fuel, the vehicle is eligible for 90 percent of the otherwise
allowable alternative fuel vehicle credit.

Base fuel economy

The base fuel economy is the Environmental Protection Agency’s
unadjusted 2002 model year city fuel economy for vehicles by iner-
tia weight class by vehicle type. The “vehicle inertia weight class”
is that defined in regulations prescribed by the Environmental Pro-
tection Agency for purposes of Title II of the Clean Air Act. Table
9, below, shows the 2002 model year city fuel economy for vehicles
by type and by inertia weight class.

TABLE 9.—2002 MODEL YEAR CITY FUEL ECONOMY

Passenger .
Light truck
automobile (miles per

("é';Tﬁ)n%er gallon)

Vehicle inertia weight class (pounds)

1,500 45.2 39.4
1,750 452 394
2,000 39.6 35.2
2,250 35.2 31.8
2,500 317 29.0
2,750 28.8 26.8
3,000 26.4 249
3,500 22.6 21.8
4,000 19.8 19.4
4,500 176 17.6
5,000 15.9 16.1
5,500 14.4 14.8
6,000 132 137
6,500 12.2 12.8
7,000 113 12.1

8,500 113 121

Modification of credit for qualified electric vehicles

The bill repeals the phaseout of the credit for electric vehicles
under present law. The provision also modifies present law to pro-
vide for a credit equal to the lesser of $1,500 or 10 percent of the
manufacturer’s suggested retail price of certain vehicles that con-
form to the Motor Vehicle Safety Standard 500. For all other elec-
tric vehicles, Table 10, below describes the credit.
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TABLE 10.—CREDIT FOR QUALIFYING BATTERY ELECTRIC VEHICLES

Credit

Vehicle gross weight rating in pounds amount

Vehicle = 8,500 $3,500

8,500 < vehicle = 14,000 10,000
14,000 < vehicle = 26,000 20,000
26,000 < vehicle 40,000

If an electric vehicle weighing not more than 8,500 pounds has
an estimated driving range of at least 100 miles on a single charge
of the vehicle’s batteries or if it is capable of a payload capacity of
gt least 1,000 pounds, then the credit amount in Table 10 is

6,000.

In the case of property purchased by tax-exempt persons, the
seller may claim the credit. The provision allows taxpayers to carry
forward unused credits for 20 years or carry unused credits back
for three (but not to any taxable year before the date of enactment).

Extension of present-law section 179A

The bill extends the sunset date of the present law deduction for
costs of qualified clean-fuel vehicle and clean-fuel vehicle refueling
property through December 31, 2007 (December 31, 2011 in the
case of property relating to hydrogen). The provision modifies the
definition of refueling property in the case of property relating to
hydrogen to include property for the production of hydrogen.

The phase-down of present law for clean fuel vehicles is modified
such that the taxpayer may claim 75 percent of the otherwise al-
lowable deductible in 2004 and 2005 (2004 through 2009 in the
case of property relating to hydrogen), 50 percent of the otherwise
allowable deduction in 2006 (2010 in the case of property relating
to hydrogen), and 25 percent of the otherwise allowable deduction
in 2007 (2011 in the case of property relating to hydrogen).

Credit for installation of alternative fueling stations

The bill permits taxpayers to claim a 50-percent credit for the
cost of installing clean-fuel vehicle refueling property ¢ to be used
in a trade or business of the taxpayer or installed at the principal
residence of the taxpayer. In the case of retail clean-fuel vehicle re-
fueling property the allowable credit may not exceed $30,000. In
the case of residential clean-fuel vehicle refueling property the al-
lowable credit may not exceed $1,000. The taxpayer’s basis in the
property is reduced by the amount of the credit and the taxpayer
may not claim deductions under section 179A with respect to prop-
erty for which the credit is claimed. In the case of refueling prop-
erty installed on property owned or used by a tax-exempt person,
the taxpayer that installs the property may claim the credit. To be
eligible for the credit, the property must be placed in service before
January 1, 2008 (January 1, 2012 in the case of hydrogen). The
credit allowable in the taxable year cannot exceed the difference
between the taxpayer’s regular tax (reduced by certain other cred-

6For the purpose of the credit for refueling property, refueling property is defined as in
present-law section 179A as modified by this bill to include property for the production of hydro-
gen.



13

its) and the taxpayer’s tentative minimum tax. The taxpayer may
carry forward unused credits for 20 years.

Credit for retail sale of alternative fuels

The bill permits taxpayers to claim a credit equal to the gasoline
gallon equivalent of 30 cents per gallon of alternative fuel sold in
2003, 40 cents per gallon in 2004, 50 cents per gallon in 2005, and
50 cents per gallon in 2006. Qualifying alternative fuels are com-
pressed natural gas, liquefied natural gas, liquefied petroleum gas,
hydrogen, and any liquid mixture consisting of at least 85 percent
methanol or ethanol. The gasoline gallon equivalency of any alter-
native fuel is determined by reference to the British thermal unit
content of the alternative fuel compared to a gallon of gasoline. The
credit may be claimed for sales prior to January 1, 2007. Under the
provision, the credit is part of the general business credit.

EFFECTIVE DATE

The provisions relating to the credit for new fuel cell motor vehi-
cles, hybrid motor vehicles, and alternative fuel motor vehicles, the
credit for battery electric vehicles, the credit for alternative fuel ve-
hicle refueling property, and deductions for clean fuel vehicles and
clean fuel refueling property are effective for property placed in
service after the date of enactment, in taxable years ending after
the date of enactment. The credit for retail sales of alternative
fuels is effective for sales of fuels after the date of enactment, in
taxable years ending after the date of enactment.

B. MODIFICATIONS TO SMALL PRODUCER ETHANOL CREDIT
(Sec. 205 of the Bill and Secs. 38, 40, 87, and 469 of the Code)
PRESENT LAW

Small producer credit

Present law provides several tax benefits for ethanol and meth-
anol produced from renewable sources (e.g., biomass) that are used
as a motor fuel or that are blended with other fuels (e.g., gasoline)
for such a use. In the case of ethanol, a separate 10-cents-per-gal-
lon credit for small producers, defined generally as persons whose
production does not exceed 15 million gallons per year and whose
production capacity does not exceed 30 million gallons per year.
The alcohol fuels tax credits are includible in income. This credit,
like tax credits generally, may not be used to offset alternative
minimum tax liability. The credit is treated as a general business
credit, subject to the ordering rules and carryforward/carryback
rules that apply to business credits generally. The alcohol fuels tax
credit is scheduled to expire after December 31, 2007.

Taxation of cooperatives and their patrons

Under present law, cooperatives in essence are treated as pass-
through entities in that the cooperative is not subject to corporate
income tax to the extent the cooperative timely pays patronage
dividends. Under present law, the only excess credits that may be
flowed-through to cooperative patrons are the rehabilitation credit
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(sec. 47), the energy property credit (sec. 48(a)), and the reforest-
ation credit (sec. 48(b)).

REASONS FOR CHANGE

The Committee believes provisions allowing greater flexibility in
utilizing the benefits of the small ethanol producer credit are con-
sistent with the objective of the bill to increase availability of alter-
native fuels.

EXPLANATION OF PROVISION

The provision makes several modifications to the rules governing
the small producer ethanol credit. First, the provision liberalizes
the definition of an eligible small producer to include persons
whose production capacity does not exceed 60 million gallons. Sec-
ond, the provision allows cooperatives to elect to pass-through the
small ethanol producer credits to its patrons. The credit allowed to
a particular patron is that proportion of the credit that the coopera-
tive elects to pass-through for that year as the amount of patronage
of that patron for that year bears to total patronage of all patrons
for that year.

Third, the provision repeals the rule that includes the small pro-
ducer credit in income of taxpayers claiming it and liberalizes the
ordering and carryforward/carryback rules for the small producer
ethanol credit. Fourth, the provision allows the small producer
credit to be claimed against the alternative minimum tax. Finally,
the provision provides that the small producer ethanol credit is not
treated as derived from a passive activity under the Code rules re-
stricting credits and deductions attributable to such activities.

EFFECTIVE DATE

The provision is effective for taxable years beginning after date
of enactment.

C. INCREASED FLEXIBILITY IN ALCOHOL FUELS INCOME TaAX CREDIT
(Sec. 206 of the Bill and Sec. 40 of the Code)
PRESENT LAW

An 18.4 cents-per-gallon excise tax is imposed on gasoline. The
tax is imposed when the fuel is removed from a refinery unless the
removal is to a bulk transportation facility (e.g., removal by pipe-
line or barge to a registered terminal). In the case gasoline re-
moved in bulk by registered parties, tax is imposed when the gaso-
line is removed from the terminal facility, typically by truck (.e.,
“breaks bulk”). If gasoline is sold to an unregistered party before
it is removed from a terminal, tax is imposed on that sale. When
the gasoline subsequently breaks bulk, a second tax is imposed.
The payor of the second tax may file a refund claim if it can prove
payment of the first tax. The party liable for payment of the gaso-
line excise tax is called a “position holder,” defined as the owner
of record inside the refinery or terminal facility.

A 52-cents-per-gallon income tax credit is allowed for ethanol
used as a motor fuel (the “alcohol fuels credit”). The benefit of the
alcohol fuels tax credit may be claimed as a reduction in excise tax
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payments when the ethanol is blended with gasoline (“gasohol”).
The reduction is based on the amount of ethanol contained in the
gasohol. The excise tax benefits apply to gasohol blends of 90 per-
cent gasoline/10 percent ethanol, 92.3 percent gasoline/7.7 percent
ethanol, or 94.3 percent gasoline/5.7 percent ethanol. The income
tax credit is based on the amount of alcohol contained in the blend-
ed fuel.

Ethyl tertiary butyl ether (‘ETBE”) is an ether that is manufac-
tured using ethanol. Unlike ethanol, ETBE can be blended with
gasoline before the gasoline enters a pipeline because ETBE does
not result in contamination of fuel with water while in transport.
Treasury Department regulations provide that gasohol blenders
may claim the income tax credit and excise tax rate reductions for
ethanol used in the production of ETBE. The regulations also pro-
vide a special election allowing refiners to claim the benefit of the
excise tax rate reduction even though the fuel being removed from
terminals does not contain the requisite percentages of ethanol for
claiming the excise tax rate reduction.

REASONS FOR CHANGE

The Committee believes the tax benefits currently available to
ethanol used in the production of ETBE should be clarified statu-
torily. In addition, the Committee believes it appropriate to in-
crease the flexibility by which the alcohol fuels credit may be
claimed for alcohol used in the production of ETBE.

EXPLANATION OF PROVISION

The provision permits a taxpayer to transfer the alcohol fuels
credit with respect to alcohol used in the production of ETBE to
any registered position holder liable for excise taxes imposed under
section 4081. Such position holder also must obtain from the trans-
feror taxpayer a certificate that identifies the amount of alcohol
used in the production of ETBE. The Secretary is to prescribe regu-
lations as necessary to ensure that the credit is claimed once and
not reassigned by the position holder.

EFFECTIVE DATE

The provision is effective date of enactment.

D. INCOME TaAX CREDIT FOR BIODIESEL FUEL MIXTURES
(Sec. 207 of the Bill and new Sec. 40B of the Code)
PRESENT LAW

No income tax credit or excise tax rate reduction is provided for
biodiesel fuels under present law. However, a 52-cents-per-gallon
income tax credit (the “alcohol fuels credit”) is allowed for ethanol
and methanol (derived from renewable sources) when the alcohol is
used as a highway motor fuel. The benefit of this income tax credit
may be claimed through reductions in excise taxes paid on alcohol
fuels. In the case of alcohol blended with other fuels (e.g., gasoline),
the excise tax rate reductions are allowable only for blends of 90
percent gasoline/ 10 percent alcohol, 92.3 percent gasoline/7.7 per-
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cent alcohol, or 94.3 percent gasoline/5.7 percent alcohol. These
present law provisions are scheduled to expire in 2007.

REASONS FOR CHANGE

The Committee believes that providing a new income tax credit
for biodiesel fuel will promote energy self-sufficiency and also is
consistent with the environmental objectives of the bill.

EXPLANATION OF PROVISION

The provision provides a new income tax credit for qualified bio-
diesel mixtures. A qualified biodiesel mixture is a mixture of diesel
fuel and biodiesel that (1) is sold by the taxpayer producing such
mixture to any person for use as a fuel, or (2) is used as a fuel by
the taxpayer producing such mixture. Biodiesel is monoalkyl esters
of long chain fatty acids for use in diesel-powered engines and
which meet the registration requirements of the Environmental
Protection Agency under section 211 of the Clean Air Act (42
U.S.C. sec. 7545) and the American Society of Testing and Mate-
rials D6751. Agri-biodiesel means biodiesel derived solely from vir-
gin oils, including esters derived from corn, soybeans, sunflower
seeds, cottonseeds, canola, crambe, rapeseeds, safflowers, flaxseeds,
rice bran, mustard seeds, or animal fats. Recycled biodiesel is bio-
diesel derived from nonvirgin vegetable oils or nonvirgin animal
fats. Virgin vegetable oils or animal fats mixed with recycled bio-
diesel will be treated as recycled biodiesel.

The biodiesel mixture credit is the sum of the products of the bio-
diesel mixture rate for each qualified biodiesel mixture and the
number of gallons of such mixture of the taxpayer for the taxable
year. The per gallon biodiesel mixture rate for agri-biodiesel equals
one cent for each percentage point of biodiesel in the qualified bio-
diesel mixture, subject to a maximum credit of 20 cents per blend-
ed gallon of fuel. Agri-biodiesel used in the production of a qualified
biodiesel mixture is taken into account only if a certification from
the producer of the agribiodiesel which identifies the product pro-
duced is obtained. The per gallon biodiesel mixture rate for recy-
cled biodiesel equals 0.5 cent for each percentage point of biodiesel
in the qualified biodiesel mixture, subject to a maximum credit of
10 cents per blended gallon of fuel.

The amount of the biodiesel mixture credit is includible in in-
come. The credit may not be carried back to a taxable year begin-
ning before date of enactment.

EFFECTIVE DATE

The biodiesel mixture credit is effective for biodiesel fuel sold
after date of enactment, and before January 1, 2006.
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E. ALCOHOL FUEL AND BIODIESEL MIXTURES EXCISE TAX CREDIT

(Sec. 208 of the Bill, Secs. 40, 4081, 6427, 9503, and new Sec. 6426
of the Code)

PRESENT LAW

Alcohol fuels income tax credit

The alcohol fuels credit is the sum of three credits: the alcohol
mixture credit, the alcohol credit and the small ethanol producer
credit. Generally, the alcohol fuels credit expires after December
31, 2007.7

A taxpayer (generally a petroleum refiner, distributor, or mar-
keter) who mixes ethanol with gasoline (or a special fuel8) is an
“ethanol blender.” Ethanol blenders are eligible for an income tax
credit of 52 cents per gallon of ethanol used in the production of
a qualified mixture (the “alcohol mixture credit”). A qualified mix-
ture means a mixture of alcohol and gasoline, (or of alcohol and a
special fuel) sold by the blender as fuel, or used as fuel by the
blender in producing the mixture. The term alcohol includes meth-
anol and ethanol but does not include (1) alcohol produced from pe-
troleum, natural gas, or coal (including peat), or (2) alcohol with a
proof of less than 150. Businesses also may reduce their income
taxes by 52 cents for each gallon of ethanol (not mixed with gaso-
line or other special fuel) that they sell at the retail level as vehicle
fuel or use themselves as a fuel in their trade or business (“the al-
cohol credit”). The 52-cents-per-gallon income tax credit rate is
scheduled to decline to 51 cents per gallon during the period 2005
through 2007. For blenders using an alcohol other than ethanol,
the rate is 60 cents per gallon.?

A separate income tax credit is available for small ethanol pro-
ducers (the “small ethanol producer credit”). A small ethanol pro-
ducer is defined as a person whose ethanol production capacity
does not exceed 30 million gallons per year. The small ethanol pro-
ducer credit is 10 cents per gallon of ethanol produced during the
taxable year for up to a maximum of 15 million gallons.

The credits that comprise alcohol fuels tax credit are includible
in income. The credit may not be used to offset alternative min-
imum tax liability. The credit is treated as a general business cred-
it, subject to the ordering rules and carryforward/carryback rules
that apply to business credits generally.

Excise tax reductions for alcohol mixture fuels
Generally, motor fuels tax rates are as follows: 10

7The alcohol fuels credit is unavailable when, for any period before January 1, 2008, the tax
rates for gasoline and diesel fuels drop to 4.3 cents per gallon.

8 A special fuel includes any liquid (other than gasoline) that is suitable for use in an internal
combustion engine.

91In the case of any alcohol (other than ethanol) with a proof that is at least 150 but less than
190, the credit is 45 cents per gallon (the “low-proof blender amount”). For ethanol with a proof
that is at least 150 but less than 190, the low-proof blender amount is 38.52 cents for sales
or uses during calendar year 2003 and 2004, and 37.78 cents for calendar years 2005, 2006, and
2007.

10 These rates include an additional 0.1 cent-per-gallon excise tax to fund the Leaking Under-
ground Storage Tank Trust Fund. See secs. 4041(d) and 4081(a)(2)(B). In addition, the basic fuel
tax rate will drop to 4.3 cents per gallon beginning on October 1, 2005.
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Diesel fuel and kerosene 24 .4 cents per gallon.
Special motor fuels .......cccceeeeveeeeciieeeeieeenns 18.4 cents per gallon generally.

Alcohol-blended fuels are subject to a reduced rate of tax. The
benefits provided by the alcohol fuels income tax credit and the ex-
cise tax reduction are integrated such that the alcohol fuels credit
is reduced to take into account the benefit of any excise tax reduc-
tion.

Gasohol

Registered ethanol blenders may forgo the full income tax credit
and instead pay reduced rates of excise tax on gasoline that they
purchase for blending with ethanol. Most of the benefit of the alco-
hol fuels credit is claimed through the excise tax system.

The reduced excise tax rates apply to gasohol upon its removal
or entry. Gasohol is defined as a gasoline/ethanol blend that con-
tains 5.7 percent ethanol, 7.7 percent ethanol, or 10 percent eth-
anol. The Federal excise tax on gasoline is 18.4 cents per gallon.
For the calendar year 2003, the following reduced rates apply to
gasohol: 11

5.7 percent ethanol
7.7 percent ethanol
10.0 percent ethanol

15.436 cents per gallon.
14.396 cents per gallon.
13.200 cents per gallon.

Reduced excise tax rates also apply when gasoline is being pur-
chased for the production of “gasohol.” When gasoline is purchased
for blending into gasohol, the rates above are multiplied by a frac-
tion (e.g., 10/9 for 10-percent gasohol) so that the increased volume
of motor fuel will be subject to tax. The reduced tax rates apply if
the person liable for the tax is registered with the IRS and (1) pro-
duces gasohol with gasoline within 24 hours of removing or enter-
ing the gasoline or (2) gasoline is sold upon its removal or entry
and such person has an unexpired certificate from the buyer and
has no reason to believe the certificate is false.12

Qualified methanol and ethanol fuels

Alcohol produced from a substance other than petroleum or
natural gas

Qualified methanol or ethanol fuel is any liquid that contains at
least 85 percent methanol or ethanol or other alcohol produced
from a substance other than petroleum or natural gas. These fuels
are taxed at reduced rates.!3 The rate of tax on qualified methanol
is 12.35 cents per gallon. The rate on qualified ethanol in 2003 and
2004 is 13.15 cents. From January 1, 2005 through September 30,
2007, the rate of tax on qualified ethanol is 13.25 cents.14

11These rates include the additional 0.1 cent-per-gallon excise tax to fund the Leaking Under-
ground Storage Tank Trust Fund. These special rates will terminate on September 30, 2007
(sec. 4081(c)(8)).

12Treas. Reg. sec. 48.4081-6(c). A certificate from the buyer assures that the gasoline will be
used to produce gasohol within 24 hours after purchase. A copy of the registrant’s letter of reg-
istration cannot be used as a gasohol blender’s certificate.

13 A 0.05—cent-per-gallon Leaking Underground Storage Tank Trust Fund tax is imposed on
such fuel. This provision expires on October 1, 2007 (sec. 4041(b)(2)).

14These reduced rates terminate after September 30, 2007.
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Alcohol produced from natural gas

A mixture of methanol, ethanol, or other alcohol produced from
natural gas that consists of at least 85 percent alcohol is also taxed
at reduced rates.1®> For mixtures not containing ethanol, the appli-
cable rate of tax is 9.25 cents per gallon before October 1, 2005. In
all other cases, the rate is 11.4 cents per gallon. After September
31, 2005, the rate is reduced to 2.15 cents per gallon when the mix-
ture does not contain ethanol and 4.3 cents per gallon in all other
cases.

Blends of alcohol and diesel fuel or special motor fuels

A reduced rate of tax applies to diesel fuel or kerosene that is
combined with alcohol as long as at least 10 percent of the finished
mixture is alcohol. If none of the alcohol in the mixture is ethanol,
the rate of tax is 18.4 cents per gallon. For alcohol mixtures con-
taining ethanol, the rate of tax in 2003 and 2004 is 19.2 cents per
gallon and for 2005 through September 30, 2007, the rate for eth-
anol mixtures is 19.3 cents per gallon. Fuel removed or entered for
use in producing a 10 percent diesel-alcohol fuel mixture (without
ethanol), is subject to a tax of 20.44 cents. The rate of tax for fuel
removed or entered to produce a 10 percent diesel-ethanol fuel mix-
ture is 21.333 cents per gallon for 2003 and 2004 and 21.444 cents
per gallon for the period January 1, 2005 through September 30,
2007.

Special motor fuel (nongasoline) mixtures with alcohol also are
taxed at reduced rates.

Aviation fuel

Noncommercial aviation fuel is subject to a tax of 21.9 cents per
gallon.1® Fuel mixtures containing at least 10 percent alcohol are
taxed at lower rates.1?” In the case of 10 percent ethanol mixtures,
any sale or use during 2003 and 2004, the 21.9 cents is reduced
by 13.2 cents (for a tax of 8.7 cents per gallon), for 2005, 2006, and
2007 the reduction is 13.1 cents (for a tax of 8.8 cents per gallon)
and is reduced by 13.4 cents in the case of any sale during 2008
or thereafter. For mixtures not containing ethanol, the 21.9 cents
is reduced by 14 cents for a tax of 7.9 cents. These reduced rates
expire after September 30, 2007.18

When aviation fuel is purchased for blending with alcohol, the
rates above are multiplied by a fraction (10/9) so that the increased
volume of aviation fuel will be subject to tax.

Refunds and payments

If fully taxed gasoline (or other taxable fuel) is used to produce
a qualified alcohol mixture, the Code permits the blender to file a
claim for a quick excise tax refund. The refund is equal to the dif-
ference between the gasoline (or other taxable fuel) excise tax that

15These rates include the additional 0.1 cent-per-gallon excise tax to fund the Leaking Under-
ground Storage Tank Trust Fund (sec. 4041(d)(1)).

16 This rate includes the additional 0.1 cent-per-gallon tax for the Leaking Underground Stor-
age Tank Trust fund.

17 Sec. 4041(k)(1) and 4091(c).

18 Sec. 4091(c)(1). In the case of aviation fuel for use in producing an aviation alcohol fuel mix-
ture, the rate of tax is 10/9 of the rate that would have been applicable to such mixture had
such mixture been created prior to sale.
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was paid and the tax that would have been paid by a registered
blender on the alcohol fuel mixture being produced. Generally, the
IRS pays these quick refunds within 20 days. Interest accrues if
the refund is paid more than 20 days after filing. A claim may be
filed by any person with respect to gasoline, diesel fuel, or kerosene
used to produce a qualified alcohol fuel mixture for any period for
which $200 or more is payable and which is not less than one
week.

Ethyl tertiary butyl ether (ETBE)

Ethyl tertiary butyl ether (“ETBE”) is an ether that is manufac-
tured using ethanol. Unlike ethanol, ETBE can be blended with
gasoline before the gasoline enters a pipeline because ETBE does
not result in contamination of fuel with water while in transport.
Treasury Department regulations provide that gasohol blenders
may claim the income tax credit and excise tax rate reductions for
ethanol used in the production of ETBE. The regulations also pro-
vide a special election allowing refiners to claim the benefit of the
excise tax rate reduction even though the fuel being removed from
terminals does not contain the requisite percentages of ethanol for
claiming the excise tax rate reduction.

Highway Trust Fund

With certain exceptions, the taxes imposed by section 4041 (relat-
ing to retail taxes on diesel fuels and special motor fuels) and sec-
tion 4081 (relating to tax on gasoline, diesel fuel and kerosene) are
credited to the Highway Trust Fund. In the case of alcohol fuels,
2.5 cents per gallon of the tax imposed is retained in the General
Fund.1® In the case of a taxable fuel taxed at a reduced rate upon
removal or entry prior to mixing with alcohol, 2.8 cents of the re-
duced rate is retained in the General Fund.20

Biodiesel

If biodiesel is used in the production of blended taxable fuel, the
Code imposes tax on the removal or sale of the blended taxable
fuel.21 In addition, the Code imposes tax on any liquid other than
gasoline sold for use or used as a fuel in a diesel-powered highway
vehicle or diesel powered train unless tax was previously imposed
and not refunded or credited.22 If biodiesel that was not previously
taxed or exempt is sold for use or used as a fuel in a diesel-powered
highway vehicle or a diesel-powered train, tax is imposed.23 There
are no reduced excise tax rates for biodiesel.

19 Sec. 9503(b)(4)(E).

20 Sec. 9503(b)(4)(F).

21 Sec. 4081(b); Rev. Rul. 2002-76, 2002—46 I.R.B. 841 (2002). “Taxable fuels” are gasoline, die-
sel and kerosene (sec. 4083). Biodiesel, although suitable for use as a fuel in a diesel-powered
highway vehicle or diesel-powered train, contains less than four percent normal paraffins and,
therefore, is not treated as diesel fuel under the applicable Treasury regulations. Treas. Reg.
secs. 48.4081-1(c)(2)(i) and (ii), and 48.4081-1(b); Rev. Rul. 2002-76, 2002—46 I.R.B. 841 (2002).
As a result, biodiesel alone is not a taxable fuel for purposes of section 4081. As noted above,
however, tax is imposed upon the removal or entry of blended taxable fuel made with biodiesel.

22Sec. 4041. The tax imposed under section 4041 also will not apply if an exemption from
tax applies.

23 Rev. Rul. 2002-76, 2002-46 I.R.B. 841 (2002).
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REASONS FOR CHANGE

The United States seeks to reduce its dependence on foreign oil
through, among other means, the use of alternative fuels. The
Committee believes that the goal of promoting the use of alter-
native fuels can be achieved without decreasing the revenues avail-
able for improving the nation’s highway and bridge network. As a
result, the Committee believes that it is appropriate that the entire
amount of alcohol fuel taxes be devoted to the Highway Trust
Fund. Highway vehicles using alcohol-blended fuels contribute to
the wear and tear of the same highway system used by gasoline
or diesel vehicles. Therefore, the Committee believes that alcohol-
blended fuels should be taxed at rates equal to gasoline or diesel.

EXPLANATION OF PROVISION

Overview

The provision eliminates reduced rates of excise tax for most al-
cohol-blended fuels. In place of reduced rates, the provision creates
two new credits: the alcohol fuel mixture credit and the biodiesel
mixture credit. The sum of these credits may be taken against the
tax imposed on taxable fuels (by section 4081). Alternatively, in
lieu of a credit against tax, the provision allows taxpayers to file
a claim for payment equal to the amount of these credits. The pro-
vision also eliminates the General Fund retention of certain taxes
on alcohol fuels, and credits these taxes to the Highway Trust
Fund and extends the present-law alcohol fuels credit through De-
cember 31, 2010.

Alcohol fuel mixture excise tax credit

The provision eliminates the reduced rates of excise tax for most
alcohol-blended fuels.24¢ Under the provision, the full rate of tax for
taxable fuels is imposed on both alcohol fuel mixtures and the tax-
able fuel used to produce an alcohol fuel mixture.

In lieu of the reduced excise tax rates, the provision provides for
an excise tax credit, the alcohol fuel mixture credit. The alcohol
fuel mixture credit is 52 cents for each gallon of alcohol used by
a person in producing an alcohol fuel mixture. The credit declines
to 51 cents per gallon after calendar year 2004. For mixtures not
containing ethanol (renewable source methanol), the credit is 60
cents per gallon. Equivalent amounts of these credits are to be
credited to the Highway Trust Fund.

For purposes of the alcohol fuel mixture credit, an “alcohol fuel
mixture” is (1) a mixture of alcohol and a taxable fuel and (2) sold
for use or used as a fuel by the taxpayer producing the mixture.
Alcohol for this purpose includes methanol, ethanol, and alcohol
gallon equivalents of ETBE or other ethers produced from such al-
cohol. It does not include alcohol produced from petroleum, natural
gas or coal (including peat), or alcohol with a proof of less than 190

24The provision does not change the present-law treatment of alcohol aviation fuels, fuels
blended with alcohol derived from natural gas (under sec. 4041(m)) or alcohol derived from coal
or peat (under sec. 4041(b)(2)). In general, the provision does not change the taxes imposed to
fund the Leaking Underground Storage Tank Trust Fund.
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(determined without regard to any added denaturants). Taxable
fuel is gasoline, diesel and kerosene.25

The excise tax credit is coordinated with the alcohol fuels income
tax credit and is available through December 31, 2010.

Biodiesel mixture excise tax credit

The provision provides an excise tax credit for agri-biodiesel mix-
tures. The credit is one dollar for the first gallon of agri-biodiesel
used by the taxpayer in producing at least five gallons of qualified
biodiesel mixture.26 The credit is not available for any sale or use
for any period after December 31, 2005. This excise tax credit is co-
ordinated with income tax credit for biodiesel such that credit for
the same biodiesel cannot be claimed for both income and excise
tax purposes.

Payments with respect to tax-paid fuel used to produce qualified
mixtures

When tax-paid fuel is used to produce an alcohol fuel mixture or
qualified biodiesel mixture that is sold or used in the trade or busi-
ness of the person who makes such a mixture, a payment in an
amount equal to the alcohol fuel mixture credit or biodiesel mixture
credit is available. This refund provision is available to persons
using gasoline, diesel fuel or kerosene to make an alcohol fuel mix-
ture or qualified biodiesel mixture. Specifically, if any gasoline, die-
sel fuel, or kerosene on which tax was imposed by section 4081 is
used by any person in producing an alcohol fuel mixture or quali-
fied biodiesel mixture which is sold or used in such person’s trade
or business, the Secretary is to pay to such person an amount
equal to the alcohol fuel mixture credit or the biodiesel mixture
credit with respect to such gasoline, diesel fuel or kerosene.

If such claims are not paid within 45 days, the claim is to be paid
with interest. The provision also provides that in the case of an
electronic claim, if such claim is not paid within 20 days, the claim
is to be paid with interest. The refund provision is coordinated with
other refund provisions and the excise tax credits for alcohol fuel
mixtures and biodiesel mixtures. The provision does not apply with
respect to alcohol fuel mixtures sold or used after December 31,
2010 or qualified biodiesel mixtures sold or used after December
31, 2005.

Highway Trust Fund

The provision eliminates the requirement that 2.5 and 2.8 cents
per gallon of excise taxes be retained in the General Fund so that
the full amount of tax on alcohol fuels is credited to the Highway
Trust Fund. The provision also authorizes the full amount of fuel
taxes to be appropriated to the Highway Trust Fund without reduc-
tion for amounts equivalent to the excise tax credits allowed for al-
cohol fuel mixtures and biodiesel mixtures.

25 Sec. 4083(a)(1).

26 Agri-biodiesel is monoalkyl esters of long chain fatty acids for use in diesel-powered engines
that is derived from virgin oils, including that from corn, soybeans, sunflower seeds, cottonseeds,
canola, crambe, rapeseeds, safflowers, flaxseeds, rice bran, mustard seeds, or animal fats. The
excise tax credit employs the same definitions as the biodiesel income tax credit created by sec-
tion 207 of the bill.
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Alcohol fuels income tax credit

The provision extends the alcohol fuels credit (sec. 40) through
December 31, 2010.

EFFECTIVE DATE

The provision is effective for fuel sold or used after September
30, 2003.

F. SALE OF GASOLINE AND DIESEL FUEL AT DUTY-FREE SALES
ENTERPRISES

(Sec. 209 of the Bill)
PRESENT LAW

A duty-free sales enterprise that meets certain conditions may
sell and deliver for export from the customs territory of the United
States duty-free merchandise. Duty-free merchandise is merchan-
dise sold by a duty-free sales enterprise on which neither federal
duty nor federal tax has been assessed pending exportation from
the customs territory of the United States. Conditions for quali-
fying as a duty-free enterprise include (but are limited to) locations
within a specified distance from a port of entry, establishment of
procedures for ensuring that merchandise is exported from the
United States, and prominent posting of rules concerning duty-free
treatment of merchandise. The duty-free statute does not contain
any limitation on what goods may qualify for duty-free treatment.

REASONS FOR CHANGE

The Committee understands that in some circumstances individ-
uals purchase motor fuels at a duty free facility that is located in
the United States, drive briefly outside of the United States, and
return to the United States. The Committee believes that motor
fuel sold at duty-free enterprises should support the financing of
the U.S. highway system as do other motor fuel sales in the United
States.

EXPLANATION OF PROVISION

The provision amends Section 555(b) of the Tariff Act of 1930 (19
U.S.C. 1555(b)) to provide that gasoline or diesel fuel sold at duty-
free enterprises shall be considered to be entered for consumption
into the United States and thus ineligible for classification as duty-
free merchandise.

EFFECTIVE DATE

The provision is effective on the date of enactment.
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TITLE III—CONSERVATION AND ENERGY EFFICIENCY
PROVISIONS

A. CREDIT FOR CONSTRUCTION OF NEW ENERGY-EFFICIENT HOME
(Sec. 301 of the Bill and new Sec. 45G of the Code)
PRESENT LAW

A nonrefundable, 10-percent business energy credit is allowed for
the cost of new property that is equipment (1) that uses solar en-
ergy to generate electricity, to heat or cool a structure, or to pro-
vide solar process heat, or (2) used to produce, distribute, or use
energy derived from a geothermal deposit, but only, in the case of
electricity generated by geothermal power, up to the electric trans-
mission stage.

The business energy tax credits are components of the general
business credit (sec. 38(b)(1)). The business energy tax credits,
when combined with all other components of the general business
credit, generally may not exceed for any taxable year the excess of
the taxpayer’s net income tax over the greater of (1) 25 percent of
net regular tax liability above $25,000 or (2) the tentative min-
imum tax. For credits arising in taxable years beginning after De-
cember 31, 1997, an unused general business credit generally may
be carried back one year and carried forward 20 years (sec. 39).

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any installation or modification primarily designed to re-
duce consumption of electricity or natural gas or to improve the
management of energy demand with respect to a dwelling unit (sec.
136).

There is no present-law credit for the construction of new energy-
efficient homes.

REASONS FOR CHANGE

The Committee recognizes that residential energy use for heating
and cooling represents a large share of national energy consump-
tion, and accordingly believes that measures to reduce heating and
cooling energy requirements have the potential to substantially re-
duce national energy consumption. The Committee further recog-
nizes that the most cost-effective time to properly insulate a home
is when it is under construction and that the most effective mecha-
nism to encourage the utilization of energy-efficient components in
the construction of new homes is through an incentive to the build-
er. Accordingly, the Committee believes that a tax credit for the
use of energy-efficiency components in a home’s envelope (exterior
windows (including skylights) and doors and insulation) or heating
and cooling appliances will encourage contractors to produce highly
energy-efficient homes, which in turn will reduce national energy
consumption. Reduced energy consumption will in turn reduce reli-
ance on foreign suppliers of oil and will reduce pollution in general.
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EXPLANATION OF PROVISION

The provision provides a credit to an eligible contractor of an
amount equal to the aggregate adjusted bases of all energy-efficient
property installed in a qualified new energy-efficient home during
construction. The credit cannot exceed $1,000 ($2,000) in the case
of a new home that has a projected level of annual heating and
cooling costs that is 30 percent (50 percent) less than a comparable
dwelling constructed in accordance with Chapter 4 of the 2000
International Energy Conservation Code.

The eligible contractor is the person who constructed the home,
or in the case of a manufactured home, the producer of such home.
Energy efficiency property is any energy-efficient building envelope
component (insulation materials or system designed to reduce heat
loss or gain, and exterior windows, including skylights, and doors)
and any energy-efficient heating or cooling appliance that can, indi-
vidually or in combination with other components, meet the stand-
ards for the home.

To qualify as an energy-efficient new home, the home must be:
(1) a dwelling located in the United States; (2) the principal resi-
dence of the person who acquires the dwelling from the eligible
contractor; and (3) certified to have a projected level of annual
heating and cooling energy consumption that meets the standards
for either the 30-percent or 50-percent reduction in energy usage.
The home may be certified according to a component-based method
or an energy performance based method. Additionally, manufac-
tured homes certified by the Environmental Protection Agency’s
Energy Star Labeled Homes program are eligible for the $1,000
credit provided criteria (1) and (2) are met.

The component-based method of certification shall be based on
applicable energy-efficiency specifications or ratings, including cur-
rent product labeling requirements. The Secretary shall develop
component-based packages that are equivalent in energy perform-
ance to properties that qualify for the credit. The standard for cer-
tifying homes through the component based method shall be based
on the same standards for plan check and physical inspections as
are used for energy code compliance. The certification shall be pro-
vided by a local building regulatory authority, a utility, a manufac-
tured home primary inspection agency, or a home energy rating or-
ganization. Such provider of the certification must be financially
independent of the eligible contractor.

The performance-based method of certification shall be based on
an evaluation of the home in reference to a home which uses the
same energy source and system heating type, and is constructed in
accordance with Chapter 4 of the 2000 International Energy Con-
servation Code. The certification shall be provided by an individual
recognized by the Secretary for such purposes.

The certification process requires that energy savings to the con-
sumer be measured in terms of energy costs. To ensure consistent
and reasonable energy cost analyses, the Department of Energy
shall include in its rulemaking related to this bill specific reference
data to be used for qualification for the credit.

In the case of manufactured homes, certification shall be by the
Energy Star Labeled Homes program.
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The credit will be part of the general business credit. No credits
attributable to energy efficient homes may be carried back to any
taxable year ending on or before the effective date of the credit.

EFFECTIVE DATE

The credit applies to homes whose construction is substantially
completed after the date of enactment and which are purchased
during the period beginning on the date of enactment and ending
on (]i)e;:ember 31, 2007 (December 31, 2005 in the case of the $1,000
credit).

B. CREDIT FOR ENERGY-EFFICIENT APPLIANCES
(Sec. 302 of the Bill and new Sec. 45H of the Code)
PRESENT LAW

A nonrefundable, 10-percent business energy credit is allowed for
the cost of new property that is equipment: (1) that uses solar en-
ergy to generate electricity, to heat or cool a structure, or to pro-
vide solar process heat; or (2) used to produce, distribute, or use
energy derived from a geothermal deposit, but only, in the case of
electricity generated by geothermal power, up to the electric trans-
mission stage.

The business energy tax credits are components of the general
business credit (sec. 38(b)(1)). The business energy tax credits,
when combined with all other components of the general business
credit, generally may not exceed for any taxable year the excess of
the taxpayer’s net income tax over the greater of: (1) 25 percent of
net regular tax liability above $25,000 or (2) the tentative min-
imum tax. For credits arising in taxable years beginning after De-
cember 31, 1997, an unused general business credit generally may
be carried back one year and carried forward 20 years (sec. 39).

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any installation or modification primarily designed to re-
duce consumption of electricity or natural gas or to improve the
management of energy demand with respect to a dwelling unit (sec.
136).

There is no present-law credit for the manufacture of energy-effi-
cient appliances.

REASONS FOR CHANGE

The Committee believes that providing a tax credit for the pro-
duction of energy-efficient clothes washers and refrigerators will
encourage manufacturers to produce such products currently and to
invest in technologies to achieve higher energy-efficiency standards
for the future. In addition, the Committee intends to encourage
those manufacturers already producing energy-efficient clothes
washers and refrigerators to accelerate production.

EXPLANATION OF PROVISION

The provision provides a credit for the production of certain en-
ergy-efficient clothes washers and refrigerators. The credit would
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equal $50 per appliance for energy-efficient clothes washers pro-
duced with a modified energy factor (“MEF”) of 1.42 MEF or great-
er for washers produced before 2007 and for refrigerators produced
before 2005 that consume 10 percent less kilowatt-hours per year
than the energy conservation standards promulgated by the De-
partment of Energy that took effect on July 1, 2001. The credit
equals $100 for energy-efficient clothes washers produced with a
METF of 1.5 or greater and for refrigerators produced that consume
at least 15 percent less kilowatt-hours per year (at least 20 percent
less for production in 2007) than the energy conservation standards
promulgated by the Department of Energy that took effect on July
1, 2001. The credit is $150 in the case of a refrigerator that con-
sumes at least 20 percent less kilowatt-hours per year than such
standards and is produced before 2007. A refrigerator must be an
automatic defrost refrigerator-freezer with an internal volume of at
least 16.5 cubic feet to qualify for the credit. A clothes washer is
any residential clothes washer, including a residential style coin
operated washer, that satisfies the relevant efficiency standard.

For each category of appliances (e.g., washers that meet the
lower MEF standard, washers that meet the higher MEF standard,
refrigerators that meet the 10 percent standard, refrigerators that
meet the 15 percent standard), only production in excess of average
production for each such category during calendar years 2000—-2002
would be eligible for the credit. For 2003, only production after the
date of enactment is eligible for the credit, and special rules apply
to determine if production exceeds the average of the base period.
The taxpayer may not claim credits in excess of $60 million for all
taxable years, and may not claim credits in excess of $30 million
with respect to appliances that only qualify for the $50 credit. Ad-
ditionally, the credit allowed for all appliances may not exceed two
percent of the average annual gross receipts of the taxpayer for the
three taxable years preceding the taxable year in which the credit
is determined.

The credit will be part of the general business credit. No credits
attributable to energy-efficient appliances may be carried back to
taxable years ending before January 1, 2003.

EFFECTIVE DATE

The credit applies to appliances produced after the date of enact-
ment and prior to January 1, 2008.

C. CREDIT FOR RESIDENTIAL ENERGY EFFICIENT PROPERTY
(Sec. 303 of the Bill and new Sec. 25C of the Code)
PRESENT LAW

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any installation or modification primarily designed to re-
duce consumption of electricity or natural gas or to improve the
management of energy demand with respect to a dwelling unit (sec.
136).
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There is no present-law personal tax credit for energy efficient
residential property.

REASONS FOR CHANCE

The Committee believes that allowing a credit for the purchase
of certain energy efficient appliances and systems that generate
electricity through renewable and pollution-free alternative energy
sources will encourage the purchase of these products. The Com-
mittee believes that the use of these products will help reduce reli-
ance on conventional energy sources and reduce atmospheric pol-
lutants. The Committee believes that the on-site generation of elec-
tricity and solar hot water will reduce reliance on the United
States’ electricity grid and on natural gas pipelines. Furthermore,
the Committee believes that the use of highly efficient residential
equipment will lead to decreased energy consumption in house-
holds, resulting in significant energy savings.

EXPLANATION OF PROVISION

The provision provides a personal tax credit for the purchase of
qualified wind energy property, qualified photovoltaic property, and
qualified solar water heating property that is used exclusively for
purposes other than heating swimming pools and hot tubs. The
credit is equal to 15 percent for solar water heating property and
photovoltaic property, and 30 percent for wind energy property.
The maximum credit for each of these systems of property is
$2,000. The provision also provides a 30 percent credit for the pur-
chase of qualified fuel cell power plants. The credit for any fuel cell
may not exceed $500 for each 0.5 kilowatt of capacity.

Qualifying solar water heating property means an expenditure
for property to heat water for use in a dwelling unit located in the
United States and used as a residence if at least half of the energy
used by such property for such purpose is derived from the sun.
Qualified photovoltaic property is property that uses solar energy
to generate electricity for use in a dwelling unit. Solar panels are
treated as qualified photovoltaic property. Qualified wind energy
property is property that uses wind energy to generate electricity
for use in a dwelling unit. A qualified fuel cell power plant is an
integrated system comprised of a fuel cell stack assembly and asso-
ciated balance of plant components that converts a fuel into elec-
tricity using electrochemical means, and which has an electricity-
only generation efficiency of greater than 30 percent and that gen-
erates at least 0.5 kilowatts of electricity. The qualified fuel cell
power plant must be installed on or in connection with a dwelling
unit located in the United States and used by the taxpayer as a
principal residence.

The provision also provides a credit for the purchase of other
qualified energy efficient property, as described below:

Electric heat pump hot water heaters with an Energy Factor of
at least 1.7. The maximum credit is $75 per unit.

Electric heat pumps with a heating efficiency of at least 9 HSPF
(Heating Seasonal Performance Factor) and a cooling efficiency of
at least 15 SEER (Seasonal Energy Efficiency Rating) and an en-
ergy efficiency ratio (EER) of 12.5 or greater. The maximum credit
is $250 per unit.
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Natural gas, oil, or propane furnace which achieves 95 percent
annual fuel utilization efficiency. The maximum credit is $250 per
unit.

Central air conditioners with an efficiency of at least 15 SEER
and an EER of 12.5 or greater. The maximum credit is $250 per
unit.

Natural gas, oil, or propane water heaters with an Energy Factor
of at least 0.8. The maximum credit is $75 per unit.

Geothermal heat pumps which have an EER of at least 21. The
maximum credit is $250 per unit.

The credit is nonrefundable, and the depreciable basis of the
property is reduced by the amount of the credit. Expenditures for
labor costs allocable to onsite preparation, assembly, or original in-
stallation of property eligible for the credit are eligible expendi-
tures. The credit is allowed against the regular and alternative
minimum tax.

Certain equipment safety requirements need to be met to qualify
for the credit. Special proration rules apply in the case of jointly
owned property, condominiums, and tenant-stockholders in cooper-
ative housing corporations. With the exception of wind energy prop-
erty, if less than 80 percent of the property is used for nonbusiness
purposes, only that portion of expenditures that is used for non-
business purposes is taken into account.

EFFECTIVE DATE

The credit applies to purchases after the date of enactment and
before January 1, 2008.

D. CREDIT FOR BUSINESS INSTALLATION OF QUALIFIED FUEL CELLS
AND STATIONARY MICROTURBINE POWER PLANTS

(Sec. 304 of the Bill and Sec. 48 of the Code)
PRESENT LAW

A nonrefundable, 10-percent business energy credit is allowed for
the cost of new property that is equipment (1) that uses solar en-
ergy to generate electricity, to heat or cool a structure, or to pro-
vide solar process heat, or (2) used to produce, distribute, or use
energy derived from a geothermal deposit, but only, in the case of
electricity generated by geothermal power, up to the electric trans-
mission stage.

The business energy tax credits are components of the general
business credit (sec. 38(b)(1)). The business energy tax credits,
when combined with all other components of the general business
credit, generally may not exceed for any taxable year the excess of
the taxpayer’s net income tax over the greater of (1) 25 percent of
net regular tax liability above $25,000 or (2) the tentative min-
imum tax. An unused general business credit generally may be car-
ried back one year and carried forward 20 years (sec. 39).

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any installation or modification primarily designed to re-
duce consumption of electricity or natural gas or to improve the
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management of energy demand with respect to a dwelling unit (sec.
136).

There is no present-law credit for fuel cell power plant or micro-
turbine property.

REASONS FOR CHANGE

The Committee believes that investments in qualified fuel cell
power plants represent a promising means to produce electricity
through non-polluting means and from nonconventional energy
sources. Furthermore, the on-site generation of electricity provided
by fuel cell power plants, as well as that by microturbines, will re-
duce reliance on the United States’ electricity grid. The Committee
believes that providing a tax credit for investment in qualified fuel
cell and microturbine power plants will encourage investments in
such systems.

EXPLANATION OF PROVISION

The provision provides a 30 percent business energy credit for
the purchase of qualified fuel cell power plants for businesses. A
qualified fuel cell power plant is an integrated system comprised of
a fuel cell stack assembly and associated balance of plant compo-
nents that converts a fuel into electricity using electrochemical
means, and which has an electricity-only generation efficiency of
greater than 30 percent and generates at least 0.5 kilowatts of elec-
tricity using an electrochemical process. The credit for any fuel cell
may not exceed $500 for each 0.5 kilowatts of capacity.

Additionally, the provision provides a 10 percent credit for the
purchase of qualifying stationary microturbine power plants. A
qualified stationary microturbine power plant is an integrated sys-
tem comprised of a gas turbine engine, a combustor, a recuperator
or regenerator, a generator or alternator, and associated balance of
plant components which converts a fuel into electricity and thermal
energy. Such system also includes all secondary components lo-
cated between the existing infrastructure for fuel delivery and the
existing infrastructure for power distribution, including equipment
and controls for meeting relevant power standards, such as voltage,
frequency and power factors. Such system must have an electricity-
only generation efficiency of not less that 26 percent at Inter-
national Standard Organization conditions and a capacity of less
than 2,000 kilowatts. The credit is limited to the lesser of 10 per-
cent of the basis of the property or $200 for each kilowatt of capac-
ity.

The credit is nonrefundable. The taxpayer’s basis in the property
is reduced by the amount of the credit claimed.

EFFECTIVE DATE

The credit for businesses applies to property placed in service
after the date of enactment and before January 1, 2008 (January
1, 2007 in the case of microturbines), under rules similar to rules
of section 48(m) of the Internal Revenue Code of 1986 (as in effect
on the day before the date of enactment of the Revenue Reconcili-
ation Act of 1990).
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E. ENERGY-EFFICIENT COMMERCIAL BUILDINGS DEDUCTION
(Sec. 305 of the Bill and new Sec. 179B of the Code)
PRESENT LAW

No special deduction is currently provided for expenses incurred
for energy-efficient commercial building property.

REASONS FOR CHANGE

The Committee recognizes that commercial buildings consume a
significant amount of energy resources and that reductions in com-
mercial energy use have the potential to significantly reduce na-
tional energy consumption. Accordingly, the Committee believes
that a special deduction for commercial building property (lighting,
heating, cooling, ventilation, and hot water supply systems) that
meets a high energy-efficiency standard will encourage construction
of buildings that are significantly more energy efficient than the
norm. The Committee further believes that the special deduction
will encourage innovation to reduce the costs of meeting the en-
ergy-efficiency standard.

EXPLANATION OF PROVISION

The provision provides a deduction equal to energy-efficient com-
mercial building property expenditures made by the taxpayer. En-
ergy-efficient commercial building property expenditures are de-
fined as amounts paid or incurred for energy-efficient property in-
stalled in connection with the new construction or reconstruction of
property: (1) which is depreciable property; (2) which is located in
the United States, and (3) which is the type of structure to which
the Standard 90.1-2001 of the American Society of Heating, Refrig-
erating, and Air Conditioning Engineers and the Illuminating En-
gineering Society of North America (“ASHRAE/IESNA”) is applica-
ble. The deduction is limited to an amount equal to $2.25 per
square foot of the property for which such expenditures are made.
The deduction is allowed in the year in which the property is
placed in service.

Energy-efficient commercial building property generally means
any property that reduces total annual energy and power costs
with respect to the lighting, heating, cooling, ventilation, and hot
water supply systems of the building by 50 percent or more in com-
parison to a building which minimally meets the requirements of
Standard 90.1-2001 of ASHRAE/IESNA. Because of the require-
ment that in order to qualify, a building must fall within the scope
of the ASHRAE/IESNA Standard 90.1-2001, residential rental
property that is less than four stories does not qualify.

Certain certification requirements must be met in order to qual-
ify for the deduction. The Secretary, in consultation with the Sec-
retary of Energy, will promulgate regulations that describe meth-
ods of calculating and verifying energy and power costs. The meth-
ods for calculation shall be fuel neutral, such that the same energy
efficiency features shall qualify a building for the deduction under
this subsection regardless of whether the heating source is a gas
or oil furnace or an electric heat pump. To allow proper calcula-
tions of cost, the Secretary shall prescribe the costs per unit of en-



32

ergy and power, such as kilowatt hour, kilowatt, gallon of fuel oil,
and cubic foot or Btu of natural gas, which may be dependent on
time of usage. If a State has developed annual energy usage and
cost reduction procedures based on time of usage costs for use in
the performance standards of the State’s building energy code be-
fore the effective date of this section, the Secretary may allow tax-
payers in that State to use those annual energy usage and cost re-
duction procedures in lieu of those adopted by the Secretary.

The Secretary shall promulgate procedures for the inspection and
testing for compliance of buildings that are comparable, given the
difference between commercial and residential buildings, to the re-
quirements in the Mortgage Industry National Home Energy Rat-
ing Standards. Individuals qualified to determine compliance shall
only be those recognized by one or more organizations certified by
the Secretary for such purposes. In order that the deduction is
available immediately, it is expected that the Secretary will
promptly issue interim guidance with respect to the methods of cal-
culating and verifying energy and power costs that relies on provi-
sions of ASHRAE/IESNA Standard 90.1-2001 and of the 2001 Cali-
fornia Nonresidential Alternative Calculation Method Approval
Manual or the 2001 California Residential Alternative Calculation
Method Approval Manual. The methods for calculation need not
comply fully with section 11 of ASHRAE/IESNA Standard 90.1-
2001. Such interim guidance will include interim guidance as to
the qualified computer software and qualified individuals necessary
to certify eligibility for the deduction.

When final regulations are adopted, such regulations additionally
may, with respect to methods of calculating and verifying energy
and power costs, take into consideration appropriate energy sav-
ings from design methodologies and technologies not otherwise
credited in ASHRAE/IESNA Standard 90.1-2001, the 2001 Cali-
fornia Nonresidential Alternative Calculation Method Approval
Manual, or the 2001 California Residential Alternative Calculation
Method Approval Manual, including the following: (1) natural ven-
tilation, (2) evaporative cooling, (3) automatic lighting controls such
as occupancy sensors, photocells, and timeclocks, (4) daylighting,
(5) designs utilizing semi-conditioned spaces which maintain ade-
quate comfort conditions without air conditioning or without heat-
ing, (6) improved fan system efficiency, including reductions in
static pressure, and (7) advanced unloading mechanisms for me-
chanical cooling, such as multiple or variable speed compressors.
Additionally, the calculation methods may take into account the ex-
tent of commissioning in the building, and allow the taxpayer to
take into account measured performance which exceeds typical per-
formance.

For energy-efficient commercial building property public property
expenditures made by a public entity, such as public schools, the
interim guidance, as well as final regulations, will allow the value
of the deduction (determined without regard to the tax-exempt sta-
tus of such entity) to be allocated to the person primarily respon-
sible for designing the property in lieu of the public entity.
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EFFECTIVE DATE

The provision is effective for taxable years beginning after the
date of enactment for expenditures in connection with a building
whose construction is completed on or before December 31, 2009.

F. THREE-YEAR APPLICABLE RECOVERY PERIOD FOR DEPRECIATION
OF QUALIFIED ENERGY MANAGEMENT DEVICES

(Sec. 306 of the Bill and Sec. 168 of the Code)
PRESENT LAW

No special recovery period is currently provided for depreciation
of qualified energy management devices.

REASONS FOR CHANGE

The Committee believes that consumers could better manage
their electricity use if they had better information concerning their
usage habits by time of day. In the case of electricity, if time-of-
day pricing is used, energy management devices that provide infor-
mation to consumers regarding their peak electrical use could en-
courage consumers to defer certain electrical use, such as use of a
washing machine, to periods of the day when electricity prices are
lower. In addition to potentially reducing consumers’ electricity bill,
spreading the demand for electricity more evenly throughout the
day will reduce the need for utility investments in generation ca-
pacity to satisfy peak demand periods.

The Committee believes that providing a 3-year recovery period
for qualified energy management devices will provide sufficient in-
centive for utilities to establish time-of-day pricing options that will
encourage consumers to adjust their electricity usage in such a
manner to dampen utilities’ peak load capacity needs and thus re-
duce the need for investment in new capacity to meet peak load de-
mand.

EXPLANATION OF PROVISION

The provision provides a three-year recovery period for qualified
new energy management devices placed in service by any taxpayer
who is a supplier of electric energy or is a provider of electric en-
ergy services. A qualified energy management device is any meter
or metering device eligible for accelerated depreciation under code
section 168 and which is used by the taxpayer

(1) To measure and record electricity usage data on a time-
differentiated basis in at least 4 separate time segments per
day, and

(2) To provide such data on at least a monthly basis to both
consumers and the taxpayer.

EFFECTIVE DATE

The provision is effective for any qualified energy management
device placed in service after the date of enactment of the Act and
before January 1, 2008.
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G. THREE-YEAR APPLICABLE RECOVERY PERIOD FOR DEPRECIATION
OF QUALIFIED WATER SUBMETERING DEVICES

(Sec. 307 of the Bill and Sec. 168 of the Code)
PRESENT LAW

No special recovery period is currently provided for depreciation
of qualified water submetering devices.

REASONS FOR CHANGE

The Committee believes that consumers would better manage
their water use if they paid for water in proportion to the water
that they actually used. In many cases in multi-unit properties,
there is not unit by unit metering of water use. Rather, the land-
lord’s average per-unit costs for water are reflected in rental rates.
Thus, individual units have virtually no financial incentive to con-
serve on water use, as the cost of any individual’s increased water
usage is borne by all dwellers. The Committee believes that a tax
incentive for the installation of submeters to enable unit by unit
charges that reflect water usage will rationalize water use and help
to conserve water resources.

EXPLANATION OF PROVISION

The provision provides a three-year recovery period for qualified
new water submetering devices placed in service by any taxpayer
who is an eligible resupplier. An eligible resupplier is any taxpayer
who purchases and installs qualified water submetering devices in
every unit in any multi-unit property. A qualified water sub-
metering device is anywater submetering device eligible for acceler-
ated depreciation under code section 168 and which is used by the
taxpayer

(1) To measure and record water usage data, and
(2) To provide such data on at least a monthly basis to both
consumers and the taxpayer.

EFFECTIVE DATE

The provision is effective for any qualified water submetering de-
vice placed in service after the date of enactment of the Act and
before January 1, 2008.

H. ENERGY CREDIT FOR COMBINED HEAT AND POWER SYSTEM
PROPERTY

(Sec. 308 of the Bill and Sec. 48 of the Code)
PRESENT LAW

A nonrefundable, 10-percent business energy credit is allowed for
the cost of new property that is equipment (1) that uses solar en-
ergy to generate electricity, to heat or cool a structure, or to pro-
vide solar process heat, or (2) used to produce, distribute, or use
energy derived from a geothermal deposit, but only, in the case of
electricity generated by geothermal power, up to the electric trans-
mission stage.



35

The business energy tax credits are components of the general
business credit (sec. 38(b)(1)). The business energy tax credits,
when combined with all other components of the general business
credit, generally may not exceed for any taxable year the excess of
the taxpayer’s net income tax over the greater of (1) 25 percent of
net regular tax liability above $25,000 or (2) the tentative min-
imum tax. For credits arising in taxable years beginning after De-
cember 31, 1997, an unused general business credit generally may
be carried back one year and carried forward 20 years (sec. 39).

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any installation or modification primarily designed to re-
duce consumption of electricity or natural gas or to improve the
management of energy demand with respect to a dwelling unit (sec.
136).

There is no present-law credit for combined heat and power
(“CHP”) property.

REASONS FOR CHANGE

The Committee believes that investments in combined heat and
power systems represent a promising means to achieve greater na-
tional energy efficiency by encouraging the dual use of the energy
from the burning of fossil fuels. Furthermore, the on-site genera-
tion of electricity provided by CHP systems will reduce reliance on
the United States’ electricity grid. The Committee believes that
providing a tax credit for investment in combined heat and power
property will encourage investments in such systems.

EXPLANATION OF PROVISION

The provision provides a 10-percent credit for the purchase of
combined heat and power property. CHP property as defined as
property: (1) which uses the same energy source for the simulta-
neous or sequential generation of electrical power, mechanical shaft
power, or both, in combination with the generation of steam or
other forms of useful thermal energy (including heating and cooling
applications); (2) which has an electrical capacity of more than 50
kilowatts or a mechanical energy capacity of more than 67 horse-
power or an equivalent combination of electrical and mechanical
energy capacities; (3) which produces at least 20 percent of its total
useful energy in the form of thermal energy and at least 20 percent
in the form of electrical or mechanical power (or a combination
thereof); and (4) the energy efficiency percentage of which exceeds
60 percent (70 percent in the case of a system with an electrical
capacity in excess of 50 megawatts or a mechanical energy capacity
in excess of 67,000 horsepower, or an equivalent combination of
electrical and mechanical capacities.) Also, for purposes of deter-
mining whether CHP property includes technologies which gen-
erate electricity or mechanical power using backpressure steam
turbines in place of existing pressure-reducing valves, or which
make use of waste heat from industrial processes such as by using
organic rankine, stirling, or kalina heat engine systems, the gen-
eral requirements of clause (1), the energy output requirements re-
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lated to heat versus power described under (3), and the energy effi-
ciency requirements of (4), above, may be disregarded.

CHP property does include property used to transport the energy
source to the generating facility or to distribute energy produced by
the facility.

If a taxpayer is allowed a credit for CHP property, and the prop-
erty would ordinarily have a depreciation class life of 15 years or
less, the depreciation period for the property is treated as having
a 22-year class life. The present-law carry back rules of the general
business credit generally would apply except that no credits attrib-
utable to combined heat and power property may be carried back
before the effective date of this provision.

EFFECTIVE DATE

The credit applies to property placed in service after the date of
enactment and before January 1, 2007.

I. CREDIT FOR ENERGY EFFICIENCY IMPROVEMENTS TO EXISTING
HoMES

(Sec. 309 of the Bill and new Sec. 25D of the Code)
PRESENT LAW

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any installation or modification primarily designed to re-
duce consumption of electricity or natural gas or to improve the
management of energy demand with respect to a dwelling unit (sec.
136).

There is no present law credit for energy efficiency improvements
to existing homes.

REASONS FOR CHANGE

Since residential energy consumption represents a large fraction
of national energy use, the Committee believes that energy savings
in this sector of the economy have the potential to significantly im-
pact national energy consumption, which will reduce reliance on
foreign suppliers of oil and reduce pollution in general. The Com-
mittee further recognizes that many existing homes are inad-
equately insulated. Accordingly, the Committee believes that a tax
credit for certain energy-efficiency improvements related to a
home’s envelope (exterior windows (including skylights) and doors,
insulation, and certain roofing systems) will encourage homeowners
to improve the insulation of their homes, which in turn will reduce
national energy consumption.

EXPLANATION OF PROVISION

The provision would provide a 10-percent nonrefundable credit
for the purchase of qualified energy efficiency improvements. The
maximum credit for a taxpayer with respect to the same dwelling
for all taxable years is $300. A qualified energy efficiency improve-
ment would be any energy efficiency building envelope component
that is certified to meet or exceed the prescriptive criteria for such
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a component established by the 2000 International Energy Con-
servation Code, or any combination of energy efficiency measures
that is certified to achieve at least a 30-percent reduction in heat-
ing and cooling energy usage for the dwelling and (1) that is in-
stalled in or on a dwelling located in the United States; (2) owned
and used by the taxpayer as the taxpayer’s principal residence; (3)
the original use of which commences with the taxpayer; and (4)
such component can reasonably be expected to remain in use for at
least five years.

Building envelope components would be: (1) insulation materials
or systems which are specifically and primarily designed to reduce
the heat loss or gain for a dwelling, and (2) exterior windows (in-
cluding skylights) and doors.

Homes shall be certified according to a component-based method
or a performance-based method. The component-based method
shall be based on applicable energy-efficiency ratings, including
current product labeling requirements. Certification by the compo-
nent method shall be provided by a third party, such as a local
building regulatory authority, a utility, a manufactured home pro-
duction inspection primary inspection agency, or a home energy
rating organization.

The performance-based method shall be based on a comparison
of the projected energy consumption of the dwelling in its original
condition and after the completion of energy efficiency measures.
The performance-based method of certification shall be conducted
by an individual or organization recognized by the Secretary of the
Treasury for such purposes.

The certification process requires that energy savings to the con-
sumer be measured in terms of energy costs. To ensure consistent
and reasonable energy cost analyses, the Department of Energy
shall include in its rulemaking related to this bill specific reference
data to be used for qualification for the credit.

The taxpayer’s basis in the property would be reduced by the
amount of the credit. Special rules would apply in the case of con-
dominiums and tenant-stockholders in cooperative housing corpora-
tions.

The credit is allowed against the regular and alternative min-
imum tax.

EFFECTIVE DATE

The credit is effective for qualified energy efficiency improve-
ments installed on or after the date of enactment and before Janu-
ary 1, 2007.
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TITLE IV—CLEAN COAL INCENTIVES

A. INVESTMENT AND PRODUCTION CREDITS FOR CLEAN COAL
TECHNOLOGY

(Secs. 401, 411, and 412 of the Bill and new Secs. 451, 45J, and
48A of the Code)

PRESENT LAW

Present law does not provide an investment credit for electricity
generating units that use coal as a fuel. Nor does present law pro-
vide a production credit for electricity generated at units that use
coal as a fuel. However, a nonrefundable, 10-percent investment
tax credit (“business energy credit”) is allowed for the cost of new
property that is equipment (1) that uses solar energy to generate
electricity, to heat or cool a structure, or to provide solar process
heat, or (2) that is used to produce, distribute, or use energy de-
rived from a geothermal deposit, but only, in the case of electricity
generated by geothermal power, up to the electric transmission
stage (sec. 48). Also, an income tax credit is allowed for the produc-
tion of electricity from either qualified wind energy, qualified
“closed-loop” biomass, or qualified poultry waste units placed in
service prior to January 1, 2004 (sec. 45). The credit allowed equals
1.5 cents per kilowatt-hour of electricity sold. The 1.5 cent figure
is indexed for inflation and equaled 1.8 cents for 2002. The credit
is allowable for production during the 10-year period after a unit
is originally placed in service. The business energy tax credits and
the production tax credit are components of the general business
credit (sec. 38(b)(1)).

REASONS FOR CHANGE

The Committee recognizes that coal is the nation’s most abun-
dant fuel source. The Committee is also sensitive to the environ-
mental impact of burning coal for the production of electricity. For
coal to continue to be a viable fuel source, the Committee seeks to
encourage ways to burn coal in a more efficient and environ-
mentally friendly manner. Therefore, the Committee supports the
development and deployment of the most advanced technologies for
generating electricity from coal by providing investment and pro-
duction credits to a limited number of experimental production-
scale electricity generating units to reduce the cost of building and
operating units that represent the frontier of thermal efficiency and
pollution control.

Tax-exempt organizations make up a significant percentage of
the electricity industry in the United States. The Committee be-
lieves it is important to provide the incentives for investment in,
and production from, clean coal technologies to all producers.

EXPLANATION OF PROVISION

In general

The bill creates three new credits: a production credit for elec-
tricity produced from qualifying clean coal technology units; a pro-
duction credit for electricity produced from qualifying advanced
clean coal technology units; and a credit for investments in quali-
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fying advanced clean coal technology units. Certain persons (public
utilities, electric cooperatives, Indian tribes, and the Tennessee
Valley Authority) will be eligible to obtain certifications from the
Secretary of the Treasury (as described below) for each of these
credits and sell, trade, or assign the credit to any taxpayer. How-
ever, any credit sold, traded, or assigned may only be sold, traded,
or assigned once. Subsequent transfers are not permitted.

Credit for investments in qualifying advanced clean coal technology
units

The bill provides a 10-percent investment tax credit for qualified
investments in advanced clean coal technology units. A qualified
investment is that amount that would otherwise be a qualified in-
vestment multiplied by a fraction equal to the amount of national
megawatt capacity allocated to the taxpayer (as described below)
divided by the megawatt capacity of the qualifying unit. Qualifying
advanced clean coal technology units must utilize advanced pulver-
ized coal or atmospheric fluidized bed combustion technology, pres-
surized fluidized bed combustion technology, integrated gasification
combined cycle technology, or some other technology certified by
the Secretary of Energy. Any qualifying advanced clean coal tech-
nology unit must meet certain capacity standards, thermal effi-
ciency standards, and emissions standards for SO, nitrous oxides,
particulate emissions, and source emissions standards as provided
in the Clean Air Act. In addition, a qualifying advanced clean coal
technology unit must meet certain carbon emissions requirements.

The proposal defines four types of qualifying advanced clean coal
technology units: (1) advanced pulverized coal or atmospheric fluid-
ized bed combustion technology units (2) qualifying pressurized flu-
idized bed combustion technology units; (3) integrated gasification
combined cycle technology units; and (3) other technology units.

(1) A qualifying advanced pulverized coal or atmospheric fluid-
ized bed combustion technology unit is a unit placed in service
after the date of enactment and before 2013 and having a design
net heat rate of not more than 8,500 Btu (8,900 Btu if the unit is
placed in service before 2009).

(2) A qualifying pressurized fluidized bed combustion technology
unit is a unit placed in service after the date of enactment and be-
fore 2017 and having a design net heat rate of not more than 7,720
Btu (8,900 Btu if the unit is placed in service before 2009 and
8,500 Btu if the unit is placed in service after 2008 and before
2013).

(3) A qualifying integrated gasification combined cycle technology
unit is a unit placed in service after the date of enactment and be-
fore 2017 and having a design net heat rate of not more than 7,720
Btu (8,900 Btu if the unit is placed in service before 2009 and
8,500 Btu if the unit is placed in service after 2008 and before
2013).

(4) A qualifying other technology unit use any other technology
and is placed in service after the date of enactment and before
2017.

The provision provides that qualifying advanced clean coal units
must satisfy carbon emissions standards. For units using design
coal with a heat content of not more than 9,000 Btu per pound, the
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carbon emission rate must be less than 0.60 pound of carbon per
kilowatt hour (0.51 if the unit qualifies as an other technology
unit). For units using design coal with a heat content in excess of
9,000 Btu per pound, the carbon emission rate must be less than
0.54 pound of carbon per kilowatt hour (0.459 if the unit qualifies
as an other technology unit).

To be a qualified investment in advanced clean coal technology,
the taxpayer must receive a certificate from the Secretary of the
Treasury. The Secretary may grant certificates to investments only
to the point that 4,000 megawatts of electricity production capacity
qualifies for the credit. From the potential pool of 4,000 megawatts
of capacity, not more than 1,000 megawatts in total and not more
than 500 megawatts in years prior to 2009 shall be allocated to
units using advanced pulverized coal or atmospheric fluidized bed
combustion technology. From the potential pool of 4,000 megawatts
of capacity, not more than 500 megawatts in total and not more
than 250 megawatts in years prior to 2009 shall be allocated to
units using pressurized fluidized bed combustion technology. From
the potential pool of 4,000 megawatts of capacity, not more than
2,000 megawatts in total and not more than 750 megawatts in
years prior to 2009 shall be allocated to units using integrated gas-
ification combined cycle technology, with or without fuel or chem-
ical co-production. From the potential pool of 4,000 megawatts of
capacity, not more than 500 in total and not more than 250
megawatts in years prior to 2009 shall be allocated to any other
technology certified by the Secretary of Energy.

Production credit for electricity produced from qualifying clean coal
technology units

The bill provides a production credit for electricity produced from
certain units that have been retrofitted, repowered, or replaced
with a clean coal technology within ten years of the date of enact-
ment. The value of the credit is 0.34 cents per kilowatt-hour of
electricity and the heat value of other fuels or chemicals produced
at the unit 27 multiplied by the fraction equal to the amount of na-
tional megawatt capacity limitation (see below) allocated to the
qualifying unit divided by the total megawatt capacity of the unit.
The value of the credit is indexed for inflation occurring after 2003
with the first potential adjustment in 2005. The taxpayer may
claim the credit throughout the 10-year period commencing from
the date on which the qualifying unit is placed in service.

A qualifying clean coal technology unit is a clean coal technology
unit that meets certain capacity standards, thermal efficiency
standards, and emissions standards for SO, nitrous oxides, partic-
ulate emissions, and source emissions standards as provided in the
Clean Air Act. In addition, a qualifying clean coal technology unit
cannot be a unit that is receiving or is scheduled to receive funding
under the Clean Coal Technology Program, the Power Plant Im-
provement Initiative, or the Clean Coal Power Initiative adminis-
tered by the Secretary of the Department of Energy. Lastly, to be
a qualified clean coal technology unit, the taxpayer must receive a

27Each 3,413 Btu of heat content of the fuel or chemical is treated as equivalent to one kilo-
watt-hour of electricity.
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certificate from the Secretary of the Treasury. The Secretary may
grant certificates to units only to the point that 4,000 megawatts
of electricity production capacity qualifies for the credit. However,
no qualifying unit would be eligible if the unit’s capacity exceeded
300 megawatts prior to having been retrofitted, repowered, or re-
placed. The maximum eligible allocation to any qualifying unit may
not exceed 300 megawatts.

Production credit for electricity produced from qualifying advanced
clean coal technology

The bill also provides a production credit for electricity produced
from any qualified advanced clean coal technology electricity gen-
eration unit that qualifies for the investment credit for qualifying
clean coal technology units, as described above.2® The taxpayer
may claim a production credit on the sum of each kilowatt-hour of
electricity produced and the heat value of other fuels or chemicals
produced by the taxpayer at the unit.2?® The taxpayer may claim
the production credit for the 10-year period commencing with the
date the qualifying unit is placed in service (or the date on which
a conventional unit was retrofitted or repowered). The value of the
credit varies depending upon the year the unit is placed in service,
whether the unit produces solely electricity or electricity and fuels
or chemicals, and the rated thermal efficiency of the unit.3° In ad-
dition, the value of the credit is reduced for the second five years
of eligible production. If a unit meets the more stringent qualifica-
tion standards of post-2008 in years before 2009, the taxpayer may
claim the higher post-2008 credit amounts. The value of the credit
is indexed for inflation occurring after 2003 with the first potential
adjustment in 2005. The tables below specify the value of the credit
(before indexing is applied).

Advanced clean coal technology units producing solely elec-
tricity
TABLE 11.—UNITS PLACED IN SERVICE BEFORE 2009

Credit amount per kilo-
watt-hour

The unit net heat rate, Btu/kWh adjusted for the heat content for the design coal is equal to: For the For the

first five second five
years years

Not more than 8,500 $.0060 $.0038
More than 8,500 but not more than 8,750 $.0025 $.0010
More than 8,750 but less than 8,900 $.0010 $.0010

28In the case of a taxpayer who received a megawatt allocation for a qualifying advanced
clean coal technology unit that is less than the rated capacity of such unit, the taxpayer may
claim credit on a percentage of the electricity produced from the unit. The percentage is the
percentage that the taxpayer’s megawatt allocation represents as a percentage of the rated ca-
pacity of the unit.

29 Kach 3,413 Btu of heat content of the fuel or chemical is treated as equivalent to one kilo-
watt-hour of electricity.

30Some of the tables in the bill, and below, express the unit’s efficiency in terms of the units
net heat rate and other tables express the unit’s efficiency in percentage term. In practice, there
is no difference as one kilowhatt-hour of electricity generally is equivalent to 3,413 Btu of heat.
Therefore, if one divides 3,413 Btu by the efficiency rate one obtains the heat rate. Likewise,
given a heat rate, the one calculates the efficiency by dividing 3,413 Btu by the heat rate.
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TABLE 12.—UNITS PLACED IN SERVICE AFTER 2008 AND BEFORE 2013

Credit amount per kilo-

watt-hour
The unit net heat rate, Btu/kWh adjusted for the heat content for the design coal is equal to: m
first five second five
years years
Not more than 7,770 $.0105 $.0090
More than 7,770 but not more than 8,125 $.0085 $.0068
More than 8,125 but less than 8,500 $.0075 $.0055

TABLE 13.—UNITS PLACED IN SERVICE AFTER 2012 AND BEFORE 2017

Credit amount per kilo-

watt-hour
The unit net heat rate, Btu/kWh adjusted for the heat content for the design coal is equal to: For the For the
first five  second five
years years
Not more than 7,380 $.0140 $.0115
More than 7,380 but not more than 7,720 $.0120 $.0090

Advanced clean coal technology units producing electricity
and a fuel or chemical

TABLE 14.—UNITS PLACED IN SERVICE BEFORE 2009

Credit amount per kilo-

watt-hour
The unit design net thermal efficiency is equal to: m
first five second five
years years
Not less than 40.6% $.0060 $.0038
Less than 40.6% but not less than 40% $.0025 $.0010
Less than 40% but not less than 38.4% $.0010 $.0010

TABLE 15.—UNITS PLACED IN SERVICE AFTER 2008 AND BEFORE 2013

Credit amount per kilo-

watt-hour
The unit design net thermal efficiency is equal to: m
first five  second five
years years
Not less than 43.6% $.0105 $.0090
Less than 43.6% but not less than 42% $.0085 $.0068
Less than 42% but not less than 40.2% $.0075 $.0055

TABLE 16.—UNITS PLACED IN SERVICE AFTER 2012 AND BEFORE 2017

Credit amount per kilo-

watt-hour
The unit design net thermal efficiency is equal to: m
first five  second five
years years
Not less than 44.2% $.0140 $.0115
Less than 44.2% but not less than 43.9% $.0120 $.0090

The credits are part of the general business credit. No credit may
be carried back to taxable years ending on or before the date of en-
actment.
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EFFECTIVE DATE

The provision relating to investment credits for advanced clean
coal technology units is effective after the date of enactment. The
provisions relating to production credits are effective after the date
of enactment.

TITLE V—OIL AND GAS PROVISIONS

A. TAX CREDIT FOR OIL AND GAS PRODUCTION FROM MARGINAL
WELLS

(Sec. 501 of the Bill and Sec. 45K of the Code)
PRESENT LAW

There is no credit for the production of o0il and gas from marginal
wells. The costs of such production may be recovered under the
Code’s depreciation and depletion rules and in other cases as a de-
duction for ordinary and necessary business expenses.

REASONS FOR CHANGE

The highly volatile price of oil and gas can result in lost produc-
tion during periods when prices are low. The Committee has
learned that once a marginally producing well is shut down, that
source of supply may be forever lost. To increase domestic supply,
the Committee determined that a tax credit will help ensure that
supply is not lost as a result of low market prices.

EXPLANATION OF PROVISION

The provision would create a new, $3 per barrel credit for quali-
fied crude oil production and a $0.50 credit per 1,000 cubic feet of
qualified natural gas production. The maximum amount of produc-
tion on which credit could be claimed is 1,095 barrels or barrel
equivalents. In both cases, the credit is available only for qualified
production from a “qualified marginal well.” The credit is not avail-
able to production occurring if the reference price of oil exceeded
$18 ($2.00 for natural gas). The credit is reduced proportionately
as for reference prices between $15 and $18 ($1.67 and $2.00 for
natural gas). Reference prices are determined on a one-year
lookback basis.

The terms “qualified crude oil production” and “qualified natural
gas production” mean domestic crude oil or natural gas which is
produced from a qualified marginal well. Production from a mar-
ginal well that is not in compliance with the applicable Federal pol-
lution prevention, control and permit requirements for any period
of time is not considered qualified crude oil production or qualified
natural gas production. A qualified marginal well is defined as (1)
a well production from which was marginal production for purposes
of the Code percentage depletion rules or (2) a well that during the
taxable year had (a) average daily production of not more than 25
barrel equivalents and (b) produced water at a rate of not less than
95 percent of total well effluent.

The credit is treated as part of the general business credit. The
credit cannot be carried back to a taxable year ending on or before
the date of enactment of the provision.
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EFFECTIVE DATE

The provision is effective for production in taxable years begin-
ning after the date of enactment.

B. NATURAL GAS GATHERING LINES TREATED AS SEVEN-YEAR
PROPERTY

(Sec. 502 of the Bill and Sec. 168 of the Code)
PRESENT LAW

The applicable recovery period for assets placed in service under
the Modified Accelerated Cost Recovery System is based on the
“class life of the property.” The class lives of assets placed in serv-
ice after 1986 are generally set forth in Revenue Procedure 87—
56.31 Revenue Procedure 87-56 includes two asset classes that
could describe natural gas gathering lines owned by nonproducers
of natural gas. Asset class 46.0, describing pipeline transportation,
provides a class life of 22 years and a recovery period of 15 years.
Asset class 13.2, describing assets used in the exploration for and
production of petroleum and natural gas deposits, provides a class
life of 14 years and a depreciation recovery period of seven years.
The uncertainty regarding the appropriate recovery period of nat-
ural gas gathering lines has resulted in litigation between tax-
payers and the IRS. The 10th Circuit Court of Appeals held that
natural gas gathering lines owned by nonproducers falls within the
scope of Asset class 13.2 (i.e., seven-year recovery period).32 More
recently, the Tax Court and the U.S. District Court for the Eastern
District of Michigan, Southern Division, held that natural gas gath-
ering lines owned by nonproducers falls within the scope of Asset
class 46.0 (i.e., 15-year recovery period).33

REASONS FOR CHANGE

The Committee believes the appropriate recovery period for nat-
ural gas gathering lines is seven years.

EXPLANATION OF PROVISION

The provision establishes a statutory seven-year recovery period
and a class life of 10 years for natural gas gathering lines. A nat-
ural gas gathering line is defined to include any pipe, equipment,
and appurtenance that is (1) determined to be a gathering line by
the Federal Energy Regulatory Commission, or (2) used to deliver
natural gas from the wellhead or a common point to the point at
which such gas first reaches (a) a gas processing plant, (b) an inter-
connection with an interstate transmission line, (¢) an interconnec-
tion with an intrastate transmission line, or (d) a direct inter-
connection with a local distribution company, a gas storage facility,
or an industrial consumer.

311987-2 C.B. 674 (as clarified and modified by Rev. Proc. 88-22, 1988-1 C.B. 785).

32 Duke Energy v. Commissioner, 172 F.3d 1255 (10th Cir. 1999), rev’g 109 T.C. 416 (1997).
See also True v. United States, 97-2 U.S. Tax Cas. (CCH) par. 50,946 (D. Wyo. 1997).

33 Clajon Gas Co., L.P. v. Commissioner, 119 T.C. 197 (2002) and Saginaw Bay Pipeline Co.
v. United States, 124 F. Supp. 2d 465 (E.D. Mich. 2001).
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EFFECTIVE DATE

The provision is effective for property placed in service after the
date of enactment. No inference is intended as to the proper treat-
ment of natural gas gathering lines placed in service before the
date of enactment.

C. EXPENSING OF CAPITAL COSTS INCURRED AND CREDIT FOR PRO-
DUCTION IN COMPLYING WITH ENVIRONMENTAL PROTECTION
AGENCY SULFUR REGULATIONS

(Secs. 503 and 504 of the Bill and new Secs. 179C and 45L of the
Code)

PRESENT LAW

Taxpayers generally may recover the costs of investments in re-
finery property through annual depreciation deductions. Present

law does not provide a credit for the production of lowsulfur diesel
fuel.

REASONS FOR CHANGE

The Committee believes it is important for all refiners to meet
applicable pollution control standards. However, the Committee is
concerned that the cost of complying with the Highway Diesel Fuel
Sulfur Control Requirement of the Environmental Protection Agen-
cy may force some small refiners out of business. To maintain this
refining capacity and to foster compliance with pollution control
standards the Committee believes it is appropriate to modify cost
recovery provisions for small refiners to reduce their capital costs
of complying with the Highway Diesel Fuel Sulfur Control Require-
ment of the Environmental Protection Agency.

EXPLANATION OF PROVISION

The provision generally permits small business refiners to claim
an immediate deduction (i.e., expensing) for up to 75 percent of the
qualified capital costs paid or incurred for the purpose of complying
with the Highway Diesel Fuel Sulfur Control Requirements of the
Environmental Protection Agency. Qualified capital costs are those
costs paid or incurred and otherwise chargeable to the taxpayer’s
capital account that are necessary for the refinery to come into
compliance with the EPA diesel fuel requirements.

In addition, the provision provides that a small business refiner
may claim a credit equal to five cents per gallon for each gallon of
low sulfur diesel fuel produced at a facility of a small business re-
finer. The total production credit claimed by the taxpayer generally
is limited to 25 percent of the qualified capital costs incurred with
respect to expenditures at the refinery during the period beginning
after the date of enactment and ending with the date that is one
year after the date on which the taxpayer must comply with appli-
cable EPA regulations. No deduction is allowed to the taxpayer for
expenses otherwise allowable as a deduction in an amount equal to
the amount of production credit claimed during the taxable year.

For these purposes a small business refiner is a taxpayer who
within the business of refining petroleum products employs not
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more than 1,500 employees directly in refining on business days
during a taxable year in which the deduction or production credit
is claimed and had an average daily refinery run (or retained pro-
duction) not exceeding 205,000 barrels per day34 for the year prior
to enactment.

For taxpayers with an average daily refinery run in the year
prior to enactment in excess of 155,000 and not greater than
205,000 barrels per day, the provision limits otherwise qualifying
small business refiners to an immediate deduction for a percentage
of qualifying capital costs equal to 75 percent less the percentage
points determined by the excess of the average daily refinery runs
over 155,000 barrels per day divided by 50,000 barrels per day. In
addition, for these taxpayers, the limitation on the total production
credit that may be claimed also is reduced proportionately.

In the case of a qualifying small business refiner that is owned
by a cooperative, the cooperative is allowed to elect to pass any pro-
duction credits to patrons of the organization.

EFFECTIVE DATE

The provision is effective for expenses paid or incurred after De-
cember 31, 2002.

D. DETERMINATION OF SMALL REFINER EXCEPTION TO OIL
DEPLETION DEDUCTION

(Sec. 505 of the Bill and Sec. 613A of the Code)
PRESENT LAW

Present law classifies oil and gas producers as independent pro-
ducers or integrated companies. The Code provides numerous spe-
cial tax rules for operations by independent producers. One such
rule allows independent producers to claim percentage depletion
deductions rather than deducting the costs of their asset, a pro-
ducing well, based on actual production from the well (i.e., cost de-
pletion).

A producer is an independent producer only if its refining and re-
tail operations are relatively small. For example, an independent
producer may not have refining operations the runs from which ex-
ceed 50,000 barrels on any day in the taxable year during which
independent producer status is claimed.

REASONS FOR CHANGE

The Committee believes that the goal of present law, to identify
producers without significant refining capacity, can be achieved
while permitting more flexibility to refinery operations.

EXPLANATION OF PROVISION

The provision increases the current 50,000-barrel-per-day limita-
tion to 60,000. In addition, the provision changes the refinery limi-

34The refining capacities of all persons that are part of a related group are aggregated for
purposes of this definition. In addition, in any case where refinery through-put or retained pro-
duction of the refinery differs substantially from its average daily output of refined product, the
Committee intends that capacity be measured by reference to the average daily output of refined
product.
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tation on claiming independent producer status from a limit based
on actual daily production to a limit based on average daily produc-
tion for the taxable year. Accordingly, the average daily refinery
run for the taxable year cannot exceed 60,000 barrels. For this pur-
pose, the taxpayer calculates average daily refinery run by dividing
total production for the taxable year by the total number of days
in the taxable year.

EFFECTIVE DATE

The provision is effective for taxable years ending after the date
of enactment.

E. EXTENSION OF SUSPENSION OF TAXABLE INCOME LiMIT WITH
RESPECT TO MARGINAL PRODUCTION

(Sec. 506 of the Bill and Sec. 613A of the Code)
PRESENT LAW

In general

Depletion, like depreciation, is a form of capital cost recovery. In
both cases, the taxpayer is allowed a deduction in recognition of the
fact that an asset—in the case of depletion for oil or gas interests,
the mineral reserve itself—is being expended in order to produce
income. Certain costs incurred prior to drilling an oil or gas prop-
erty are recovered through the depletion deduction. These include
costs of acquiring the lease or other interest in the property and
geological and geophysical costs (in advance of actual drilling).

Depletion is available to any person having an economic interest
in a producing property. An economic interest is possessed in every
case in which the taxpayer has acquired by investment any interest
in minerals in place, and secures, by any form of legal relationship,
income derived from the extraction of the mineral, to which it must
look for a return of its capital.35 Thus, for example, both working
interests and royalty interests in an oil- or gasproducing property
constitute economic interests, thereby qualifying the interest hold-
ers for depletion deductions with respect to the property. A tax-
payer who has no capital investment in the mineral deposit does
not possess an economic interest merely because it possesses an
economic or pecuniary advantage derived from production through
a contractual relation.

Cost depletion

Two methods of depletion are currently allowable under the In-
ternal Revenue Code (the “Code”): (1) the cost depletion method,
and (2) the percentage depletion method (secs. 611-613). Under the
cost depletion method, the taxpayer deducts that portion of the ad-
justed basis of the depletable property which is equal to the ratio
of units sold from that property during the taxable year to the
number of units remaining as of the end of taxable year plus the
number of units sold during the taxable year. Thus, the amount re-
covered under cost depletion may never exceed the taxpayer’s basis
in the property.

35Treas. Reg. sec. 1.611-1(b)(1).
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Percentage depletion and related income limitations

The Code generally limits the percentage depletion method for oil
and gas properties to independent producers and royalty owners.36
Generally, under the percentage depletion method 15 percent of the
taxpayer’s gross income from an oil- or gas-producing property is
allowed as a deduction in each taxable year (sec. 613A(c)). The
amount deducted generally may not exceed 100 percent of the net
income from that property in any year (the “net income limitation”)
(sec. 613(a)). By contrast, for any other mineral qualifying for the
percentage depletion deduction, such deduction may not exceed 50
percent of the taxpayer’s taxable income from the depletable prop-
erty. A similar 50-percent net income limitation applied to oil and
gas properties for taxable years beginning before 1991. Section
11522(a) of the Omnibus Budget Reconciliation Act of 1990 pro-
spectively changed the net-income limitation threshold to 100 per-
cent only for oil and gas properties, effective for taxable years be-
ginning after 1990. The 100-percent net-income limitation for mar-
ginal wells has been suspended for taxable years beginning after
December 31, 1997, and before January 1, 2004.

Additionally, the percentage depletion deduction for all oil and
gas properties may not exceed 65 percent of the taxpayer’s overall
taxable income (determined before such deduction and adjusted for
certain loss carrybacks and trust distributions) (sec. 613A(d)(1)).37
Because percentage depletion, unlike cost depletion, is computed
without regard to the taxpayer’s basis in the depletable property,
cumulative depletion deductions may be greater than the amount
expended by the taxpayer to acquire or develop the property.

A taxpayer is required to determine the depletion deduction for
each oil or gas property under both the percentage depletion meth-
od (if the taxpayer is entitled to use this method) and the cost de-
pletion method. If the cost depletion deduction is larger, the tax-
payer must utilize that method for the taxable year in question
(sec. 613(a)).

Limitation of oil and gas percentage depletion to independent pro-
ducers and royalty owners

Generally, only independent producers and royalty owners (as
contrasted to integrated oil companies) are allowed to claim per-
centage depletion. Percentage depletion for eligible taxpayers is al-
lowed only with respect to up to 1,000 barrels of average daily pro-
duction of domestic crude oil or an equivalent amount of domestic
natural gas (sec. 613A(c)). For producers of both oil and natural
gas, this limitation applies on a combined basis.

In addition to the independent producer and royalty owner excep-
tion, certain sales of natural gas under a fixed contract in effect on
February 1, 1975, and certain natural gas from geopressured
brine,38 are eligible for percentage depletion, at rates of 22 percent
and 10 percent, respectively. These exceptions apply without re-
gard to the 1,000-barrel-per-day limitation and regardless of

36 Sec. 613A.

37 Amounts disallowed as a result of this rule may be carried forward and deducted in subse-
quent taxable years, subject to the 65-percent taxable income limitation for those years.

38 This exception is limited to wells, the drilling of which began between September 30, 1978,
and January 1, 1984.
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whether the producer is an independent producer or an integrated
oil company.

REASONS FOR CHANGE

The Committee is concerned that, while current oil and gas oper-
ations may be profitable, the highly volatile nature of oil and gas
prices could quickly create economic hardships in the industry.
Thus, to help minimize the adverse effects of future price fluctua-
tions, the Committee believes it is appropriate to extend the sus-
pension of the 100-percent net-income limitation for marginal
wells.

EXPLANATION OF PROVISION

The suspension of the 100-percent net income limitation for mar-
ginal wells is extended through taxable years beginning before Jan-
uary 1, 2007.

EFFECTIVE DATE

The provision is effective on date of enactment.

F. AMORTIZATION OF DELAY RENTAL PAYMENTS
(Sec. 507 of the Bill and new Sec. 199A of the Code)
PRESENT LAW

Present law generally requires costs associated with inventory
and property held for resale to be capitalized rather than currently
deducted as they are incurred. (sec. 263). Oil and gas producers
typically contract for mineral production in exchange for royalty
payments. If mineral production is delayed, these contracts provide
for “delay rental payments” as a condition of their extension. In
proposed regulations issued in 2000, the Treasury Department took
the position that the uniform capitalization rules of section 263A
require delay rental payments to be capitalized.3?

REASONS FOR CHANGE

The Committee believes that substantial simplification for tax-
payers and significant gains in taxpayer compliance and reductions
in administrative cost can be contained by establishing the simple
rule that all delay rental payments may be amortized over two
years, including the basis of abandoned property.

EXPLANATION OF PROVISION

The provision allows delay rental payments incurred in connec-
tion with the development of oil or gas within the United States
to be amortized over two years. In the case of abandoned property,
remaining basis may no longer be recovered in the year of aban-
donment of a property as all basis is recovered over the two-year
amortization period.

3965 Fed. Reg, 6090 (2000).
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EFFECTIVE DATE

The provision applies to delay rental payments paid or incurred
in taxable years beginning after the date of enactment. No infer-
ence is intended from the prospective effective date of this proposal
as to the proper treatment of pre-effective date delay rental pay-
ments.

G. AMORTIZATION OF GEOLOGICAL AND GEOPHYSICAL EXPENDITURES
(Sec. 508 of the Bill and new Sec. 199 of the Code)
PRESENT LAW

In general

Geological and geophysical expenditures are costs incurred by a
taxpayer for the purpose of obtaining and accumulating data that
will serve as the basis for the acquisition and retention of mineral
properties by taxpayers exploring for minerals. A key issue with re-
spect to the tax treatment of such expenditures is whether or not
they are capital in nature. Capital expenditures are not currently
deductible as ordinary and necessary business expenses, but are al-
located to the cost of the property.40

Courts have held that geological and geophysical costs are cap-
ital, and therefore are allocable to the cost of the property+4! ac-
quired or retained.42 The costs attributable to such exploration are
allocable to the cost of the property acquired or retained. As de-
scribed further below, IRS administrative rulings have provided
further guidance regarding the definition and proper tax treatment
of geological and geophysical costs.

Revenue Ruling 77-188

In Revenue Ruling 77-188 43 (hereinafter referred to as the “1977
ruling”), the IRS provided guidance regarding the proper tax treat-
ment of geological and geophysical costs. The ruling describes a
typical geological and geophysical exploration program as con-
taining the following elements:

e It is customary in the search for mineral producing properties
for a taxpayer to conduct an exploration program in one or more
identifiable project areas. Each project area encompasses a terri-
tory that the taxpayer determines can be explored advantageously
in a single integrated operation. This determination is made after
analyzing certain variables such as (1) the size and topography of
the project area to be explored, (2) the existing information avail-

40Under section 263, capital expenditures are defined generally as any amount paid for new
buildings or for permanent improvements or betterments made to increase the value of any
property or estate. Treasury regulations define capital expenditures to include amounts paid or
incurred (1) to add to the value, or substantially prolong the useful life, of property owned by
the taxpayer or (2) to adapt property to a new or different use. Treas. Reg. sec. 1.263(a)-1(b).

41“Property” means an interest in a property as defined in section 614 of the Code, and in-
cludes an economic interest in a tract or parcel of land notwithstanding that a mineral deposit
has not been established or proved at the time the costs are incurred.

42 See, e.g., Schermerhorn Oil Corporation v. Commissioner, 46 B.T.A. 151 (1942). By contrast,
section 617 of the Code permits a taxpayer to elect to deduct certain expenditures incurred for
the purpose of ascertaining the existence, location, extent, or quality of any deposit of ore or
other mineral (but not oil and gas). These deductions are subject to recapture if the mine with
respect to which the expenditures were incurred reaches the producing stage.

431977-1 C.B. 76.
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able with respect to the project area and nearby areas, and (3) the
quantity of equipment, the number of personnel, and the amount
of money available to conduct a reasonable exploration program
over the project area.

» The taxpayer selects a specific project area from which geologi-
cal and geophysical data are desired and conducts a reconnais-
sance-type survey utilizing various geological and geophysical ex-
ploration techniques. These techniques are designed to yield data
that will afford a basis for identifying specific geological features
with sufficient mineral potential to merit further exploration.

» Each separable, noncontiguous portion of the original project
area in which such a specific geological feature is identified is a
separate “area of interest.” The original project area is subdivided
into as many small projects as there are areas of interest located
and identified within the original project area. If the circumstances
permit a detailed exploratory survey to be conducted without an
initial reconnaissance-type survey, the project area and the area of
interest will be coextensive.

» The taxpayer seeks to further define the geological features
identified by the prior reconnaissance-type surveys by additional,
more detailed, exploratory surveys conducted with respect to each
area of interest. For this purpose, the taxpayer engages in more in-
tensive geological and geophysical exploration employing methods
that are designed to yield sufficiently accurate sub-surface data to
afford a basis for a decision to acquire or retain properties within
or adjacent to a particular area of interest or to abandon the entire
area of interest as unworthy of development by mine or well.

The 1977 ruling provides that if, on the basis of data obtained
from the preliminary geological and geophysical exploration oper-
ations, only one area of interest is located and identified within the
original project area, then the entire expenditure for those explor-
atory operations is to be allocated to that one area of interest and
thus capitalized into the depletable basis of that area of interest.
On the other hand, if two or more areas of interest are located and
identified within the original project area, the entire expenditure
for the exploratory operations is to be allocated equally among the
various areas of interest.

If no areas of interest are located and identified by the taxpayer
within the original project area, then the 1977 ruling states that
the entire amount of the geological and geophysical costs related to
the exploration is deductible as a loss under section 165. The loss
is claimed in the taxable year in which that particular project area
is abandoned as a potential source of mineral production.

A taxpayer may acquire or retain a property within or adjacent
to an area of interest, based on data obtained from a detailed sur-
vey that does not relate exclusively to any discrete property within
a particular area of interest. Generally, under the 1977 ruling, the
taxpayer allocates the entire amount of geological and geophysical
costs to the acquired or retained property as a capital cost under
section 263(a). If more than one property is acquired, it is proper
to determine the amount of the geological and geophysical costs al-
locable to each such property by allocating the entire amount of the
costs among the properties on the basis of comparative acreage.
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If, however, no property is acquired or retained within or adja-
cent to that area of interest, the entire amount of the geological
and geophysical costs allocable to the area of interest is deductible
as a loss under section 165 for the taxable year in which such area
of interest is abandoned as a potential source of mineral produc-
tion.

In 1983, the IRS issued Revenue Ruling 83-105,4¢ which elabo-
rates on the positions set forth in the 1977 ruling by setting forth
seven factual situations and applying the principles of the 1977 rul-
ing to those situations. In addition, Revenue Ruling 83-105 ex-
plains what constitutes “abandonment as a potential source of min-
eral production.”

REASONS FOR CHANGE

The Committee believes that substantial simplification for tax-
payers, significant gains in taxpayer compliance, and reductions in
administrative cost can be obtained by establishing the simple rule
that all geological and geophysical costs may be amortized over two
years, including the basis of abandoned property.

The Committee recognizes that, on average, a two-year amortiza-
tion period accelerates recovery of geological and geophysical ex-
penses. The Committee believes that more rapid recovery of such
expenses will foster increased exploration for new sources of sup-

ply.
EXPLANATION OF PROVISION

The provision allows geological and geophysical costs incurred in
connection with oil and gas exploration in the United States to be
amortized over two years. In the case of abandoned property, re-
maining basis may no longer be recovered in the year of abandon-
ment of a property as all basis is recovered over the two-year amor-
tization period.

EFFECTIVE DATE

The provision is effective for geological and geophysical costs paid
or incurred in taxable years beginning after the date of enactment.
No inference is intended from the prospective effective date of this
proposal as to the proper treatment of pre-effective date geological
and geophysical costs.

H. EXTENSION AND MODIFICATION OF CREDIT FOR PRODUCING FUEL
FroM A NON-CONVENTIONAL SOURCE

(Sec. 509 of the Bill and new Sec. 45J of the Code)
PRESENT LAW

Certain fuels produced from “non-conventional sources” and sold
to unrelated parties are eligible for an income tax credit equal to
$3 (generally adjusted for inflation)45 per barrel or BTU oil barrel

441983-2 C.B. 51.
45The value of the section 29 credit for production in 2002 was $6.35 per barrel of oil equiva-
lent.
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equivalent (sec. 29). Qualified fuels must be produced within the
United States.

Qualified fuels include:

(5) Oil produced from shale and tar sands; as produced from
geopressured brine, Devonian shale, coal seams, tight forma-
tions (“tight sands”), or biomass; and

(6) Liquid, gaseous, or solid synthetic fuels produced from
coal (including lignite).

In general, the credit is available only with respect to fuels pro-
duced from wells drilled or facilities placed in service after Decem-
ber 31, 1979, and before January 1, 1993. An exception extends the
January 1, 1993 expiration date for facilities producing gas from
biomass and synthetic fuel from coal if the facility producing the
fuel is placed in service before July 1, 1998, pursuant to a binding
contract entered into before January 1, 1997.

The credit may be claimed for qualified fuels produced and sold
before January 1, 2003 (in the case of non-conventional sources
subject to the January 1, 1993 expiration date) or January 1, 2008
(in the case of biomass gas and synthetic fuel facilities eligible for
the extension period).

REASONS FOR CHANGE

The Committee concludes that the section 29 credit, on the mar-
gins, has increased production of oil and natural gas from domestic
sources and that in the absence of these non-conventional sources
the demand for imported fuels may have increased. To increase do-
mestic sources of supply, the Committee believes it is appropriate
to extend the section 29 credit to help foster new domestic fuel
sources. The Committee is also concerned that, without the implicit
subsidy of the production credit due to the higher extraction costs
of certain “viscous oil,” entrepreneurs would not otherwise exploit
this domestic energy source. Therefore, the Committee believes it
is appropriate to extend the credit for viscous oil produced from
new wells or facilities.

The Committee also recognizes that the credit for production of
synthetic fuels from coal has been interpreted to include fuels that
are merely chemical changes to coal that do not necessarily en-
hance the value or environmental performance of the feedstock
coal. Therefore, the Committee believes it is appropriate to extend
the section 29 credit only to fuels produced from coal that achieve
significant environmental and value-added improvements. Methane
in coal mines is a serious safety hazard. In many coal mining oper-
ations, the cost of collection exceeds the value of the recovered
methane so the methane is vented directly into the atmosphere.
Methane is an extremely potent and long-lived greenhouse gas.
Therefore, the Committee seeks to encourage capture of methane
from coal mines in particular.

The Committee recognizes that the world price of oil as the na-
tion enters the 21st century has not risen to levels forecast in 1978.
Therefore, the Committee believes it is appropriate to restart the
section 29 credit at a level lower than that currently available to
existing production.
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The Committee believes it is important to study the efficacy of
the section 29 credit in the case of methane recovered from coal
seams or so-called “coal beds.”

EXPLANATION OF PROVISION

The provision extends the placed in service date for certain facili-
ties that would otherwise qualify for the section 29 credit under
present law and modifies the amount of the credit to equal $3.00
unindexed for inflation. The provision also expands the class of fa-
cilities that are eligible for the credit. In addition, under the provi-
sion, the taxpayer would not be able to claim any credit for produc-
tion in excess of a daily average of 200,000 cubic feet of gas (or bar-
rel of oil equivalent) from a qualifying well or facility.46

Clarification of definition of when a facility is placed in service

The provision clarifies the definition of when a landfill gas facil-
ity is placed in service, both for facilities originally placed in serv-
ice on or before the date of enactment and for facilities placed in
service after the date of enactment. In general, a landfill gas facil-
ity includes wells, pipes, and the related components to collect
landfill gas (i.e., the gas produced from biomass and derived from
the bio-degradation on municipal solid waste). The production of
landfill gas attributable to wells, pipes, and related components
placed in service after the date of enactment is considered produced
from a facility placed in service after the date of enactment. Pro-
duction of landfill gas attributable to those wells, pipes, and related
components placed in service on or before the date of enactment is
considered produced from a facility placed in service on or before
the date of enactment. That is, all of the landfill gas produced from
a landfill is not considered to be from a facility placed in service
on the date on which the first set of wells, pipes, and related com-
ponents drew gas from the landfill. Rather, as a landfill expands
and additional integrated sets of wells, pipes, and related compo-
nents are installed to draw off landfill gas, the landfill gas drawn
from each additional integrated set of wells, pipes, and related
components is to be considered to be produced from a facility
placed in service on the date each additional integrated set of
wells, pipes, and related components is placed in service. Thus, a
single landfill may have several “facilities” eligible for the section
29 credit, each placed in service on a different date.

Extension for certain non-conventional fuels

The provision permits taxpayers to claim the section 29 credit for
production of certain non-conventional fuels produced at wells
placed in service after the date of enactment and before January
1, 2007.47 Under the provision, qualifying fuels are oil from shale
or tar sands, and gas from geopressured brine, Devonian shale, coal
seams, a tight formation, or biomass. The value of the credit is re-
based to $3.00 and the amount is not indexed for inflation. Tax-

46 The daily average would be computed as total production divided by the total number of
days the well or facility was in production during the year.

47The provision does not apply to liquid, gaseous, or solid synthetic fuels produced from coal
as described under present law section 29(c)(1)(C), but does provide credit for a new category,
refined coal, described below.
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payers may claim the credit for production from the well for each
of the first three years of production from the qualifying well.

Expansion for fuels from agricultural and animal waste

The provision adds facilities producing liquid, gaseous, or solid
fuels, from agricultural and animal waste placed in service after
the date of enactment and before January 1, 2007, to the list of
qualified facilities for purposes of the non-conventional fuel credit.
The amount of the credit is equal to $3.00 (unindexed) per barrel
or Btu oil barrel equivalent, for three years of production com-
mencing on the date the facility is placed in service. Agricultural
and animal waste includes by-products, packaging, and any mate-
rials associated with processing, feeding, selling, transporting, or
disposal of agricultural or animal products or wastes.

Expansion for “viscous oil”

The provision expands section 29 to permit taxpayers to claim
the section 29 credit for production of certain viscous oil produced
at wells placed in service after the date of enactment and before
January 1, 2007. The provision defines “viscous o0il” as domestic
crude oil produced from any property if the crude oil has a weight-
ed average gravity of 22 degrees API or less (corrected to 60 de-
grees Fahrenheit). The value of the credit for viscous oil also is
$3.00 per barrel. Taxpayers may claim the credit for production
from the well for each of the first three years of production from
the time the well is placed in service. The provision provides that
qualifying sales to related parties for consumption not in the imme-
diate vicinity of the wellhead qualify for the credit.

Expansion for “refined coal”

The provision also expands section 29 to include certain “refined
coal” as a qualified non-conventional fuel. “Refined coal” is a quali-
fying liquid, gaseous, or solid synthetic fuel produced from coal (in-
cluding lignite) from facilities placed in service after date of enact-
ment and before January 1, 2007. Refined coal also would include
a qualifying fuel derived from high carbon fly ash produced from
facilities placed in service after the date of enactment and before
January 1, 2007.48 A qualifying fuel is a fuel that when burned
emits 20 percent less nitrogen oxide and either sulfur dioxide or
mercury than the burning of feedstock coal or comparable coal pre-
dominantly available in the marketplace as of January 1, 2003, and
if the fuel sells at prices at least 50 percent greater than the prices
of the feedstock coal or comparable coal. However, no fuel produced
at a qualifying advanced clean coal facility (as defined elsewhere in
the committee bill) would be a qualifying fuel. The amount of credit
for refined coal also is $3.00 per barrel equivalent. Taxpayers may
claim the credit for fuel produced during the five-year period begin-
ning on the date the facility is placed in service.

48No inference is intended that high-carbon fly ash qualified previous to the date of enact-
ment.
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Expansion for coalmine gas

In addition, the provision permits taxpayers to claim credit for
coalmine gas captured by the taxpayer and utilized as a fuel source
or sold by or on behalf of the taxpayer to an unrelated person. The
term “coalmine gas” means any methane gas which is being liber-
ated during qualified coal mining operations or as a result of past
qualified coal mining operations, or which is captured 10 years in
advance of qualified coal mining operations as part of specific plan
to mine a coal deposit. In the case of coalmine gas that is captured
in advance of qualified coal mining operations, the credit is allowed
only after the date the coal extraction occurs in the immediate area
where the coalmine gas was removed. The value of the credit for
coalmine methane also is $3.00 per Btu oil barrel equivalent (51.7
cents per million Btu of heat value in the gas) for gas captured and
utilized or sold. Taxpayers may claim the credit for gas captured
and utilized or sold after the date of enactment and before January
1, 2007.

Extension of credit for certain existing facilities

The provision extends the present-law credit through December
31, 2005 for production from existing facilities producing coke, coke
gas, or natural gas and by-products produced by coal gasification
from lignite. The provision provides that the credit amount will be
$3.00 per Btu oil barrel equivalent for production from such facili-
ties after December 31, 2002.

Study of coal bed methane gas

Lastly, the provision directs the Secretary of the Treasury to un-
dertake a study of the effect section 29 has had on the production
of coal bed methane. The study should estimate the total amount
of credit claimed annually and in aggregate related to the produc-
tion of coal bed methane since the enactment of section 29. The
study should report the annual value of the credit allowable for
coal bed methane compared to the average annual wellhead price
of natural gas (per thousand cubic feet of natural gas). The study
should estimate the incremental increase in production of coal bed
methane that has resulted from the enactment of section 29. The
study should estimate the cost to the Federal government, in terms
of the net tax benefits claimed, per thousand cubic feet of incre-
mental coal bed methane produced annually and in aggregate since
the enactment of section 29.

EFFECTIVE DATE

The provisions apply to fuels sold from qualifying wells and fa-
cilities after the date of enactment.

I. NATURAL GAS DISTRIBUTION LINES TREATED AS 15-YEAR
PROPERTY

(Sec. 510 of the Bill and Sec. 168 of the Code)
PRESENT LAW

The applicable recovery period for assets placed in service under
the Modified Accelerated Cost Recovery System is based on the
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“class life of the property.” The class lives of assets placed in serv-
ice after 1986 are generally set forth in Revenue Procedure 87—
56.49 Natural gas distribution pipelines are assigned a 20-year re-
covery period and a class life of 35 years.

REASONS FOR CHANGE

The Committee recognizes the importance of modernizing our
aging energy infrastructure to meet the demands of the twenty-
first century, and the Committee also recognizes that both short-
term and long-term solutions are required to meet this challenge.
The Committee understands that investment in our energy infra-
structure has not kept pace with the nation’s needs. In light of this,
the Committee believes it is appropriate to reduce the recovery pe-
riod for investment in certain energy infrastructure property to en-
courage investment in such property.

EXPLANATION OF PROVISION

The provision establishes a statutory 15-year recovery period and
a class life of 20 years for natural gas distribution lines.

EFFECTIVE DATE

The provision is effective for property placed in service after the
date of enactment.

J. CREDIT FOR ALASKA NATURAL GAS
(Sec. 511 of the Bill and new Sec. 45M of the Code)
PRESENT LAW

Present law does not provide a credit for conventional production
of natural gas or delivery of fuels to a pipeline. However, certain
fuels produced from “non-conventional sources” and sold to unre-
lated parties are eligible for an income tax credit equal to $3 (gen-
erally adjusted for inflation) per barrel or Btu oil barrel equivalent
(sec. 29). Qualified fuels must be produced within the United
States.

Qualified fuels include:

(1) gas produced from geopressured brine, Devonian shale,
coal seams, tight formations (“tight sands”), or biomass; and

(2) liquid, gaseous, or solid synthetic fuels produced from
coal (including lignite).

In general, the credit is available only with respect to fuels pro-
duced from wells drilled or facilities placed in service after Decem-
ber 31, 1979, and before January 1, 1993. An exception extends the
January 1, 1993 expiration date for facilities producing gas from
biomass and synthetic fuel from coal if the facility producing the
fuel is placed in service before July 1, 1998, pursuant to a binding
contract entered into before January 1, 1997.

The credit may be claimed for qualified fuels produced and sold
before January 1, 2003 (in the case of non-conventional sources
subject to the January 1, 1993 expiration date) or January 1, 2008

4919872 C.B. 674 (as clarified and modified by Rev. Proc. 88-22, 1988-1 C.B. 785).
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(in the case of biomass gas and synthetic fuel facilities eligible for
the extension period).

REASONS FOR CHANGE

The Committee recognizes the natural gas in Alaska is an impor-
tant natural resource that can expand domestic energy supplies.
However, due to the volatility of energy prices, the private sector
may be unwilling to make the substantial investment in a pipeline
to bring some of the natural gas to the lower 48 States. The Com-
mittee believes it is important