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I. LEGISLATIVE BACKGROUND

The Finance Committee has exclusive jurisdiction over tax mat-
ters and has previously held hearing and reported legislation that
included some of the provisions in this legislation. The Committee
anticipates that the Senate may consider adding the substance of
this bill to H.R. 2419, the “Farm, Nutrition, and Bioenergy Act of
2007,” or similar legislation.

II. EXPLANATION OF THE BILL

TITLE I—SUPPLEMENTAL AGRICULTURAL DISASTER AS-
SISTANCE FROM THE AGRICULTURE DISASTER RELIEF
TRUST FUND'!

A. CROP DISASTER ASSISTANCE PROGRAM AND OTHER DISASTER
ASSISTANCE

PRESENT LAW

The Farm Service Agency (“FSA”) of the United States Depart-
ment of Agriculture (“USDA”) offers various ongoing programs for
agricultural producers to facilitate recovery from losses caused by
natural events.2 Ongoing programs include the Emergency Con-
servation Program (“ECP”), the Noninsured Crop Disaster Assist-

1The description of this provision was supplied by the Majority Staff of the Senate Finance
Committee.

2For more information see the USDA FSA Ongoing Disaster Assistance Programs for Agricul-
tural Producers Fact Sheet, January 2007 available at http://www.fsa.usda.gov/Internet/
FSA_File/ongdisasst07.pdf.
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ance Program (“NAP”), the Disaster Debt Set-Aside Program
(“DSA”), and the Emergency Loan Program (“EM”).

ECP is a discretionary program funded through annual appro-
priations that provides funding for farmers and ranchers to reha-
bilitate farmland damaged by natural disaster and for carrying out
emergency water conservation measures during severe drought.
The natural disaster must create new conservation problems that
if untreated would (1) impair or endanger the land; (2) materially
affect the productive capacity of the land; (3) represent unusual
damage which, except for wind erosion, is not the type likely to
recur frequently in the same area; and (4) be so costly to repair
that federal assistance is, or will be required, to return the land
to productive agricultural use.

NAP provides a low level of insurance to producers who grow
otherwise noninsurable crops. NAP provides coverage for crop
losses and planting prevented by disasters. Landowners, tenants,
or sharecroppers who share in the risk of producing an eligible crop
may qualify for this program. Before payments can be issued, ap-
plications must first be received and approved, generally before the
crop is planted, and the crop must have suffered a minimum of 50
percent loss in yield. Payments are 55 percent of the commodities’
average market price on crop losses beyond 50 percent. Eligible
crops include commercial crops and other agricultural commodities
produced for food, including livestock feed or fiber for which the
catastrophic level of crop insurance is unavailable. Also eligible for
NAP coverage are controlled-environment crops (mushroom and flo-
riculture), specialty crops (honey and maple sap), and value loss
crops (aquaculture, Christmas trees, ginseng, ornamental nursery,
and turfgrass sod).

DSA is available to those producers who are borrowers from the
Farm Service Agency in primary or contiguous counties that have
been declared by the President or designated by the Secretary of
Agriculture (“Secretary”) as a disaster area. When borrowers af-
fected by natural disasters are unable to make their scheduled pay-
ments on any debt, FSA is authorized to consider the set-aside of
some payments to allow the farming operation to continue. After a
disaster designation is made, FSA will notify borrowers of the
availability of the DSA. Borrowers who are notified have eight
months from the date of designation to apply. FSA borrowers may
also request a release of income proceeds to meet current operating
and family living expenses or may request special servicing provi-
sions from their local FSA county offices to explore other options.

EM provides emergency loans to help producers recover from pro-
duction and physical losses due to drought, flooding, other natural
disasters, or quarantine. Emergency loans may be made to farmers
and ranchers who own or operate land located in a county declared
by the President as a disaster area or designated by the Secretary
as a disaster area or quarantine area (for physical losses only, the
FSA administrator may authorize emergency loan assistance). EM
funds may be used to: (1) restore or replace essential property; (2)
pay all or part of production costs associated with the disaster
year; (3) pay essential family expenses; (4) reorganize the farming
operation; and (5) refinance certain debts.
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REASONS FOR CHANGE

Farmers and ranchers can wait years to receive assistance from
Congress when faced with a weather-related disaster such as
drought, floods or severe storms. The Committee believes that a
supplemental agricultural disaster assistance program is appro-
priate to ensure that farmers have a dependable and timely safety
net when disasters strike. The Supplemental Agriculture Disaster
Assistance program creates a trust fund that will cover losses not
covered by crop insurance. To receive benefits from the trust fund,
farmers and ranchers must: (1) carry crop insurance; and (2) be lo-
cated in a Secretarially declared disaster county or a contiguous
county, or show proof of an individual loss of at least 50%. Farmers
carrying higher levels of insurance will be eligible for higher pay-
ments. Each farmer or rancher applying for supplemental disaster
assistance must show that whole farm income from crop production
declined due to the loss of a particular crop due to natural disas-
ters. The Committee believes that these additional accountability
measures will encourage farmers to participate in crop insurance
programs, and will target assistance to those farmers and ranchers
with the greatest need. The Committee believes that Supplemental
Disaster Assistance program will be particularly useful to begin-
ning farmers and ranchers who cannot afford to wait years for dis-
aster assistance and do not have the equity to handle large scale
crop losses due to natural disasters.

The Committee believes that the creation of a trust fund, funded
through an allocation of tariff revenues, is the appropriate mecha-
nism to support this program. An amount equal to 3.34% of reve-
nues from all tariffs will be transferred to the trust fund through
December 31, 2012. Payments from the trust fund could begin in
crop year 2008. The creation of the trust fund was modeled after
Section 32 of the Act of August 24, 1935 (7 U.S.C. 612¢), which sets
aside a percentage of tariff revenues for nutrition and other pro-
grams that broadly benefit all sectors of U.S. agriculture.

EXPLANATION OF PROVISION

In general

The provision amends the Trade Act of 1974 to create an Agri-
culture Disaster Relief Trust Fund (“ADTF”) that would provide
payments to farmers and ranchers who suffer losses in areas that
are declared disaster areas by the USDA. The trust fund will be
funded by an amount equal to 3.34 percent of the amounts received
in the general fund of the Treasury that are attributable to the du-
ties collected on articles entered, or withdrawn from warehouse, for
consumption under the Harmonized Tariff Schedule. The ADTF
could make payments under four new disaster assistance pro-
grams: the crop disaster assistance program, the livestock indem-
nity program, the tree assistance program, and the emergency as-
sistance program for livestock, honey bees, and farm raised fish. In
addition, the ADTF will also fund a new pest and disease manage-
ment and disaster prevention program. Amounts not required to
meet current withdrawals may be invested in U.S. Treasury obliga-
tions with interest credited to the ADTF. The ADTF may also bor-
row, with interest, as repayable advances sums necessary to carry
out the purposes of the fund.
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Crop Disaster Assistance Program (“CDAP”)

Generally, CDAP payments will be paid to producers located in
disaster counties on 52 percent of the difference between the dis-
aster program guarantee and the sum of total farm revenue. Dis-
aster counties include counties receiving disaster declarations by
the Secretary due to production losses resulting directly or indi-
rectly from adverse weather, counties contiguous to such counties,
and any farm whose production due to weather was less than 50
percent of normal production. To be eligible for CDAP payments,
the producer must have purchased or enrolled in both crop insur-
ance for insurable crops at a minimum of 50 percent of yield at 55
percent of price and NAP for uninsurable crops. The Secretary may
waive this requirement under certain conditions.

The disaster program guarantee for insurable crops is equal to
the product of a measure of crop yield, the percentage of crop insur-
ance yield guarantee, the percentage of crop insurance price elected
by the producer, the crop insurance price, and 115 percent. The dis-
aster program guarantee for noninsured crops is equal to the prod-
uct of the yield as determined by NAP for each crop, 100 percent
of the NAP established price, and 115 percent. The disaster pro-
gram guarantee is the sum of the disaster program guarantee for
insurable and noninsured crops.

Total farm revenue includes the sum of the estimated value of
crops and grazing, crop insurance and NAP indemnities accruing to
the farm, the value of prevented planting payments, the amount of
other natural disaster assistance payments provided by the federal
government to a farm for the same loss, and an amount equal to
20 percent of any direct payments made to the producer under sec-
tion 1103 of the Farm Security and Rural Investment Act of 2002.
The estimated value of crops is generally the product of actual crop
acreage grazed or harvested, estimated actual yields of grazing
land or crop production, and the average market price during the
first five months of the marketing year in which a farm or portion
of a farm is located.

Livestock Indemnity Program

The ADTF may also make payments under the livestock indem-
nity program to eligible producers on farms that have incurred live-
stock death losses in excess of normal mortality rates during the
calendar year due to adverse weather, as determined by the Sec-
retary. Indemnity payments are made at a rate of 75 percent of the
fair market value of the livestock on the day before the date of
death of the livestock as determined by the Secretary.

Tree Assistance Program

The Secretary shall make payments to eligible orchardists as fol-
lows. Assistance is in the form of (1) 75 percent reimbursement for
the cost of replanting trees lost due to a natural disaster if tree
mortality is in excess of 15 percent, adjusted for normal mortality,
or sufficient seedlings to reestablish a stand; and (2) 50 percent re-
imbursement of the cost of pruning, removal, and other costs in-
curred to salvage existing trees or to prepare land to replant trees
lost due to a natural disaster in excess of 15 percent damage or
mortality adjusted for normal tree damage and mortality.



Buy-up NAP Coverage

Under NAP, FSA compensates eligible producers for losses of
noninsurable crops exceeding 50 percent of the expected yield
based on 55 percent of the average market price of the commodity.
This provision permits producers to buy additional NAP coverage.
Producers could purchase additional coverage guarantee up to 60
or 65 percent, as elected by the producers, of expected yield, and
up to 100 percent of the average market price of the commodity.
Fees would be established and collected by the Secretary to fully
offset the cost of supplemental NAP coverage.

Emergency Assistance for livestock, honey bees, and farm-raised fish

The Secretary shall use up to $35,000,000 annually from the
trust fund to provide emergency relief to producers of livestock (in-
cluding horses), honey bees, and farm-raised fish due to losses from
adverse weather or other environmental conditions, such as bliz-
zards and wildfires, as determined by the Secretary, that are not
covered under the authority of the Secretary to make qualifying
natural disaster declarations. For purposes of the provision, farm-
raised fish includes the propagation and rearing of aquatic species
(including any species of finfish, mollusk, crustacean, or other
aquatic invertebrate, amphibian, reptile, or aquatic plant) in con-
trolled or semi-controlled environments.

Limitations

No eligible producer may receive more than $100,000 annually in
total disaster assistance under this Act. A producer is not eligible
for benefits under the provision if, as determined by the Secretary,
such producer’s adjusted gross income (as defined in section
1001D(a) of the Food Security Act of 19853 or any successor provi-
sion) exceeds $2.5 million, unless not less than 75 percent of the
average adjusted gross income of such producer is derived from
farming, ranching or forestry operations.

Pest and Disease Management and Disaster Prevention

The provision also establishes a new program under which USDA
will conduct early pest detection and surveillance activities in co-
ordination with State departments of agriculture, will prioritize
and create action plans to address pest and disease threats to spe-
cialty crops, and will create an audit-based certification approach
to protect against the spread of plant pests.

Sunset of provision

The authority provided by the provision shall be effective only for
losses that are incurred as a result of a disaster, adverse weather,
or another environmental condition that occurs on or before Sep-
tember 30, 2012, as determined by the Secretary.

EFFECTIVE DATE

The provision is effective on the date of enactment.

37 U.S.C. sec. 1308-3a(a).
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TITLE II—CONSERVATION PROVISIONS

A. PROVIDE TAX CREDIT FOR ELIGIBLE FARMLAND ENROLLED IN THE
CONSERVATION RESERVE PROGRAM

(Sec. 201 of the bill and sec. 30D of the Code)
PRESENT LAW

The Department of Agriculture administers various programs de-
signed to encourage conservation. Under the conservation reserve
program,? eligible producers generally enter into contracts under
which they agree to establish long-term, resource conserving covers
on eligible farmland in exchange for annual contract payments.

Present law does not provide an income tax credit for eligible
farmland enrolled in the conservation reserve program.

REASONS FOR CHANGE

The Committee believes additional incentives should be provided
to encourage eligible producers to establish long-term, resource con-
serving covers on eligible farmland.

DESCRIPTION OF PROVISION

In general, the provision establishes as a credit against income
taxes the conservation reserve credit. The credit is elective, but a
taxpayer may not claim the credit for a particular year if the tax-
payer receives a contract payment from the Department of Agri-
culture pursuant to the conservation reserve program for such
year.

The conservation reserve credit requires the taxpayer to be an el-
igible producer on eligible farmland enrolled in the conservation re-
serve program. The credit is equal to the rental value of any such
property enrolled in the program, as determined by the Secretary
in consultation with the Secretary of Agriculture. The Secretary
may not allocate more than $50,000 of conservation reserve credit
to any one taxpayer for any fiscal year. The credit is not includable
in the taxpayer’s gross income and is not subject to Self-Employ-
ment Contributions Act (SECA) tax.

The credit allowed under the provision is taken into account after
other credits (sections 21-27, 30, 30B, and 30C) and may not offset
the alternative minimum tax. A taxpayer is not entitled to a deduc-
tion for any amount with respect to which a credit is allowed under
the proposal. In the event a taxpayer terminates a conservation re-
serve program contract, the Secretary may recapture a portion of
the credit corresponding to the portion of the taxable year during
which the contract was not in effect.

The provision establishes an annual conservation reserve credit
limitation of $750 million for each of fiscal years 2009 through
2012, which represents the total amount of credits that may be al-
located under the program for all taxpayers for such years.
Unallocated amounts with respect to any calendar year are carried
forward to the allowable allocation for the next calendar year, ex-
cept that no amount of conservation reserve credit may be allocated

4The term “conservation reserve program” means the conservation reserve program estab-
lished under subchapter B of chapter 1 of subtitle D of title XII of the Food Security Act of 1985.
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to any taxpayer after fiscal year 2012. The credit allowed under the
provision may not exceed the excess of the amount allocated to the
taxpayer by the Secretary of the Treasury, in consultation with the
Secretary of Agriculture, for the taxable year and all prior taxable
years over the credit allowed for all prior taxable years.

EFFECTIVE DATE

The provision is effective on the date of enactment and applies
with respect to conservation reserve program contracts entered into
before, on, or after such date.

B. EXCLUSION OF CONSERVATION RESERVE PROGRAM PAYMENTS
FroM SECA TaAX FOR INDIVIDUALS RECEIVING SOCIAL SECURITY
RETIREMENT OR DISABILITY PAYMENTS

(Sec. 202 of the bill and sec. 1402(a) of the Code)
PRESENT LAW

Generally, the Self-Employment Contributions Act (“SECA”) tax
is imposed on an individual’s net earnings from self-employment
income within the social security wage base. Net earnings from
self-employment generally mean gross income (including the indi-
vidual’s net distributive share of partnership income) derived by an
individual from any trade or business carried on by the individual
less applicable deductions.>

REASONS FOR CHANGE

The Committee believes that the correct measurement of income
for SECA purposes in the cases of retired or disabled individuals
does not include conservation reserve program payments.

EXPLANATION OF PROVISION

The provision excludes conservation reserve program payments
from self-employment income for purpose of SECA tax in the case
of individuals who are receiving social security retirement or dis-
ability benefits. The treatment of conservation reserve program
payments received by other entities is not changed.

EFFECTIVE DATE

The provision is effective for payments made after December 31,
2007.

C. MAKE PERMANENT THE SPECIAL RULE ENCOURAGING CONTRIBU-
TIONS OF CAPITAL GAIN REAL PROPERTY FOR CONSERVATION PUR-
POSES

(Sec. 203 of the bill and sec. 170 of the Code)
PRESENT LAW

Charitable contributions generally

In general, a deduction is permitted for charitable contributions,
subject to certain limitations that depend on the type of taxpayer,
the property contributed, and the donee organization. The amount

5Sec. 1402.
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of deduction generally equals the fair market value of the contrib-
uted property on the date of the contribution. Charitable deduc-
tions are provided for income, estate, and gift tax purposes.6

In general, in any taxable year, charitable contributions by a cor-
poration are not deductible to the extent the aggregate contribu-
tions exceed 10 percent of the corporation’s taxable income com-
puted without regard to net operating or capital loss carrybacks.
For individuals, the amount deductible is a percentage of the tax-
payer’s contribution base, which is the taxpayer’s adjusted gross in-
come computed without regard to any net operating loss carryback.
The applicable percentage of the contribution base varies depend-
ing on the type of donee organization and property contributed.
Cash contributions of an individual taxpayer to public charities,
private operating foundations, and certain types of private nonop-
erating foundations may not exceed 50 percent of the taxpayer’s
contribution base. Cash contributions to private foundations and
certain other organizations generally may be deducted up to 30
percent of the taxpayer’s contribution base.

In general, a charitable deduction is not allowed for income, es-
tate, or gift tax purposes if the donor transfers an interest in prop-
erty to a charity while also either retaining an interest in that
property or transferring an interest in that property to a non-
charity for less than full and adequate consideration. Exceptions to
this general rule are provided for, among other interests, remain-
der interests in charitable remainder annuity trusts, charitable re-
mainder unitrusts, and pooled income funds, present interests in
the form of a guaranteed annuity or a fixed percentage of the an-
nual value of the property, and qualified conservation contribu-
tions.

Capital gain property

Capital gain property means any capital asset or property used
in the taxpayer’s trade or business the sale of which at its fair mar-
ket value, at the time of contribution, would have resulted in gain
that would have been long-term capital gain. Contributions of cap-
ital gain property to a qualified charity are deductible at fair mar-
ket value within certain limitations. Contributions of capital gain
property to charitable organizations described in section
170(b)(1)(A) (e.g., public charities, private foundations other than
private non-operating foundations, and certain governmental units)
generally are deductible up to 30 percent of the taxpayer’s con-
tribution base. An individual may elect, however, to bring all these
contributions of capital gain property for a taxable year within the
50-percent limitation category by reducing the amount of the con-
tribution deduction by the amount of the appreciation in the capital
gain property. Contributions of capital gain property to charitable
organizations described in section 170(b)(1)(B) (e.g., private non-op-
erating foundations) are deductible up to 20 percent of the tax-
payer’s contribution base.

For purposes of determining whether a taxpayer’s aggregate
charitable contributions in a taxable year exceed the applicable
percentage limitation, contributions of capital gain property are

6Secs. 170, 2055, and 2522, respectively. Unless otherwise provided, all section references are
to the Internal Revenue Code of 1986, as amended (the “Code”).
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taken into account after other charitable contributions. Contribu-
tions of capital gain property that exceed the percentage limitation
may be carried forward for five years.

Qualified conservation contributions

Qualified conservation contributions are not subject to the “par-
tial interest” rule, which generally bars deductions for charitable
contributions of partial interests in property. A qualified conserva-
tion contribution is a contribution of a qualified real property inter-
est to a qualified organization exclusively for conservation pur-
poses. A qualified real property interest is defined as: (1) the entire
interest of the donor other than a qualified mineral interest; (2) a
remainder interest; or (3) a restriction (granted in perpetuity) on
the use that may be made of the real property. Qualified organiza-
tions include certain governmental units, public charities that meet
certain public support tests, and certain supporting organizations.
Conservation purposes include: (1) the preservation of land areas
for outdoor recreation by, or for the education of, the general pub-
lic; (2) the protection of a relatively natural habitat of fish, wildlife,
or plants, or similar ecosystem; (3) the preservation of open space
(including farmland and forest land) where such preservation will
yield a significant public benefit and is either for the scenic enjoy-
ment of the general public or pursuant to a clearly delineated Fed-
eral, State, or local governmental conservation policy; and (4) the
preservation of an historically important land area or a certified
historic structure.

Qualified conservation contributions of capital gain property are
subject to the same limitations and carryover rules of other chari-
table contributions of capital gain property.

Special rule regarding contributions of capital gain real property for
conservation purposes

In general

Under a temporary provision that is effective for contributions
made in taxable years beginning after December 31, 2005,7 the 30-
percent contribution base limitation on contributions of capital gain
property by individuals does not apply to qualified conservation
contributions (as defined under present law). Instead, individuals
may deduct the fair market value of any qualified conservation con-
tribution to an organization described in section 170(b)(1)(A) to the
extent of the excess of 50 percent of the contribution base over the
amount of all other allowable charitable contributions. These con-
tributions are not taken into account in determining the amount of
other allowable charitable contributions.

Individuals are allowed to carry over any qualified conservation
contributions that exceed the 50-percent limitation for up to 15
years.

For example, assume an individual with a contribution base of
$100 makes a qualified conservation contribution of property with
a fair market value of $80 and makes other charitable contribu-
tions subject to the 50-percent limitation of $60. The individual is
allowed a deduction of $50 in the current taxable year for the non-
conservation contributions (50 percent of the $100 contribution

7Sec. 170(b)(1)(E).
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base) and is allowed to carry over the excess $10 for up to 5 years.
No current deduction is allowed for the qualified conservation con-
tribution, but the entire $80 qualified conservation contribution
may be carried forward for up to 15 years.

Farmers and ranchers

In the case of an individual who is a qualified farmer or rancher
for the taxable year in which the contribution is made, a qualified
conservation contribution is allowable up to 100 percent of the ex-
cess of the taxpayer’s contribution base over the amount of all
other allowable charitable contributions.

In the above example, if the individual is a qualified farmer or
rancher, in addition to the $50 deduction for non-conservation con-
tributions, an additional $50 for the qualified conservation con-
tribution is allowed and $30 may be carried forward for up to 15
years as a contribution subject to the 100-percent limitation.

In the case of a corporation (other than a publicly traded corpora-
tion) that is a qualified farmer or rancher for the taxable year in
which the contribution is made, any qualified conservation con-
tribution is allowable up to 100 percent of the excess of the cor-
poration’s taxable income (as computed under section 170(b)(2))
over the amount of all other allowable charitable contributions.
Any excess may be carried forward for up to 15 years as a contribu-
tion subject to the 100-percent limitation.8

As an additional condition of eligibility for the 100 percent limi-
tation, with respect to any contribution of property in agriculture
or livestock production, or that is available for such production, by
a qualified farmer or rancher, the qualified real property interest
must include a restriction that the property remain generally avail-
able for such production. (There is no requirement as to any spe-
cific use in agriculture or farming, or necessarily that the property
be used for such purposes, merely that the property remain avail-
able for such purposes.) Such additional condition does not apply
to contributions made on or before August 17, 2006.

A qualified farmer or rancher means a taxpayer whose gross in-
come from the trade or business of farming (within the meaning of
section 2032A(e)(5)) is greater than 50 percent of the taxpayer’s
gross income for the taxable year.

Termination

The special rule regarding contributions of capital gain real prop-
erty for conservation purposes does not apply to contributions made
in taxable years beginning after December 31, 2007.

REASONS FOR CHANGE

Gifts of conservation easements to organizations that are dedi-
cated to maintaining natural habitats, open spaces, or traditional
agriculture help protect our nation’s heritage. The charitable tax
deduction for such conservation easements has proven to be a valu-
able incentive for making such gifts. The Committee believes that
the special rule that provides an increased incentive to make chari-
table contributions of partial interests in real property for con-

8Sec. 170(b)(2)(B).
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servation purposes is an important way of encouraging conserva-
tion and preservation, and should be made permanent.

EXPLANATION OF PROVISION

The provision makes permanent the special rule regarding con-
tributions of capital gain real property for conservation purposes.

EFFECTIVE DATE

The provision is effective for contributions made in taxable years
beginning after December 31, 2007.

D. PrRoVIDE Tax CREDIT FOR RECOVERY AND RESTORATION OF
ENDANGERED SPECIES

(Sec. 204 of the bill and new sec. 30D of the Code)
PRESENT LAW

Present law does not provide an income tax credit for endangered
species recovery expenditures.

REASONS FOR CHANGE

The Endangered Species Act (“ESA”) of 1973 is a comprehensive
attempt to protect species at risk of extinction and to consider habi-
tat protection as an integral part of that effort. The purpose of the
ESA is to conserve the ecosystems upon which endangered and
threatened species depend and to conserve and recover listed spe-
cies. Under the ESA, species of plants and animals (both vertebrate
and invertebrate) may be listed as either endangered or threatened
according to assessments of the risk of their extinction.

As of September 20, 2007, according to the U.S. Fish and Wildlife
Service (“USFWS”), a total of 607 species of animals and 744 spe-
cies of plants had been listed as either endangered or threatened
in the United States and its territories. According to the USFWS,
over 70 percent of the nation’s landscape is in private ownership
and nearly two-thirds of Federally listed endangered and threat-
ened species are found on private lands. With such a large number
of the country’s listed species dependent upon private lands for
their survival, and many exclusively so, the goals of the ESA can-
not be accomplished without the Federal government becoming in-
volved to provide incentives for species protection on private lands.
For both plants and animals, the ESA has very few provisions for
restoration and managing habitats on private lands. Many impor-
tant habitats require restoration and management because, among
other things, they have been overrun by invasive species or have
been deprived of fire and other natural processes.

Although the ESA prohibits landowners from harming endan-
gered or threatened species, the Act itself contains only a small
number of incentives for landowners to undertake the beneficial
management actions that most species require for recovery. In ad-
dition, while most private landowners care about their land and
want to practice good stewardship, they often lack the time and re-
sources to deal with complex regulations and necessary manage-
ment activities.

The Committee believes that tax credits for private landowners
who undertake habitat protection and restoration for endangered
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species will provide some needed incentives to help recover threat-
ened and endangered species.

EXPLANATION OF PROVISION

In general

For eligible taxpayers, the provision establishes a credit against
income taxes for: (1) costs paid or incurred by an eligible taxpayer
for the taxable year (reduced by the amount of government financ-
ing for conservation of a qualified species, and not including costs
required by a Federal, State, or local government) pursuant to a
habitat management plan entered into under certain qualified
habitat protection agreements (“habitat restoration credit”) and (2)
a percentage of the loss in value to real property attributable to an
easement placed on the property pursuant to such agreements (less
any amount received in connection with the easement) (“habitat
protection easement credit”). The allowable credit amount is 100
percent of costs paid or incurred and the loss in value to property
pursuant to qualified perpetual habitat protection agreements; 75
percent of costs paid or incurred and the loss in value to property
pursuant to qualified 30-year habitat protection agreements; and
50 percent of costs paid or incurred pursuant to a qualified habitat
protection agreement.

For purposes of the habitat protection easement credit, the loss
in value is the difference between the fair market value of the real
property subject to the agreement determined on the day before the
agreement is entered into less the fair market value of such prop-
erty determined one day after the agreement is entered into. To
claim such credit, the eligible taxpayer must own the real property
with respect to which the easement is placed, and include on the
tax return for the taxable year a qualified appraisal (within the
meaning of section 170(f)(11)(E)) of the real property. The tax-
payer’s basis in such property is reduced by the amount of basis
allocatgd to the easement under regulations prescribed by the Sec-
retary.

The habitat restoration credit is taken into account after other
credits (sections 21-27, 30, 30B, 30C, and the habitat protection
easement credit) and may not offset the alternative minimum tax.
If such credit is allowed for any expenditure with respect to any
property, the increase in the basis of such property that would oth-
erwise result from such expenditure is reduced by the amount of
the credit allowed. The habitat protection easement credit is taken
into account after other credits (sections 21-27, 30, 30B, and 30C)
and such credit may offset the alternative minimum tax. Amounts
allowed but in excess of either limitation may be carried forward
to the succeeding taxable year. No deduction is allowed for any
amount with respect to which a credit is allowed. The Secretary of
the Treasury shall by regulations provide for the recapture of the
credit if such Secretary determines that the eligible taxpayer has
failed to carry out the duties required by the qualified agreement
and there are no other available means to remediate such failure.

The sum of the two credits may not exceed the amount allocated
to the eligible taxpayer for the calendar year in which the tax-
payer’s taxable year ends by the Secretary of the Treasury, in con-

9See, e.g., Treas. Reg. sec. 1.170A-14(h)(3)(iii).
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sultation with the Secretary of the Interior and the Secretary of
Commerce, or by the Secretary of the Treasury in consultation with
the Secretary of Agriculture. If the amount allowed as a credit ex-
ceeds the amount allocated for such year, the excess may be carried
forward to the next taxable year for which the taxpayer has re-
ceived an allocation. If the amount allocated to a taxpayer for a cal-
endar year exceeds the amount allowed as a credit for such year,
the difference may be carried forward to the next taxable year and
treated as allocated to the taxpayer for use in such year. No credit
is allowed unless the appropriate Secretary certifies that a quali-
fied agreement will contribute to the recovery of a qualified species.

The aggregate amount allocated by the Secretary of the Treas-
ury, in consultation with the Secretary of the Interior and the Sec-
retary of Commerce may not exceed in each year 2008 through
2012: $290,000,000 with respect to qualified perpetual habitat pro-
tection agreements, $55,000,000 with respect to qualified 30-year
habitat protection agreements, and $35,000,000 with respect to
qualified habitat protection agreements. The aggregate amount al-
located by the Secretary of the Treasury, in consultation with the
Secretary of Agriculture may not exceed in each year 2008 through
2012: $5,000,000 with respect to qualified perpetual habitat protec-
tion agreements, $2,000,000 with respect to qualified 30-year habi-
tat protection agreements, and $1,000,000 with respect to qualified
habitat protection agreements. No allocation is allowed after 2012,
except that unallocated amounts with respect to any calendar year
are carried forward to the allowable allocation for the next calendar
year.

Not later than 180 days after the date of enactment, the Sec-
retary of the Treasury, in consultation with the Secretary of the In-
terior and the Secretary of Commerce, shall by regulation establish
a program to process applications from eligible taxpayers and to de-
termine how best to allocate the credit. In allocating the credit, pri-
ority shall be given to taxpayers with agreements (1) relating to
habitats that will significantly increase the likelihood of recovering
and delisting a species as an endangered species or a threatened
species (as defined under section 2 of the Endangered Species Act
of 1973), (2) that are cost-effective and maximize the benefits to a
qualified species per dollar expended, (3) relating to habitats of
species that have a Federally approved recovery plan pursuant to
section 4 of the Endangered Species Act of 1973, (4) relating to
habitats with the potential to contribute significantly to the im-
provement of the status of a qualified species, (5) relating to habi-
tats with the potential to contribute significantly to the eradication
or control of invasive species that are imperiling a qualified species,
(6) with habitat management plans that will manage multiple
qualified species, (7) with habitat management plans that will cre-
ate adjacent or proximate habitat for the recovery of a qualified
species, (8) relating to habitats for qualified species with an urgent
need for protection, (9) with habitat management plans that assist
in preventing the listing of a species as endangered or threatened
under the Endangered Species Act of 1973 or a similar State law,
(10) with habitat management plans that may resolve conflicts be-
tween the protection of qualified species and otherwise lawful
human activities, and (11) with habitat management plans that
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may resolve conflicts between the protection of a qualified species
and military training or other military operation.

The Secretary of the Treasury shall request that the appropriate
Secretary consider whether to authorize under the Endangered
Species Act of 1973 takings by an eligible taxpayer of a qualified
species to which a qualified agreement relates if the takings are in-
cidental to (1) the restoration, enhancement, or management of the
habitat pursuant to the habitat management plan under the agree-
ment or (2) the use of the property to which the agreement per-
tains at any time after the expiration of the easement (or specified
period of time pursuant to a qualified habitat protection agree-
ment), but only if such use will leave the qualified species at least
as well off on the property as it was before the agreement was
made. Both types of incidental takings currently are authorized
under section 10(a)(1) of the Endangered Species Act of 1973 (en-
hancement of survival permits) and 50 C.F.R. part 17 (safe harbor
permits).

The Comptroller General of the United States shall undertake a
study on the effectiveness of the credits. Such study shall evaluate
the effectiveness of the credits in encouraging landowners to enter
into agreements for the protection of the habitats of endangered
and threatened species, and the degree to which such agreements
are effective in preserving the habitats of such species and assist-
ing in the recovery of such species, and shall include recommenda-
tions for improving the effectiveness of the credits. The Comptroller
General shall issue an interim report based on such study within
three years of the date of enactment and a final report within five
years of such date.

Definitions
Eligible taxpayer

An eligible taxpayer is (1) a taxpayer who owns real property
that contains habitat of a qualified species and enters into a quali-
fied perpetual habitat protection agreement, a qualified 30-year
habitat protection agreement, or a qualified habitat protection
agreement with the appropriate Secretary with respect to such real
property, and (2) a taxpayer who is a party to a qualified perpetual
habitat protection agreement, a qualified 30-year habitat protection
agreement, or a qualified habitat protection agreement and, as part
of any such agreement, agrees to assume responsibility for costs
paid or incurred as a result of implementing such agreement.

Qualified agreements

A qualified perpetual habitat protection agreement is an agree-
ment under which an easement is granted to the appropriate Sec-
retary, the Secretary of Agriculture, the Secretary of Defense, or a
State to protect the habitat of a qualified species in perpetuity. A
qualified 30-year habitat protection agreement is an agreement
under which an easement is granted to the appropriate Secretary,
the Secretary of Agriculture, the Secretary of Defense, or a State
to protect the habitat of a qualified species for a period of not less
than 30 years and less than perpetuity. A qualified habitat protec-
tion agreement requires agreement with the appropriate Secretary,
the Secretary of Agriculture, the Secretary of Defense, or a State
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to protect the habitat of a qualified species for a specified period
of time.

In addition, each of the three types of qualified agreement must
meet the following requirements: (1) the agreement must be con-
sistent with any recovery plan that is applicable and that has been
approved for a qualified species under section 4 of the Endangered
Species Act of 1973; (2) the agreement must include a habitat man-
agement plan agreed to by the appropriate Secretary and the eligi-
ble taxpayer; and (3) the agreement must require that technical as-
sistance with respect to the duties under the habitat management
plan be provided to the taxpayer by the appropriate Secretary or
an entity approved by the appropriate Secretary.

Habitat management plan

A habitat management plan means, with respect to any habitat,
a plan that (1) identifies one or more qualified species to which the
plan applies; (2) is designed to restore or enhance the habitat of a
qualified species or reduce threats to a qualified species through
the management of the habitat; (3) describes the threats to the
qualified species that are intended to be reduced through the plan;
(4) describes the management practices to be undertaken by the
taxpayer; (5) provides a schedule of deadlines for undertaking such
management practices; (6) requires monitoring of the management
practices and the status of the qualified species; and (7) describes
the technical assistance to be provided to the taxpayer and identi-
fies the entity that will provide such assistance.

Qualified species

A qualified species is any species listed as an endangered species
or threatened species under the Endangered Species Act of 1973 or
any species for which a finding has been made under section 4(b)(3)
of the Endangered Species Act of 1973 that listing under such Act
may be warranted.

Taking

A taking has the meaning given to such term under the Endan-
gered Species Act of 1973.

Appropriate Secretary

Appropriate Secretary has the meaning given to the term “Sec-
retary” under section 3(15) of the Endangered Species Act of 1973.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2007.

E. DEDUCTION FOR ENDANGERED SPECIES RECOVERY EXPENDITURES
(Sec. 205 of the bill and sec. 175 of the Code)
PRESENT LAW

Under present law, a taxpayer engaged in the business of farm-
ing may treat expenditures that are paid or incurred by him during
the taxable year for the purpose of soil or water conservation in re-
spect of land used in farming, or for the prevention or erosion of
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land used in farming, as expenses that are not chargeable to cap-
ital account. Such expenditures are allowed as a deduction, not to
exceed 25 percent of the gross income derived from farming during
the taxable year.1© Any excess above such percentage is deductible
for succeeding taxable years, not to exceed 25 percent of the gross
income derived from farming during such succeeding taxable year.

REASONS FOR CHANGE

The goal of the Endangered Species Act of 1973 is to recover list-
ed species and the ecosystems on which they depend to levels
where protection under such Act is no longer necessary. Recovery
is the process by which the decline of an endangered species is ar-
rested or reversed, and threats removed or reduced so that the spe-
cies’ long-term survival in the wild can be ensured. Section 4(f)(1)
of such Act directs the appropriate Secretary to develop and imple-
ment recovery plans for the conservation and survival of endan-
gered and threatened species, unless the appropriate Secretary
finds that such a plan will not promote the conservation of the spe-
cies. To the maximum extent practicable, the recovery plan must
incorporate a description of management actions to achieve the
plan’s goals, objective and measurable criteria for determining the
removal of species from the endangered species list, and estimate
the time required and cost to carry out the recovery plan. The ap-
propriate Secretary may procure the services of appropriate private
and public agencies in developing and implementing a recovery
plan.

According to an April 6, 2006, General Accountability Office re-
port entitled “Endangered Species: Time and Costs to Recover Spe-
cies Are Largely Unknown”, as of January 2006, the Fish and
Wildlife Service and the National Marine Fisheries Service had fi-
nalized and approved 558 recovery plans covering 1,049 species, or
about 82 percent of the 1,272 endangered or threatened species
protected in the United States at that time. Recovery plans contain
management measures that landowners can adopt on their land
that will aid in the recovery of endangered or threatened species,
resulting in a public benefit. Such are similar to measures under-
taken for soil and water conservation, which are entitled to a tax
deduction. The Committee believes that certain expenses of farm-
ers made pursuant to a recovery plan under the Endangered Spe-
cies Act should be treated similarly to expenditures by farmers
made for soil and water conservation.

EXPLANATION OF PROVISION

The provision provides that expenditures paid or incurred by a
taxpayer engaged in the business of farming for the purpose of
achieving site-specific management actions pursuant to the Endan-
gered Species Act of 197311 to be treated the same as expenditures
for the purpose of soil or water conservation in respect of land used
in farming, or for the prevention or erosion of land used in farming,
i.e., such expenditures are treated as not chargeable to capital ac-
count and are deductible subject to the limitation that the deduc-

10 Sec. 175.
1116 U.S.C. 1533(f)(B).
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tion may not exceed 25 percent of the farmer’s gross income de-
rived from farming during the taxable year.

EFFECTIVE DATE

The provision is effective for expenditures paid or incurred after
the date of enactment.

F. PROVIDE EXCLUSION FOR CERTAIN PAYMENTS AND PROGRAMS
RELATING TO FisH AND WILDLIFE

(Sec. 206 of the bill and sec. 126 of the Code)
PRESENT LAW

Under present law, gross income does not include the excludable
portion of payments made to taxpayers by the Federal and State
governments for a share of the cost of improvements to property
under certain conservation programs.12

The excludable portion is the portion (or all) of a payment made
under such programs that is determined by the Secretary of Agri-
culture to be made primarily for the purpose of conserving soil and
water resources, protecting or restoring the environment, improv-
ing forests, or providing a habitat for wildlife, and is determined
by the Secretary of the Treasury as not increasing substantially the
annual income derived from the property. The excludable portion
does not include that portion of any payment that is properly asso-
ciated with an amount that is allowable as a deduction for the tax-
able year in which such amount is paid or incurred.

Applicable conservation programs include (1) the rural clean
water program authorized by section 208(j) of the Federal Water
Pollution Control Act, (2) the rural abandoned mine program au-
thorized by section 406 of the Surface Mining Control and Rec-
lamation Act of 1977, (3) the water bank program authorized by
the Water Bank Act, (4) the emergency conservation measures pro-
gram authorized by title IV of the Agricultural Credit Act of 1978,
(5) the agriculture conservation program authorized by the Soil
Conservation and Domestic Allotment Act, (6) the great plains con-
servation program authorized by section 16 of the Soil Conserva-
tion and Domestic Policy Act, (7) the resource conservation and de-
velopment program authorized by the Bankhead-Jones Farm Ten-
ant Act and by the Soil Conservation and Domestic Allotment Act,
(8) the forestry incentives program authorized by section 4 of the
Cooperative Forestry Assistance Act of 1978, (9) any small water-
shed program administered by the Secretary of Agriculture which
is determined by the Secretary of the Treasury or his delegate to
be substantially similar to the type of programs described in items
(1) through (8), and (10) any program of a State, possession of the
United States, a political subdivision of any of the foregoing, or the
District of Columbia under which payments are made to individ-
uals primarily for the purpose of conserving soil, protecting or re-
storing the environment, improving forests, or providing a habitat
for wildlife.

12 Sec. 126.
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REASONS FOR CHANGE

Currently, there are a few Federal programs aimed at encour-
aging landowners to protect and aid in the recovery of endangered
or threatened species. Partners for Fish and Wildlife is a national
voluntary cost-share program implemented by the U.S. Fish and
Wildlife Service to protect, enhance, and restore important fish and
wildlife habitats on private lands through partnerships with land-
owners. The Landowner’s Incentive Program provides funding for
states to staff their programs and to fund conservation work with
private landowners to restore and maintain habitat for endangered,
threatened, and other imperiled species. State Wildlife Grant funds
are used to address species and their habitats that are identified
in State Comprehensive Wildlife Conservation Plans/Strategies
(also known as Wildlife Action Plans). Priority for use of these
funds is on those species of greatest conservation need. The Private
Stewardship Grant Program provides Federal grants on a competi-
tive basis to individuals and groups engaged in voluntary conserva-
tion efforts on private lands that benefit Federally listed endan-
gered or threatened species, candidate species or other at-risk spe-
cies. Private landowners and groups working with private land-
owners are able to submit proposals directly to the U.S. Fish and
Wildlife Service for funding to support these efforts. Each grant
must be matched by at least 10 percent of the total project cost in
either non Federal dollars or in-kind contributions. The Healthy
Forests Reserve Program is a voluntary program to restore and en-
hance forest ecosystems to promote the recovery of threatened and
endangered species, improve biodiversity and enhance carbon se-
questration.

The Committee believes that payments received by taxpayers
under the Partners for Fish and Wildlife Program, the Landowner
Incentive Program, the State Wildlife Grants Program, the Private
Stewardship Grants Program, the Forest Health Protection Pro-
gram, and the program related to integrated pest management are
similar to payments made under other government programs that
are excludable from gross income under present law. Accordingly,
the Committee believes it is appropriate to extend the present-law
exclusion to payments under these programs.

EXPLANATION OF PROVISION

The provision expands the exclusion for the excludable portion of
certain payments to include the excludable portion of payments
made under the Partners for Fish and Wildlife Program authorized
by the Partners for Fish and Wildlife Act, the Landowner Incentive
Program, the State Wildlife Grants Program, the Private Steward-
ship Grants Program authorized by the Fish and Wildlife Act of
1956, the Forest Health Protection Program authorized by the Co-
operative Forestry Assistance Act of 1978, and the program related
to integrated pest management authorized by section 8(i)(1)(A) of
the Cooperative Forestry Act of 1978.

EFFECTIVE DATE

The provision is effective for payments received after the date of
enactment.
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G. PROVIDE Tax CREDIT FOR EASEMENTS MADE PURSUANT TO
CERTAIN U.S.D.A. CONSERVATION PROGRAMS

(Sec. 207 of the bill and sec. 30F of the Code)
PRESENT LAW

The Department of Agriculture administers various programs de-
signed to encourage conservation. Under the wetlands reserve pro-
gram 13 and the grassland reserve program (referred to herein as
the working grassland protection program),4 land owners gen-
erally place conservation easements on real property in exchange
for payments from the Department of Agriculture.

Present law does not provide an income tax credit for easements
placed on real property pursuant to the wetlands reserve program
or the working grassland protection program.

REASONS FOR CHANGE

The Committee believes that additional incentives should be pro-
vided to encourage landowners to grant conservation easements on
real property pursuant to the wetlands reserve program and the
working grassland protection program.

EXPLANATION OF PROVISION

In general, the provision establishes two income tax credits: (1)
the wetlands reserve conservation credit; and (2) the working
grassland protection credit. The credits are elective, but a taxpayer
may not claim the credits if the taxpayer receives a payment for
an easement made pursuant to the wetlands reserve program or
the working grassland protection program.

The wetlands reserve conservation credit requires the taxpayer
to grant to the Secretary of Agriculture an easement pursuant to
the wetlands reserve program. The credit is equal to the applicable
percentage of the wetlands reserve easement value. The applicable
percentage is the excess of 1 over the applicable marginal tax rate
assuming that the taxpayer sold the easement on the date the
easement is granted to the Secretary of Agriculture. The wetlands
reserve easement value is the lesser of: (1) the wetlands reserve ge-
ographic area rate for the area in which the real property is located
multiplied by the number of acres placed under easement and (2)
the amount of the payment the taxpayer otherwise would have re-
ceived from the Department of Agriculture in exchange for the
easement pursuant to the wetlands reserve program. The wetlands
reserve geographic area rate is a per-acre rate appropriate for ease-
ments made under the wetlands reserve program in the particular
geographic area as determined by the Secretary of Treasury in con-
sultation with the Secretary of Agriculture.

The working grassland protection credit requires the taxpayer to
grant an easement in perpetuity or for a period not less than 30
years to the Secretary of Agriculture or to a State pursuant to the
working grassland protection program. In the case of an easement

13The term “wetlands reserve program” means the wetlands reserve program established
under subchapter C of chapter 1 of subtitle D of title XII of the Food Security Act of 1985.

14The term “working grassland protection program” means the working grassland protection
program established under subchapter C of chapter 2 of subtitle D of Title XII of the Food Secu-
rity Act of 1985.
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in perpetuity, the working grassland protection credit for any tax-
able year is an amount equal to the applicable percentage of the
working grassland easement value. The applicable percentage is
the excess of 1 over the applicable marginal tax rate assuming that
the taxpayer sold the easement on the date the easement is grant-
ed to the Department of Agriculture or a State. The working grass-
land easement value is the lesser of: (1) the working grassland geo-
graphic area rate for the area in which the property is located mul-
tiplied by the number of acres placed under easement and (2) the
amount of the payment the taxpayer otherwise would have re-
ceived from the Department of Agriculture pursuant to the working
grassland protection program. The working grassland geographic
area rate is a per-acre rate appropriate for easements granted
under the working grassland protection program in the particular
geographic area as determined by the Secretary of Treasury in con-
sultation with the Secretary of Agriculture. In the case of a tax-
payer who has entered into an easement of at least 30 years, the
amount of the working grassland conservation credit is the lesser
of: (1) 30 percent of the amount determined under (1) above; and
(2) the amount of the payment the taxpayer otherwise would have
received from the Department of Agriculture pursuant to the work-
ing grassland protection program.

The credits allowed under the provision are taken into account
after other credits (sections 21-27, 30, 30B, and 30C) and may not
offset the alternative minimum tax. A taxpayer is not entitled to
a deduction for any amount with respect to which a credit is al-
lowed under the provision. The Secretary of Treasury shall by regu-
lations provide for the recapture of the wetlands reserve credit or
the working grassland protection credit if the Secretary, in con-
sultation with the Secretary of Agriculture, determines that the
taxpayer has failed to carry out the duties of the taxpayer under
the terms of the easement and there are no other available means
to remediate such failure.

The credit allowed under the provision may not exceed the excess
of the amount allocated to the taxpayer by the Secretary of the
Treasury, in consultation with the Secretary of Agriculture, for the
taxable year and all prior taxable years over the credit allowed for
all prior taxable years. The taxpayer’s basis in property subject to
an easement under the provision is reduced.

The provision establishes a national conservation credit limita-
tion of $1 billion, which represents the aggregate amount of credits
that may be allocated under the provision for all taxpayers. The
Secretary of Treasury, in consultation with the Secretary of Agri-
culture, shall allocate the national conservation credit limitation to
taxpayers who grant easements under the wetlands reserve pro-
gram or the working grassland protection program. No amount of
national conservation credit limitation may be allocated to any tax-
payer after fiscal year 2012.

EFFECTIVE DATE

The provision is effective for easements granted after September
30, 2007, in taxable years ending after such date.
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H. PROVIDE FOR EXEMPT FACILITY BONDS FOR FOREST
CONSERVATION ACTIVITIES

(Sec. 208 of the bill and Sec. 142 of the Code)
PRESENT LAW
Tax-exempt bonds

In general

Subject to certain Code restrictions, interest on bonds issued by
State and local government generally is excluded from gross income
for Federal income tax purposes. Bonds issued by State and local
governments may be classified as either governmental bonds or pri-
vate activity bonds. Governmental bonds are bonds the proceeds of
which are primarily used to finance governmental functions or
which are repaid with governmental funds. Private activity bonds
are bonds in which the State or local government serves as a con-
duit providing financing to nongovernmental persons. For this pur-
pose, the term “nongovernmental person” generally includes the
Federal Government and all other individuals and entities other
than States or local governments. The exclusion from income for in-
terest on State and local bonds does not apply to private activity
bonds, unless the bonds are issued for certain permitted purposes
(“qualified private activity bonds”) and other Code requirements
are met.

Qualified private activity bonds

As stated, interest on private activity bonds is taxable unless the
bonds meet the requirements for qualified private activity bonds.
Qualified private activity bonds permit States or local governments
to act as conduits providing tax-exempt financing for certain pri-
vate activities. The definition of qualified private activity bonds in-
cludes an exempt facility bond, or qualified mortgage, veterans’
mortgage, small issue, redevelopment, 501(c)(3), or student loan
bond (sec. 141(e)).

The definition of an exempt facility bond includes bonds issued
to finance certain transportation facilities (airports, ports, mass
commuting, and high-speed intercity rail facilities); qualified resi-
dential rental projects; privately owned and/or operated utility fa-
cilities (sewage, water, solid waste disposal, and local district heat-
ing and cooling facilities, certain private electric and gas facilities,
and hydroelectric dam enhancements); public/private educational
facilities; qualified green building and sustainable design projects;
and qualified highway or surface freight transfer facilities (sec.
142(a)).

In most cases, the aggregate volume of qualified private activity
bonds is restricted by annual aggregate volume limits imposed on
bonds issued by issuers within each State (“State volume cap”). For
calendar year 2007, the State volume cap, which is indexed for in-
flation, equals $85 per resident of the State, or $256.24 million, if
greater. Exceptions to the State volume cap are provided for bonds
for certain governmentally owned facilities (e.g., airports, ports,
high-speed intercity rail, and solid waste disposal) and bonds which
are subject to separate local, State, or national volume limits (e.g.,
public/private educational facility bonds, enterprise zone facility
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bonds, qualified green building bonds, and qualified highway or
surface freight transfer facility bonds).

Qualified private activity bonds generally are subject to restric-
tions on the use of proceeds for the acquisition of land and existing
property. For example, generally no more than 25 percent of the
net proceeds of a qualified private activity bond may be used for
the acquisition of land. In addition, the term of qualified private ac-
tivity bonds generally may not exceed 120 percent of the economic
life of the property being financed.

Taxation of income from timber harvesting

In general, gross income for Federal income tax purposes means
all income from whatever source derived, including gross income
derived from a trade or business. An organization exempt from tax-
ation generally is subject to tax on its unrelated business taxable
income, generally defined to mean gross income (less deductions)
derived from a trade or business, the conduct of which is not sub-
stantially related to the exercise or performance of the organiza-
tion’s exempt purposes or functions, that is regularly carried on by
the organization. Special unrelated trade or business income rules
applicable to the cutting of timber are contained in sections
512(b)(5) and 631. Under these rules, the determination of whether
income derived from the cutting of timber constitutes unrelated
trade or business income depends upon a variety of factors.

REASONS FOR CHANGE

The Committee believes it is appropriate to provide certain tax
incentives to further the goal of permanently setting aside working
forests for conservation purposes. The Committee believes that pro-
viding tax-exempt financing to nonprofit organizations for the pur-
pose of acquiring forests and forest lands to be dedicated to certain
conservation purposes will increase their ability to purchase such
properties from commercial owners and operators, and that pro-
viding limited exclusions from income tax to such nonprofit organi-
zations will enable them to conduct charitable and conservation ac-
tivities as they make debt service payments on the bonds.

EXPLANATION OF PROVISION
Overview

In general

The provision establishes a pilot project for forest conservation
activities by providing two types of tax benefits available to quali-
fied organizations that acquire forest and forest lands for conserva-
tion management. First, the provision provides for the treatment of
qualified forest conservation bonds as exempt facility bonds. Sec-
ond, the provision provides for the exclusion from gross income of
income from certain timber harvesting activities conducted by a
qualified organization on lands acquired with proceeds from quali-
fied forest conservation bonds.

Qualified organizations

Under the provision, an organization must be a qualified organi-
zation to be eligible for the tax-exempt financing benefit, and must
be a qualified organization for whom qualified forest conservation
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bonds have been issued (and remain outstanding as tax-exempt
bonds) to be eligible for the income exclusion. In general, under the
provision, a qualified organization means a nonprofit organization:
(1) substantially all the activities of which are charitable, scientific,
or educational, including acquiring, protecting, restoring, man-
aging, and developing forest lands and other renewable resources
for the long-term charitable, educational, scientific, and public ben-
efit; (2) that periodically conducts educational programs designed to
inform the public of environmentally sensitive forestry manage-
ment and conservation techniques; (3) whose board satisfies certain
board composition requirements designed to ensure that it rep-
resents public conservation interests; 1% (4) with governance provi-
sions contained in its bylaws that provide a supermajority vote of
at least two-thirds of the members of the board of directors is re-
quired to approve and amend the qualified organization’s qualified
conservation plan; and (5) that upon dissolution, its assets are re-
quired to be dedicated to an organization exempt from tax under
section 501(c)(3) that is organized and operated for conservation
purposes, or to a governmental unit.

Qualified forest conservation bonds

In general

The provision creates a new category of tax-exempt bonds, “quali-
fied forest conservation bonds.” For purposes of the Code, qualified
forest conservation bonds are treated as exempt facility bonds, and
therefore, unless otherwise provided, are governed by the same
rules as exempt facility bonds. A qualified forest conservation bond
means any bond issued as part of an issue if: (1) 95 percent or
more of the net proceeds of such issue are to be used for qualified
project costs; (2) such bond is issued for a qualified organization,;
and (3) such bond is issued within 36 months of the date of enact-
ment of the provision. The maximum aggregate face amount of
bonds that may be issued is $1.5 billion.

The bonds are allocated by the Secretary generally as follows: (i)
35 percent for qualified project costs with respect to the cost of ac-
quisition by any qualified organization in the Pacific Northwest re-
gion; (i1) 30 percent for qualified project costs with respect to the
cost of acquisition by any qualified organization in the Western re-
gion; (iii) 17.5 percent for qualified project costs with respect to the
cost of acquisition by any qualified organization in the Southeast
region; (iv) 17.5 percent for qualified project costs with respect to
the cost of acquisition by any qualified organization in the North-
east region.

The term “Pacific Northwest region” means Region 6 as defined
by the United States Forest Service of the Department of Agri-
culture under section 200.2 of title 36, Code of Federal Regulations.

15The provision requires that at least 20 percent of the board members be comprised of rep-
resentatives of the conservation community, and that at least 20 percent of the board members
be public officials. Not more than one-third of the board members may be comprised of individ-
uals who have or had (during a prescribed five year period) certain types of financial or contrac-
tual relationships with a commercial forest products enterprise. A representative of the con-
servation community is a person well-known in the community located near the acquired forest
land for dedication to the causes of conservation and preservation, and may include a member
of the board of an established section 501(c)(3) organization with the primary purpose of con-
servation or preservation. Such term does not include a public official or a person described
above who has or had certain types of financial or contractual relationships with a commercial
forest products enterprise.
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The term “Western region” means Regions 1, 2, 3, 4, 5, and 10 (as
so defined). The term “Southeast region” means Region 8 (as so de-
fined). The term “Northeast region” means Region 9 (as so defined).

If any region has not received a full allocation of its bond limita-
tion amount by the end of the period that is 24 months after the
date of enactment, the Secretary may allocate excess amounts to
other regions in such manner as the Secretary determines appro-
priate.

Qualified project costs

Qualified project costs include the cost of acquisition by the
qualified organization, from an unrelated person, of forests and for-
est land that at the time of acquisition or immediately thereafter
are subject to a conservation restriction that meets certain require-
ments.1®6 The conservation restriction must: (1) be granted in per-
petuity to an unrelated charitable organization (other than a pri-
vate foundation) that is organized and operated for conservation
purposes, or to a governmental unit; (2) protect a relatively natural
habitat of fish, wildlife, or plants, or similar ecosystem, or preserve
open space (including farmland and forest land) pursuant to a
clearly delineated Federal, State, or local governmental conserva-
tion policy and yield a significant public benefit; (3) obligate the
qualified organization to pay the costs incurred by the holder of the
conservation restriction in monitoring compliance with such restric-
tion; and (4) require that an increasing level of conservation bene-
fits be provided whenever circumstances allow it.

The issuance of qualified forest conservation bonds generally is
subject to the rules applicable to issuance of exempt-facility private
activity bonds. However, the issuance of such bonds is not subject
to the State volume cap. In addition, the restrictions on acquisition
of land and existing property do not apply to such bonds. For pur-
poses of determining the maximum maturity on such bonds, the
land and standing timber acquired with the proceeds of the bonds
is treated as having an economic life of 35 years.

Exclusion of certain qualified harvesting activity income from tax

Income from qualified harvesting activities

Under the provision, income, gains, deductions, losses, or credits
from a qualified harvesting activity conducted by a qualified orga-
nization generally are not subject to tax or taken into account for
Federal income tax purposes. A qualified harvesting activity means
the sale, lease, or harvesting of standing timber: (1) on land owned
by a qualified organization that it acquired with proceeds of quali-
fied forest conservation bonds; and (2) pursuant to a qualified con-
servation plan adopted by the organization. Qualified harvesting
activity does not include any sale, lease, or harvesting for any pe-
riod during which the organization ceases to qualify as a qualified
organization.

16 For this purpose, a person is related to another person if such person bears a relationship
to such other person described in section 267(b) (determined without regard to paragraph (9)
thereof), or section 707(b)(1), determined by substituting 25 percent for 50 percent for purposes
of those determinations. If such other person is a nonprofit organization, a person is related to
such nonprofit organization if such person controls directly or indirectly more than 25 percent
of the governing body of such nonprofit organization.
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Timber cutting and the sale or lease of timber is not a qualified
harvesting activity to the extent the timber harvesting or removal
exceeds prescribed limits. For this purpose, the average annual
area of timber harvested cannot exceed 2.5 percent of the total area
of the land acquired with the proceeds of qualified forest conserva-
tion bonds; or the quantity of timber removed from such land can-
not exceed the quantity that can be removed from such land annu-
ally in perpetuity on a sustained-yield basis determined only with
respect to such land. Certain deviations from these restrictions are
permitted to protect the forest from catastrophic danger, such as by
fire 011; windthrow, or from imminent danger from insect or disease
attack.

The amount of income from a qualified harvesting activity that
may be excluded from gross income for a taxable year may not ex-
ceed the amount used by the qualified organization to make debt
service payments during such taxable year for qualified forest con-
servation bonds.1?” The exclusion of income from a qualified har-
vesting activity does not apply during any period the organization
fails to qualify as a qualified organization, or after the bonds are
no longer outstanding or fail to qualify as tax-exempt bonds.

Qualified conservation plan

A qualified conservation plan means a multiple land use plan (a)
designed and administered primarily for the purposes of protecting
and enhancing wildlife, fish, timber, scenic attributes, recreation,
and soil and water quality of the forest and forest land, (b) man-
dates that conservation of the forest and forest land is the single-
most significant use of the forest and land, and (¢) requires that
timber harvesting be consistent with (1) restoring and maintaining
reference conditions for the region’s ecotype (such as with respect
to types of trees), (2) restoring and maintaining a representative
sample of young, mid, and late successional forest age classes, (3)
maintaining or restoring the resources’ ecological health for pur-
poses of preventing damage from fire, insect, or disease, (4) main-
taining or enhancing wildlife or fish habitat, or (5) enhancing re-
search opportunities in sustainable renewable resource uses.

Recapture taxes

Once the qualified forest conservation bonds issued for a quali-
fied organization are no longer outstanding or cease to qualify as
qualified private activity bonds, the qualified organization becomes
liable for a recapture of tax benefits (plus interest) for its excess
harvesting activities. Under the provision, if the average annual
area of timber harvested from the land exceeds the applicable 2.5
percent average annual area limitation, the organization’s income
tax liability is increased by the amount of the tax benefits (plus in-
terest) attributable to such excess harvesting.

EFFECTIVE DATE

The provision is effective for obligations issued on or after the
date that is 180 days after the date of enactment.

17This debt service limitation does not apply to income that otherwise is not subject to tax
under other provisions of the Code (e.g., income from harvesting if such harvesting activity is
not an unrelated trade or business within the meaning of section 513 with respect to the quali-
fied organization).
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1. DEDUCTION FOR QUALIFIED TIMBER GAIN AND TIMBER REIT
PROVISIONS

(Secs. 209-214 of the bill and new sec. 1203, and secs. 856, 857 and
4981 of the Code)

PRESENT LAW

Treatment of certain timber gain

Under present law, if a taxpayer cuts standing timber, the tax-
payer may elect to treat the cutting as a sale or exchange eligible
for capital gains treatment (sec. 631(a)). For purposes of deter-
mining the gain attributable to such cutting, and the cost of the cut
timber for purposes of the taxpayer’s income from later sales of the
timber or timber products, the fair market value of the timber on
the first day of the taxable year in which the timber is used. Also,
if a taxpayer disposes of the timber with a retained economic inter-
est or makes an outright sale of the timber, the gain is eligible for
capital gain treatment (sec. 631(b)). This treatment under either
section 631(a) or (b) requires that the taxpayer has owned the tim-
ber or held the contract right for a period of more than one year.

Under present law, for taxable years beginning before January 1,
2011, the maximum rate of tax on long term capital gain (“net cap-
ital gain”) 18 of an individual, estate, or trust is 15 percent. Any net
capital gain that otherwise would be taxed at a 10- or 15-percent
rate is taxed at a 5-percent rate (zero for taxable years beginning
after 2007). These rates apply for purposes of both the regular tax
and the alternative minimum tax.!

For taxable years beginning after December 31, 2010, the max-
imum rate of tax on the net capital gain of an individual is 20 per-
cent. Any net capital gain that otherwise would be taxed at a 10-
or 15-percent rate is taxed at a 10-percent rate. In addition, any
gain from the sale or exchange of property held more than five
years that would otherwise have been taxed at the 10-percent rate
is taxed at an 8-percent rate. Any gain from the sale or exchange
of property held more than five years and the holding period for
which began after December 31, 2000, which would otherwise have
been taxed at a 20-percent rate, is taxed at an 18-percent rate. The
net capital gain of a corporation is taxed at the same rates as ordi-
nary income, up to a maximum rate of 35 percent.

Real estate investment trusts (“REITs”) are subject to a special
taxation regime. Under this regime, a REIT is allowed a deduction
for dividends paid to its shareholders.2® As a result, REITs gen-
erally do not pay tax on distributed income, but the income is taxed

18 Net capital gain is defined as the excess of net long-term capital gain over net short-term
capital gain for the taxable year. Sec. 1222(11).

19 Because the entire amount of the capital gain is included in alternative minimum taxable
income (“AMTI”), for taxpayers subject to the alternative minimum tax with AMTI in excess
of $112,500 ($150,000 in the case of a joint return), the gain may cause a reduction in the min-
imum tax exemption amount and thus effectively tax the gain at rates of 21.5 or 22 percent.
Also the gain may cause the phase-out of certain benefits in computing the regular tax.

20 A distribution to a corporate shareholder out of current or accumulated earnings and profits
of the corporation is a dividend, unless the distribution is a redemption that terminates the
shareholder’s stock interest or reduces the shareholder’s interest in the distributing corporation
to an extent considered to result in treatment as a sale or exchange of the shareholder’s stock.
Secs. 301 and 302. A distribution in excess of corporate earnings and profits is treated by share-
holders as first a recovery of their stock basis and then, to the extent the distribution exceeds
a shareholder’s stock basis, as a sale or exchange of the stock. Sec. 301. These rules generally
apply to REITs.
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to the REIT shareholders. A REIT that has long term capital gain
can declare a dividend that shareholders are entitled to treat as
long term capital gain.

REITs generally are required to distribute 90 percent of their
taxable income (other than net capital gain). A REIT generally
must pay tax at regular corporate rates on any undistributed in-
come. However, a REIT that has net capital gain can retain that
gain without distributing it, and the shareholders can report the
net capital gain as if it were distributed to them. In that case the
REIT pays a C corporation tax on the retained gain, but the share-
holders who report the income are entitled to a credit or refund for
the difference between the tax that would be due if the income had
been distributed and the 35-percent rate paid by the REIT.2! In ef-
fect, net capital gain of a REIT (including but not limited to timber
gain) can be taxed as net capital gain of the shareholders, whether
or not the gain is distributed.

Other REIT provisions

A REIT is also subject to a 4-percent excise tax to the extent it
does not distribute specified percentages of its income within any
calendar year. The required distributed percentage is 85 percent in
the case of the REIT ordinary income, and 95 percent in the case
of the REIT capital gain net income (as defined).22 The amount of
the excess of the required distribution over the actual distribution
is subject to the 4-percent tax.

A REIT generally is restricted to earning certain types of passive
income. Among other requirements, at least 75 percent of the gross
income of a REIT in a taxable year must consist of certain types
of real estate related income, including rents from real property, in-
come from the sale or exchange of real property (including interests
in real property) that is not stock in trade, inventory, or held by
the taxpayer primarily for sale to customers in the ordinary course
of its trade or business, and interest on mortgages secured by real
property or interests in real property.23 Interests in real property
are specifically defined to exclude mineral, oil, or gas royalty inter-
ests.24 A REIT will not qualify as a REIT, and will be taxable as
a C corporation, for any taxable year if it does not meet this income
test.

Some REITs have been formed to hold land on which trees are
grown. Upon maturity of the trees, the standing trees are sold by
the REIT. The Internal Revenue Service has issued private letter
rulings in particular instances stating that the income from the
sale of the trees under section 631(b) can qualify as REIT real
property income because the uncut timber and the timberland on
which the timber grew is considered real property and the sale of

21Sec. 857(b)(3)(D). The shareholders also obtain a basis increase in their REIT stock for the
gross amount of the deemed distribution that is included in their income less the amount of
corporate tax deemed paid by them that was paid by the REIT on the retained gain. Sec.
857(b)(3)(D)(iii).

22 Section 4981. The definition is the excess of gains from sales or exchanges of capital assets
over losses from such sales or exchanges for the calendar year, reduced by any net ordinary loss.

23 Section 856(c) and section 1221(a). Income from sales that are not prohibited transactions
solely by virtue of section 857(b)(6) is also qualified REIT income.

24 Section 856(c)(5)(C).
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uncut trees can qualify as capital gain derived from the sale of real
property.25

A REIT is subject to a 100-percent excise tax on gain from any
sale that is a “prohibited transaction,” defined as a sale of property
that is stock in trade, inventory, or property held by the taxpayer
primarily for sale to customers in the ordinary course of its trade
or business.26 This determination is based on facts and cir-
cumstances. However, a safe-harbor provides that no excise tax is
imposed if certain requirements are met. In the case of timber
property, the safe harbor is met, regardless of the number of sales
that occur during the taxable year, if (i) the REIT has held the
property for not less than 4 years in connection with the trade or
business of producing timber; (ii) the aggregate adjusted bases of
the property sold (other than foreclosure property) during the tax-
able year does not exceed 10 percent of the aggregate bases of all
the assets of the REIT as of the beginning of the taxable year, and
if certain other requirements are met. These include requirements
that limit the amount of expenditures the REIT can make during
the 4-year period prior to the sale that are includible in the ad-
justed basis of the property,2? that require marketing to be done
by an independent contractor, and that forbid a sales price that is
based on the income or profits of any person.28 There is a similar
but separate safe harbor for sales of non-timber property, with
similar rules, including a 4-year holding period requirement and a
limit on the percentage of the aggregate adjusted basis of property
that can be sold in one taxable year.29

A REIT is not generally permitted to hold securities representing
more than 10 percent of the voting power or value of the securities
of any one issuer; nor may more than 5 percent of the fair market
value of REIT assets be securities of any one issuer.3° However,
under an exception, a REIT may hold any amount of securities of
one or more “taxable REIT subsidiary” (TRS) corporations, pro-
vided that such TRS securities do not represent more than 20 per-
cent of the fair market value of REIT assets at the end of any quar-
ter. A TRS is a C corporation that is subject to regular corporate
tax on its income and that meets certain other requirements. A
taxable REIT subsidiary may conduct activities that would produce
disqualified non-passive or non-real estate income that could dis-
qualify the REIT if conducted by a REIT itself. Such business could
include business relating to processing timber, or holding timber
products or other assets for sale to customers in the ordinary

25 Timber income under section 631(b) has also been held to be qualified real estate income
even if the one year holding period is not met. See, e.g.,, PLR 200052021, see also PLR
199945055, PLR 199927021, PLR 8838016. A private letter ruling may be relied upon only by
the taxpayer to which the ruling is issued. However, such rulings provide an indication of ad-
ministrative practice.

26 Sections 857(b)(6) and 1221(a)(1). There is an exception for certain foreclosure property.

27 Aggregate expenditures (other than timberland acquisition expenditures) during such period
made by the REIT or a partner of the REIT, which are includible in basis, may not exceed 30
percent of the net selling price in the case of expenditures that are directly related to operation
of the property for the production of timber or the preservation of the property for use as
timberland, and may not exceed 5 percent of the net selling price in the case of expenditures
that are not directly related to those purposes.

28 Section 857(b)(6)(D).

29 Section 857(b)(6)(C).

30 Section 856(c)(4)(B)(ii) and (iii). Certain interests are not treated as “securities” for purposes
of the rule forbidding the REIT to hold securities representing more than 10 percent of the value
of securities of any one issuer. Sec. 856(m).
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course of business. Such income would be subject to regular cor-
porate rates of tax as income of the TRS.31

REASONS FOR CHANGE

The committee believes it is desirable to provide greater equiva-
lence to the capital gain tax treatment of timber gain, regardless
of whether the gain is recognized by a C corporation or a REIT, or
by an individual. The committee also believes it is desirable to pro-
vide changes to the statutory rules governing REITS, in order to
clarify and facilitate timber REIT operations.

EXPLANATION OF PROVISION

Elective deduction for 60 percent of qualified timber gain

The provision allows a taxpayer to elect to deduct an amount
equal to 60 percent of the taxpayer’s qualified timber gain (or, if
less, the net capital gain) for a taxable year. In the case of an indi-
vidual, the deduction reduces adjusted gross income. Qualified tim-
ber gain means the net gain described in section 631(a) and (b) for
the taxable year.

The deduction is allowed in computing the regular tax and the
alternative minimum tax (including the adjusted current earnings
of a corporation).

If a taxpayer elects the deduction, the 40 percent of the gain sub-
ject to tax is taxed at ordinary income tax rates.32

In the case of a pass-thru entity other than a REIT, the election
may be made separately by each taxpayer subject to tax on the
gain. The Treasury Department may prescribe rules appropriate to
apply this provision to gain taken into account by a pass-thru enti-

y.

In the case of a REIT, the election to take the 60-percent deduc-
tion is made by the REIT. If a REIT makes the election, then the
timber gain is excluded from the computation of capital gain or loss
of the REIT and can no longer be designated as a capital gain divi-
dend to shareholders. Instead, the gain is treated as ordinary in-
come for purposes of applying the REIT income distribution re-
quirements, but for this purpose 60-percent of the amount of the
gain is deductible by the REIT in computing its income. REIT earn-
ings and profits also exclude the portion of the timber gain that is
deductible. Thus, 40 percent of the gain is subject to the REIT dis-
tribution requirements,33 and 40 percent of the gain increases
REIT earnings and profits. Accordingly, because REIT earnings
and profits have been increased by the 40-percent amount, there is
sufficient earnings and profits that a distribution of that 40-percent
amount that otherwise qualifies as a dividend would be treated as
an ordinary dividend distribution to shareholders. Since this divi-
dend is from a REIT and is not derived from an entity that was
taxed as a C corporation, it would not qualify for the current 15

31 A 100-percent excise tax is imposed on the amount of certain transactions involving a TRS
and a REIT, to the extent such amount would exceed an arm’s length amount under section
482. Sec. 857(b)(7).

32Under the provision, because only 40 percent of the gain is included in adjusted gross in-
come and AMTI, only that amount of gain would result in the phase-out of tax benefits.

33For purposes of the section 4981 excise tax on undistributed REIT income, the amount
treated as subject to the 95 percent distribution requirement is the 40 percent of timber gain
income that remains after allowing the deduction.
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percent qualified dividend rates and would be taxed at the ordinary
income rates of the shareholders.

REIT shareholders obtain an upward basis adjustment in their
REIT interests, equal to the 60 percent of the timber gain that is
deductible by the electing REIT. Because the 60 percent of timber
gain that was deductible by the REIT does not increase REIT earn-
ings and profits, a distribution of such 60 percent to the share-
holder generally will not be treated as a dividend (in the absence
of other retained earnings) but as a return of basis under the gen-
eral rules of section 301(c). Because the shareholders’ basis has
been increased by this 60 percent, this distribution would not ex-
ceed the shareholders’ basis and thus would be nontaxable return
of basis, rather than capital gain in excess of basis. However, if a
REIT shareholder has obtained such an upward basis adjustment
for a REIT interest and disposes of the interest before having held
the interest for at least 6 months, then any loss on disposition of
the interest is disallowed to the extent of such upward basis adjust-
ment.

Additional REIT provisions

Timber gain qualified REIT income without regard to 1 year
holding period

The provision specifically includes timber gain under section
631(a) as a category of statutorily recognized qualified real estate
income of a REIT if the cutting is provided by a taxable REIT sub-
sidiary, and also includes gain recognized under section 631(b). For
purposes of such qualified income treatment under those provi-
sions, the requirement of a one-year holding period is removed.
Thus, for a example, a REIT can acquire timber property and har-
vest the timber on the property within one year of the acquisition,
with the resulting income being qualified real estate income for
REIT qualification purposes, even though such income is not eligi-
ble for long term capital gain treatment under sections 631(a) or
(b). The provision specifically provides, however, that for all pur-
poses of the Code, such income shall not be considered to be gain
described in section 1221(a)(1), that is, it shall not be treated as in-
come from the sale of stock in trade, inventory, or property held by
the REIT primarily for sale to customers in the ordinary course of
the REITSs trade or business.

For purposes of determining REIT income, if the cutting is done
by a taxable REIT subsidiary, the cut timber is deemed sold on the
first day of the taxable year to the taxable REIT subsidiary (with
subsequent gain, if any, attributable to the taxable REIT sub-
sidiary).

REIT prohibited transaction safe harbor for timber property

For sales to a qualified organization for conservation purposes, as
defined in section 170(h), the provision reduces to 2 years the
present law 4-year holding period requirement under section
857(b)(6)(D), which provides a safe harbor from “prohibited trans-
action” treatment for certain timber property sales. Also, in the
case of such sales, the safe-harbor limitations on how much may
be added, within the 4-year period prior to the date of sale, to the
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aggregate adjusted basis of the property, are changed to refer to
the 2-year period prior to the date of sale.

The provision also removes the safe-harbor requirement that
marketing of the property must be done by an independent con-
tractor, and permits a taxable REIT subsidiary of the REIT to per-
form the marketing.

The provision states that any gain that is eligible for the timber
property safe harbor is considered for all purposes of the Code not
to be described in section 1221(a)(1), that is, it shall not be treated
as income from the sale of stock in trade, inventory, or property
held by the REIT primarily for sale to customers in the ordinary
course of the REITs trade or business.

Special rules for Timber REITs

The provision contains several provisions applicable only to a
“timber REIT,” defined as a REIT in which more than 50 percent
of the value of its total assets consists of real property held in con-
nection with the trade or business of producing timber.

First, mineral royalty income from real property owned by a tim-
ber REIT and held, or once held, in connection with the trade or
business of producing timber by such REIT, is included as quali-
fying real estate income for purposes of the REIT income tests.

Second, a timber REIT is permitted to hold TRS securities with
a value up to 25 percent, (rather than 20 percent) of the value of
the total assets of the REIT.

EFFECTIVE DATE

The provision applies to taxable years beginning after the date
of enactment, but does not apply after the last day of the first tax-
able year beginning after the date of enactment.

TITLE III—ENERGY PROVISIONS

A. CREDIT FOR RESIDENTIAL AND BUSINESS WIND PROPERTY
(Sec. 301 of the bill and secs. 25D and 48 of the Code)
PRESENT LAW

Credit for residential energy efficient property

A personal tax credit is allowed for the purchase of qualified
solar electric property and qualified solar water heating property
that is used exclusively for purposes other than heating swimming
pools and hot tubs.34 The credit is equal to 30 percent of qualifying
expenditures, with a maximum credit for each of these systems of
property of $2,000 per taxable year. A 30 percent credit is also al-
lowed for the purchase of qualified fuel cell power plants. The cred-
it for any fuel cell power plant may not exceed $500 for each 0.5
kilowatt of capacity.

Qualifying solar water heating property means 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 solar electric property is property that uses solar energy

34 Sec. 25D.
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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 associated balance of plant components that (1)
converts a fuel into electricity using electrochemical means, (2) has
an electricity-only generation efficiency of greater than 30 percent.
The qualified fuel cell power plant must be installed on or in con-
nection with a dwelling unit located in the United States and used
by the taxpayer as a principal residence.

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.

Certain equipment safety requirements must 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. If less than 80 percent of the property
is used for nonbusiness purposes, only that portion of expenditures
that is used for nonbusiness purposes is taken into account.

The credit applies to expenditures after December 31, 2005, for
property placed in service prior to January 1, 2009.

Energy credit for businesses

In general

A nonrefundable, 10-percent business energy credit35 is allowed
for the cost of new property that is equipment that either (1) uses
solar energy to generate electricity, to heat or cool a structure, or
to provide solar process heat, or (2) is 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
transmission stage. Property used to generate energy for the pur-
poses of heating a swimming pool is not eligible solar energy prop-
erty.

The energy credit is a component of the general business credit 36
and as such is subject to the alternative minimum tax. An unused
general business credit generally may be carried back one year and
carried forward 20 years.37 The taxpayer’s basis in the property is
reduced by one-half of the amount of the credit claimed.3® For
projects whose construction time is expected to equal or exceed two
years, the credit may be claimed as progress expenditures are
made on the project, rather than during the year the property is
placed in service. Similarly, the credit only applies to expenditures
made after the effective date of the provision.

In general, property that is public utility property is not eligible
for the credit. Public utility property is property that is used pre-
dominantly in the trade or business of the furnishing or sale of (1)
electrical energy, water, or sewage disposal services, (2) gas
through a local distribution system, or (3) telephone service, domes-
tic telegraph services, or other communication services (other than
international telegraph services), if the rates for such furnishing or

35 Sec. 48.
36 Sec. 38(b)(1).
37Sec. 39.
38 Sec. 50(c)(3).
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sale have been established or approved by a State or political sub-
division thereof, by an agency or instrumentality of the United
States, or by a public service or public utility commission. This rule
is waived in the case of telecommunication companies’ purchases of
fuel cell and microturbine property.

Special rules for solar energy property

The credit for solar energy property is increased to 30 percent in
the case of periods after December 31, 2005 and prior to January
1, 2009. Additionally, equipment that uses fiber-optic distributed
sunlight to illuminate the inside of a structure is solar energy prop-
erty eligible for the 30-percent credit.

Fuel cells and microturbines

The business energy credit also applies for the purchase of quali-
fied fuel cell power plants, but only for periods after December 31,
2005 and prior to January 1, 2009. The credit rate is 30 percent.

A qualified fuel cell power plant is an integrated system com-
posed of a fuel cell stack assembly and associated balance of plant
components that (1) converts a fuel into electricity using electro-
chemical means, and (2) has an electricity-only generation effi-
ciency of greater than 30 percent and a capacity of at least 0.5 kilo-
watt. The credit may not exceed $500 for each 0.5 kilowatt of ca-
pacity.

The business energy credit also applies for the purchase of quali-
fying stationary microturbine power plants, but only for periods
after December 31, 2005 and prior to January 1, 2009. The credit
is limited to the lesser of 10 percent of the basis of the property
or $200 for each kilowatt of capacity.

A qualified stationary microturbine power plant is an integrated
system comprised of a gas turbine engine, a combustor, a
recuperator or regenerator, a generator or alternator, and associ-
ated balance of plant components that converts a fuel into elec-
tricity and thermal energy. Such system also includes all secondary
components located between the existing infrastructure for fuel de-
livery and the existing infrastructure for power distribution, includ-
ing 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 International Standard Organization conditions and a
capacity of less than 2,000 kilowatts.

Additionally, for purposes of the fuel cell and microturbine cred-
its, and only in the case of telecommunications companies, the gen-
eral present-law section 48 restriction that would otherwise pro-
hibit telecommunication companies from claiming the new credit
due to their status as public utilities is waived.

REASONS FOR CHANGE

The Committee believes that the promotion of viable alternative
energy sources is essential to reduce dependence of foreign oil and
to reduce the harmful impacts of fossil fuel consumption. As wind
energy is a proven and effective alternative means of electricity
generation, the Committee believes a credit for wind energy prop-
erty should be made available on similar terms to that provided for
solar electric generation under present law.
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EXPLANATION OF PROVISION

Residential wind credit

The provision provides a 30 percent credit for qualified small
wind energy property expenditures made by the taxpayer during
the taxable year. The credit is limited to $4,000 per taxable year.
Qualified small wind energy property expenditures are expendi-
tures for property that uses a qualified wind turbine to generate
electricity for use in a dwelling unit located in the U.S. and used
as a residence by the taxpayer. A qualifying wind turbine means
a wind turbine of 100 kilowatts of rated capacity or less that meets
the latest performance rating standards published by the American
Wind Energy Association.

Business wind credit

The provision provides a credit of 30 percent of the basis of quali-
fied small wind energy property placed in service during the tax-
able year. The credit is limited to $4,000 per taxable year. Quali-
fied small wind energy property is property that uses a qualified
wind turbine to generate electricity for use in the U.S. A qualifying
wind turbine means a wind turbine of 100 kilowatts of rated capac-
ity or less that meets the latest performance rating standards pub-
lished by the American Wind Energy Association. As part of the
section 48 energy credit, a basis reduction of 50 percent of the
amount of the credit applies.

EFFECTIVE DATE

The provision is effective for expenditures after December 31,
2007, for property placed in service prior to January 1, 2009.

B. LANDOWNER INCENTIVE TO ENCOURAGE ELECTRIC TRANSMISSION
BuiLp-Out

(Sec. 302 of the bill and new sec. 139B of the Code)
PRESENT LAW

Gross income includes all income from whatever source derived
unless a specific exclusion applies.39

REASON FOR CHANGE

The Committee believes that an incentive should be provided for
the build-out of electricity generated from certain alternative en-
ergy sources.

EXPLANATION OF PROVISION

The proposal provides an exclusion from gross income for any
qualified electric transmission easement payment. For purposes of
the proposal, a qualified electric transmission easement payment is
any payment by an electric utility or electric transmission entity
pursuant to an easement or other agreement granted by the payee
for the right to locate on the payee’s property transmission lines
and equipment used to transmit electricity at 230 or more kilovolts

39 Sec. 61.



37

primarily from qualified facilities described in section 45(d) (with-
out regard to any placed in service date).

EFFECTIVE DATE

The proposal is effective for payments received after the date of
enactment.

C. EXCEPTION TO REDUCTION OF RENEWABLE ELECTRICITY CREDIT
(Sec. 303 of the bill and sec. 45 of the Code)
PRESENT LAW

In general

An income tax credit is allowed for the production of electricity
at qualified facilities using qualified energy resources.4? Qualified
energy resources comprise wind, closed-loop biomass, open-loop bio-
mass, geothermal energy, solar energy, small irrigation power, mu-
nicipal solid waste, and qualified hydropower production. Qualified
facilities are, generally, facilities that generate electricity using
qualified energy resources. To be eligible for the credit, electricity
produced from qualified energy resources at qualified facilities
must be sold by the taxpayer to an unrelated person. In addition
to the electricity production credit, an income tax credit is allowed
for the production of refined coal and Indian coal at qualified facili-
ties.41

Credit amounts and credit period

In general

The base amount of the electricity production credit is 1.5 cents
per kilowatt-hour (indexed annually for inflation) of electricity pro-
duced. The amount of the credit is 2 cents per kilowatt-hour for
2007. A taxpayer may generally claim a credit during the 10-year
period commencing with the date the qualified facility is placed in
service. The credit is reduced for grants, tax-exempt bonds, sub-
sidized energy financing, and other credits.

The amount of credit a taxpayer may claim is phased out as the
market price of electricity (or refined coal in the case of the refined
coal production credit) exceeds certain threshold levels. The elec-
tricity production credit is reduced over a 3 cent phase-out range
to the extent the annual average contract price per kilowatt hour
of electricity sold in the prior year from the same qualified energy
resource exceeds 8 cents (adjusted for inflation). The refined coal
credit is reduced over an $8.75 phase-out range as the reference
price of the fuel used as feedstock for the refined coal exceeds the
reference price for such fuel in 2002 (adjusted for inflation).

Reduced credit amounts and credit periods

Generally, in the case of open-loop biomass facilities (including
agricultural livestock waste nutrient facilities), geothermal energy
facilities, solar energy facilities, small irrigation power facilities,
landfill gas facilities, and trash combustion facilities, the 10-year

40 Sec. 45.
41 Collectively, the electricity production credit, the refined coal production credit, and the In-
dian coal production credit are referred to herein as the section 45 credit.
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credit period is reduced to five years commencing on the date the
facility was originally placed in service, for qualified facilities
placed in service before August 8, 2005. However, for qualified
open-loop biomass facilities (other than a facility described in sec.
45(d)(3)(A)(i) that wuses agricultural livestock waste nutrients)
placed in service before October 22, 2004, the five-year period com-
mences on January 1, 2005. In the case of a closed-loop biomass fa-
cility modified to co-fire with coal, to co-fire with other biomass, or
to co-fire with coal and other biomass, the credit period begins no
earlier than October 22, 2004.

In the case of open-loop biomass facilities (including agricultural
livestock waste nutrient facilities), small irrigation power facilities,
landfill gas facilities, trash combustion facilities, and qualified hy-
dropower facilities the otherwise allowable credit amount is 0.75
cent per kilowatt-hour, indexed for inflation measured after 1992
(currently 1 cent per kilowatt-hour for 2007).

Credit applicable to refined coal

The amount of the credit for refined coal is $4.375 per ton (also
indexed for inflation after 1992 and equaling $5.877 per ton for
2007).

Credit applicable to Indian coal

A credit is available for the sale of Indian coal to an unrelated
third part from a qualified facility for a seven-year period begin-
ning on January 1, 2006, and before January 1, 2013. The amount
of the credit for Indian coal is $1.50 per ton for the first four years
of the seven-year period and $2.00 per ton for the last three years
of the seven-year period. Beginning in calendar years after 2006,
the credit amounts are indexed annually for inflation using 2005
as the base year; for 2007 the Indian coal credit is $1.544 per ton.

Special rules and other limitations on credit claimants and
credit amounts

In general, in order to claim the credit, a taxpayer must own the
qualified facility and sell the electricity produced by the facility (or
refined coal or Indian coal, with respect to those credits) to an un-
related party. A lessee or operator may claim the credit in lieu of
the owner of the qualifying facility in the case of qualifying open-
loop biomass facilities and in the case of closed-loop biomass facili-
ties modified to co-fire with coal, to co-fire with other biomass, or
to co-fire with coal and other biomass. In the case of a poultry
waste facility, the taxpayer may claim the credit as a lessee or op-
erator of a facility owned by a governmental unit.

For all qualifying facilities, other than closed-loop biomass facili-
ties modified to co-fire with coal, to co-fire with other biomass, or
to co-fire with coal and other biomass, the amount of credit a tax-
payer may claim is reduced by reason of grants, tax-exempt bonds,
subsidized energy financing, and other credits, but the reduction
cannot exceed 50 percent of the otherwise allowable credit. In the
case of closed-loop biomass facilities modified to co-fire with coal,
to co-fire with other biomass, or to co-fire with coal and other bio-
mass, there is no reduction in credit by reason of grants, tax-ex-
empt bonds, subsidized energy financing, and other credits.
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The credit for electricity produced from renewable sources is a
component of the general business credit.42 For alternative min-
imum tax purposes, a taxpayer’s tentative minimum tax is treated
as being zero when determining the tax liability limitation for the
section 45 credit for electricity produced from a facility (placed in
service after October 22, 2004) during the first four years of pro-
duction beginning on the date the facility is placed in service.

Special rules apply for eligible cooperatives claiming the section
45 credit. For taxable years ending after August 8, 2005, eligible
cooperatives may elect to pass any portion of the credit through to
their patrons. An eligible cooperative is defined as a cooperative or-
ganization that is owned more than 50 percent by agricultural pro-
ducers or entities owned by agricultural producers. The credit may
be apportioned among patrons eligible to share in patronage divi-
dends on the basis of the quantity or value of business done with
or for such patrons for the taxable year.

Qualified facilities
Wind energy facility

A wind energy facility is a facility that uses wind to produce elec-
tricity. To be a qualified facility, a wind energy facility must be
placed in service after December 31, 1993, and before January 1,
20009.

Closed-loop biomass facility

A closed-loop biomass facility is a facility that uses any organic
material from a plant which is planted exclusively for the purpose
of being used at a qualifying facility to produce electricity. In addi-
tion, a facility can be a closed-loop biomass facility if it is a facility
that is modified to use closed-loop biomass to co-fire with coal, with
other biomass, or with both coal and other biomass, but only if the
modification is approved under the Biomass Power for Rural Devel-
opment Programs or is part of a pilot project of the Commodity
Credit Corporation.

To be a qualified facility, a closed-loop biomass facility must be
placed in service after December 31, 1992, and before January 1,
2009. In the case of a facility using closed-loop biomass but also co-
firing the closed-loop biomass with coal, other biomass, or coal and
other biomass, a qualified facility must be originally placed in serv-
ice and modified to co-fire the closed-loop biomass at any time be-
fore January 1, 2009.

Open-loop biomass (including agricultural livestock waste nu-
trients) facility

An open-loop biomass facility is a facility that uses open-loop bio-
mass to produce electricity. For purposes of the credit, open-loop
biomass is defined as (1) any agricultural livestock waste nutrients
or (2) any solid, nonhazardous, cellulosic waste material or any
lignin material that is segregated from other waste materials and
which is derived from:

o forest-related resources, including mill and harvesting res-
idues, precommercial thinnings, slash, and brush;

42Sec. 38(b)(8).
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¢ solid wood waste materials, including waste pallets, crates,
dunnage, manufacturing and construction wood wastes, and
landscape or right-of-way tree trimming; or

e agricultural sources, including orchard tree crops, vine-
yard, grain, legumes, sugar, and other crop by-products or resi-
dues.

Agricultural livestock waste nutrients are defined as agricultural
livestock manure and litter, including bedding material for the dis-
position of manure. Wood waste materials do not qualify as open-
loop biomass to the extent they are pressure treated, chemically
treated, or painted. In addition, municipal solid waste, gas derived
from the biodegradation of solid waste, and paper which is com-
monly recycled do not qualify as open-loop biomass. Open-loop bio-
mass does not include closed-loop biomass or any biomass burned
in conjunction with fossil fuel (co-firing) beyond such fossil fuel re-
quired for start up and flame stabilization.

In the case of an open-loop biomass facility that uses agricultural
livestock waste nutrients, a qualified facility is one that was origi-
nally placed in service after October 22, 2004, and before January
1, 2009, and has a nameplate capacity rating which is not less than
150 kilowatts. In the case of any other open-loop biomass facility,
a qualified facility is one that was originally placed in service be-
fore January 1, 2009.

Geothermal facility

A geothermal facility is a facility that uses geothermal energy to
produce electricity. Geothermal energy is energy derived from a
geothermal deposit that is a geothermal reservoir consisting of nat-
ural heat that is stored in rocks or in an aqueous liquid or vapor
(whether or not under pressure). To be a qualified facility, a geo-
thermal facility must be placed in service after October 22, 2004
and before January 1, 2009.

Solar facility

A solar facility is a facility that uses solar energy to produce elec-
tricity. To be a qualified facility, a solar facility must be placed in
service after October 22, 2004, and before January 1, 2006.

Small irrigation facility

A small irrigation power facility is a facility that generates elec-
tric power through an irrigation system canal or ditch without any
dam or impoundment of water. The installed capacity of a qualified
facility must be at least 150 kilowatts but less than five
megawatts. To be a qualified facility, a small irrigation facility
must be originally placed in service after October 22, 2004, and be-
fore January 1, 2009.

Landfill gas facility

A landfill gas facility is a facility that uses landfill gas to produce
electricity. Landfill gas is defined as methane gas derived from the
biodegradation of municipal solid waste. To be a qualified facility,
a landfill gas facility must be placed in service after October 22,
2004, and before January 1, 2009.
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Trash combustion facility

Trash combustion facilities are facilities that burn municipal
solid waste (garbage) to produce steam to drive a turbine for the
production of electricity. To be a qualified facility, a trash combus-
tion facility must be placed in service after October 22, 2004 and
before January 1, 2009. A qualified trash combustion facility in-
cludes a new unit, placed in service after October 22, 2004, that in-
creases electricity production capacity at an existing trash combus-
tion facility. A new unit generally would include a new burner/boil-
er and turbine. The new unit may share certain common equip-
ment, such as trash handling equipment, with other pre-existing
units at the same facility. Electricity produced at a new unit of an
existing facility qualifies for the production credit only to the ex-
tent of the increased amount of electricity produced at the entire
facility.

Hydropower facility

A qualifying hydropower facility is (1) a facility that produced hy-
droelectric power (a hydroelectric dam) prior to August 8, 2005, at
which efficiency improvements or additions to capacity have been
made after such date and before January 1, 2009, that enable the
taxpayer to produce incremental hydropower or (2) a facility placed
in service before August 8, 2005, that did not produce hydroelectric
power (a nonhydroelectric dam) on such date, and to which tur-
bines or other electricity generating equipment have been added
after such date and before January 1, 2009.

At an existing hydroelectric facility, the taxpayer may claim cred-
it only for the production of incremental hydroelectric power. Incre-
mental hydroelectric power for any taxable year is equal to the per-
centage of average annual hydroelectric power produced at the fa-
cility attributable to the efficiency improvement or additions of ca-
pacity determined by using the same water flow information used
to determine a historic average annual hydroelectric power produc-
tion baseline for that facility. The Federal Energy Regulatory Com-
mission will certify the baseline power production of the facility
and the percentage increase due to the efficiency and capacity im-
provements.

At a nonhydroelectric dam, the facility must be licensed by the
Federal Energy Regulatory Commission and meet all other applica-
ble environmental, licensing, and regulatory requirements and the
turbines or other generating devices must be added to the facility
after August 8, 2005 and before January 1, 2009. In addition there
must not be any enlargement of the diversion structure, or con-
struction or enlargement of a bypass channel, or the impoundment
O}I; anylwithholding of additional water from the natural stream
channel.

Refined coal facility

A qualifying refined coal facility is a facility producing refined
coal that is placed in service after October 22, 2004 and before Jan-
uary 1, 2009. Refined coal is a qualifying liquid, gaseous, or solid
fuel produced from coal (including lignite) or high-carbon fly ash,
including such fuel used as a feedstock. A qualifying fuel is a fuel
that when burned emits 20 percent less nitrogen oxides and either
SO2 or mercury than the burning of feedstock coal or comparable
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coal predominantly 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. In addition, to
be qualified refined coal the fuel must be sold by the taxpayer with
the reasonable expectation that it will be used for the primary pur-
pose of producing steam.

Indian coal facility

A qualified Indian coal facility is a facility which is placed in
service before January 1, 2009, that produces coal from reserves
that on June 14, 2005, were owned by a Federally recognized tribe
of Indians or were held in trust by the United States for a tribe
or its members.

Summary of credit rate and credit period by facility type
TABLE 1.—SUMMARY OF SECTION 45 CREDIT

Credit amount for 2007 Credit period for facilities Credit period facilities

Eligible electricity prggtlﬁ‘ttl;m or coal production (cents per kilowatt-hour; ?l\)erieceﬁugrlllssterglczeogg ?)[eg?s- pée:lcsidS:HZ(S]?]rﬁ\llgfe::stefrrfrﬁ-
dollars per ton) from placed-in-service date) placed-in-service date)

Wind 2 10 10
Closed-loop biomass ... 110 10
Open-loop biomass (including agricultural

livestock waste nutrient facilities) ........ 1 25 10
Geothermal i 5 10
Solar (pre-2006 facilities only) 2 5 10
Small irrigation power 1 5 10
Municipal solid waste (including landfill

gas facilities and trash combustion fa-

cilities) 1 5 10
Qualified hydropower .........ccccocveevineeenneen. 1 N/A 10
Refined Coal 5.877 10 10
Indian Coal 1.544 37 37

LIn the case of certain co-firing closed-loop facilities, the credit period begins no earlier than October 22, 2004.
2For certain facilities placed in service before October 22, 2004, the 5-year credit period commences on January 1, 2005.
3For Indian coal, the credit period begins for coal sold after January 1, 2006.

REASONS FOR CHANGE

The Committee believes that building additional renewable en-
ergy infrastructure advances America’s environmental and energy
independence goals. The Committee believes that additional renew-
able energy infrastructure will be built if the tax incentives for re-
newable energy are better coordinated with certain federal spend-
ing programs.

EXPLANATION OF PROVISION

The provision provides an exception to the reduction in the sec-
tion 45 credit by reason of grants, tax-exempt bonds, subsidized en-
ergy financing, and other credits. Under the provision, the section
45 credit is not reduced by any loans, loan guarantees, or grants
to farmers, ranchers, or rural small businesses issued by the Sec-
retary of Agriculture under authority granted by section 9006 of
the Farm Security and Rural Investment Act of 2002 (Pub. L. No.
107-171).
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EFFECTIVE DATE

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

D. EXPANSION OF SPECIAL DEPRECIATION ALLOWANCE TO
CELLULOSIC Biomass ALcoHOL FUEL PLANT

(Sec. 311 of the bill and sec. 168(1) of the Code)
PRESENT LAW

Section 168(1) allows an additional first-year depreciation deduc-
tion equal to 50 percent of the adjusted basis of qualified cellulosic
biomass ethanol plant property. In order to qualify, the property
generally must be placed in service before January 1, 2013.

Qualified cellulosic biomass ethanol plant property means prop-
erty used in the U.S. solely to produce cellulosic biomass ethanol.
For this purpose, cellulosic biomass ethanol means ethanol derived
from any lignocellulosic or hemicellulosic matter that is available
on a renewable or recurring basis. For example, lignocellulosic or
hemicellulosic matter that is available on a renewable or recurring
basis includes bagasse (from sugar cane), corn stalks, and
switchgrass.

The additional first-year depreciation deduction is allowed for
both regular tax and alternative minimum tax purposes for the
taxable year in which the property is placed in service. The addi-
tional first-year depreciation deduction is subject to the general
rules regarding whether an item is deductible under section 162 or
subject to capitalization under section 263 or section 263A. The
basis of the property and the depreciation allowances in the year
of purchase and later years are appropriately adjusted to reflect
the additional first-year depreciation deduction. In addition, there
is no adjustment to the allowable amount of depreciation for pur-
poses of computing a taxpayer’s alternative minimum taxable in-
come with respect to property to which the provision applies. A tax-
payer is allowed to elect out of the additional first-year deprecia-
tion for any class of property for any taxable year.

In order for property to qualify for the additional first-year de-
preciation deduction, it must meet the following requirements. The
original use of the property must commence with the taxpayer on
or after December 20, 2006. The property must be acquired by pur-
chase (as defined under section 179(d)) by the taxpayer after De-
cember 20, 2006, and placed in service before January 1, 2013.
Property does not qualify if a binding written contract for the ac-
quisition of such property was in effect on or before December 20,
2006.

Property that is manufactured, constructed, or produced by the
taxpayer for use by the taxpayer qualifies if the taxpayer begins
the manufacture, construction, or production of the property after
December 20, 2006, and the property is placed in service before
January 1, 2013 (and all other requirements are met). Property
that is manufactured, constructed, or produced for the taxpayer by
another person under a contract that is entered into prior to the
manufacture, construction, or production of the property is consid-
ered to be manufactured, constructed, or produced by the taxpayer.
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Property any portion of which is financed with the proceeds of a
tax-exempt obligation under section 103 is not eligible for the addi-
tional first-year depreciation deduction. Recapture rules apply if
the property ceases to be qualified cellulosic biomass ethanol plant
property.

Property with respect to which the taxpayer has elected 50 per-
cent expensing under section 179C is not eligible for the additional
first-year depreciation deduction.

REASONS FOR CHANGE

The Committee believes that the expensing provision should in-
clude any cellulosic biomass alcohol and not be limited to ethanol.
Additionally, the Committee believes that the provision should not
be limited to certain processes.

EXPLANATION OF PROVISION

The provision changes the definition of qualified property. Under
the provision, qualified property includes property used solely to
produce cellulosic biomass alcohol. Cellulosic biomass alcohol is de-
fined as any alcohol produced by any process from any
lignocellulosic or hemicellulosic matter that is available on a re-
newable or recurring basis.

EFFECTIVE DATE

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

E. CrREDIT FOR PRODUCTION OF CELLULOSIC BIOMASS ALCOHOL
(Sec. 312 of the bill and sec. 40 of the Code)
PRESENT LAW

In the case of ethanol, the Code provides a separate 10-cents-per-
gallon credit for up to 15 million gallons per year for small pro-
ducers, defined generally as persons whose production capacity
does not exceed 60 million gallons per year. The ethanol must (1)
be sold by such producer to another person (a) for use by such
other person in the production of a qualified alcohol fuel mixture
in such person’s trade or business (other than casual off-farm pro-
duction), (b) for use by such other person as a fuel in a trade or
business, or, (c) who sells such ethanol at retail to another person
and places such ethanol in the fuel tank of such other person; or
(2) used by the producer for any purpose described in (a), (b), or
(c). A cooperative may pass through the small ethanol producer
credit to its patrons. The credit is includible in income and is treat-
ed as a general business credit, subject to the ordering rules and
carryforward/carryback rules that apply to business credits gen-
erally. The alcohol fuels tax credit, of which the small producer
credit is a part, is scheduled to expire after December 31, 2010.

Under the Renewable Fuels Standard Program all renewable fuel
produced or imported on or after September 1, 2007 must have a
renewable identification number (RIN) associated with it. Pro-
ducers and importers must generate RINs to represent all the re-
newable fuel they produce or import and provide those RINs to the
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EPA. For cellulosic ethanol, 2.5 RINs are generated for every gal-
lon produced.

REASONS FOR CHANGE

The Committee believes that the development of fuels from cel-
lulosic materials, such as corn stover, switchgrass, and other or-
ganic materials that can be grown anywhere, is a significant com-
ponent in establishing the nation’s energy independence. Tax in-
centives are an important part of taking this industry from the
level of demonstration projects into a practical and competitive fuel
source. To encourage new production capacity for this fuel, the pro-
vision provides a new per-gallon incentive for cellulosic alcohol fuel
producers.

EXPLANATION OF PROVISION

The provision provides an income tax credit for up to 60 million
gallons of qualified cellulosic fuel production of the producer for the
taxable year. The amount of the credit per gallon is $1.28 less the
credit amount for alcohol fuel and the credit amount for small eth-
anol producers as of the date the cellulosic alcohol fuel is produced.
This credit is in addition to any credit that may be available under
section 40 of the Code. A small cellulosic alcohol fuel producer is
not precluded from also claiming the alcohol or alcohol fuel mixture
credit, or the small ethanol producer credit, if the requirements for
those credits are also met. For example, in the case of a gallon of
ethanol, a small producer may be able to claim 50 cents as a cel-
lulosic alcohol producer, plus 51 cents under the alcohol fuel mix-
ture credit, and an additional 10 cents as a small ethanol producer.

Qualified cellulosic fuel production is any cellulosic alcohol which
is produced by a small cellulosic alcohol fuel producer during the
taxable year which is sold by such producer to another person (a)
for use by such other person in the production of a qualified alcohol
fuel mixture in such person’s trade or business (other than casual
off-farm production), (b) for use by such other person as a fuel in
a trade or business, or, (c) who sells such alcohol at retail to an-
other person and places such alcohol in the fuel tank of such other
person; or (2) used by the producer for any purpose described in (a),
(b), or (c).

Cellulosic alcohol is alcohol that is produced in the United States
and is derived from any lignocellulosic or hemicellulosic matter
that is available on a renewable or recurring basis. Examples of
lignocellulosic or hemicellulosic matter that is available of a renew-
able or recurring basis includes dedicated energy crops and trees,
wood and wood residues, plants, grasses, agricultural residues, fi-
bers, animal wastes and other waste materials, and municipal solid
waste.

Generally, a small cellulosic alcohol fuel producer is a cellulosic
alcohol producer whose production capacity does not exceed 60 mil-
lion gallons.

The small cellulosic alcohol producer credit is limited to domestic
production. Only domestically produced cellulosic alcohol sold for
use, or used, in the United States qualifies for the credit.

The small cellulosic alcohol producer credit terminates on April
1, 2015.
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EFFECTIVE DATE

The provision is effective for alcohol produced after December 31,
2007.

F. EXTENSION OF SMALL ETHANOL PRODUCER CREDIT
(Sec. 313 of the bill and sec. 40 of the Code)
PRESENT LAW

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, 2010.43

Taxpayers are eligible for an income tax credit of 51 cents per
gallon of ethanol (60 cents in the case of alcohol other than eth-
anol) used in the production of a qualified mixture (the “alcohol
mixture credit”). A “qualified mixture” means a mixture of alcohol
and gasoline, (or of alcohol and a special fuel) sold by the taxpayer
as fuel, or used as fuel by the taxpayer producing such mixture.
The term “alcohol” includes methanol and ethanol but does not in-
clude (1) alcohol produced from petroleum, natural gas, or coal (in-
cluding peat), or (2) alcohol with a proof of less than 150.

Taxpayers may reduce their income taxes by 51 cents for each
gallon of ethanol, which is not in a mixture with gasoline 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 alcohol cred-
it”). For alcohol other than ethanol, the rate is 60 cents per gal-
lon.44

In the case of ethanol, the Code provides an additional 10-cents-
per-gallon credit for up to 15 million gallons per year for small pro-
ducers. Small producers are defined generally as persons whose
production capacity does not exceed 60 million gallons per year.
The ethanol must (1) be sold by such producer to another person
(a) for use by such other person in the production of a qualified al-
cohol fuel mixture in such person’s trade or business (other than
casual off-farm production), (b) for use by such other person as a
fuel in a trade or business, or, (¢) who sells such ethanol at retail
to another person and places such ethanol in the fuel tank of such
other person; or (2) be used by the producer for any purpose de-
scribed in (a), (b), or (c). A cooperative may pass through the small
ethanol producer credit to its patrons.

The alcohol fuels credit is includible in income and is treated as
a general business credit, subject to the ordering rules and
carryforward/carryback rules that apply to business credits gen-
erally. The credit is allowable against the alternative minimum
tax.

REASONS FOR CHANGE

The Committee believes that as the ethanol industry continues
to mature, it is appropriate to encourage small producers to con-

43The alcohol fuels credit is unavailable when, for any period before January 1, 2011, the tax
rates for gasoline and diesel fuels drop to 4.3 cents per gallon.

44In 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 37.78 cents.
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tinue to participate in such industry. Therefore, the bill extends the
small ethanol producer credit for an additional two years.

EXPLANATION OF PROVISION

The provision extends the small ethanol producer component of
the alcohol fuels credit for an additional two years (through Decem-
ber 31, 2012).

EFFECTIVE DATE

The provision is effective on the date of enactment.

G. CREDIT FOR PRODUCERS OF FOSSIL-FREE ALCOHOL
(Sec. 314 of the bill and sec. 40 of the Code)
PRESENT LAW

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, 2010.45

Taxpayers are eligible for an income tax credit of 51 cents per
gallon of ethanol (60 cents in the case of alcohol other than eth-
anol) used in the production of a qualified mixture (the “alcohol
mixture credit”). A “qualified mixture” means a mixture of alcohol
and gasoline, (or of alcohol and a special fuel) sold by the taxpayer
as fuel, or used as fuel by the taxpayer producing such mixture.
The term “alcohol” includes methanol and ethanol but does not in-
clude (1) alcohol produced from petroleum, natural gas, or coal (in-
cluding peat), or (2) alcohol with a proof of less than 150.

Taxpayers may reduce their income taxes by 51 cents for each
gallon of ethanol, which is not in a mixture with gasoline 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 alcohol cred-
it”). For alcohol other than ethanol, the rate is 60 cents per gal-
on.46

In the case of ethanol, the Code provides an additional 10-cents-
per-gallon credit for up to 15 million gallons per year for small pro-
ducers. Small producer is defined generally as a producer whose
production capacity does not exceed 60 million gallons per year.
The ethanol must (1) be sold by such producer to another person
(a) for use by such other person in the production of a qualified al-
cohol fuel mixture in such person’s trade or business (other than
casual off-farm production), (b) for use by such other person as a
fuel in a trade or business, or, (¢) who sells such ethanol at retail
to another person and places such ethanol in the fuel tank of such
other person; or (2) be used by the producer for any purpose de-
scribed in (a), (b), or (c). A cooperative may pass through the small
ethanol producer credit to its patrons.

The alcohol fuels credit is includible in income and is treated as
a general business credit, subject to the ordering rules and

45The alcohol fuels credit is unavailable when, for any period before January 1, 2011, the tax
rates for gasoline and diesel fuels drop to 4.3 cents per gallon.

46In 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 37.78 cents.
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carryforward/carryback rules that apply to business credits gen-
erally. The credit is allowable against the alternative minimum
tax.

REASONS FOR CHANGE

The production of ethanol consumes a significant amount of fossil
fuel. To encourage the use of alternative fuels in that production
process, the Committee believes it is appropriate to provide an ad-
ditional credit to small producers of ethanol that displace 90 per-
cent of the fossil-fuel use with bio-based fuels.

EXPLANATION OF PROVISION

The provision adds a new component to the alcohol fuels credit,
the small fossil-free alcohol producer credit. The credit provides an
additional 25-cents-per-gallon credit for up to 60 million gallons of
alcohol produced at a fossil-free facility during the calendar year
for small producers. Small producer is defined generally as a pro-
ducer whose fossil-free alcohol production capacity does not exceed
60 million gallons per year. A fossil-free facility is one at which 90
percent of the fuel used in the production of alcohol at such facility
is from biomass as defined in sec. 45K(c)(3).

The alcohol must (1) be sold by such producer to another person
(a) for use by such other person in the production of a qualified al-
cohol fuel mixture in such person’s trade or business (other than
casual off-farm production), (b) for use by such other person as a
fuel in a trade or business, or, (¢) who sells such ethanol at retail
to another person and places such ethanol in the fuel tank of such
other person; or (2) used by the producer for any purpose described
in (1)(a), (b), or (c). Only domestically produced alcohol, sold for use
or used in the United States qualifies for the credit. A cooperative
may pass through the small producer credit to its patrons.

The credit terminates after December 31, 2012.

EFFECTIVE DATE

The provision is effective after December 31, 2007.

H. MODIFICATION OF ALCOHOL CREDIT
(Sec. 315 of the bill and secs. 40, 6426 and 6427 of the Code)

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, 2010.47

Taxpayers are eligible for an income tax credit of 51 cents per
gallon of ethanol (60 cents in the case of alcohol other than eth-
anol) used in the production of a qualified mixture (the “alcohol
mixture credit”). A “qualified mixture” means a mixture of alcohol
and gasoline, (or of alcohol and a special fuel) sold by the taxpayer
as fuel, or used as fuel by the taxpayer producing such mixture.
The term “alcohol” includes methanol and ethanol but does not in-

47The alcohol fuels credit is unavailable when, for any period before January 1, 2011, the tax
rates for gasoline and diesel fuels drop to 4.3 cents per gallon.
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clude (1) alcohol produced from petroleum, natural gas, or coal (in-
cluding peat), or (2) alcohol with a proof of less than 150.

Taxpayers may reduce their income taxes by 51 cents for each
gallon of ethanol, which is not in a mixture with gasoline 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 alcohol cred-
{t”). For alcohol other than ethanol, the rate is 60 cents per gal-
on.48

In the case of ethanol, the Code provides an additional 10-cents-
per-gallon credit for up to 15 million gallons per year for small pro-
ducers. Small producer is defined generally as persons whose pro-
duction capacity does not exceed 60 million gallons per year. The
ethanol must (1) be sold by such producer to another person (a) for
use by such other person in the production of a qualified alcohol
fuel mixture in such person’s trade or business (other than casual
off-farm production), (b) for use by such other person as a fuel in
a trade or business, or, (¢) who sells such ethanol at retail to an-
other person and places such ethanol in the fuel tank of such other
person; or (2) used by the producer for any purpose described in (a),
(b), or (c). A cooperative may pass through the small ethanol pro-
ducer credit to its patrons.

The alcohol fuels credit