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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides a description of present-law Federal income tax
provisions relating to the electric power industry and a discussion
of related legal and economic issues.

This pamphlet is in response to a request (April 14, 1997) from
Senator Frank Murkowski, Chairman, Senate Committee on En-
ergy and Natural Resources, for materials explaining the principal
current Federal income tax provisions specifically relating to the
electric power industry, including matters for investor-owned, pub-
licly-owned and cooperatively-owned utilities and for non—utlhty
generators and other participants in the electric power industry.

Part I of the pamphlet is a summary. Part II is a description of
present-law Federal income tax provisions affecting electric service
providers. Part III is a discussion of economic and tax issues agsoci-
ated with electric power industry restructuring. Appendix A pro-
vides data relating to Figures 1-4. Appendix B is the letter request
from Senator Murkowski.

1This pamphlet may be cited as follows: Joint Committee on Taxatmn,.Fe‘Eeral Incbme Tax
Issues Arising in Connection with Proposals to Restructure the Electric Power Industry (JCS—
20-97), Qctober 17, 1997,
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I. SUMMARY

In 1996, production and use of electricity comprised 35 percent
of total energy consumption in the United States and constituted
2.8 percent of gross domestic product (“GDP”). In residential and
commercial non-transportation uses, electricity comprised 66 per-
cent of total energy use, while electricity accounted for 33 percent
of the energy used by industry. The residential sector is the largest
end-user of electricity, consuming 35 percent of all electricity
consumed in 1996. The industrial sector consumed 33 percent of
electricity while commercial users consumed 29 percent.

The electric power industry generally is comprised of three types
of electric utilities—investor-owned utilities (“IOUs”), publicly
owned utilities (“public power”), and electric cooperatives (“co-
ops”)—and of certain non-utility (“independent power”) producers.
In 1995, I0Us provided 76 percent of final electricity sales, public
power 14 percent, and co-ops 8 percent. The provision of electricity
involves four distinct functions: generation, transmission, distribu-
tion, and retail sales. “Generation” involves the creation of elec-
tricity. The “transmission” of electricity refers to the transportation
of electricity from generation sites to distribution centers. The “dis-
tribution” of electricity refers to the transportation of electricity
from distribution centers to customers’ homes and businesses. The
“retailing” function involves metering and billing final customers.
Retailing also may require the retailer to contract with generators
and owners of transmission and distribution systems for the provi-
gion of electricity. Most electricity is provided by vertically inte-
grated suppliers that perform each of the four functions of genera-
tion, transmission, distribution, and retailing.

Current proposals to restructure the electric power industry by
eliminating or reducing both its vertical integration and rate regu-
lation aspects raise significant Federal tax, and related economic,
issues. This pamphlet describes present-law Federal income tax
provisions applicable to the electric power industry, and discusses
the major issues raised by these restructuring proposals.

A, Tax Provisions Affecting Both Investor-Owned and Mu-
nicipal Electric Service Providers: Tax-Exempt Financing

Interest on debt incurred by States or local governments is ex-
cluded from the income of the lender if the proceeds of the borrow-
ing are used to carry out governmental functions of those entities
and the debt is repaid with governmental funds of the entities. In-
terest on bonds that nominally are issued by States or local govern-
ments, the proceeds of which are used (directly or indirectly) by a
private person and payment of which is derived from funds of such
a private person (“private activity bonds”) is taxable unless the
purpose of the borrowing is approved specifically in the Internal
Revenue Code (the “Code”) or in another provision of a revenue
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Act. The term “private person” includes the Federal Government
and all other individuals and entities other than States or local
governments. It does not include natural persons who are not act-
ing in a trade or business.

The provision of electric service (generatlon transmission, dis-
tribution, and retailing) is a governmental activity eligible for fi-
nancing with governmental tax-exéempt bonds when the financed
facilities are used by and paid for by a State or local government
entity (e.g., by public power). As with other governmental activi-
ties, pubhc power also is eligible for limited tax-exempt financing
~of Workmg capital costs (e.g., salaries of employees and similar ex-
penses). Except as described below, private IOU and co-op electric

-service providers generally are not ehglble for tax—exempt ﬁnancmg‘ L

‘of their facilities. ST e e P S e T i b
If public power entities elect to partlclpate in State open access

industry restructuring plans where public and private business -

electric systems. are integrated, interest on outstanding tax-exempt

‘bonds of the public power entities may become retroactively taxable

unless the issuers of the bonds qualify for and avail themselves .of

certain administrative relief provided in Treasury Department reg~.‘

. ulations. In addition, pubhc power fac111t1es that are used in a

' manner violating the Code s restrictions on issuance of tax:
bonds to benefit pnvate persons w111 be 1 ‘ehglble for r fut" re A%
: empt ﬁnancmg L '

B Additional Tax Provisi

a _Cost recovery of property used i he pr
' m;sswn, and d:stnbutwn of electricity

‘A taxpayer generally must capitalize the cost “of | propert

~a trade or business and is allowed to recover the cost over tlmew,-_ S

through allowances for deprematlon or amortization. Cost Yecovery
-rules for ratemaking and Federal income tax purposes are impor-
‘tant to electric utilities because of the cap1ta1—1nten51ve nature of
the industry. The metheds used by IOUs generally recover the cost

of public utility property more rapidly for Federal income tax pur- ~
poses than the rnethods used for ratemakmg or financ1a1 account- SR

ing purposes. = -

In order for public utility property to be e11g1ble for the more fa—
vorable depreciation allowances available for Federal income tax
purposes (relative to the depreciation allowances used for rate:
making or financial statement purposes), the tax benefits of accel-
erated depreciation must be “normalized” in setting rates charged
by utilities to customers and in reflecting operating results in regu-
lated books of account. The normalization method of accounting
generally spreads the tax benefits of accelerated depreciation over
the regulatory life of the property and results in higher utility
rates in the early years of the property’s life and lower utility rates
in t}clle later years than the rates that otherwise would have ac-
crue

One of the goals of the proposals to restructure the electric power
industry is to eliminate rate regulation and to introduce competi-
tion in the provision of generation and perhaps transmission, dis-
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tribution, and retailing services. It is anticipated that competition
will reduce the rates consumers pay for electric services. A reduc-
tion in the rates for electric services will decrease the value of the
existing assets used to produce such services. The extent to which
the book or regulatory value of electric utility property exceeds its
fair market value after restructuring is sometimes referred to as a
“stranded costs.” These costs are considered “stranded” because the
electric service provider had anticipated recovering the full cost of
the property under the ratemaking process when the property was
placed in service and such recovery is unlikely in an unregulated
environment. Proposals to restructure the electric power industry
often address the difficult issue of how to allow a utility to recover
its stranded costs.

Because of the accelerated depreciation allowances, the adjusted
tax basis of electric utility property generally is lower than its book
or regulatory value. Thus, the fair market value of this property
after deregulation may equal or exceed its adjusted tax basis, re-
sulting in no “stranded costs” for tax purposes. However, in some
instances, the adjusted tax basis of property will exceed its fair
market value after the deregulation of the industry. There are no
special tax provisions that generally would allow the immediate re-
covery of such stranded costs. In order to recover the adjusted basis
of depreciable property, the taxpayer generally must abandon the
property or show its obsolescence. Because it is contemplated that
most electric utility property subject to industry restructuring will
remain in operation, a one-time recovery of the adjusted tax basis
upon deregulation would not be allowed under present law. In ad-
dition, except in some limited cases, electric service providers will
continue to depreciate the property in the same manner after the
restructuring of the industry as before the restructuring.

The restructuring of the electric power industry also raises sev-
eral issues with respect to the normalization method of accounting.
If an entire electric utility is deregulated, the IOU will no longer
be subject to ratemaking processes and thus the Code normaliza-
tion requirements will no longer apply. If only a portion of the elec-
tric utility’s services are deregulated (e.g., the generation and
transmission services, but not the distribution services), then a por-
tion of the utility’s property will remain public utility property sub-
ject to the normalization requirements and the remainder will not.
In such instances, it appears that it is the position of the Internal
Revenue Service that for purposes of the normalization require-
ments, the public utility commission with regulatory authority over
the remaining regulated services cannot reduce rates for these
services by any current or deferred tax benefits related to the de-
regulated property.

The method by which the electric power industry is restructured
may affect the application of the normalization method of account-
ing. If a public utility commission decides to transition into deregu-
lation, the determination of whether or not certain property is pub-
lic utility property may be difficult. For example, if a public utility
commission allows an IQU to recover a portion of the stranded
costs applicable to certain deregulated property, it is unclear the
extent to which such property is public utility property subject to
the normalization method of accounting.
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Other tax provisions of industry concern

-~ A number of additional provisions affect IOUs, either because
they provide rules specifically applicable to utilities, or because
they govern the Federal income tax treatment of transactions in
which IOUs are likely to engage. Restructuring of the electric
power .industry could affect a number of these provisions. Some
provisions, such as the provision allowing for the deduction of cer-
* tain deposits to nuclear decommissioning funds, assume a regu-
latory framework and may need to be modified if regulation will no
longer apply. Provisions governing other transactions may not be
affected directly, but may become significantly more common (such
as cancellation of supply contracts) or less common (such as con-
servation payments) as a result of restructuring. It may be appro-
priate to reconsider these provisions in light of the potential change
in their frequency of use that may result from electric power indus-
try restructuring. ‘ : ' C '

Deferred tax accounts: financial, regulatory, and tax ac-
countingissues . 0
A -deferred tax account is required whenever temporary dif-
ferences exist between Federal income tax accounting and the fi-
nancial accounting treatment of an item. Where the difference will
result in taxable amounts in the future, a deferred tax liability is
created. Where the difference will result in deductible amounts in
the future, as well as where there is an anticipated reduction in
future tax liability attributable to the carryforward of items such
as net operating losses and tax credits a deferred tax asset is cre-
ated. Although it may create numérous indirect effects on the de-
ferred tax accounts, restructuring is not expected to affect directly
the balances in these accounts. ' . .

General corporate restructuring tax issues

Electric power industry restructuring proposals could result in
significant reorganization of businesses currently owned by I0Us.
For example, an IOU that has owned generation, transmission, and
distribution facilities may dispose of some or all of these facilities.
In some cases, all the assets and activities of a segment of the busi-
ness may be disposed of. In other cases, businesses and assets
might be combined with those of other service providers in new
ventures. Some ventures also may involve transfers or participa-
tion between tax-exempt and taxable entities.

The disposition or combination of businesses and assets can be
structured in various ways, producing various tax results. Assets or
businesses may be disposed of for cash or otherwise in taxable
transactions. If certain continued stock ownership requirements are
- met, transactions also may be structured in a form that is not im-
mediately taxable. Partnerships alsc may be utilized to combine
corporate activities or readjust the future interests of contributing
partners in those activities. There may be limitations on the future
use of existing losses at the corporate level if more than 50 percent
of the corporate stock changes hands. Also, certain acquisitions
that are part of a plan or series of related transactions may result
in corporate level tax in connection with certain corporate “spin-off’
transactions in which a corporate business is distributed to share-
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holders as a separate corporation. Some of the corporate restructur-
ing described above may be inhibited by the Public Utility Holding
Company Act of 1935, which restricts combined ownership of I0Us
in different States.

Generally, the various corporate reorganization provisions of
present law apply to IOUs in the same manner as other entities.
Special dividends paid and dividends received deduction provisions
relate to certain public utility preferred stock issued before October
1, 1942, or issued after that date for specified purposes, might be
implicated in certain types of readjustments. '

C. Tax Provisions Affecting Electric Cooperatives

Under present law, rural electric cooperatives are exempt from
Federal income tax if at least 85 percent of the cooperatives’ in-
come consists of amounts collected from members for the sole pur-
pose of meeting losses and expenses of providing service to the
members. With electric power industry restructuring, it is not clear
that a rural electric cooperative can be assured that it will receive
at least 85 percent of its income from its members because fees
that the cooperative receives for wheeling electricity through its
system and sales of surplus electricity will not be income from
members.

D. Special Energy Tax Incentive Provisions

Under present law, tax credits are allowed for (1) the production
of electricity from either qualified wind energy or qualified “closed-
loop” biomass facilities, and (2) a portion of the cost of qualified
solar and geothermal energy property. The production credit for
electricity produced from wind and closed-loop biomass facilities
equals 6.4 cents (in 1997) per kilowatt hour of electricity produced
from these qualified sources during the 10-year period after the fa-
cility is placed in service, for qualified facilities placed in service
before July 1, 1999. The credit for solar and geothermal energy
property is a nonrefundable business energy tax credit equal to 10
percent of the cost of qualified solar and geothermal energy prop-
erty. This credit is permanent.

E. Economic and Tax Issues Associated with Electric Power
Industry Restructuring

Eeonomic issues raised by restructuring of the eleciric power
industry

Policymakers long have viewed the existence of natural monopoly
as justification for regulation or public provision of electricity to
protect consumer interests from monopoly pricing. More recently,
analysts have argued that to the extent that the provision of elec-
tricity has the characteristics of natural monopoly, it is not because
there are the characteristics of natural monopoly present in each
of the four functions (generation, transmission, distribution, and re-
tailing). They note that economies of scale are not so great in gen-
eration as to necessitate one generator per region. Likewise, they
argue that the retail sale, metering, and billing of electricity does
not require a single metering and billing agent. This has led some
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to suggest that either the generation or retailing functions of the
provision of electricity could be restructured and opened to market
competition to the benefit of consumers. _ _

The rationale for restructuring is that competitive markets pro-
vide goods and services at the least cost to consumers. By injecting
competition into either the generation function or retailing func-
tion, some of the inefficiencies of the present system may be elimi-
nated with the benefits ultimately flowing to consumers. Moving
from regulated, average ¢ost pricing, to competitive market pricing
generally will change consumers’ electric bills. There is no guaran-
tee that all consumers’ bills will fall. Some may view these benefits
of restructuring as being distributed inequitably. On the other
hand, the current distribution of prices across consumers may be
inequitable.

If restructuring leads to changes in prices or new entry to the
market for the provision of electricity, the value of existing assets
used to provide electricity may change. Some may view the result-
ing pattern of gains and losses in asset values as inequitable. In
a regulated environment, where rates have been set on a cost of
service basis, utilities have had the assurance of recapturing asset
values by means of a regulatorily established “fair” rate of return
that is based on the historical costs of these investments. In the
competitive environment, it is widely acknowledged that prices for
electricity to some consumers will be lower than those currently set
through the regulatory process, and that the market value of cer-
tain assets will be lower than their historical costs on the books for
ratemaking purposes. As described above, the difference in the
market value of these assets relative to their value in the rate-
making process has commonly come to be called “stranded costs.”
Many observers feel that the recovery of stranded costs should be
allowed on the grounds that there was a “regulatory compact” that
provided that “prudently” incurred costs would be recoverable in
the ratemaking process in exchange for the provision of service at
regulated rates to everyone in the service territory.

While restructuring creates “stranded costs,” the true economic
costs that give rigse to “stranded costs” have already been incurred.

'That is, stranded costs are not a true aggregate economic cost of
restructuring, but rather represent simply a calculation of the
value of the true economic losses from past investments. From the
standpoint of society as a whole, they are irretrievable losses, and
the debate over stranded costs is simply a debate over who should
bear these costs in a transition to competition. Whether the share-
holders and bondholders of the IOUs, co-ops, and public power enti-
ties should bear these costs, or whether the existing customer base
on behalf of whom the costs were incurred or future customers,
should bear these costs, is a debate as to what is “fair.” However,
the manner in which these costs are assigned, as opposed to whom
they are allocated, might have important implications for the eco-
nomically efficient operation of electricity markets.

Other tax issues raised by the restructuring of the electric
power industry

Public power entities are not subject to the corporate income tax
and may use tax-exempt bonds to help finance their investments.
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Cooperatives, which are owned by the patrons of the system, are
accorded pass-through status for Federal income tax purposes. In
certain circumstances, the dividends received by individual tax-
payers may be excludable from taxable income at the member level
as well as excludable at the entity level. Cooperatives’ investments
also benefit from favorable loans from the Federal Government.
The cost of capital of both types of entities is lower than it would
be if they were subject to éorporate income tax. e

Because tax-exempt financing lowers the cost of debt capital, en-
tities that receive tax-exempt financing may rely more heavily on
debt finance than other electric service providers. Loss of the abil-
ity to use tax-exempt financing may cause the affected entities te
adjust their financial structure in the long run. If certain electric
service providers were permitted to retain their ability to receive
tax-exempt financing in a competitive marketplace, those providers
might have a considerable cost advantage over other competitors in
a deregulated market.

Similarly, the cost of both equity and debt capital may be more
favorable for cooperatives than that of many IQUs. One of the pol-
icy reasons behind the creation of these favorable financing sources
for cooperatively owned utilities was to offset the higher cost of pro-
viding service in certain areas. These high costs generally were
attributable to the distribution and retailing of the electricity in
rural areas, rather than in the generation of electricity. If under a
restructuring plan, cooperatively owned electric power generating
facilities retain favorable costs of equity and debt capital they may
gain a cost advantage over other competing facilities.

The Code provides certain income tax incentives for the produc-
tion of electricity by specified means, such as by wind, solar, or
“closed loop” biomass facilities. Such special provisions may be jus-
tified on various grounds (e.g., they produce less pollution, reduce
U.S. reliance on foreign energy), but these provisions represent a
departure from the purely competitive model, where prices are de-
termined solely by the workings of the market place, rather than
being influenced by government intervention that favors particular
activities. If these special tax incentives are designed to overcome
specific market failures, they may result in more socially efficient
economic outcomes. These special tax incentives are not part of the
“regulatory framework,” however, and they are not necessarily
jeopardized by the restructuring proposals under consideration.

Under present law, special tax treatment is allowed for set-asides
for the future decommissioning of nuclear power plants. The ration-
ale for this provision of current law is to assure that there is ade-
quate funding available for the high cost of decommissioning these
plants at the end of their useful life. Under competition, there may
still be a compelling public policy rationale for some form of re-
quired set-asides for the decommissioning of the nuclear plants.




II. FEDERAL INCOME TAX PROVISIONS AFFECTING
ELECTRIC SERVICE PROVIDERS '

A. Tax Provisions Affecting Boith Investor-Owned and
Municipal Electiric Service Providers: Tax-Exempt Financ-
ing

1. Present Law

In general

Interest on debt? incurred by States or local governments is ex-
cluded from income if the proceeds of the borrowing are used to
carry out governmental functions of those entities and the debt is
repaid with governmental funds (sec. 103).3 Interést on bonds that
‘nominally are issued by States or local governments, but the pro-
ceeds of which are used (directly or indirectly) by a private person
and payment of which is derived from funds of such a private per-
son (“private activity bonds”) is taxable unless the purpose of the
borrowing is approved specifically in the Code or in another provi-
sion of a revenue Act. The term “private person” includes the Fed-
eral Government and all other individuals and entities other than
States or local governments.# The term does not include natural
persons who are not acting in a trade or business. @

. The general structure of the rules for determining whether a tax-
wexempt bond is a governmental or a private activity bond were es-
tablished in 1968. The Tax Reform Act of 1986 (the “1986 Act™) fur-
ther restricted the amount of private use that may be financed be-
fore a State or local government bond is classified as a private ac-
tivity bond, and enacted extensive additional restrictions on tax-ex-
empt financing generally. '

The provision of electric service (generation, transmission, dis-
tribution, and retailing) is an activity eligible for financing with
governmental tax-exempt bonds when the financed facilities are
used by and paid for by a State or local governmental entity (e.g.,
“public power”).5 As with other governmental activities, pubﬁc
power entities also are eligible for limited tax-exempt financing of
-working capital costs (e.g., salaries of employees and similar ex-

?Hereinafter referred to as “State or local government bonds,” even though not all tax-exempt
g:b:;l 1)‘esu1ts in issuance of a formal bond (e.g., installment sales agreements are treated as

nds). .

3Interest on this debt is included in calculating the “adjusted current earnings” preference
of the corporate alternative minimum tax.

4Interest on Federal debt is taxable, but unlike most State or local %:lvemment debt, Federal
debt benefits from the Federal Government’s antee of r:ﬁayment. e Code includes limited
exceptions allowing the combination of these benefits, generally for programs that were in exist-
ence before enactment of the Tax Reform Act of 1984. One such exception allows certain tax-
exempt financing of State or local government facilities which transit and distribute electric
power supplied by the Bonneville Power Authority, a Federal instrumentality. ) )

$Code section 115 also exempts the income that States and local governments derive from the
operation of public power systems as governmental activities. Questions may arise regarding
continued tax-exemption of income of public power if these entities enter into private business
arrangements in competition with I0Us. .

(9
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penses). Except as described below, I0Us and co-op electric service
providers generally are not eligible for tax-exempt financing of
their facilities. With the exception of certain charitable organiza-
tions that are described in Code section 501(c)3), private busi-
nesses are not eligible to finance working capital costs with tax-ex-
empt bonds (except with proceeds of a permitted 5-percent “bad
money” portion of a bond issue which may be used for any type of
expenditure). § o ABRL AR SR WPE

Classification of bonds as private activity bonds

Present law provides two tests for determining whether a State
or local government bond is in substance a private activity bond
(sec. 141(b} and (c)). :

Private business test.—Private business use and private pay-
ments result in State or local government bonds being private ac-
tivity bonds if both parts of a two-part private business test are
satisfied—

(1) More than 10 percent of the bond proceeds is to be used
(directly or indirectly) by a private business (the “private busi-
ness use test”); and

(2) More than 10 percent of the debt service on the bonds is
secured by an interest in property to be used in a private busi-
ness use or to be derived from payments in respect of such
property (the “private payment test”).

The 10-percent private business use and payment threshold is re-
duced to five percent for private business uses that are unrelated
to a governmental purpose also being financed with proceeds of the
bond issue. For example, a privately operated cafeteria in a govern-
ment office building financed as part of the building’s construction
could represent a related private business use. On the other hand,
a separate, private manufacturing facility financed with proceeds of
the same bond issue would constitute an unrelated private busi-
ness use of bond proceeds. Additionally, as described more fully
below, since enactment of the 1986 Act, the 10-percent private
business use and private payment thresholds are phased-down for
larger bond issues for the financing of certain “output” facilities.

Private business use generally includes any use by a business en-
tity (including the Federal Government) which occurs pursuant to
terms not generally available to the general public. For example,
if bond-financed property is leased to a private business (other than
pursuant to certain short-term leases for which safe harbors are
provided under Treasury Department regulations), bond proceeds
used to finance the property are treated as used in a private busi-
ness use and rental payments are treated as securing the payment
of the bonds. Similarly, in the case of public power entities, if out-
put of an electric generating plant or transmission or distribution
services is provided to a private business on terms not generally
available to other customers of the entity, an allocable portion of
bonds financing the facilities is treated as used in a private busi-
ness use and as secured by the payments from the private busi-
ness. Private business use also can arise when a governmental en-
tity contracts for the operation of a governmental facility by a pri-
vate business under a management contract that does not satisfy
Treasury Department regulatory safe harbors regarding the types
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of payments made to the private operator and the length of the
contract.® These rules require public power entities to restrict the
period of contracts with private businesses as well as the aggregate
amount of electric service provided to private businesses on terms
that are not generally avai gable to customers of the entity if inter-
. est on their bonds is to remain tax-exempt.
Private loan test—The second standard for determining whether
a State or local government bond is a private activity bond is
whether an amount exceeding the lesser of (1) 5 percent of the
bond proceeds or (2} $5 million is used (directly or indirectly) to fi-
nance loans to private persons. Private loans include both business
and other (e.g., personal) uses and payments by private persons;
“however, in the case of business uses and payments, all private
loans also constitute private business uses and payments sull))]ect to
the private business test.
Present law provides that the substance of a transaction governs
in determining whether a transaction gives rise to a private loan,
In general, any transaction which transfers tax ownership of prop-
‘erty to a private person is treated as a loan. In the context of elec-
tric facilities, longer-term take-or-pay contracts for the sale of elec-
tricity may violate the private loan test because these contracts
have the substantive characteristics of a loan ‘

Specml leg;slatwe rules for tax~exempt ﬁnancmg of govern-;_.m o

‘mental “output” fac:htzes

In addition to the general private busmess use and payment'
tests, the Code includes three specific provisions governing the is-
suance of governmental tax- exempt bonds to finance electnc serv1ce '
" facilities. - B

$15 million limit on private busmess use.—As stated above the
1986 Act provided an additional restriction on private business use
of State or local government bonds whose proceeds are to be used
to finance “output” facilities.” Output facilities include, infer alia,
facilities for electric and gas generation, transmission, and distribu-
tion. A bond is treated as issued to finance an Output facility (and
subject to this restriction) if 5 percent or more of the proceeds is
to be used with respect to any output facility. Under this restric-
tion, the 10-percent private business use and private payment tests
in substance are phased-down for facilities that receive more than

$15 million in tax-exempt bond financing.? Significantly, unlike

most tax-exempt bond restrictions which are determined on a bond-

issue by bond-issue basis, this restriction is measured by reference

};io all outstanding tax-exempt financing from which a facility bene-
ts.

Special rules disregarding certain private business use under the
private activity bond tests.—The 1986 Act further provided that cer-
tain sales of electric power by public power entities to private busi-
nesses are disregarded in applying the private busmess and private

8, 613397 )Treas reg. sec. 1.141-3(b}4) and Revenue Procedure 97-13, 19975 LR.B. 18 (February
7Before enactment of the 1986 Act, Treasury Department regulations disregarded private
business use of cutput facilities by users whose use totaled 3 percent or less. The 1986 Act di-
rected Treasury to modify this rule In December 30, 1994 Proposed Regulations (described more
fully below), the Treas to reduce thig 3 -percent use threshold to 1 percent (Prop.
Treas. reg. sec. 1. 141-71.(“¥(I§(B§’0Thm proposed rule has not been adopted as a final regulation.
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loan tests generally. For example, that Act allows the presence of
a nongovernmental person acting solely as a conduit for exchange
of electric output among governmentally owned and operated public
power entities to be disregarded. In addition, exchange agreements
that provide for “swapping” of electricity between governmentally
owned and operated entities and IOUs do not give rise to private
business use when (1) the “swapped” amounts are approximately
equal over a period of one year or less, (2) the electricity is
swapped pursuant to an arrangement which does not involve out-
put-type contracts, and (3) the purpose of the arrangements is to
enable the parties to satisfy differing peak load demands or to ac-
commodate temporary outages.8

Bonds for acquisition of existing output property per se private ac-
tivity.—In general, any bond with respect to which 5 percent or
more ($5 million if less) of the proceeds is to be used (directly or
indirectly) by a governmental entity to acquire existing output
property is per se a private activity bond.® As such, interest on the
bond is taxable unless the use of the acquired facility satisfies the
provisions applicable to tax-exempt private activity bonds for the
local furnishing of electricity, including receipt of an allocation of
the applicable State’s annual private activity bond volume author-
ity (described below). The two-county (or a city and a contiguous
county) service area requirement that applies to facilities for the
local furnishing of electricity does not apply in this circumstance.
There are two exceptions to these requirements. First, the restric-
tion does not apply to bonds for acquisition of existing facilities
that will provide service in a “qualified service area” of the issuer.
A qualified service area is defined as an area throughout which the
acquiring entity has provided electric service for at least the 10-
year period preceding the date of the acquisition. Second, the re-
striction does not apply to bonds issued to acquire existing output
property to be used in a “qualified annexed ares” of a public power
entity. The term qualified annexed area includes only areas (1)
that are contiguous to existing service areas, (2) that are annexed
for general governmental purposes, and (3) the size of which does
not exceed 10 percent of the public power entity’s service area be-
fore the annexation occurs.

Treasury Department regulations relating to governmenital
output facility financing

On December 30, 1994, the Treasury Department issued pro-
posed regulations relating to the Code’s private business and pri-
vate loan tests (the “1994 Proposed Regulations”). The 1994 Pro-
posed Regulations included provisions relating to the special legis-
lative rules applicable to governmental bonds used to finance out-
put facilities {Prop. Treas. reg. sec. 1.141-7 and sec. 1,141-8), On
January 10, 1997, the Treasury Department adopied final regula-
tions (the “1997 Final Regulations”) on most of the issues ad-
dressed by the 1994 Propesed Regulations; however, the Treasury

8See, Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986 (JCS~
10-87), May 4, 1987, p. 1164.

9The 1987 legislation which enacted this provision included a permanent transition rule al-
lowing the Long Island Power Authority to issue governmental tax-exempt bonds for the acquisi-
tion of the Long Island Lighting Company and conversion of that electric utility from a private
investor-owned utility to a public power entity.
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did not include the 1994 proposals interpreting the special rules af-
fecting output facilities. In the preamble to the 1997 Final Regula-
tions, the Treasury stated that it was not adopting final regula-
tions on these rules in order to permit it to consider further issues
raised by non-tax regulatory changes affecting the electric power
industry. The following discussion summarizes the 1994 proposals
on output facilities. L . : _

With regard to the $15 million limit on private business use of
output facilities, the 1994 Proposed Regulations interpreted the
term “facility” as a single “project.” Facilities having different pur-
poses or serving different customer bases generally would not have
been treated as part of the same project {e.g., transmission v. dis-
tribution facilities or wholesale v. retail facilities). Subject to cer-
tain aggregation and anti-abuse provisions, property that was
owned by unrelated persons {or financed with bonds of different is-
suers) would not have been treated as a single project.1° Further,
generating facilities would not have been treated as a single facility
if (1) the facilities. were not located at the same site or (2) in the
case of facilities at the same site, separate generating units were
placed in service more than three years apart. A similar two-year
placed in service rule would have applied to transmission facilities.

The 1994 Proposed Regulations provided guidance on the appli-
cation of the special private business and loan restrictions to out-
put facilities. In general, the 1994 Proposed Regulations would
have treated as private business use ah(f) payment the transfer of
electricity pursuant to arrangements which have “the effect of
transferring to . . . nongovernmental persons substantial benefits
of owning facilities and substantial burdens of paying the debt
service on bonds used (directly or indirectly) to finance the facili-
ties.” These arrangements were defined to include both take-or-pay
contracts and requirements contracts.

The 1994 Proposed Regulations also incorporated the legislative
safe harbors described above for certain electricity pooling, ex-
change, and spot sale arrangements. In addition, the Treasury pro-
posed to create, by administrative action, a safe-harbor exception
from the prohibition on post-bond-issuance deliberate actions that
violate the private business and private loan tests. This safe-harbor
would have adopted rules similar to those of a statutory provision
governing wheeling of electricity by persons engaged in the local
furnishing of electricity, described below. , _

Issuance of tax-exempt bonds for private activities

As stated above, interest on State or local government bonds to
finance activities of private persons (both business and personal ac-
tivities) is taxable unless a specific exception is contained in the
Code (or in non-Code provision of a revenue Act). The Code in-
cludes exceptions permitting States or local governments to act as
conduits providing tax-exempt financing for certain private activi-
ties. In most cases, the aggregate volume of these private activity
tax-exempt bonds is restricted by annual aggregate volume limits
imposed on bonds issued by issuers within each State. The Code

ANl participants in a joint powers authority would have been treated as related parties
under the 1994 Proposed Regulations (Prop. Treas. reg. sec. 1.141-8(bX2)). :

43-947 97 -2
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further imposes several additional restrictions on private activity
tax-exempt bonds that do not apply to bonds for governmental ac-
tivities.

Eligible activities

In general.—States or local governments may issue tax-exempt
exempt-facility bonds to finance facilities for certain private busi-
nesses. Business uses eligible for this financing include generally
transportation (airports, ports, local mass commuting, and high
speed intercity rail facilities); privately owned and/or privately op-
erated public works facilities (sewage, solid waste disposal, local
district heating or cooling, and hazardous waste disposal facilities);
privately-owned and/or operated low-income rental housing; and,
certain private facilities for the local furnishing of electricity or gas.
A further provision allows tax-exempt financing for “environmental
enhancements of hydro-electric generating facilities.” This provision
was enacted to permit tax-exempt financing of certain renovations
to the dams and accompanying hydroelectric electric generating fa-
cilities along the Columbia River that are a part of the Bonneville
Power Authority system.1?

Tax-exempt financing is authorized for capital expenditures for
certain manufacturing facilities and land and equipment for first-
time farmers (“qualified small-issue bonds”), certain local redevel-
opment activities (“qualified redevelopment bonds”), and eligible
empowerment zone and enterprise community businesses.l2 Fur-
ther, certain non-business private purposes may be financed with
proceeds of these bonds: certain student loans, mortgage loans for
first-time home buyers satisfying moderate income and home pur-
chase price requirements, and mortgage loans generally for certain
pre-1977 veterans who purchase homes in any of the five States
that historically have authorized issuance of these bonds 13.14 Fi-
nally, both capital expenditures and limited working capital ex-
penditures of charitable organizations described in section 501(c)(3)
of the Code may be financed with tax-exempt bonds (“qualified
501(c)3) bonds”).

Private activity bonds for the local furnishing of electricity —Pri-
vate activity tax-exempt bonds may be issued by States or local
governments acting as conduits to finance generation, trans-
mission, and distribution facilities for private businesses engaged
in the local furnishing of electricity (“local furnishers”). A business
is treated as engaged in local furnishing of electricity if the service
territory in which the electricity is provided does not exceed (1) two

11 Tweo additional non-Code provisions allow tax-exempt financing for certain electric generat-
ing facilities located in the State of Alaska. The first of these treats the Bradley Lake hydro-
electric generating plant as a facility for the local furnishing of electricity. The second author-
ized issue of tax-exempt private activity bonds to finance the sale by the Federal Government
of the Snettisham electric generating facility, also in Alaska, without satisfaction of the general
rehabilitation requirement applicable to private activity bonds, because after the sale the facili-
ty’s output was {o be sold to an IOU in the City of Juneau, Alaska.

12 A separate non-Code exception allows the State of lowa to issue tax-exempt private activity
bonds to finance an industrial new jobs program,

13The five States are Alaska, California, Oregon, Texas, and Wisconsin,

1A non-Code exception allows the State of Texas to issue tax-exempt private activity bonds
to finance limited amounts of land for veterans (in addition to any veterans’ mortgage bonds
that Texas may issue).
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contiguous counties, or (2) a city and a contiguous county.!® His-
torically, local furnishers eligible for this tax-exempt financing have
included both I0Us and independent power ventures. These bonds
may be issued for the benefit of only those persons that were en-
gaged in local furnishing of electricity in the service territory in
which the new facilities will be used as of January 1, 1997, or in
qualified expansions of those service territories. A qualified expan-
sion is limited to service territory that is a part of a county in
which the local furnisher was providing electric service on that
date. For example, if a local furnisher was providing electric service
to one county and a portion of a contiguous county on January 1,
1997, bonds may be issued for the continued provision of service
both within that area and also for service to be provided in the re-
maining portion of the contiguous county in the future. In addition
to -persons actually enga%ed in local furnishing activities on Janu-
ary 1, 1997, the Code allows certain successors in interest to per-
sons that qualified as local furnishers on that date to “step into the
shoes” of the predecessor local furnishers provided that the service
territories served otherwise satisfy the requirements for local fur-
nishing. n

Notwithstanding the general limits on service territories of local
furnishers, the Code includes special rules aliowing these electric
service providers to transmit (“wheel”) electricity through their sys-
tems, if ordered by the Federal Energy Regulatory Commission to
do so under sections 211 or 213 of the Federal Power Act, provided
that the size of the transmission lines or other facilities used in
these wheeling activities does not exceed the capacity required to
serve their otherwise qualified two county or city and a county
service area. _ o _

In general, if a local furnisher ceases to qualify as such, interest
on outstanding tax-exempt bonds issued for its benefit becomes tax-
able and interest payments by the local furnisher on loans securing
the bonds becomes nondeductible. A special election allows local
furnishers to avoid these penalties if the local furnishers do not
benefit from any tax-exempt bonds issued after August 19, 1996. If
that election is made, in lieu of loss of tax-exemption on cutstand-
ing bonds and loss of interest deductions on underlying loans, all
outstanding bonds from which the local furnisher benefits must be
redeemed no later than six months after the earliest date on which
redemption is permitted under the bond covenants (or the date of
the election, if later). This election must be made for all local fur-
nishing facilities of the local furnisher rather than on a facility-by-
facility or bond-issue by bond-issue basis.

Addz;iorczial restrictions imposed on private activity tax-exempt
onds

State volume limitations.—Issuance of most private activity tax-
exempt bonds is subject to an annual volume limitation that each
State receives. This volume limit is equal to the greater of $50 per
resident of the State, or $150 million. This limit also applies to the
private business portion of certain larger governmental bond is-

15 A non-Code provision qualifies the Long Island Lighting Company as a local furnisher; that
utility’s service territory includes two contiguous counties and a portion of a third (where not
more than three percent of its services are provided).
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sues; such private business use in excess of $15 million (and up to
the permitted 10 percent of the issue) must receive an allocation
of State volume limitation for interest on the overall bond issue to
be tax-exempt.'s Exceptions to the volume limitation are provided
for bonds to finance airports, ports, solid waste disposal facilities
(if governmentally owned), qualified 501(c)3) bonds, and high
speed intercity rail facility bonds (if governmentally owned), and
bonds for environmental enhancements of hydro-electric generating
facilities. Additionally, bonds for privately owned high speed inter-
city rail facilities are required to receive a State volume limitation
allocation only for 25 percent of the amount of the bonds.
Miscellaneous other restrictions—Private activity tax-exempt
bonds are subject to several other restrictions that do not apply to
governmental bonds. These restrictions include the requirement of
a public hearing and approval of their issuance by an appropriate
elected governmental official; a prohibition on advance
refundings,'” a restriction on the term to maturity of the bonds
measured by reference to the economic lives of the property to be
financed, minimum rehabilitation requirements for bonds used to
finance acquisition of existing property, and in general slightly
more restrictive limits on arbitrage profits that may be earned.i®

Penalties for violation of tax-exempt bond restrictions after
issuance

General change in use penalties and administrative alter-
natives

In general, the determination of whether interest on State or
local government bonds is tax-exempt is made when the bonds are
issued. That is, the determination is made by reference to how the
bond proceeds are “to be used” (sec. 141). Intentional acts after the
date of issuance to use bond-financed property (indirectly a use of
bond proceeds) in a manner not qualifying for tax exemption may
render interest on the bonds taxable, retroactive to the date of issu-
ance (the “change in use rules”). Such a prohibited change in use
may be illustrated by the subsequent sale of public power electric
output to private businesses in a manner not qualifying for tax ex-
emption after the bond-financed property is placed in service.

16 Unlike this general provision for larger governmental bond issues, the $15 million limit on
private business use of output facility bonds, described above, is an absolute limit which may
not be waived by an allocation of State private activity bond volume limitation.

7 Governmental bonds may be advance refunded one time. An advance refunding occurs when
the refunded bonds remain outstanding for a period greater than 90 days after issuance of the
refunding bonds. Advance refundings typically are undertaken because an issuer includes provi-
sions in its original bond documents agreeing not to redeem the bonds before expiration of a
minimum period. Advance refundings are used to restructure debt service gener ly, to elimi-
nate restrictive covenants contained in outstanding bond decuments, or to hegge aiainst antiei-
?ated future interest rate increases by locking in for the future what is believed to be a currert,
‘avorable rate. In an advance refunding both the refunded and the refunding bonds remain out.
standing until the refunded bonds may be redeemed under their contractual terms. Proceeds of
the refunding bonds are deposited in a yield-restricted escrow account until that time.

*The Code in general limits the amount of arbitrage profits may be earned on tax-exempt
bonds and requires that most such profits be rebated to the Federal Government. These provi-
sions are designed to preclude issuance of tax-exempt bonds earlier than necessary for the gov-
ernmental or approved private activity which is the stated purpose of the borrowing or in larger
amounts than required for the purpose. Absent such restrictions, State or local governments as
tax-exempt entities could borrow at tax-exempt rates and invest in, for example, taxable Federal
Government debt, as an income production undertaking. Such as undertaking would reduce Fed-
eral revenues by substituting tax-exempt debt for taxable debt in the hands of taxable bond in-
vestors.
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- Other privatization programs transferring the operation of State or
local government programs to private businesses similarly can give
rise to a prohibited change in use as can the sale or lease of bond-
financed State or local government facilities to private businesses.

In the 1997 Final Regulations and an accompanying Revenue
Procedure,1? the Treasury Department administratively provided
alternative remedies to loss of tax-exemption for certain changes in
use of governmental bonds. The alternative remedies are available
“otly if five tonditions are satisfied: — ~ T '

(1) The issuer of the bonds must have reasonably expected
on the date of the borrowing that the bonds would not meet
the private business and private loan tests for their entire

" term;20 .

(2) The term of the bonds must not be longer than is reason-
ably necessary for the governmental purposes of the borrowing;

(3) The change in use must result from a bona fide, arm’s
length transaction for fair market value;21

(4) Any disposition proceeds are treated as “gross proceeds”
of the bond issue, subjéct to the Code arbitrage rules; and

(5) The bond proceeds must have been spent for the purpose
of the borrowing before the change in use occurs (unless the
bonds are redeemed). (Treas. reg. sec. 1.141-12(a).)

If the five conditions are satisfied, four possible alternative rem-
edies to loss of tax-exemption are available for post-bond-issuance
actions violating the private business tests. First, all currently call-
able bonds may be redeemed within 90 days after the change in
use and all other bonds may be defeased with a yield-restricted es-
crow and called on the first date when that action is permitted
under the bond terms (Treas. reg. sec. 1.141-12(d)).22 Second, in
the case of dispositions entirely for cash where the bond issuer ex-
pects to spend the disposition proceeds within two years after the
change inr use, the disposition proceeds may be treated as bond pro-
ceeds and used accordingly, subject to all of the Code’s tax-exempt
bond provigions (Treas. reg. sec. 1.141-12(e)). To the extent the dis-
position proceeds are not used for a qualifying use within the two-
year period, bonds must be redeemed.

A third remedy provides that Joss of tax-exemption will not occur
if bond-financed property is transferred in a transaction constitut-
ing a change in use from a governmental use to a use that is eligi-
ble for financing with tax-exempt private activity bonds provided
that the issuer treats the bonds as reissued on the date the change
in use occurs and satisfies rules applicable to the revised use of the
bonds (including where applicable, allocation of State private activ-

1% Revenue Procedure 97-15, 1997-5 LR.B. 21 (February 3, 1997). ' i

20 Ahsent satisfaction of this reasonable expectations test, bonds are eligible for the alternative
remedies only if the issuer (1) on the issue date the issuer reasonably expected to use the bond-
financed property in a qualified use for a substantial period, (2) redeems ¢!l nonqualified bonds
within six months of any action changir:ig that use t¢ a nonqualified one, (3} has no arrangement
with a private business as of the issue date regarding a nonqualified change in use, and (4) oth-
erwise meets the regulatory remedial actions, The requirement that all nonqualified bonds be
redeemed includes redemption in cases where bond-financed property is disposed of for less than
the unpaid bond amount. In such cases, the issuer must make up any shortfall in the disposition
proceeds fromn other sources to avoid bond interest being rendered taxable.

21 The determination of fair market value may take into account restrictions on the use of the
bond-financed property that serve “a bona fide government p se.”

22The maximum period of the escrow account may not exceeg 10%%2 years.
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ity bond volume limitation) (Treas. reg. sec. 1.141-12({f)).2% The
final alternative remedy to loss of tax-exemption allows the issuer
to pay the Federal Government an amount equal to lost tax reve-
nues from allowing nonqualified tax-exempt bonds to remain out-
standing as tax-exempt (Rev. Proc. 97-15, supra.)

Additional change in use penalties for private activily tax-ex-
_empt bonds

In addition to loss of tax-exemption on bond interest, conduit bor-
rowers receiving private activity tax-exempt bond financing lose in-
terest deductions on their underlying loans if the use of the bond-
financed property changes to a non-qualified use after issuance (the
“additional change-in-use rules”). For example, if the output of an
IOU facility for the local furnishing of electric service is used to
provide service beyond the permitted two county or city and a
county area, interest paid by the I0U on loans underlying the tax-
exempt bonds is nondeductible (sec. 150(b)).24

2. Examples of Private Business Use Issues Arising in Elec-
tric Power Industry Restructuring

“Open access” proposals for restructuring the electric power in-
dustry assume greater integration of facilities of the participating
electric service providers. Under these proposals, electric service
providers are expected to compete for customers, both within their
current service territories and within areas currently served by
other providers as well. To foster this competition, providers may
be required to transmit or distribute (“wheel”) electricity over their
facilities to customers of other providers. Additionally, certain
plans have called for public power, IOUs, and co-ops to surrender
at least some of their facilities (notably transmission lines) to third
party control. Each of these circumstances may limit the ability of
public power entities and local furnishers of electricity to finance
future facilities with tax-exempt bonds, and may in some cases,
render interest on outstanding bonds retroactively taxable unless
the issuers qualify for and avail themselves of certain administra-
tive relief provided in Treasury Department regulations. The fol-
lowing examples illustrate arrangements which could affect tax-ex-
empt status of outstanding bonds or the ability of public power en-
tities and local furnishers of electricity to issue new tax-exempt
debt if those providers participate in open access plans.

Example (1).—Assume that XYZ Manufacturing Company is lo-
cated in the service territory of Public Power Agency A which tradi-
tionally has supplied electricity to the company. A has elected to
participate in the open access plan of the state where A is located.
Independent Power Producer B offers to supply the electricity re-
quirements of XYZ at rates set under contract and which are lower

23 Bocause the original tax-exempt bonds remain outstanding, a purchaser of property fi-
nanced with tax-exempt bonds qualifying for this remedy is not permitted to finance any acqui-
sition costs with additional tax-exempt %onds (e.g., exempt-facility tax-exempt bonds could not
be is)sued to finance the transfer of a governmental solid waste disposal system to a private busi-
ness).

24 An exception to this rule, enacted in 1996 and described above, provided that this penalty
and loss of tax-exemption on bonds not agf)]fy to bonds issued before August 20, 1996, in the
case of service territory expansions by local furnishers of electricity or gas that elect to forego
additionald tax-exempt financing from bonds issued after August 19, 1996, and satisfy certain
other conditions.
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than those offered by A to its other customers. XYZ uses 5 percent
of the electricity supplied by A, but that electricity comprises more
than $15 million of the output of A’s electric facilities. A enters into
a long-term contract with XYZ which matches the prices offered by
B and does not offer the same rates as generally available tariffs
to its other customers, Assume further that the payments under
the contract are equal to the amount of private business use in-
volved. Interest on A’s outstanding tax-exempt bonds would become
retroactively taxable unless A qualified for and satisfied one of the
remedial actions for correcting prohibited changes in use of tax-ex-
empt bond-financed property prescribed in Treasury Department
regulations because A would have taken a deliberate action causing
its bonds to violate the Code private business tests. =~ =~
Example (2).—Under facts similar to those of Example (1), neigh-
boring Investor-Owned Utility C contracts with Big Box Retailer in
Public Power Agency A’s service territory. As a result, A has sur-
plus electricity generating capacity exceeding 10 percent of its gen-
- erating capacity. A wants to sell that capacity to Electricity Broker
D for re-sell pursuant to a firm price long-term contract having dif-
ferent rates than A's tariff prices to its regular customers. Assume

further that the contract price would exceed 10 percent of the debt

service on A’s bonds. The firm price contract between A and D
would render interest on A’s outstanding bonds retroactively tax-
able unless A qualified for and satisfied one of the remedial actions
for correcting prohibited changes in use of tax-exempt bond-fi-

. 'nanced property prescribed in Treasury Department regulations be-. . -

violate the Code private business tests. ..~ 0. 7 e 0 .
. Example (3).—Under the facts of Example (2), A decides that it
prudently must improve its generating plant. A may not issue tax-
exempt bonds to finance the improvements because an amount ex-
ceeding the lesser of 10 percent or $15 million of the output of the
facility is used in a private business use and a like amount of the
debt service on its bonds is securéd by such payments. The result
in this example is identical whether the additional debt would be
used to finance repairs and maintenance activities. or’ improve-
ments to the facility. : oo e

Example (4).—As part of its agreement to participate in State E's
open access plan, Public Power Agency F must agree to allow In-
vestor-Owned Utilities G and H to use its transmission and dis-
tribution facilities. G and H use those facilities to provide electric
service to F’s former customers T Manufacturing Company and Big
Box Retailer that have elected to purchase electricity from G and
H under a firm price contract. G and H's use of the facilities (and
the payments therefore) exceed $15 million and occurs under fixed
contractual terms that enable G and H to enter the fixed price con-
tract with F's former customers. Assume that F makes no offsetting
use of G or H’s transmission and distribution facilities. When F
permits G and H to use its transmission facilities, it has taken a
deliberate action that violates the Code’s private business use and
payment limits; therefore, interest on its bonds will become retro-
actively taxable unless F qualifies for and satisfies one of the reme-
dial actions prescribed in Treasury Department regulations.

cause A would have taken a deliberate action causing its bonds to
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Example (5).—Under State I's open access plan, control of all
transmission facilities (including public power, IOU, and co-op fa-
cilities) would be transferred to an independent system operator
(“IS0™). ISO is an agency of State I and qualifies as a State govern-
ment unit under the Code’s tax-exempt bond rules. ISO would op-
erate all of the transmission lines within State I as a single system
without regard to whether electricity transmitted over any given
facilities constituted private business use. Public Power Agency A
financed its transmission facilities with tax-exempt bonds. If A
elects to participate in the open access plan and I uses A’s trans-
mission facilities in a manner violating the Code private business
tests, interest on A’s bonds would become retroactively taxable un-
less A is eligible for and satisfies one of the remedial actions pre-
scribed in Treasury Department regulations. (If on the other hand,
ISO was a private entity rather than a unit of State government,
the private business test would be violated when control of the
transmission lines was transferred.)

Example (6).—Under facts similar to those of Example (4), Local
Furnisher J allows other investor-owned electric service providers
to use its transmission and distribution facilities. Assume further
that the use is not pursuant to a FERC order or the other cir-
cumstances described in Code section 142(f)(2). Interest on Js
bonds financing these facilities will become retroactively taxable
(and interest deductions on loans to J underlying the bonds will be
disallowed prospectively) unless J qualifies for and makes the spe-
cial election of Code section 142(f)(3} terminating its status as a
local furnisher.

Example (7).—Under facts similar to those of Example (2), Local
Furnisher K has excess capacity which it wishes to sell to cus-
tomers located outside local furnishing service area. The provision
of service to customers located outside of a qualified local furnish-
ing service area will render interest on K's bonds retroactively tax-
able (and K’s interest payments on loans underlying the bonds pro-
spectively nondeductible) unless K qualifies for and makes the spe-
cial election of Code section 142(f)(3) terminating its status as a
local firrnisher.

B. Additional Tax Provisions Affecting Investor-Owned
Utilities
1. Cost Recovery of Property Used in the Production, Trans-
mission, and Distribution of Electricity

Present and prior law

Tax depreciation generally

A taxpayer generally must capitalize the cost of property used in
a trade or business and is allowed to recover such cost over time
through allowances for depreciation or amortization (sec. 263).
Code section 167 allows annual depreciation deductions for the rea-
sonable allowance for the exhaustion, wear and tear, or obsoles-
cence of the capitalized cost of property. Theoretically, the exhaus-
"tion, wear and tear, or obsolescence of depreciable property would
be most accurately determined by “economic depreciation.” Under
economic depreciation, property is valued and “marked-to market”
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on an annual basis and any decrease in value from one year to the
next is allowed as a depreciation deduction. Economic depreciation
generally is conceded to be difficult to administer due to the case-
‘by-case, annual valuations of each property that would be required.

Prior to 1981, taxpayers were allowed to depreciate the cost of
property (net of salvage value) over the useful life of the property
(i.e., the period over which the property is reasonably expected to
be useful to the taxpayer in its trade or business). This deprecia-
tion method, known as “facts and circumstances” depreciation, al-
lows the taxpayer to estirnate (and re-estimate) the useful life and
salvage value of property, often resulting in disputes between tax-
payers and the Internal Revenue Service (“IRS”).25 Under facts and
circumstances depreciation, reasonable allowances for depreciation
could be computed using a straight-line or an accelerated method
(such as a declining balance method or a sum of the years-digit
method).

Facts and circumstances depreciation was repealed by the enact-
ment of the Accelerated Cost Recovery System (“ACRS”) in 1981.
For property placed in service after 1980 and before 1987, ACRS
generally provides that depreciation is computed by applying spe-
cific recovery allowances over specified periods for various types of
depreciable property. ACRS provided accelerated methods and 10-
and 15-year recovery periods for “public utility property;” most
other tangible personal property had a 5-year recovery period. De-
preciation under ACRS generally recovered the cost more quickly
than under either economic or facts and circumstances deprecia-
tion. ' '

For property placed in service after 1986, depreciation allowances
for tangible property generally are determined under the modified
Accelerated Cost Recovery System (“MACRS”) of Code section 168.
MACRS is similar to ACRS, but generally provides less generous
depreciation allowances.26 Under MACRS, property is assigned a
recovery period that generally is based on the class life of the prop-
erty under the asset depreciation range (“ADR”) system in effect
before 1981. The MACRS recovery periods range from 3 to 50
years. The recovery periods for some types of property (such as al-
ternative energy and biomass property described in the Table 1
below) are prescribed by statute. The depreciation method gen-
erally applicable to property with a recovery period of less than 15
years is the 200-percent declining balance method (switching to the
straight-line method in the year that maximizes the depreciation
deduction). The 150-percent declining balance method (switching to
the straight-line method in the year that maximizes the deprecia-
tion deduction) applies to property with recovery periods of 15 or
20 years, and the straight-line method applies to property with a

25In order to minimize some of these controversies, the IRS developed the asset depreciation
range (“ADR”) system that provided certain safe-harbor useful lives that could be elected by tax-
payers.

gg""I‘he depreciation deductions computed under section 168 for regular tax purposes may be
adjusted under the alternative minimum tax (“AMT”). The AMT generally is a separate system
that imposes tax at a lower rate upon a broader base of income than does the regular tax. For
property placed in service after December 31, 1998, AMT depreciation deductions are to be com-
puted using the recovery periods prescribed by section 168 and the 150-percent declining bal-
ance method (or the straight-line method for property subject to such method for regular tax
purposes). For property placed in service before January 1, 1999, AMT depreciation deductions
generally are computed using recovery periods longer than those prescribed for regular tax.

oo
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recovery period over 20 years (generally, real property). In addi-
tion, MACRS removed the distinction between public utility prop-
erty and any other property used to provide similar services. De-
spite being less generous than ACRS, it is generally believed that
MACRS often recovers the cost of property faster than under either
economic or facts and circumstances depreciation.

The MACRS recovery periods and depreciation methods for prop-
erty used in the production, transmission, and distribution of elec-
tricity are described in Table 1 below.27

Table 1.—Recovery Periods and Depreciation Methods
Applicable to Electric Utility Property Under MACRS

Depreciation
Asset e e Recovery pe-
class Description of asset riod (years) mzil;c;d D(E;er-

49.11 Electric Utility Hydraulic Pro-

duction Plant (includes as-

sets used in hydraulic

- power production of elec-

tricity for sale, including re-

lated land improvements,

used as dams, flumes, ca-

nals and waterways) ........... 20 150
49.12 Electric Utility Nuclear Pro-

duction Plant (includes as-

sets used in nuclear pows

production and electricity

for sale and related land

improvements; does not in-

clude nuclear fuel assem-

blies) .ooeverirrieeieere e 15 150
49.121 Electric Utility Nuelear Fuel

Assemblies (includes initial

core and replacement core

nuclear fuel assemblies (i.e.,

the composites of fabricated

nuclear fuel and container)

when used in boiling water,

pressurized water, or high

temperature gas reactor

used in the production of

electricity; does not include

nuclear fuel assemblies

used in breeder reactors) .... 5 200

27 Rev. Proc. 87-56, 1987-2 C.B. 674,
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Table 1.—Recovery Periods and Depreciation Methods Ap-
plicable to Electric Utility Property Under MACRS—Con-

tinued

Asset
class

Recovery pe-

Description of asset riod (years)

Depreciation
method (per-
cent DB)

49.13

49.14

49.15

Electric Utility Steam Produc-

tion Plant (includes assets
used in the steam power
production of electricity for
sale, combustion turbines
operated in a combined
cycle, with a conventional
steam unit and related land
improvements; also includes
package boilers, electric
generators and related as-
sets such as electricity and
steam distribution systems
as used by a waste reduc-
tion and resource recovery
plant if the steam or elec-
tricity is normally for sale
to others) ..ocoecrecrirccrviccnnnn 20

Electrie Utility Transmission

and Distribution Plant (in-

cludes assets used in the

transmission and distribu-

tion of electricity for sale

and related land improve-

ments; generally excludes

clearing initial grading land
improvements) .........cccenenn. 20

Electric Utility Combustion

Turbine Production Plant
(includes assets used in the
production of electricity for
sale by the use of such
prime movers as jet en-
gines, combustion turbines,
diesel engines, gasoline en-
gines, and other internal
combustion engines, their
associated power turbines,
and/or generators, and re-
lated land improvements;
does not include combustion
engines operated in a com-
bined cycle with a conven-
tional steam unit) .......cccernens 15

150

150

150
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Table 1.—Recovery Periods and Depreciation Methods Ap-
plicable to Electric Utility Property Under MACRS-—Con-
tinued

Depreciation
Asset . Recovery pe-

Description of asset N method (per-
class riod (years) cent DB)

Alternative Energy Property
(sec. 168(e)(3)B)(viXI) and
(II1)} (generally, equipment
that uses solar or wind en-
ergy to generate electricity;
equipment used to produce,
distribute, or use energy de-
rived from a geothermal de-
posit up to the point of the
electrical distribution stage;
or equipment that converts
ocean thermal energy into
usable energy at one of two
locations designated by the
Secretary Treasury) ............ 5 200

Biomass Property (sec.
168{e)(3)(B)(viXID)) (assets
described in section
48(1)(15) (as in effect on No-
vember 5, 1990), and is a
qualifying small production
facility within the meaning
of section 3{17)(c) of the
Federal Power Act, (16
U.8.C. 796(17)(C) (as in ef-
fect on September 1, 1986)) 5 200

In addition, under present law, a taxpayer may elect to amortize
(over 60 months) the amortizable basis of any certified pollution
control facility (sec. 169). A certified pollution control facility is a
facility (1) to abate or control water or air pollution, (2) that is
State- or Federally-certified for such purposes, (3) that is used in
connection with a plant or other property placed in service before
1976, and (4) that does not extend the useful life, reduce the oper-
ating cost, or alter the manufacturing or production process of the
plant or other property. The amortizable basis is the cost of such
facility. However, if the facility has a useful life greater than 15
years, the amount amortizable over 60 months is equal to the cost
of the property multiplied by a fraction equal to 15 divided by the
useful life. Any cost not amortizable under section 169 may be de-
preciated as tangible property under sections 167 and 168.

Pollution control facilities often are placed in service with respect
to public utility property (e.g., coal scrubbers used in connection
with coal-fired electric generating facilities). Such property gen-
erally have useful lives greater than 15 years. Thus, under present
law, only a portion of the cost of such facilities may be amortized
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over 60 months, with the remainder determined under MACRS
(generally, using the 150-percent declining balance method over 15
or 20 years).

Normalization of tax benefits derived from accelerated tax de-
preciation ‘

In order for public utility property to be eligible for the more fa-
vorable depreciation allowances available for tax purposes (relative
to the depreciation allowances used for ratemaking or financial
statement purposes), the tax benefits of accelerated depreciation
must be normalized in setting rates charged by utilities to cus-
tomers and in reflecting operating results in regulated books of ac-
count.28 o B ; '

Under present law, the tax benefits of accelerated depreciation

are considered to be normalized only if three requirements are sat-
isfied (sec. 168(iX9}A)). First, the tax expense of the public utility
for ratemaking purposes must be computed by using the same de-
preciation method that is used in determining depreciation for rate-
making purposes and by using a useful life that is no shorter than
the useful life used in determining depreciation for ratemaking
purposes (which generally results in depreciation being determined
over a relatively long useful life and using the straight-line meth-
od). Second, the difference between the actual tax expense com-
puted using tax depreciation and the tax expense determined for
ratemaking purposes must be reflected in a deferred tax reserve.
Third, in determining the rate of return of a public utility, the pub-
lic utility commission may not exclude from the rate base an
amount that exceeds the addition to the deferred tax reserve for
the period used in determining the tax expense for ratemaking pur-
poses. In addition, any ratemaking procedure or adjustment with
respect to a utility’s tax expense, depreciation expense, or reserve
for deferred taxes must also be consistently used with respect to
the other two items and rate base (sec. 168(i)(9)}B)).
. Any violation of these requirements results in the loss of the ap-
plication of accelerated tax depreciation for the applicable public
utility property and the depreciation allowances for such property
must be determined for Federal income tax purposes under the
method used for regulatory purposes (secs. 168(f}2) and (IX9XC)).
Under present law, public utility property is defined as property
used predominantly in the trade or business of the furnishing or
sale of: (1) electrical energy, water, or sewage disposal services; (2)
gas or steam through a local distribution system; (3) telephone
- services; (4) other communications services if furnished or sold by
the Communications Satellite Corporation for purposes authorized
by the Communications Satellite Act of 1962 (47 U.S.C. 701); or (5)
transportation of gas or steam by pipeline, if the rates for such fur-
nishing or sale are established or approved by a State or political
subdivision thereof, by any agency or instrumentality of the United
States, or by a public service or public utility commission or other
similar body of a State or political subdivision thereof (sec.
168(i)(10)). ; '

26 Similar rules are provided for certain public utility property placed in service prior to 1986
(the first year that MACRS was applicable).
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Example of normalization method of accounting

In order to understand the effect of the Federal income tax nor-
malization requirement on the determination of rates charged for
utility services, an understanding of the ratemaking process and an
alternative method of accounting for accelerated tax depreciation
benefits (the “flow-through” method} is helpful.

The ratemaking process—in general

The ratemaking process is a means by which the revenue re-
quirements of a utility are determined. In setting utility rates, pub-
lic utility commissions generally attempt to allow the utility to col-
lect enough charges from utility customers to (1) recover operating
expenses (the cost of service element), and (2) provide a E;lir rate
of return to investors (the rate of return element). Expenses taken
into account in determining the cost of service element include
labor, fuel, materials, depreciation on utility plant and equipment,
and income tax expense. The rate of return element typically is
computed by multiplying (1} an allowable rate of return (as deter-
mined by the public utility commission) times (2) the rate base.
The allowable rate of return is generally determined with reference
to the utility’s weighted cost og borrowing plus an appropriate re-
turn on equity capital. Rate base is usually computed as the work-
ing capital of the utility, plus the original cost of utility plant and
equipment, less accumulated regulatory depreciation, and less the
deferred tax reserve (as described below). The deferred tax reserve
is deducted from rate base for purposes of computing the rate of
return element because the reserve is considered to be a no-cost
source of capital. Thus, Federal income taxes are an important fac-
tor in determining the rates a utility may charge its customer be-
cause (1) income tax expense is considered a recoverable cost of
service, and (2) deferred income taxes reduce the rate base upon
which an allowable rate of return is applied.

Methods of accounting for tax depreciation: flow-through vs. nor-
malization

Flow-through accounting.—The determination of the amount of
Federal income taxes reflected in cost of service and rate base de-
pends on the treatment of depreciation of utility property. The use
of an accelerated depreciation method for Federal income tax pur-
poses results in an actual Federal income tax liability that differs
from the Federal income tax liability that would have been in-
curred if the typically slower depreciation methods used for regu-
latory purposes had been used for tax purposes. In general, in the
first few years after property has been placed in service, the Fed-
eral income tax liability will be lower than if the regulatory depre-
ciation schedule had been used. The Federal income tax liability
will be greater in later years when the tax depreciation allowances
are less than the regulatory depreciation allowances.

Flow-through accounting treats the actual Federal income tax hi-
ability of the regulated utility as reported on its tax return as the
utility’s tax expense in determining appropriate utility rates.
Under flow-through accounting, the tax benefits of accelerated de-
preciation are taken into account as they are claimed in determin-
ing utility rates. Thus, under flow-through accounting, utility rates
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are lower for those consumers who are charged for service in the
earlier years of the useful live of the utility property (relative to
those consumers who are charged for service in later years).
Normalization accounting.—In contrast, under normalization ac-
counting, the utility’s tax expense for ratemaking purposes is deter-
mined by using regulatory depreciation allowances. The use of reg-
ulatory depreciation allowances generally results in the spreading
of the tax benefits of accelerated tax depreciation over the regu-
latory life of the property. The normalization method for acceler-
ated depreciation requires adjustments to actual Federal income
tax liability to arrive at the regulatory tax expense and adjust-

ments to rate base. The accumulation of the differences between

regulatory tax expense and actual Federal tax liability creates'a
deferred tax reserve that represents both accumulated Federal in-
come tax savings and expected future Federal tax liabilities. Nor-
malization accounting is consistent with generally accepted ac-
counting principles used to prepare financial accounting state-
ments. :

Example 1.—Assume a calendar year regulated utility placed
property costing $100 million in service in 1997. For regulatory
(book) purposes, the property is depreciated over 10 years on a
straight-line basis with a full year’s allowance in the first year. For -
tax purposes, the property is 5-year property and is recovered
using the straight-line method, with a full year’s deduction allowed
in 1997.29 Assuming a tax rate of 35 percent for all years, deferred
taxes (the tax rate times the difference between tax and book de-
preciation) would be computed as shown in Table 2.

29 The 5-year tax and 10-year book lives, the straight-line tax method and the full dépreciation
allowanee for the first year are used for illustration purposes only. In general, public utility
property is 5-, 15-, or 20-year property under MACRS, is depreciated using an accelerated depre-
ciation method, and is subject to a mid-year placed-in service convention. for regulatory pur-
poses, public utility property may have a life of 30 years or more.
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Under flow-through accounting, Federal tax expense is deter-
mined with reference to accelerated tax depreciation and no de-
ferred tax reserve is created. Under normalization accounting, Fed-
eral tax expense is determined with reference to book depreciation
and a deferred tax reserve is created to account for the accumu-
lated tax benefits arising from the differences between tax and
book depreciation. In Table 2, above, the use of accelerated tax de-
preciation it ‘the first five years of the property’s life results ina
deferred tax reserve of $17.5 million at the end of 2001 which,
under normalization accounting, is then reduced over the remain-
ing regulatory life of the property. §

Generally, if normalization accounting is followed in the rate-
making process, the $17.5 million deferred tax reserve at December
31, 2001, would have been included as a portion of income tax ex-
pense in computing cost of service for years 1997 through 2001.
The $17.5 million deferred tax reserve generally would have also
reduced the rate base over that same period. In that case, rate base
with respect to this property, as of December 31, 2001, would be
$32.5 million ($100 million original cost, less $50 million accumu-
lated book depreciation, less the $17.5 million deferred tax re-
serve).

Normalization accounting methods adjust for various timing dif-
ferences between tax and regulatory accounting of utilities. The
benefit of the interest-free loan created by accelerated cost recovery
for tax purposes could be distributed to consumers in a variety of
ways. However, normalization as applied to accelerated deprecia-
tion for Federal income tax purposes attempts to distribute to con-
sumers the benefit of the interest-free loan made to the utility over
the entire useful life of the asset. Because accelerated tax benefits -
are front-end loaded, utility rates under the normalization method
are higher in the early years of the life of the property than the
rates would be under the flow-through method. However, as these
tax benefits reverse (i.e., as ratemaking depreciation exceeds tax
depreciation), utility rates under the normalization method become
lower than the rates computed under the flow-through method.
Theoretically, because the normalization method results in_de-
créases to a utility’s rate base that are not present under the flow- -
through method, the present value of utility rates over the life of
the property under the normalization and flow-through methods
should be equal, when discounted at the rate of return that is ap-
plied to rate base for ratemaking purposes. Cr

It has been argued that a purpose of normalization is to ensure
that the capital subsidy of accelerated tax depreciation provides an
investment incentive for regulated utilities. Some reason that if tax
benefits were flowed through to ratepayers immediately, the utility
would have no incentive to invest in property to which such bene-
fits accrue. Proponents of normalization accounting claim that even
if the normalization and flow-through methods theoretically should
equalize rates over time on a present-value basis, practical aspects
of the ratemaking process may distort such results.

43947 97 -3
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Tax issues raised by electric utility restructuring

Treatment of stranded eosts

Regulated public utilities generally provide generation, trans-
mission, distribution, and retailing services to the ratepayers in
their service territories on a monopolistic basis. The rates charged
by electric utilities for these services are regulated by public utility
commissions based on the premise that, absent such regulation,
utilities may take advantage of their position as sole providers of
utility services to earn excessive profits at the expense of consum-
ers. One of the goals of the proposals to restructure the electric
utility industry is to eliminate this rate regulation and to introduce
competition in the provision of generation and perhaps in trans-
mission and retailing services. It is anticipated that competition
will reduce, on average, the rates consumers will pay for utility
services. A reduction in the rates for utility services will decrease
the value of the existing assets used to produce such services. The
extent to which the book or regulatory value of electric utility prop-
erty exceeds its fair market value after deregulation is sometimes
referred to as a “stranded costs.” These costs are considered
“stranded” because the utility had anticipated recovering the full
cost of the property under the ratemaking process when the prop-
erty was placed in service and such recovery is unlikely in the now
unregulated environment. Proposals to restructure the electric util-
ity industry often address the difficult issue of how to allow a ufil-
ity to financially recover its stranded costs.30

The recovery of stranded costs presents certain issues for Federal
income tax purpsses. First, as described above, “stranded cost” gen-
erally is considered to be the amount by which the book or regu-
latory value of the property exceeds its fair market value. Because
of accelerated depreciation allowances, the adjusted tax basis of
utility property generally is lower than its book or regulatory
value. Thus, the fair market value of utility property after deregu-
lation may equal or exceed its adjusted tax basis, resulting in no
“stranded costs” for tax purposes. , :

However, in some instances, the adjusted tax basis of property
will exceed its fair market value after the restructuring of the in-
dustry. However, there are no special tax provisions that generally
would allow the immediate recovery of such stranded costs. In
order to recover the adjusted basis of depreciable property, the tax-
payer generally must abandon the property or show its obsoles-
cence. A government regulatory action or change in policy, standing
alone, is insufficient to allow the taxpayer to expense the unre-
covered cost of depreciable property.3! Because it is contemplated
that most utility property subject to industry restructuring will re-
main in operation, a one-time recovery of the adjusted tax basis
would not be allowed under present law.

Thus, if the taxpayer retains and uses property after restructur-
ing, it will continue to depreciate the property pursuant to the
method applicable before restructuring. Property placed in service
after 1986 will continue to be subject to the applicable MACRS

30 For a discussion of the economics of stranded costs, see Part [{1.B., below,
81Kansas City Southern Railway v. Comm., 52 F2d 372 (8th Cir,, 1931) (ICC order to expense
property for regulatory purposes not eontrolling for tax purposes.).
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schedule; changes in value will not change these depreciation al-
lowances. .

. Length of capital recovery period

Property placed in service by a public utility after 1980 and be-
fore 1987 generally is subject to ACRS, which provided 10- and 15-
year recovery periods for “public utility property” (as defined in
former Code section 167(1)). To the extent that such property is no
longer subject to rate regulation under the restructuring of the in-
dustry, it would appear that such property would no longer be con-
sidered to be public utility property subject to the 10- and 15- year
recovery periods, and instead may be classified as 5-year ACRS
property. Proposed Treasury regulation 1.168-2(j%3) provides that
if the use of ACRS property changes, and such change in use re-
sults in the property having a shorter recovery period, the taxpayer
may treat the lesser of (1) the adjusted basis or (2) the fair market
value of the property as placed in service in the year of the change
and subject' to the shorter cost recovery schedule. It is unclear
whether the proposed regulation applies in this case. In the event
- it does, restructuring may provide utilities with a limited oppor-
tunity to recover the basis of ACRS property ‘faster. The oppor-
tunity is limited because the remaining recovery periods for most
ACRS property is not significantly longer than five vears.32 This
issue does not ariseé with respect to MACRS property because
MACRS does not provide recovery periods that are specific to pub-
lic utility property. - o
- Depreciation allowances for property subject to facts and cir-
cumstances depreciation,33 may be adjusted to take into account
changes in useful life or salvage value. However, demonstrations of
decreases in earning power or increases in competition often are in-
sufficient to justify shortening the useful life or decreasing the sal-
vage value of property, particularly where the taxpayer continues
to use the property in the same manner.34

Effect upon the normalization method of accounting

The normalization method of accounting described above applies
to public utility property subject to rate regulation. One of the
goals the restructuring of the electric power industry is to deregu-
late the generation, and in some cases the transmission, distribu-
tion, or retailing of electricity. Such restructuring raises several is-
sues. First, as described above with respect to ACRS depreciation,
the deregulation of the generation segment of the industry likely
will cause the related property to no longer meet the definition of
public utility property. If the entire utility is deregulated, the util-
ity will not be subject to ratemaking processes and thus the nor-
malization requirements will no longer apply.

32 The opportunity is greater for property to which the ACRS transition rules of the Tax Re-
form Act of 1986 apply. - o . ’ S
_ 33 Facts and circumstances depreciation applies to property placed in service before 1981. Pub-
lic utilities may still have a significant amount of such property given the relatively long useful
life of public utility property. : - :

34 Gee, Treas. reg. secs. 1.167(a)-1(c) (relating to salvage value), 1.167(a)-8 (relating to aban-
donment) and 1,167(a)}-9 (relating to chsolescence). See, also, Detroit and Windsor Ferryboat Co.
v. Woodworth, 115 F2d 795 (6th Cir 1940), George Weidman Brewing Co. et al, 9 BTA 792
(1927); Farmers Feed Co. of NY, 17 BTA 507 (1929) (relating to useful life and obsolescence).
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If only 2 portion of an IOU’s services are deregulated (e.g., the
generation services, but not the distribution services) then a por-
tion of the utility’s property will remain public utility property sub-
ject to the normalization requirements and the remainder will not.
In such instances, it appears that for purposes of the normalization
requirements, the public utility commission with regulatory author-
ity over the remaining regulated services cannot reduce rates for
these services by any current or deferred tax benefits related to the
deregulated property.35 Such treatment raises certain policy issues.
Opponents of this result note that the normalization method of ac-
counting generally results in higher utility rates in the earlier
years after the property was placed in service, relative to the flow-
through method. Under this view, the existing deferred tax re-
serves represent excessive earlier rates that should be returmed to
the ratepayers.3® Proponents of the normalization rulings - would
claim that it would be unfair for ratepayers to receive any tax ben-
efits for any property the cost for which the ratepayers are no
longer responsible. Proponents also would point out that although
the normalization method of accounting results in higher utility
rates in the early years after the property is placed in service, the
method results in lower rates in the later years, and that the de-
regulation of the electric utility industry should also provide such
lower rates—giving ratepayers the same lower rates that they
would have enjoyed under the normalization method.

The method by which the electric power industry is restructured
may change the analysis above. If a public utility commission de-
cides to transition IOUs into deregulation, the determination of
whether or not certain property is public utility property subject to
the normalization method of accounting may be difficult. For exam-
ple, assume a State continues to regulate the rates charged to cus-
tomers for the distribution of electricity, but to deregulate the rates
applicable to electricity generation and transmission services. If in
setting distribution rates, the State’s public utility commission al-
lows IOUs to recover a portion of the stranded costs applicable to
generation or transmission property, it is unclear the extent to
which such property is public utility property subject to the nor-
malization method of accounting.

3% 3ee, e.g., Private Letter Ruling (“PLR") 8920025, February 15, 1989, where the IRS ruled
that where property is removed from a regulated use to a nonregulated use, the related deferred
tax reserves also must be removed in order to meet the consistency rules of the normalization
requirements. See, also PLR’s 9613004, 9552007, 9547008, and 9312007 where the public utility
commissions disallowed (i.e., denied recovery for) a portion of the cost of plant and equipment
placed in service by public utilities. In these rulings the IRS held that the commissions could
not reduce rates for any Federal income tax benefits related to the disallowed costs, Private let-
ter rulings are only applicable to the taxpayer to whom issued and may not be used or cited
as precedent. However, they are an indication of the JRS's ruling policy with respect to the nor-
malization method of accounting.

6 Proponents of flow-through aceounting further would argue that such treatment is particu-
larly appropriate for the “excess tax reserves” related to the deregulated property. The excess
tax reserve is that portion of the reserve that was established prior the corporate income rate
reduction provided by the Tax Reform Act of 1986 (which reduced the rate from 46 to 34 per-
cent). Section 203(e) of the Tax Reform Act of 1986 provided that the excess tax reserves should
be taken into aceount ratably over the remaining life of the utility’s property. For a detailed
discussion of section 203{e), see Joint Committee on Taxation, Description of HR. 1150 (The
Utility Ratepayer Refund Act of 1987) and H.R. 2493 (The Utility Customer Refund Act of 1989)
(JCX-55-89), September 29, 1989,
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2. Other Tax Provisions of Indusiry Concern
" a. Nuclear decommissioning

Present law

Special rules dealing w1th nuclear decommlssmmng reserve
funds were adopted by Congress in the Deficit Reduction Act of
1984 (“1984 Act”) when tax issues regarding the time value of
money were addressed generally. Under those rules, a deduction
for accrual basis taxpayers generally is deferred until there is eco-
nomic performance for the item for which the deduction is claimed.
However, the 1984 Act contains an exception to those rules under
which a taxpayer responsible for nuclear power plant decommis-
sioning may elect to deduct contributions made to a qualified nu-
clear decommissioning fund for future payment costs. Taxpayers
who do not elect this provision are subject to the general rules in
the 1984 Act. N _ _

A qualified decommissioning fund is a segregated fund estab-
lished by the taxpayer that is used exclusively for the payment of
decommissioning ‘costs, taxes on fund income,3? payment of man-
agement costs of the fund and making mvestments The fund is
prohibited from dealing with the taxpayer that established the
fund. The income of the fund is taxed at a reduced rate—20 per-
* cent for taxable years beginning after December 31,1995.

Contributions to the fund are deductible in the year made to the
extent that these amounts were collected as part of the cost of serv:
ice to ratepayers. Withdrawal of funds by the taxpayer to pay for
decommissioning expenses are included in income at that time, but
the taxpayer also is entitled to a deduction at that time for decom-
missioning expenses as economm performance for those costs oc-
curs. -

“In order to prevent accumulatlons ‘of funds over the remammg' )
life of a nuclear power plant in excess of those required to pay fu-
ture decommissioning costs and to ensure that contributions to the
funds are not deducted more rapidly than level fundmg, ‘taxpayers
must obtain a ruling from the IRS to estabhsh the maximum con-
tribution that may be made to the fund.

If the decommissioning fund fails to comply with the qualification
requirements or when the decommissioning is substantially com-
pleted, the fund’s qualification may be terminated, in which case
the amounts in the fund must be 1nc1uded in 1ncome of the tax—

payer.

Potential effects of restructuring T e

As indicated above, one of the rules apphcable to quahﬁed nu-
clear decomm1ssmn1ng funds is that deductible contributions can-
not exceed the amount of nuclear decommissioning costs that are
included in the utility’s cost of service for rate making purposes
(sec. 468A(b)(1)). When a restructunng plan 1ncludes deregulatmn

37 As originally enacted in 1984, the fund paid tax on its earnings at the mp corporate rabe
and, as a result, there would be no present-value tax benefit of making deductible contributions
to the fund. Also, as ori inally enacted, the funds in the trust could be invested only in certain
low risk investments. Subsequent amendments to_the provision have reduced the rate of tax on
the fund to 20 percent, and removed the réstrictions on the types of permitted mvestments that
the fund can make.
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of electric rates, there will not be a cost of service for ratemaking
purposes and, therefore, technically no deductions will be permitted
for contributions to the nuclear decommissioning reserve fund.

b. Income recognition on the provision of services

Present law

Income attributable to the sale or furnishing of utility services to
customers by an accrual basis taxpayer must be recognized no later
that the taxable year in which such services are provided (sec.
451(f)). The taxable year in which services are provided may not be
determined by reference to either (1) the period in which the cus-
tomers’ meters are read or (2) the period in which the customer is
billed. The provision of electricity is considered a utility service
whose sale is subject to this rule. The IRS position is that providers
of electricity generally are required to use the accrual method of ac-
counting.38

The rule requiring recognition of utility income in the taxable
year in which the service is provided was enacted as part of the
1986 Act, in order to ensure a better matching of income and ex-
pense, and to eliminate a source of controversy between utilities
and the IRS.3® Prior to the enactment of this rule, an electric util-
ity typically did not recognize income until the customer’s meter
was read or the customer was billed. As the cost of generating the
electricity was typically deducted at the time of generation, a defer-
ral of income was believed to result. This deferral was understood
to be unique to the utility industry, and not generally available to
other providers of goods and services.

Potential effects of restructuring

Restructuring and any accompanying deregulation of rates for
services is not expected to have a material effect on the rule requir-
ing recognition of utility income in the taxable year in which the
service is provided. Regulation by a public utility commission or
gimilar body is not a prerequisite to the application of the rule. The
concept supporting the rule, the matching of items of income and
expense, applies equally in a regulated ang unregulated setting.

¢. Conservation payments

Present law

Residential utility customers are not required to include in tax-
able income any subsidy provided by public utilities to their cus-
tomers for the purchase or installation of energy conservation
measures that are designed to reduce the consumption of electricity
or natural gas, or to improve the management of energy demand,
with respect to a dwelling unit (sec. 136)). Prior to 1997, a partial
exclusion for energy conservation payments for nonresidential pur-
poses also was available. In the absence of the statutory rule allow-
ing exclusion, customers that receive such subsidies generally
would be required to include them in income., Examples of energy
conservation measures included under this rule could include en-

28 Technical Advice Memorandum (“TAM") 9527003. . . )
22 3pe Joint Committee on Taxation, General Explanation of the Tex Reform Act of 1986 (JCS-

10-87), May 4, 1987, p. 542.
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ergy efficient heating and air conditioning systems, special thermo-
stats designed to reduce the consumption of energy, and devices for
the capture and use of waste heat.

Potential effects of restructuring

Restructuring of the electric power industry could reduce signifi-
cantly the availability of energy conservation subsidies, and could
change the tax treatment of those subsidies that continue to be
available. In the past, energy conservation subsidies typically have
been provided as part of a demand side management program by
electric utilities seeking to avoid or delay the cost of constructing .
additional generation capacity and/or in response to pressure from
the public utility cominission to make such subsidies available. Re-

structuring can be expected to eliminate those programs that were

undertaken primarily as a result of public utility commission pres-
sure. Open access to a competitive market in electricity also could
eliminate the potential pressure to construct additional generating
capacity that demand side management programs were designed to
alleviate. Those conservation subsidies that do remain available
are likely to be limited to programs initiated by local distribution
companies, which are expected to remain as regulated utilities.

The effect of restructuring on those subsidies that continue to be
available is uncertain. Although the Code does not explicitly re-
quire that the public utility providing the subsidy be a regulated
utility for the subsidy to be excluded‘ from income, the legislative
history accompanying the provision suggests that the exclusion
may have been intended to apply to subsidies provided by regu-
lated public utilities, rural electric cooperatives, and utilities that
are owned or operated by a governmental entity, instrumentality or
subdivision.?® Accordingly, it may be appropriate to provide specifi-
cally for the continuation of the policy of excluding energy con-
" servation subsidies from income after the restructuring of the elec-
tric industry, if that is the desired resuit.’

d. Customer deposits and prepayments

Present law

A taxpayer generally is required to include in income any pre-
payments for goods or services it receives from its customers in the
year of receipt. A security deposit, on the other hand, need not be
included in income on receipt. Whether an amount received from
a customer is a prepayment or'a deposit depends upon whether the
taxpayer has complete dominion over the funds.4! A taxpayer is not
considered to have complete dominion over funds if it has an obli-
gation to repay the funds, whether or not the purpose of the trans-
fer of the funds is to guarantee the customer’s payment for goods
or services received. These rules apply to both regulated utility and
non-utility taxpayers.

40 See, Senate Committee on Finance, Technical Explunat.wn of the Amendment to Titlé'XIX
of HR. 776 (Comprehensive National Energy Act), (S. Rept. 102-95).

4l Indianepolis Power v. Commissioner, 88 T.C. 964 (1987), affd, 857 F.2d 1162 (7th Cir.
1988).
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Potential effects of restructuring

Restructuring of the electric power industry is not expected to af-
fect the application of these rules. Deregulation of distribution is
not expected. Thus, the collection of deposits from distribution cus-
tomers is expected to continue. ' -

e. Cost of service adjustments

" Present law

As described above (Part IL.B.L), rates charged by regulated pub-
lic utilities are typically established at a level that allows the utili-
ties to recover their costs, including the cost of fuel, and to earn
a return on their investment. Because rates are established before
the costs of generating the electricity are known with certainty, an
estimate of those costs must be used. Where the estimate over-
states a utility’s costs, allowing the utility to overrecover its costs,
the amount of the overrecovery generally is required to be returned
to the ratepayers through a cost of service adjustment, either as a
refund or through lower rates for future service. _ -

The Federal income tax treatment of cost of service adjustments
depends upon the method in which the utility is required to restore
the amount of the overrecovery to its ratepayers. Where the cost
of service adjustment is accomplished through the reduction of
rates on future sales, the taxable income of the utility is deter-
mined by the amount it charges for the electric service, without ad-
‘justment for the overrecovery or its refund.42 On the other hand,
if the repayment of the overrecovery is an enforceable obligation of
the utility, and must be returned to the ratepayers with interest, .
the courts have held that the utility derives no benefit from the
overpayments and is not required to include them in income in the
period the overpayments are charged to customers.#® If the over-
payments are not included in income in the period they are origi-
nally charged, no deduction is allowed in the later period in which
they are refunded. .

For example, suppose two equivalent utilities have received rate
orders from the respective public utility commissions based on the
same estimate of fuel costs. In fact, actual fuel costs are 10 percent
less than estimated, resulting in an overrecovery of costs in the
amount of $1,000,000 for the year for each utility. Both utilities are
required to refund the overrecovery of costs to their ratepayers.
Utility A will refund the overrecovery by reducing future rates so
that estimated fuel costs are underrecovered in the following year.
Utility A is required to include the $1,000,000 in overrecoveries in
income in the first year, but will report income of $1,000,000 less
than it would otherwise expect to in year 2 when the overrecovery
is refunded through the lower rates.

The law in Utility B’s State requires it to segregate its overrecov-
ery of costs and to refund that amount, plus interest, to its rate-
payers when ordered to do so by its public utility commission. The
PUC orders the refund to be made as a credit on the customers’
bills in the following year. Utility B is not required to include the

42 Roanoke Gas Co. v. United States, 977 F. 2d 131 (CA4, 1992).
12 Houston Industries v. United States, (Federal Cireuit, 1997), affirming 94-2 USTC §50,526.
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amount of the overpayment in income in the first year, but may not
deduct any overpayment in subsequent years. '

If a utility originally included the overpayment in income be-
cauge it appeared that it had an unrestricted right to the funds,
and it is later established that the utility did not have such an un-
restricted right and is obligated to refund these amounts, Code sec-
tion 1341 may apply. Section 1341 allows tax in the year of repay-
ment of the overcharge to equal the lesser of: (1) the amount due
if the restoration of the overcharge were treated as a deduction in
the vear of its restoration; or {2) the amount due if the overcharge
were not allowed as a deduction, less the decrease in Federal in-
come tax that would result if the overrecovery had been excluded
from income in the prior year. ' . .

Potential effects of restructuring

Regulatory cost of service adjustments would not be 'ex;l)eéted_'"in
a completely rate deregulated environment. The Federal income
tax treatment of any cost of service adjustments that may be or-
‘dered as part of the transition to a restructured, unregulated in-
dustry would be expected to follow present law, absent a provision
specifically addressing the tax consequences of such adjustments. _

Following deregulation, contracts for the sale of electricity may
include fuel adjustments similar to those included under the cur-
rent regulatory environment. It is expected that similar rules
would apply to adjustments made pursuant to private contracts as
apply to regulatory adjustments.

f. Cancellation of supply contracts

Present law

Regulated utilities frequently enter into long-term, fixed price
contracts in order to guarantee supplies of fuel. In addition, utili-
ties may have been required to enter into long-term contracts to
purchase the output of cogeneration and other small power produc-
ers under the Public Utility Regulatory Policies Act of 1978
(“PURPA”). If the payments required by these contracts require the
payment of above-market rates, or require the purchase of elec-
tricity at the time the utility has excess generating capacity, the
utility may seek to cancel the contract through the payment of a
settlement or damages to the other party. _ ‘

The IRS has allowed taxpayers to deduct amounts paid to buy
out and terminate supply contracts as ordinary and necessary busi-
ness expenses in the year they are paid.#* However, the IRS also
has ruled that, where the utility enters into a revised contract with
the same supplier as part of the transaction canceling the first con-
tract, the cost of canceling the first contract should be capitalized
and recovered over the length of the new contract.4> '
Potential effects of restructuring

The number of incidents of canceled supply contracts may be ex-
pected to increase under various restructuring proposals. Industry
restructuring also may result in an overall decrease in the price of

R PTR OBIRGag. T e e e e e R LR
“5TAM 9334005.
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electricity, making it more likely that a fixed price supply contract
may be viewed as disadvantageous. Restructuring through deregu-
lation of rates could also prevent IOUs from passing through the
costs of disadvantageous supply contracts to their customers, in-
creasing the likelihood that the utilities will seek their cancella-
tion.

g. Contributions in aid of construction

Present law

In the case of a corporation, gross income does not include any
contribution to the capital of the taxpayer. For this purpose, con-
tributions to the capital of a corporation do not include any con-
tribution in aid of construction or any other contribution as a cus-
tomer or potential customer, except in the case of water and sewer-
age disposal utilities (sec. 118)). The basis of any property that is
acquired as a nontaxable contribution to capital, or with the pro-
ceeds of a nontaxable contribution to capital, is zero (sec. 362)).

For example, if an IOU requires new customers to pay the cost
of extending the existing wires to the customer’s premises, the IOU
is required to include such amount in income and may depreciate
the cost of the additional wires. The contribution is denied tax free
treatment (under Code section 118) because the contribution was
made by a customer in that role. On the other hand, a contribution
received by an IOU from an independent power producer as reim-
bursement for construction of interconnection facilities would not
- be disqualified automatically from nontaxable contribution treat-
ment, since the contribution is being made by a supplier in its ca-
pacity as a supplier, and not by a customer.46

Potential effects of restructuring

The contribution to capital rules are not affected by whether a
utility is regulated. Accordingly, they would continue to apply as
under present law in a deregulated environment.

3. Deferred Tax Accounts: Financial, Regulatory, and Tax
Accounting

Financial accounting

A deferred tax account4” is required whenever temporary dif-
ferences exist between Federal income tax accounting and the fi-
nancial accounting treatment of an item. Where the difference will
result in taxable amounts in the future, a deferred tax liability is
created. For example, if accelerated depreciation deductions are al-
lowed for Federal income tax purposes, but not for financial ac-
counting purposes, additional taxes will have to be paid in the fu-
ture when the depreciation deductions that were accelerated into
the current period are not available. These taxes, measured using
current income tax rules and rates, are recognized as a deferred
tax liability. The financial accounting expense attributable to these
additional taxes is recognized at the same time, making financial

46 PLR 9327019, Notice 88--129.

47 Financial accounting for income taxes is governed by Financial Accounting Statement 109
(FAS 109), published by the Financial Accounting Standards Board. The rules herein stated are
derived from FAS 109.
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accounting tax expense for the period in which the accelerated de-
preciation is available for Federal income tax purposes greater
than the amount actually paid.

A deferred tax asset is recorded for temporary differences that
will result in deductible amounts in the future, as well as the an-
ticipated reduction in future tax liability attributable to the
carryforward of such items as net operating losses and tax credits.
If it is more likely than not that the benefit of some or all of the
deferred tax asset will not be realized, a valuation allowance is re-
quired to reduce the balance in the’ account to the amount that is
likely to be realized.

The impact of restructuring plans including deregulation on fi-
nancial accounting deferred tax accounts will vary depending upon
the source of the deferred tax asset or liability, as well as the eco-
nomic effects of deregulation. Accelerated depreciation on property,
plant and equipment is believed to represent the largest source of
deferred tax liabilities for IOUs. Deregulation should not directly
affect deferred tax liabilities recorded as a result of accelerated de-
preciation.

Deferred tax assets in the public utility industry are frequently
associated with the unamortized portion of mvestment tax credits
that were claimed for Federal income tax purposes in earlier years.
Companies generally are allowed to elect to include the benefit at-
tributable to the investment tax credit in the year it is claimed for
Federal income tax purposes, or to amortize the benefit over the
useful life of the asset on which the credit was claimed. Financial
accounting typically will use amortization of the benefit from the
investment tax credit where that method is used for regulatory ac-
counting purposes. If restructuring eliminates regulatory account-
ing, I0Us may be able to accelerate the recognition of any deferred
tax assets attributable to unamortized mvestment tax '’ credits in
the year of deregulation.

Regulatory accounting

Deferred tax accounts also are established for regulatory account-
ing purposes to reflect temporary differences between Federal in-
come tax accounting and regulatory accounting. Such accounts are
described in Part I1.B.1. of this pamphlet, with respect to the nor-
malization method of accounting.

4. General Corporate Restructuring Issues

In general

Proposals to restructure the electric power industry could result
in a significant reorganization of the businesses currently owned by
I0Us. For example, an IOU that has owned generation, trans-
mission, and distribution facilities may dispose of some or all of
these activities. In some cases, the I0U may dispose of all the as-
sets and activities of a segment of its business. In other cases, busi-
nesses and assets may be combined with those of other providers
in new ventures. Some ventures also may involve transfers or par-
ticipation between tax-exempt and taxable entities.

The disposition or combination of businesses and assets can be
structured in various ways, producing different Federal income tax




40

results. Assets or businesses can be disposed of for cash, or through
other transactions that are fully taxable. In a fully taxable trans-
action, gain or loss is recognized in full on the transfer of assets
or corporate stock interests. Assets or stock purchased in a taxable
transaction obtain a fair market value basis. Depreciable assets
then can be depreciated by the purchaser over the appropriate re-
covery period, or resold for their acquisition basis without further
gain or loss. Goodwill, customer base, and most other intangible as-
sets generally are depreciable over a 15-year period; however assets
such as interests in land and stock are not depreciable.

Dispositions or combinations also can often be structured in a
form that is not immediately taxable. For example, assets or stock
generally may be transferred to a partnership in exchange for a
partnership interest without incurring tax on the transfer. The
"partners often can achieve a significant amount of flexibility in the
division of their interests in the ongoing venture through different
classes of partnership interests. There are certain restrictions on
transactions that result in the transfer of appreciated property
from one partner to another within specified periods, and also cer-
tain restrictions on the nature of certain allocations. However, the
partnership form of venture often is considered a fairly flexible
form for combination and restructuring of interests.

Corporate combinations and restructurings also can often be
structured in a tax-free manner. Generally, contributors can form
new ventures or provide for a change in the nature of ownership
in an old venture through the various corporate reorganization pro-
visions, or through provisions permitting the transfers of stock or
assets tax-free to a corporation controlled by the transferors, in ex-
change for certain consideration. Generally, stock can be received
tax free in such situations (and, in limited cases, securities to the
extent of certain securities transferred). Under the Taxpayer Relief
Act of 1997 (the “1997 Act”), a limited type of preferred stock that
does not participate to any significant extent in corporate growth
and that is likely to be (or can be at the option of the holder) re-
deemed within 20 years could be taxable. In general, however,
stock consideration, including stock representing varying interests
in the underlying business or businesses, can be received tax free
if the requisite continuity or ownership requirements are met.

A corporation also can separate existing businesses through the
tax-free “spin off” of a 5-year active trade or business to its share-
holders. However, under the 1997 Act, certain planned or related
changes of 50 percent or more of the ownership of the distributed
or distributing corporation can result in corporate-level tax being
imposed on a spin-off if there is gain at the corporate level.

In some cases involving industry restructuring, it is possible that
assets still may have a fairly high basis from costs of investment,
but may produce less income in a competitive market than origi-
nally expected in a regulated market that assured cost recovery. To
the extent such assets can generate losses, it could be desirable to
structure the transaction in a manner intended to make the great-
est use of losses. Taxable sales could generate losses, though use
of such losses could be limited if there are not gains or other in-
come against which they can be applied. Certain limitations also
apply to the future use of existing (or certain “built-in”) losses at
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the corporate level, if a sufficient amount of corporate stock is
transferred (rather than the underlying corporate assets) whether
in a taxable or nontaxable transaction. Generally, if more than 50
percent of the ownership of a corporation changes hands within a
3-year period, limitations on the use of losses after such ownership
change may apply (sec. 382). These limitations are significantly re-
laxed if the transfer occurs in the context of certain bankruptcy
proceedings.

Some situations may involve new ventures between tax-exempt
and taxable entities. Tax-exempt entities holding equity interests
in certain business activities conducted in partnership form may be
subject to unrelated business taxable income. However, tax-exempt
entities generally can sell existing tax-exempt assets without tax to
taxable entities that then obtain a fair market value basis. Tax-ex-
empt entities also can hold corporate stock, and generally can hold
debt interests in any form of venture, without tax, subject to cer-
tain rules such as those relating to debt-financed activities.

Special rules relating to utilities

Public utilities that are corporations are allowed a dividends paid
deduction on certain preferred stock issued before October 1, 1942,
or issued after that date to the extent the preferred stock refunded
or replaced certain debentures issued before that date. (sec. 247).
A special dividends received deduction computation applies to cor-
porate holders of such stock (sec. 244). Whether or not a proposed
restructuring could affect the benefits available under this provi-
sion may be a consideration. _

The Public Utility Holding Company Act of 1935 generally has
restricted the ability of utilities outside a single State to be mem-

"bers of the same corporate group. The impact of the rules of this
Act on possible corporate reorganizations also may be a consider-
ation.

" C. Tax Provisions Affecting Eleciric Cooperatives
1. Present Law '

Taxation of cooperatibes and their patrons before enactment
of Subchapter T

Before 1951, cooperatives were exempt from Federal income tax.
In 1951, Congress passed legislation imposing a corporate income
tax on cooperatives, except for so-called “exempt cooperatives.” This
legislation, together with prior Treasury Department rulings, were
thought to impose income tax on all earnings of cooperatives (to the
extent they reflected business activity) on either the cooperative or
their patrons.

However, several court cases held that noncash allocations of pa-
tronage dividends were not taxable to the patrons, even though
those patronage dividends were deductible by the cooperative.® In
1959, the Treasury Department issued regulations to conform the
income tax regulations to those decisions. Under these regula-

48 See Long Poultry Farm v. Commissioner, 249 F. 2d 726 (4th Cir.,, 1957), 57-2 UST.C.
10,048; affg, 27 T.C. 985 (1957); B. A. Carpenter v. Commissioner, 219 F.2d 635 (5th Cir., 1955),
55-1 U.5.T.C. 9259, affg, 20 T.C. 603 (1953) acq. 1958-2 C.B. 4.
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tions,%® amounts allocated to patrons of a cooperative with respect
to supplies, equipment, or services, the cost of which were deduct-
ible as incurred in a trade or business or for the production of in-
come were includable as ordinary income to the extent the alloca-
tions were paid in (1) cash, (2) the fair market value of any mer-
chandise received, (3) the fair market value of any revolving fund
certificate, retain certificate, certificate of indebtedness, letters of
advice, capital stock, etc., to the extent the allocations were paid
with such documents, except that any allocations that are paid
under conditions beyond the control of the patron were considered
not to have any value. Amounts allocated by a cooperative to pa-
trons for supplies, ete., which were not deductible were not includ-
able in the income of the patron. Amounts allocated by a coopera-
tive to patrons for the purchase of a capital asset reduce the basis
of the capital asset to the patron.,

Taxation of cooperatives and their patrons after enactment
of Subchapter T

. As a result of the cases described above, in 1962, Congress en-

acted a new subchapter—Subchapter T—to the income tax (Chap-
ter 1) to assure income of a cooperative is taxed either to the coop-
erative or its patrons (secs. 1381-1388). Cooperatives, including
‘tax-exempt farmers’ cooperatives, and their members are subject to
special tax rules under subchapter T of the Code (sec. 1381 et seq.).
In general, these provisions operate to treat the cooperative more
like 2 conduit than a separate taxable business enterprise.

For Federal income tax purposes, a cooperative generally com-
putes its income as if it were a taxable corporation, with one impor-
tant exception--the cooperative may deduct from its taxable income
- patronage dividends paid. In general, patronage dividends are the
~ profits of the cooperative that are rebated to its patrons pursuant
to a preexisting obligation of the cooperative to do so. The rebate
must be made in some equitable fashion on the basis of the quan-
tity or value of business done with the cooperative. Except for tax-
exempt farmers’ cooperatives, cooperatives are permitted to deduct
patronage dividends only to the extent of net income derived from
transactions with its members. The availability of these deductions
for the cooperative has the effect of allowing the cooperative to be
treated like a conduit with respect to profits derived from trans-
actions with members.

Members of cooperatives who receive patronage dividends must
treat the dividends as income, reduction of basis, or some other
treatment that is appropriately related to the type of transaction
that gave rise to the dividend. For example, where the cooperative
provides items for its members, patronage dividends attributable to
purchase of the items are treated as a reduction in the cost of the
items to the member.

Cooperatives subject to Subchapter T; exemption of elec-
tricity cooperatives -

In general, subchapter T applies to tax-exempt farmers’ coopéra-
tives (described in sec. 521(b)) or any other corporation operating

49 These substance of those regulations presently is contained in T\geas. R;ag. sec. 1.61-5,
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on a cooperative basis (except mutual savings banks, insurance
companies, other tax-exempt organizations, and certain utilities).
However, the 1962 legislation provided that the new rules did not
apply to “. . . an organization . . . which is engaged in furnishing
electric energy, or providing telephone service, to persons in rural
areas” (sec. 1381(a)2)(C)).50 Similarly patrons of such a cooperative
are taxed under the pre-subchapter T rules discussed above. Thus,
such a cooperative can claim a deduction for income that is allo-
cated to their patrons, but the patrons need not include such in-
come in their taxable income.

Exemption of rural electric cooperatives

Code section 501(c)12) provides an income tax exemption for
rural electric cooperatives iF at least 85 percent of the cooperative’s
income consists of amounts collected from members for the sole
purpose of meeting losses and expenses of providing service to its
members.

2. Tax Issues Raised by Restructuring Proposals

It is not clear that a rural electric cooperative can be assured
that it will receive at least 85 percent of its income from its mem-
bers under various restructuring proposals, because fees that the
cooperative receives for transferring electricity through its system
and sales of surplus electricity will not be income from members.

D. Special Energy Tax Incentive Provisions

1. Tax Credit for Eleciricity Produced by Wind and Closed-
Loop Biomass Facilities

An income tax credit is allowed for the production of electricity
from either qualified wind energy or qualified “closed-loop” biomass
facilities (sec. 45). In 1997, the credit is equal to 6.4 cents per kilo-
watt hour of electricity produced from these qualified sources dur-
ing the 10-year period after the facility is placed in service.

The credit applies to electricity produced by a qualified wind en-
ergy facility placed in service after December 31, 1993, and before
July 1, 1999, and to electricity produced by a qualified closed-loop
biomass facility placed in service after December 31, 1992, and be-
fore July 1, 1999. Closed-loop biomass is the use of plant matter,
where the plants are grown for the sole purpose of being used to
generate electricity. It does not include the use of waste materials
(including, but not limited to, scrap wood, manure, and municipal
or agricultural waste). The credit also is not available to taxpayers
who use standing timber to produce electricity. In order to claim
the credit, a taxpayer must own the facility and sell the electricity
produced by the facility to an unrelated party.

The credit for electricity produced from wind or closed-loop bio-
mass is a component of the genéral business credit (sec. 38(b)(1)).
This eredit, when combined with all other components of the gen-
eral business credit, generally may not exceed for any taxable year
the excess of the taxpayer’s net income tax over the greater of (1)
25 percent of net regular tax liability above $25,000 or (2) the ten-

50 See Rev. Rul. 83-135, 82-2 C.B. 149,
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tative minimum tax. An unused general business credit generally
may be carried back 3 taxable years and carried forward 15 taxable
years (sec. 39).

2. Business Energy Tax Credits for Solar and Geothermal
Property

Nonrefundable business energy tax credits are allowed for 10
percent of the cost of qualified solar and geothermal energy prop-
erty (sec. 48(a)). Solar energy property that qualifies for the credit
includes any equipment that uses solar energy to generate elec-
tricity, to heat or cool (or provide hot water for use in) a structure,
or to provide solar process heat. Qualifying geothermal property in-
cludes equipment that produces, distributes, or uses energy derived
from a geothermal deposit, but, in the case of electricity generated
by geothermal power, only up to (but not including) the electrical
transmission stage.51

Public utility property is not eligible for the business energy tax
-credits. For this purpose, public utility property is property used
predominantly 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, (3) telephone service, telegraph
service or other communications service, (4) steam through a local
distribution system, or (5) transportation of gas or steam by pipe-
line, if the rates for furnishing or sale have been approved by a
governmental unit, agency, instrumentality, or commission.

The business energy tax credits are components of the general
business credit (sec. 38(b)(1)). The business energy tax credits,
when combined with all other components of the general business
credit, generally may not exceed for any taxable year the excess of
the taxpayer’s net income tax over the greater of (1) 25 percent of
net regular tax liability above $25,000 or (2) the tentative mini-
mum tax. An unused general business credit generally may be car-
ried back 3 years and carried forward 15 years (sec. 39).

51For purposes of the credit, a geothermal deposit is defined as a domestic gecthermal res-
ervoir consisting of natural heat which is stored in rocks or in an agqueous liquid er vapor,
whether or not under pressure (sec. 613(e}(2)).

¥




II1. ECONOMIC AND TAX ISSUES ASSOCIATED WITH
ELECTRIC POWER INDUSTRY RESTRUCTURING

A. Descriptive Data Relating to the Electric Power Industry

In 1996, production and use of electricity comprised 35 percent
of total energy consumption in the United States52 and constituted
2.8 percent of GDP. In residential and commercial non-transpor-
tation uses, electricity comprised 66 percent of total energy use,
while electricity accounted for 33 percent of the energy used by in-
dustry.53

Providers of electricity

In the United States, electric utilities supply electricity to final
consumers.5* There are three types of electric utilities: IOUs, public
power; and co-ops. In 1995, there were 244 10Us, 2,014 public
power utilities, and 931 co-ops.55 On average, the IOUs are larger,
serving more customers. In 1995, there were 118 million final cus-
tomers of electricity. IOUs served 75 percent of the customers, pub-
lic power utilities 14 percent, and co-ops 11 percent.5¢ In 1995,
IOUs provided 76 percent of final electricity sales, public power 14
percent, and co-ops 8 percent.5?

The provision of electricity involves four distinct functions: gen-
eration, transmission, distribution, and retail sales. “Generation”
involves the creation of electricity. Generation requires boilers and
steam turbines, internal combustion engines, nuclear reactors,
dams, windmills, and the like. Coal is the primary energy source
for most electricity produced in the United States (52 percent), fol-
lowed by nuclear power (19 percent), natural gas (14 percent),
hydro power (10 percent), petroleum (3 percent), and other sources

52Fnergy Information Administration, U.S. Department of Energy, Annual Energy Review
1996, July 1997. The Department of Energy estimates that in 1996 the United States consumed
93.81 quadrillion Btu of energy from all sources and that direct consumption of electricity and
electrical system energy losses accounted for 32.96 quadrillion Btu. (p. 41).

53Energy Information Administration, U.S. Department of Energy, Monthly Energy Review,
‘%-?E;’St 1997. Electricity comprised less than 0.2 percent of energy used in transportation. (pp.

1}

54For a more detailed description of the electrie utility industry see, Paul L. Joskow and Rich-
ard Schmalensee, Markets for Power: An Analysis of Electric Utility Deregulation, (Cambridge:
MIT Press), 1983, and Paul L. Joskow, “Restructuring, Competition and Regulatory Reform in
t}:;% U.S. Electricity Sector,” Journal of Economic Perspectives, vel. 11, Summer 1997, pp. 119-
138.

55 Energy Information Administration, U.S. Department of Energy, Electric $ales and Revenue,
1995, December 1996, p.7. There were also 10 Federal power agencies that made sales to ulti-
mate consumers. ’

56 JQOUs served 89.2 million customers, public power utilities 16.1 million and co-ops 12.9 mil-
lion. Ibid., p. 18.

57 These figures are based on millions of kilowatt-hours, rather than dollars of sales. In 1995,
slightly over three trillion kilowatt-hours of electricity were sold by the U.S. utilities. Of that
total roughly 2.3 trillien kilowatt-hours were sold by IQUs, 432 billion kilowatt-hours by public
power utilities, 240 billion kilowatt-hours by eo-ops and 50 billion kilowatt-hours by direct sales
from Federal power authorities to final consumers. Ibid., p. 6. '

(45)
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(3 percent).58 (See Figure 1.) The “transmission” of electricity refers
to the transportation of electricity from generation sites to distribu-
tion centers. This transmission occurs at high voltage and requires
wires, transformers, and substations. Transmission generally in-
volves long-distance transportation of electricity. The “distribution”
of electricity refers to the transportation of electricity from distribu-
tion centers to customers’ homes and businesses. Distribution oe-
curs at low voltage and requires poles, wires, transformers and the
like in local areas. The “retailing” function involves metering and -
billing final customers. Retailing also may require the retailer to
contract with generators and owners of transmission and distribu-
tion systems for the provision of power.

S3The category “other” includes wood and wastes, geothermal, wind, photovoltaic, and solar
thermal among other energy sources. The combustion of wood and wastes accounts for more
than half of the electricity produced in this category. Energy Information Administration,
Monthly Energy Review, August 1997, p. 101,
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Electric utilities generally are granted exclusive geographic fran-
chises in which to sell electricity to retail customers. In many
cases, the electric utility, whether an IOU, public power, or co-op,
is vertically integrated, providing each of these four functions.
However, some electric utilities produce none of their own elec-
tricity, purchasing from others while providing only the retailing
and distribution functions. Other electric utilities produce more
electricity than their owri retail customers consume. These produc-
ers provide generation and transmission services to other electric
utilities. Generally, in the western United States, IQUs tend to be
net purchasers of electricity produced by public power. In the rest
of the country, IOUs are net sellers of electricity to public power
(municipal systems) and co-ops.’? In 1996, of all electricity pro-
duced by electric utilities, I0Us produced 77.2 percent, public
power produced 8.6 percent, co-ops produced 4.5 percent, and Fed-
eral agencies produced 9.7 percent.®? In addition, non-utility power
producers (“independent power producers”) generate 11.6 percent of
all electricity (utility produced and independent power produced) in
the United States.6! Comparing these data with the sales data sug-
gest that on a nation-wide basis public power and co-op sectors of
the electric utility industry purchase for resale approximately as
much electricity as they produce and that IOUs are modest net
purchasers of electricity as well.

Users of electricity

The residential sector is the largest end user of electrieity, con-
suming 35 percent of all electricity consumed in 1996. The indus-
trial sector consumed 33 percent of electricity while commercial
users consumed 29 percent. (See Figure 2.)

59 Joskow and Schmalensee, Markets for Power, p. 18.

S0TOUs produced 2,374,357,062 mepawatthours of electricity in 1996. Public power produced
266,057,629 megawattshours of electricity in 1996. Of the public power total, 162,741,703 {61
percent) was produced by State power agencies that do not serve a retail function, but rather
operate as wholesale providers of electricity to other utilities. Co-ops produced 139,171,630
megawatthours of electricity in 1996. Federal agencies.produced 297,855,781 megawatthours of
electricity in 1996. Data compiled from U.S, Department of Energy, Energy Information Admin-
istration, Form EIA~759, ‘Monthly Power Plant Report,” Final 1996.

SLEIA, Monthly Energy Review, August 1997, reports that in 1996 non-utility producers gen-
erated 403 billion kilowatt-hours of the 3.5 ¢rillion kilowatt-hours generated. {p. 96).
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For most of the past 60 years, States have regulated the electric
rates that IOUs may charge. In the case of public power and co-
_ ops, public ownership and cooperative member ownership implicitly
act as regulators of price. Between 1973 and 1982, electricity prices
rose, generally as the cost of primary energy rose. During the last.
decade, the average price of electricity charged to residential users
has increased modestly, while the average price charged industrial
users has remained almost unchanged. (See Figure 3.) If these
nominal prices ar¢ adjusted for general price inflation, the real

price of electricity to all consumers has fallen annually for the past
decade and is approximately equal to the prices that prevailed in
~1973. (See Figure 4.) - . :
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B. General Economic Issues Raised by Restructuring of the
Electric Power Industry

What is to be restructured?

As noted above, most electricity in the United States is provided
by vertically integrated suppliers that perform each of the four
functions of generation, transmission, distribution, and retailing.
Analysts have argued that vertical integration provides substantial
benefits. Because of the physics of electricity, an electric network
is integrated and free flowing. Increased demand at one point af-
fects the ability of all other users to use electric-powered equip-
ment and appliances. Likewise, failure in any one part of the gen-
eration, transmission, or distribution networks can affect the integ-
rity of the entire system. Different ownership of different parts of
the system would necessitate negotiation to maintain the integrity
of the system. Because system demands are constantly changing,
such negotiations might be compiex and costly. Vertical integration
may enhance the efficiency of the provision of electricity to final
users as a vertically integrated supplier internalizes the problems
of coordination of generation, transmission, and the distribution of
an output whose demand is changing with the time of day and sea-
sons and which must be met in real time if “brown outs” are to be
avoided. Hence, vertical integration may promote cost savings and
promote system reliability for customers.

In addition, many analysts have long held the view that the pro-
vision of electricity may be characterized as a natural monopoly. A
natural monopoly is said to exist when substantial economies of
scale are created by investment and the investment is so large rel-
ative to the market to be served that it would be uneconomic for
more than one producer to serve a given market. The substantial
physical investments required for generation, transmission, and
distribution systems combined with the internalization of the co-
ordination problems discussed above may create such scale econo-
mies.

Policymakers long have viewed the existence of natural monopoly
as justification of regulation or public provision of electricity to pro-
tect consumer interests from monopoly pricing. Other analysts ob-
serve that regulation and public ownership can foster inefficiencies.
For example, rate of return regulation may promote provision of
the good or service by employing more capital, and less labor and
other inputs, than would be dictated by a purely cost minimizing
manager.52 The regulatory process may slow investment or dis-
investment in response to changes in the consumer market place.
Regulation and public ownership may reduce incentives to inno-
vate.

More recently, analysts have argued that to the extent that the
provision of electricity has the characteristics of natural monopoly,
it is not because there are the characteristics of natural monopoly
present in each of the four functions. They note that economies of
scale are not so great in generation as to necessitate one generator
per region. They note the successful competitive wholesale market

62 Averch, Harvey, and Leland L. Johnson, “Behavior of the Firm under Regulatory Con-
straint,” American Economic Review, 52 December 1962, pp. 1052-1069.
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in electricity in this regard. Likewise, they argue that the retail
sale, metering, and billing of electricity does not require a single
metering and billing agent. These analysts argue that the scale of
the physical investment and the coordination efficiencies may
imply that the only source of natural monopoly lies in transmission
and distribution. This has led some to suggest that either the gen-
eration or retailing functions of the provision of electricity could be
deregulated and opened to market competition to the benefit of con-
sumers. Two basic approaches to restructuring have been broached
in recent years. The first, sometimes called the “portfolio manager
model,” 63 would have the local distribution utility retain its service
area, its retailing function, and regulated status, but would engage
in competitive procurement to purchase electricity from suppliers
in a competitive wholesale market. The second basic approach
might be termed “customer choice” or “retail wheeling.”64 In this
approach, retail customers can, individually or in groups, purchase
power from independent retailers or wholesalers. The retailers, in
turn, would competitively procure power from the wholesale mar-
ket. The retail customer, or the customer’s retail provider, would
pay a separate charge to a regulated transmission and distribution
company for delivery of the electricity.,

Efficiency gains from restructuring

Prices and costs under rate regulation

Utility rate regulators generally permit IOUs to charge prices to
recover costs. Similarly, public power authorities and co-ops gen-
erally charge prices to recover their costs. Thus, over the long run,
the prices charged for electricity reflect the costs of providing elec-
tricity. Regulators typically also must approve investments as nec-
essary and appropriate. Thus, the facilities maintained by the util-
ity, and the costs incurred in constructing, maintaining, and oper-
ating those facilities, may reflect the regulators’ notions of what is
appropriate and this might be different from what the market
might dictate. The prices permitted generally are based on the av-
erage cost of service. Thus, if an electric utility has a high-cost fa-
cility and a low-cost facility, the regulators permit the utility to
charge a price based on the average cost of constructing, mainfain-
ing, and operating the two facilities. Under this structure, current
prices charged consumers will embody a “poor” investment (e.g., a
high-cost facility).

Effects of restructuring on prices and costs

The rationale for restructuring is that competitive markets pro-
vide goods and services at the least cost to consumers. By injecting
competition into either the generation function or retailing func-
tion, some of the inefficiencies of the present system may be elimi-
nated with the benefits ultimately flowing to consumers. Increased
efficiencies may be gained by increased labor productivity, improv-
ing the operating performance of existing facilities, and from in-
vestments in new facilities. In a more competitive environment,

83 Joskow, “Restructuring, Competition and Regulatory Reform in the U.S. Electricity Sector,”
p. 127.
64 1bid., p. 128.
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prices would reflect the marginal, or incremental, cost of electricity
generation. In the long run, prices embody costs. However, under
competition, prices will be determined by low-cost facilities as high-
cost facilities will be closed or abandoned. _

Many observers believe that the U. S. electric power sector is a
reasonably efficient low-cost producer. Electricity rates in the Unit-
ed Sicages are among the lowest of developed countries. One analyst
concludes:

In the short run, the current system does a good job effi-
ciently dispatching generating plants, making cost-reduc-
ing energy trades between generating utilities, maintain-
ing network reliability, and dealing with congestion and
emergencies. Restructuring for competition and regulatory
reforén is unlikely to lead to significant short-run cost sav-
ings.65

This is not to say that consumers would not see price declines in
the short run. In the short run, increased competition could lead
to prices less than sufficient to cover fully both the fixed and oper-
ating costs of certain facilities. While these facilities might remain
in service, they would do so at a loss compared to their historic
costs. (See the discussion of so-called “stranded costs” below.)

In the longer run, certain uneconomic facilities would be closed
and perhaps replaced with new, more technologically advanced fa-
cilities. Also, broader arrangements for inter-regional power sales
could reduce costs of service. New investments would be made with
a view to minimizing costs in a competitive market and such cost
savings ultimately should flow to the consumer.

Effects on patterns of use

Economists argue that when prices reflect marginal (or incre-
mental) costs, society’s net benefit is being maximized, and that re-
sources are not being wasted. Under regulation, with prices
charged equal to average production costs, a factory owner may
find it profitable to add additional machinery to produce more
widgets during the day shift, rather than to pay overtime to
produce the same number of widgets by using both day and night
shifts with the existing machinery. However, in order to provide
that electricity, the local electric utility may have to bring on line
its most expensive generator and produce the additional electricity
at an incremental cost in excess of the price it receives. If the bene-
fit the manufacturer receives from using this additional electricity
during the day shift is less than the incremental costs of the elec-
tricity’s production, this pattern of use wastes society’s resources.
If the electric utility’s price equaled its marginal cost of production,
the widget manufacturer might find it more profitable to run the
day and night shifts. If the widget manufacturer runs both day ‘and
night shifts, the electric utility may not require the additional in-
vestment in generating facilities. The effects on the pattern of
usage of electricity would be expected to alter the necessary invest-
ments in electric utility facilities, perhaps generating additional
long-run savings.

85 Ibid., p. 124,
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Equity issues related to restructuring

Restructuring and prices charged to final consumers

Moving from regulated, average cost pricing, to competitive mar-
ket pricing generally will change consumers’ electric bills. While
analysts generally agree that the average price of electricity at the
generator or wholesale level will .decline, there is no guarantee that
all consumers’ bills will fall. For example, if in a more competitive
market there is more peak-load, or time-of-day, pricing some con-
sumers may see their electric bill increase. Alternatively, large
users of electricity, such as certain industrial users, may see their
prices decline by more than those of residential consumers. On the
national level, if restructuring promotes more inter-regional elec-
tricity sales, consumers in some areas that currently have very low
electricity prices may see their electricity prices rise, while consum-
ers in areas that currently have high electricity prices may see
their prices fall. Some may view these benefits of restructuring as
being distributed inequitably. On the other hand, the current dis-
tribution of prices across consumers may be inequitable.

Some analysts have noted that average cost pricing under regu-
lation may create many potential cross subsidies. For example, if
it is more costly to provide electricity to rural customers than to
urban customers, but the price charged is the same, then analysts
may conclude that urban sales “subsidize” rural sales. Deregulation
as a component of restructuring may make some cross subsidies
unprofitable. Under the assumptions of this example, prices
charged to urban customers may fall, while prices charged to rural
customers may rise. On the other hand, some cases of cross subsidy
may not involve the generation or retailing functions. To the extent
that cross-subsidies arise in the transmission and distribution of
electricity, the regulatory scheme that remains on these functions
may continue to promote certain cross subsidies.

Stranded costs

If restructuring leads to changes in prices or new entry to the
market for the provision of electricity, the values of existing assets
used to provide electricity may change. Some may view the result-
ing pattern of gains and losses in asset values as inequitable.

In a regulated environment, where rates have been set on a cost
of service basis, IOUs have had an assurance of recapturing asset
values by means of a regulatorily established “fair” rate of return
that is based on the historical costs of these investments. In a com-
petitive market, there is no comparable assurance of a guaranteed
return, and asset values are determined by the current and ex-
pected future income streams that the asset can generate. In gen-
eral, the asset values will be governed by the market estimate of
the present value of this expected stream of income. In the com-
petitive environment, it is widely acknowledged that prices for elec-
tricity will be lower than those currently set through the regulatory
process, and that the market value of certain IOU assets, particu-
larly in generation,®6 will be lower than their historical costs on the

56 The largest stranded costs are believed to be in generation, particularly in nuclear plants.
Other stranded costs may include long-term contracts with other generators at above market
rates, fuel supply contracts at above market rates, and “regulatory assets”—deferred expenses
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books for ratemaking purposes. As described above (Part ILB. 1),
this difference in the market value of these assets relative to their
value in the ratemaking process (which is the unamortized portion
of the historical costs of the aszet) has commonly come to be called
“stranded costs.” 87

The recovery of stranded costs has become one of the more con-
tentious issues in the restructuring debate. Estimates of the mag-
nitude of these costs range from $10-20 billion to $500 billion.58
Depending on their magnitude, these costs potentially could bank-
rupt certain I0Us if the IOUs are held responsible for the stranded
costs. While bankruptceies may impose some unique additional costs
in the transition to competition (such as assets being tied up in
bankruptey proceedings), it is not obvious that any special steps
should be taken to bail out these IOUs and their shareholders and
bondholders. The I0Us most likely to go bankrupt will be those
that were highly leveraged (that is, those financed with high debt
to equity ratios, implying that the IoU's earnings in a competitive
environment are more likely to be insufficient to meet the sched-
uled payments on debts to bondholders, thus precipitating bank-
ruptcy) and/or those with the greatest stranded costs from past un-
economic investments. In other words, these IOUs are more likely
to have made poor investments in generatzon thus producmg high-
cost electricity, and/or to have made poor financing choices in the
past, thus running greater risks of bankruptcy. Their service terri-
tories therefore have the most to gain from a quick transition to
competition.

Irrespective of bankruptcy concerns, many observers feel that the
recovery of stranded costs should be allowed on the grounds that
there was a “regulatory compact” that provided that “prudently” in
curred costs would be recoverable in the ratemaking process in ex-
change for the provision of service at regulated rates to everyone
in the service territory. Indeed, the Federal Energy Regulatory
Commission (“FERC”), in its Order 888, stated “the recovery of le-
gitimate, prudent, and verifiable stranded costs should be al-
Iowed,” 62 and found that this was “critical to the successful transi-
tion of the electric industry to a competitive, open access environ-
ment.” 70 Other observers have argued that recovery of stranded
costs would inhibit the movement to competition, potentially distort
price signals, and reward the most inefficient producers.

To examine the issue of stranded costs from an economic perspec-
tive, it is first important to understand that while rate restructur-
ing creates “stranded costs” as defined above, the true economic
costs that give rise to “stranded costs” have already been incurred.
That is, stranded costs are not a true aggregate economic cost of
restructuring, but rather represent simply a calculation of the

}hat appear as agsets on the balance sheet and that utilities would be able to recover in the
uture.

87 The current discussion of “stranded costs” generally is presented in terms of 10Us. How-
ever, as discussed later, the issue is petentially endemic to the entire electric power industry.

Energy Information Administration, U.S. Department of Energy, The Changing Structure
of the Electric Power Industry: An Upda:te, December 1996, p.

%9 Federal Energy Re Ifulatory Commisaion, Order No. 888 Promoting Wholesale Competition
Through Open Access discriminatory Transmission Services by Public Utilities, Docket No.
RMS5-8-000, and Recovery of Stranded Costs by Public Utilities/and Transmutmg Utilities,
Docket No. RM-34-7-001 (April 24, 1996), p. 451.

7 Ibid., p. 454.
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value of the true economic losses from past investments. From an
economic perspective, these costs are considered “sunk” costs. From
the standpoint of society as a whole, they are irretrievable losses,
and the debate over stranded costs is simply a debate over who
should bear the burden of these losses in a transition to competi-
tion. Whether the shareholders and bondholders of the IOUs
should bear these costs, or whether the existing or future customer
base, on behalf of -whem-the costs were-ineurred, should bear-these—
costs, is a debate as to what is “fair,” and economists have no spe-
cial expertise to inform this debate. However, the manner in which
these costs are assigned, as opposed to whom they are allocated,
- might have important implications for the economically efficient op-
eration of electricity markets. :

An abrupt transition to competition, in which shareholders were
held responsible for stranded costs of IOUs, and where customers
could subsequently shop around for the best price, would result in
economically efficient electricity markets as a consequence of the
ability of prices to adjust to changing market conditions.”* How-
ever, an abrupt transition in which the existing customer base
were immediately required to pay for the stranded costs, in ex-
change for open competition on electricity rates, would result in
economically efficient electricity markets for the same reasons. The
use of “exit fees” that are designed as lump-sum payments and do
not change the price of electricity at the margin (i.e., the mag--
nitude of the payment is determined in advance, and is independ-
ent of actual future electricity use) is an example of the latter ap-
proach. “Exit fees” are charges assessed a utility customer who for-
" merly paid at regulated rates and who chooses to become an
“unbundled” ( i.e., they will begin to pay competitive rates for the
generation component of electricity) customer of that utility. The
“exit fee” is designed to cover the portion of stranded costs that
such customer is deemed to be responsible for.72 '

Some schemeés for the recovery of stranded costs will delay true
competition in the electricity markets and also the benefits that
flow from true competition in the form of greater efficiency of these
markets. The primary example of this entails imposing a fee per
kilowatt hour on the distribution of electricity, and dedicating this
fee to the recovery of stranded costs (i.e., giving the fee to the util-
ity that served the customer in the regulated environment, regard-
less of who serves the customer in the competitive environment).
These fees are the economic equivalent of excise taxes, and as such
have the negative effects of such taxes, namely distortion of rel-
ative prices (i.e., electric energy will be artificially made more ex-
pensive than other forma of energy, relative to what would prevail
in fully competitive conditions). Such price distortions result in eco-
nomically inefficient choices. For example, a consumer might be
willing to pay 8 cents per kilowatt hour for electricity, and a poten-
tial supplier might be willing to provide it for 6 cents per kilowatt
hour based on the true economic costs of production. Both parties
would be made better off by the transaction, but a sale will not

- 7This discussion assumes that there are no “negative externalities” to consumption (i.e., no
costs to others as a result of private consumption), and that there are no natural monopoly con-
ditions that apply. '

72 See Ibid., 143157, for a discussion of the estimation of stranded costs angd exit fees,
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take place if a stranded cost fee is imposed that exceeds the dif-
ference between the price the buyer is willing to pay and the seller
is willing to sell. For example, if an exit fee of 3 cents per kilowatt
hour is charged, the cost to the consumer will now be 9 cents, and
a transaction will not take place. The consumer might instead elect
to consume energy in a different form, despite the true economic
costs of the alternate energy source being greater than the true

economic cost of electFicity, as long us the alternate energy source™
is less costly than the fee inclusive price of electricity. Such choices
are economically wasteful, leading to an under-consumption of elec-
tricity, and potentially an over-consumption of alternate energy
sources.

Other issues

System reliability.—Most analysts agree that regulators strive to
ensure system reliability and that the electric service provided in
the United States is very reliable. This may be a source of eco-
nomic inefficiency. Regulation may have fostered excessive invest-
ment in capacity to meet demands that reasonably might be ex-
pected to occur infrequently. Investment in reliability costs society
resources. One estimate has placed the costs of electricity provided
to meet such infrequent demand as costing $3.60 per kilowatt
hour.7® If the consumers who use this electricity at such times
would not be willing to pay $3.60 per kilowatt hour to avoid a
power outage, then economists would conclude that society’s re-
sources have been invested wastefully. If under restructuring, mar-
ket demand determines investment, such additional investments in
system reliability will not be made if investors do not believe they
will be able to earn a sufficient return on their investments. As a
result, the electric system under restructuring may be less reliable
than under regulation. On the other hand, some aspects of reliabil-
ity may improve. If there is competition in retailing, one area in
which competition might occur is customer service.

Environmental concerns.—Environmental regulation of the elec-
tric power industry generally is independent of the industry’s cur-
rent structure. The primary environmental regulations result from
the Clean Air Act and the operation of nuclear reactors.”* Restruc-
turing of the generation or retailing functions of the electric power
industry generally would not alter the applicability of any of these
standards. To the extent that rate regulation or public ownership
has been used to foster certain environmental goals, restructuring
could alter environmental outcomes. In addition, to the extent that
air pollution increases with the amount of electricity produced, re-
structuring by reducing prices may increase the demand for elec-
tricity. On the other hand, if more fuel efficient natural gas com-
bined cycle turbine technology displaces certain older generating

3 Energy Information Administration, U.S. Department of Energy, “Electricity Prices in a
Competitive Environment; Marginal Cost Pricing of Generation Services and Financial Status
of Electric Utilities, A Preliminary Analysis Through 2015,” August 1997, p. 15, The Department
of Energy observes that “[tlhe standard measure of reliability on which systems have been de-
signed is to provide enough generating capacity so that only one day of capacity shortage results
every 10 years. The implementation of this standard means that the cheapest capacity . . . in
service . . .is used 8 to 10 hours per year.”

74 See the discussion below relating to nuclear decommissioning trust funds.
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facilities or if time-of-day pricing reallocates when the demand oec-
curs, total air pollutants could fall.

Consolidation in the electric power industry.—As was noted
above, coordination of generation, transmission, and distribution
may create certain operating efficiencies. Under today’s regulated
environment the ability of any utility to exploit these coordination
efficiencies generally is limited to coordination within one utility’s
—defined-service area.-In-a deregulated environment, if such effi-
ciencies are significant, they may provide the rationale for mergers
between owners of transmission systems or distribution systems.

C. Tax Issues Raised by the Restructuring of the Electric
Power Industry

1. Special Status of Public Power and Cooperatives

Oﬁerv_iew of cost of capital in the electric power industry

. As discussed in Part I1.C., above, public power and co-ops operate

in a tax environment that is significantly different from the I0Us,
which represent the majority of the electric power industry. Public
power entities, as government entities, are not subject to the cor-
porate income tax and may issue tax-exempt bonds to help finance
their investments.”® Co-ops, which are owned by the patrons of the
system, are accorded pass-through status for Federal income tax
purposes. That is, there is no corporate level income tax and divi-
dends from any earnings are taxed only as income at the individ-
. ual, or member, level. In certain circumstances the dividends re-
ceived by individual taxpayers may be excludable from taxable in-
come at the member level as well as excludable at the entity level.
Co-ops’ investments also benefit from favorable loans from the Fed-
eral Government. The cost of capital of both types of entities is
lower than it would be if they were subject to corporate income tax.

In the absence of rate regulation, IOUs alse may face a higher
cost of capital in the market. As regulated utilities, for whom regu-
lators generally have let earnings be neither too high nor too low,
investors have required lower rates of return than if earnings were
subject to the vagaries of a more competitive market. The relative
security of revenue under regulation also may have encouraged
more reliance on debt finance than would be appropriate in a more
competitive market. Thus, restructuring may lead all segments of
the electric power industry to alter their financial structures.

Tax-exempt financing

The ability to finance capital and operating costs with tax-ex-
empt bonds may substantially reduce the cost of debt finance. To
illustrate, assume the interest rate on taxable debt is 10 percent.
If an investor in the 36-percent marginal income tax bracket pur-
chased a taxable debt instrument, his after-tax rate of return
would be the 10-percent interest less a tax of 36 percent on the in-
terest received for a net return of 6.4 percent. If as an alternative
this investor could purchase a tax-exempt bond, all other things
such as credit worthiness equal, he would earn a better after-tax

7 Certain 10Us, referred to as local furnishers, also may issue tax-exempt bonds to finance
their facilities. {See Part ILA., above.)
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return by accepting any yield greater than 6.4 percent.”® In the
market, the yield spread between a tax-exempt bond and com-
parable taxable bond is determined by the marginal buyer of the
bonds; in today’s market, vield spreads are generally less than 28
percent.”” Because the yield spread arises from forgone tax reve-
nue, economists say that tax-exempt finance creates an implicit
subsidy to the issuer. However, with many investors in different
“tax ‘brackets; the ‘loss-of Federal receipts-is greater than-the reduec-
tion in the tax-exempt issuers’ interest saving.?® The difference ac-
crues to investors in tax brackets higher than those that would be
implied by the yield spread between taxable and tax-exempt bonds.

Industry restructuring might have two distinct effects on public
power and IOUs that qualify for tax-exempt financing as local fur-
nishers. First, if these utilities must use taxable bonds to finance
generation facilities, their cost of capital is likely to rise.”® Because
competitors attempt to price their services to recover their capital
costs, in the long run, prices of electricity provided by these genera-
tors might rise. In addition, because tax-exempt financing lowers
the cost of debt capital, electric service providers that issue tax-ex-
empt bonds may rely more heavily on debt finance than other pro-
viders. Loss of the ability to use tax-exempt financing may cause
the affected entities to adjust their financial structure in the long
run. In the short run, investors may view such providers as riskier
investments than others because of their higher leverage ratios.

On the other hand, if these electric service providers were per-
mitted to retain their ability to receive tax-exempt financing, they
might have a considerable cost advantage over other generators in
a deregulated market for generated power. The market share of
such generators would expand and the implicit Federal subsidy to
electric generation and certain investors might increase. In order
to keep these providers from exploiting their capital cost advan-
tage, the scope of restructuring may have to be smaller, perhaps
by not permitting such generators to interconnect with the IOUs.
Limiting interconnection, however, would limit the scope for ex-

76 More generally, if the investor’s marginal tax rate is ¢ and the taxable bond yields r, the
investor is indifferent between a tax-exempt yield, r, and {I-0)r.

77 For example, while not comparable in security, market trading recently was priced 30-year
U.8. Treasuries to have a yield to maturity of approximately 6.6 percent. Prices for an index
of long-term tax-exempt bonds have produced a yeild to maturity of approximately 5.5 percent.
See, The Bond Buyer, 321, September 15, 1997, p. 43. Again ignoring differences in risk or other
non-tax characteristics of the securities, the yield spread imples that an investor with a mar-
iilnal tax rate of 17 percent would be indifferent between the Treasury bond and the average

igh-yield tax-exempt bond.

78The Federal income tax has graduated marginal tax rates. Thus, $100 of interest income
forgone to a taxpayer in the 31-percent bracket costs the Federal Government $31, while the
same amount of interest income forgone to a taxpayer in the 28-percent bracket costs the Fed-
eral Government $28. If a taxpayer in the 28-percent bracket finds it profitable to hold a tax-
exempt security, a taxpayer in the 31-percent bracket will find it even more profitable. This con-
clusion implies that the Federal Government will lose more in revenue than the tax-exempt is-
suer gains in reduced interest payments. ' :

79 As discussed in Part ILA., above, restructuring could cause outstanding bonds to lose their
tax exemption. In practice, when an outstanding tax-exempt bond becomes taxable the issuer
typically pays the Federal Government a negotiated settlement amount. Such payments would
not raise the total interest expense to that incurred by an issuer who has issued taxable bonds
unless the negotiated settlement amount equals the yield spread between the formerly tax-ex-
empt bond and a comparable taxable bond. Moreover, even in such case, the “tax” recovered
when an outstanding tax-exempt bond becomes taxable is less than the amount of tax that
would have been paid had the bond intially been sold as a taxable bond offering taxable interest
for the reasons explained in the preceding footnote.
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ploiting system rationalization, inter-regional power sales, and effi-
ciency gains.

A second effect that restructuring could have on current electric
power industry beneficiaries of tax-exempt bonds is the so-called
stranded cost problem. Analysts usually refer to the stranded cost
problem in the context of privately owned facilities, but the prob-
lem can arise for public power as well. Bonds cutstanding today
have financed facilities. The prices charged for the electricity pro-
duced by these facilities is based on a non-competitive market in
which the price is sufficient to meet the debt service demands of
.the bond. Under restructuring, the wholesale price of electricity
may generate revenues insufficient to meet the debt service re-
quirements of the facilities. In such a situation, to aveid possible
default on the bonds, the utility may have to draw down reserves
O.rl devi%eo some method to recover the original investment in the fa-
cilities. '

Exemption of co-op income from corporate level tax

Co-ops generally are treated as pass-through entities, exempting
certain income they earn from corporate income taxation. Income
paid as patronage dividends is deductible and, thereby, exempt
from tax at the entity level. The dividends received by the member
or patron generally may remain taxable to the recipient if the re-
cipient is a business that previously has deducted expenditures re-
lated to its purchase of electricity from the co-op. If the recipient
is an individual taxpayer, in most cases dividends are exempt from
tax at the individual level as well as the entity level. In addition,
as described in Part II.C., above, a rural electric eo-op is exempt
from corporate income tax regardless of whether it distributes its
income to members provided 85 percent of the co-op’s income con-
sists of amounts collected from members. .

Most economists believe that the corporate income tax effectively
taxes the returns to equity investments in the corporate sector.
That is, the after-tax rate of return to an equity investor is lower
than it would be in the absence of the tax. The reduced rate of re-
turn may discourage equity investment in taxable corporations. In
this view, a co-op’s exemption from the corporate income tax en-
courages equity investment in the enterprise. The exemption from
tax at the individual level would magnify this effect for individual
investors. Because an equity investor in a co-op can earn the pre-
corporate tax rate of return, if the incremental source of financing
in electric utility operation is from equity capital, the co-op may
have a cost of capital advantage compared to I0Us.81 In addition,
co-ops may borrow from the Federal government at favorable rates
compared to the borrowing rates of I0Us. Thus, the cost of debt
capital also is more favorable than that of many IOUs.

Implicit- subsidies to the cost of capital of some electric service
providers and not to others may encourage an inefficient pattern
of investment in facilities. In addition, by paying patronage divi-

80The problem of stranded costs was discussed in more detail in Part IILB., above.

81 Simifa.r to the analysis for tax-exempt bonds, if alternative equity invesetments offered an
expected rate of returm of r, a co-op neeg only offer an individual investor an expected rate of
return of r., where »> r.> r(I-¢t) when the individual investor’s investment income is otherwise
taxed at a marginal rate of ¢. The co-op benefits from a lower cost of equity capital (r.<r} and
the individual investor recefves a higher after-tax of return (ro>r(I-t}).
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dends to members or patrons based on their use of electricity, the
co-op reduces the effective price of electricity to the members or pa-
trons. The effective price members or patron pay may not reflect
the true cost of providing the service and consumer choice may be
distorted. These consumers may consiume more electricity than
they otherwise would. An increase in demand for electricity as the
result of this price effect could lead to an inefficient over-invest-
ment in facilities to meet the demand. However, if restructuring
were accompanied by a loss of the tax-favored status of electric co-
ops, the prices co-op members face might rise as a result of the ter-
mination of current subsidies. , o o

One of the policy reasons behind the creation of favorable financ-
ing sources for cooperatively owned utilities was to offset the high-
er cost of providing service in certain areas. These high costs were
generally attributable to the distribution and retailing of the elec-
tricity in rural areas, rather than in the generation of electricity.
However, the tax and other benefits available to cooperative owner-
ship are not limited to the distribution and retailing functions or
to co-ops serving rural areas. Moreover, the cost conditions that
motivated the original policy may no longer be valid in all areas
served by co-ops. : . '

If, in a restructured market, cooperatively owned generation fa-
cilities retain favorable costs of equity and debt capital, they may
gain a cost advantage over other generators of electricity. However,
the cost of equity capital advantage may be limited in practice from
the requirement that equity come from co-op members, rather than
from the public capital markets. Moreover, the rule requiring 85
percent member-source income may limit the ability of some coop-
eratively-owned generators to expand beyond their primary service
area and retain a cost of capital advantage. If restructuring per-
mitted such generators to expand and seek new customers, they
would only retain their tax-favored cost of capital advantage if the
new customers were made members of the cooperative. The form
restructuring takes may be important in this regard. If restructur-
ing follows the portfolio manager model, where pre-existing electric
service providers purchase electricity from a competitive market, of
electricity generators, it may be difficult for a cooperatively owned
generator to expand and continue to meet the 85-percent test. On
the other hand, if restructuring follows the customer choice model
and if a cooperatively owned generator also acts as a retailer, any
new customer could become a co-op member.

As with public power, there may be some cooperatively owned fa-
cilities that become uneconomic m a deregulated market. At com-
petitive wholesale prices for electricity, these facilities may be un-
able to generate revenues sufficient to service the debt incurred to
build the facilities or to pay competitive returns to equity investors.
This again is the issue of so-called stranded costs which was dis-
cussed above, :

2. Special Energy Tax Incentives

As discussed above in Part II.I)., numerous provisions of the
Code provide certain incentives for the production of electricity by
specified means, such as by wind, solar, or “closed loop” biomass fa-
cilities. Such special provisions have been justified on wvarious
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grounds (e.g., they produce less pollution, reduce our reliance on -
foreign energy, etc.), but these provisions represent a departure
from the purely competitive model, where prices are determined
solely by the workings of the market place, rather than being influ-
enced by government intervention that favors particular activities.
If these special tax incentives are designed to overcome specific
market failures, they may result in more socially efficient economic
outcomes. For example, if pollution costs from the burning’ of fossil
fuels for electricity generation are not internalized in the price of
electricity, there will be over-consumption, from an overall social
perspective, of electricity produced from fossil fuels. The best ap-
proach to deal with this “negative externality” is to set an appro-
priate tax on the activity that produces the negative externality.
The alternative of granting tax incentives for alternative forms of
energy production might yield improvements over the competitive
outcome, although this would not necessarily be the case.82 If the
cost of the subsidies exceeds the negative externalities from the
burning of fossil fuels, a worse outcome could result. Whether good
or bad, these special tax incentives are not part of the “regulatory
framework,” however, and they are not necessarily jeopardized by
the restructuring proposals under consideration.

At the State level, the dismantling of parts of the regulatory ap-
paratus could result in fewer investments in “alternative” generat-
Ing capacity.88 Under a regulatory regime, such facilities might be
built, despite higher costs of generation, if the State public utility
commissions can be convinced that they offer positive benefits rel-
ative to conventional generating capacity. (See above discussion on
“stranded costs” of high-cost generation.) Under these cir-
cumstances, investors will be willing to build these facilities pro-
vided the ratemaking process gives them an adequate rate of re-
turn on their investment. Under competition, with no assurance of
a return guaranteed by a ratemaking process, investors will only
build these facilities if they offer the promise of a competitive rate
of return. Even without public utility commission ratemaking,
State legislatures could still choose to subsidize “alternative” gener-
ating capacity through incentives in State tax codes, or through di-
rect expenditures. ' .

3. Nuclear Decommissioning

Under present law, special tax treatment is allowed for set-asides
for the future decommissioning of nuclear power plants. (See pre-
vious discussion in Part II.B.2.a.) The rationale for this provision

82 Subsidizing an alternative form of enei-%y does not help to Fet the total price to the
consumer equal to the total social costs of the consumption of the good with negative
externalities. Having a good's price embody all costs of its consumption is a desirable objective
from an economic eg':ciency standpeint. Only a tax at a rate equal to the negative externality
(called 2 “Pigouvian” tax) will equate the price with the total social cests of consumption. Subsi-
dizing the zlternative form of energy would only be appropriate, from the standpoint of economie
efficiency, if there were “positive externalities” from the consumption of such energy. Positive
externalities exist where the private consumption of a good leads to benefits, rather than costs,
to third parties.

83 Other conservation measures that are sponsored through the regulatory process may also
disappear. An example of this might be the “demand side management” programs, whereby util-
ities provide free energy conservation materials to households, such as energy efficient light
bulbs. This does not imply that conservation measures will cease with the advent of more com-
petitive markets, but that the conservation measures undertaken will be dictated by pricing sig-
nals and private actions (or, potentially, other interventions by State legislatures), and not by
public utility commissions.
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of current law is to assure that there is adequate funding available
for the high cost of decommissioning these plants at the end of
their useful life. This tax treatment also helps to spread the costs
of the decommissioning over the life of the plant, rather than bur-
dening future ratepayers with the entire expense. Under competi-
tion, there may still be a compelling public policy rationale for
some form of required set-asides for the decommissioning of the nu-
clear plants. Without such set-asides, there may be an incentive for
a profit-maximizing firm to plan to declare bankruptecy and aban-
don a nuclear plant at the end of its useful life, rather than provide
for decommissioning over the life of the plant. In this scenario, the
public at large would be forced to bear the costs for the decommis-
sioning,
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Appendix B—Letter From Senator Frank Murkowski

UNITED STATES SENATE,
CoMMITTEE ON ENERGY AND NATURAL RESOURCES,
WasHINGTON, DC

APRIL 14, 1997

Mr. KennNeETH KIES,

Staff Director,

Joint Committee on Taxation,
U.S. Congress,

Washington, DC.

DeArR MR. Kies: The Senate Committee on Energy and Natural
Resources has begun a comprehensive review of the issues involved
in competition, deregulation, and the restructuring of the electric
power industry. Witnesses appearing before the Committee have
raised numerous issues, including questions about the special ad-
vantages that the various participants have, as well as the dif-
ferent Federal tax consequences of change,

Accordingly, to ensure that the Committee has all relevant facts
before it, I am requesting the assistance of the staff of the Joint
Committee on Taxation to develop materials explaining the prin-
cipal current Federal tax provisions that are specific to the electric
power industry. This report would review these matters for inves-
tor-owned, publicly-owned and cooperatively-owned utilities, as
well as for non-utility generators and other participants in the elec-
tric power industry as may be appropriate. I would also appreciate
it if your report would include a section that summarizes special
incentives provided to encourage generation by specific types of
electric power generators.

Please feel free to call upon my staff or others to assist you in
the preparation of this material.

Sincerely,
FRANK MURKOWSKI, Chairman.

O
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