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INTRODUCTION
While committee reports explain the position. of the House Committee on "\,V nys and Means or the position of the Senate Co~mittee
on Finance, they do not always explain the tax legislation that finally
is passed by Congress. This 1s particularly important when the final
version of the bill differs significantly from the versions reported
by the tax-writing committees.
This document represents the e1fort of the staff of the Joint Committee on Taxation to provide nn explanation of the Crude Oil Windfall Profit Tax _A ct of 1980 as finally enacted. It is comparable to a ·
number of similar documents prepared by the staff on other revenue
acts in recent years. For the most part, where provisions which were unchanged on the House or Senate floor or in conference were described
in either the House or Senate committee report, that explanation is
used in this document. No attempt is made here to carry the explanation further than is customary in committee reports.
The .first part of the document contains a summary of the legislative history of the Act. The second part is a brief summary of the Act.
The third part outlines the overall reasons ,vhy Congress enacted the
legislation. The fourth part contains the budget effects of the Act.
as they were estimated when the conference report was .filed. The fifth
part is a general explanation of the provisions.
·
This material has been prepared by the staff of the Joint Committee
on Taxation after the passage of the Crude Oil Windfall Profit Tax
Act of 1980. It has not been reviewed by the tax committees and therefore only reflects the staff's vie,v as to the intent of Congress. It is
hoped that this document will be useful in gaining a better understanding of the Crude Oil Windfall Pro.fit Tax Act of 1980.
<ml
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I. LEGISLATIVE HISTORY OF THE CRUDE OIL WINDFALL
PROFIT TAX ACT OF 1980
The following is n. chronology of the legislative history of the Crude
Oil Windfall Profit Tax Act of 1980 (H.R. 391?, Public Law 96-223).

-Introduction of H.R. 3919-May 3, 1979.
-House Committee on Ways and Means hearings on H .R. 3919Ma.y 9-11, 16-18, 1979.

-House Committee on Ways and Means markup on H.R.. 3919June 7, 11-14, and 19, 1979.

-H.R. 3919 with amendments reported by House Committee on
Ways and Means-June 221 1979 (House Report 96-304).
-House Committee on Rules-Reported on June 26, 1979 (House
Resolution 336).

-House of Representatives floor action-Considered n.nd passed
with a. floor amendment on June 28, 1979.
-H.R. 3919 referred to Senate Committee on Finance-July 10,
1979.

-Senate Committee on Finance hearings-July 10-12, 18-19, and
31, 1979.

-Senate Committee on Finance markup-August 1-2, September
6, .11-12, 18-21, 25-28, October 2-5, 9-12, 16-19, and 25, 1979.

-H .R. 3919 with amendments reported by Senate Committee on
Finance-November 1, 1979 (Senate Report 96-394).
-Senate floor action-November 15-16, 19-20, 26-30, December
3-7, 10-15, and 17, 1979.

-House-Senate conference on H.R. 3919-December 19-21, 1979,
a.nd January 17, 21-25, February 6-7, 19-22, and 26-27, 1980.

-Conference report on H.R. 3919-Filed on March 7, 1980 (House
Report 96-817).

-House Committee on Rules action on conference reportMarch 11-12, 1980 (House Resolution 605).

�House agreed to conference report-March 13, 1980.
-Senate considered conference report-March 19-21, 24-27, 1980.
-Senate agreed to conference report-'-March 27, 1980.
-H.R. 3919 signed by the P1·esident-April 2, 1980 (Public Law
96-223).

(1)

.. 11•. SUMMARY OF THE.ACT
The Crude Oil Windfall ·Profit Tax Act of 1980 consists of four
titles. Title I imposes a windfall profit tax on domestically produced
crude oil. Title II expands the tax credits to encourage residential
energy conservation which were enacted in the Energy Tax Act of
1978 and provides tax incentives for businesses to encourage energy
conservation and production of alternative energy sources. Title III
authorizes energy assistance to low-income persons. Title IV contains
several income tax changes, including a partial exclusion for interest
and dividend income, certain changes related to LIFO inventories,
and repeal of carryover basis. Title IV also imposes restrictions on
the President's authority to control oil imports.

Windfall Profit Tax
The windfall profit tax is an excise, or severance, tax on domestically
produced crude oil. Taxable oil is taxed in one of three tiers. Tier one
consists essentially of oil which would have bee� lower or upper tier
oil had previous price controls been continued. Tier two consists of oil
which is stripper oil or production owned by the United States from
a National Petroleum Reserve. Tier three consists of newly discovered
oil, certain heavy oil, and incremental tertiary oil.
For each tier, the taxable windfall profit is the difference between
the selling price of the oil and the sum of the adjusted base price and
an adjustment for the State severance tax on the windfall profit.
The base price for tier one oil is the May 1979 upper tier ceiling price
for that oil, less $0.21. These tier one base prices will average $12.81 per
barrel. The base price for a barrel of tier two oil of national ·average
quality and location is $15.20, and that for a barrel of tier three oil of
national average quality and location will be $16.55. All base prices are
adjusted for inflation. The tier two and tier three base prices are
ad3usted for 9.uality ·and location· dift'erentials.,A."kicker" of 2 percent
per year applies to the inflation adjustment to the tier three base price.
The tax rate applied to the windfall profit is 70 percent for tier one,
60 percent for tier two, and 30 percent for tier three. Independent pro
ducers are allowed reduced rates on up to 1,000 barrels a day of their
combined production of tier one and tier two oil. For tier one oil the
reduced rate is 50 percent, and for tier two oil the reduced rate is 30
percent.
State and local governments, certain charitable medical facilities
and educational institutions, and Indian tribes and Indians over whom
the United States exercises trust responsibilities are exempt from the
tax. There are also exemptions,for new .oil produced in most of Alaska
and for .front-end tertiary oil.
The entire windfall profit tax will phase out over a 33-month pe
riod after December 31, 1987, or when cumulative net revenues raised
(8)
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by the tax reach $227.3 billion, whichever is later. However, the phase
out will begin no later than January 1991.
The tax applies to oil removed from the premises after February 29,
1980.
Assuming a price of uncontrolled oil of $30 in the fourth quarter
of 1979, and price increases 2 percent· above the inflation rate, the
tax is expected to raise $227.7 billion between 1980 and 1990.
The revenues raised by the windfall profit tax, up to the amount
currently expected ($227.7 billion between 1980 and 1990), are to be
allocated as follows:

P11rc11nt

60
Income tax reductions--------------------------------25
. Low-income'assistance_________________________________
15
Energy and transportation programs____________________
Any windfall tax revenues in excess of those currently expected would
be allocated two-thirds for tax cuts and one-third for low-income
assistance.
Residential Energy Tax Credits
The Act increases the existing tax credit for residential renewable
energy property to 40 percent of the first $10,000 of expenditures and
makes additional kinds of property eligible for tha.t credit. It also adds
specific standards which the Secretary of the Treasury will use when
exercising his authority to add items to the list of property eligible for
the home insulation tax credit and to add new energy sources to the
list of those for which equipment is eligible for the renewable energy
source (solar) tax credit.
Business Energy Tax Incentives
The !)rincipal business energy tax incentives in the A.ct are:
(1) An increase to 15 percent and extension through 1985 for
the energy investment credit for solar, wind and geothermal
equipment, as well as extension of the solar credit to equipment
used to provide process heat.
(2) A 15-percent energy credit · for certain ocean thermal
equipment.
(3) An 11-percent energy credit for small-scale hydroelectric
equipment.
(4) A 10-percent energy credit for cogeneration equipment not
fueled by oil or gas.
(5) Specific standards which the Secretary of the Treasury will
use in exercising his authority to add items to the list of property
eligible for the energy credit for "specially defined" energy
property.
(6) Restoration of the regular investment credit and accelerated
depreciation for boilers using petroleum coke and pitch.
. (7) A 10-percent energy credit for coke ovens.
(8) Extension through 1985 of the energy credit for certain
bio·
mass and gasohol equipment.
(9) A 10-percent energy credit for certain intercity buses.

5
. (10) A transition rule -for energy credits expiring in 1982 to
allow those -credits through- 1990 when affirmative commitments
have been made.
(11) A $3 per barrel credit for the production of various alter
native energy sources.
(12) Extension through 1992 of .the ·excise tax exemption for
gasohol, along with various other tax incentives �or gasohol.
(13) Tax .exemption for.·interest on industrial development
bonds used to finance small-scale hydroelectric equipment, certain
.-solid.· waste disposal,. facilities, ·· and . certain renewable · energy
·
. ·
programs.
(14) Expensing of injectants' used in .tertiary oil recovery .
. Low�Income. Energy Assistance
The· Act authorizes $3.115 billion for fiscal year 1981 for a program
of block grants to .. the States to provide assistance to lower-income
·
families for. heating and cooling costs.
For fiscal year· 1982 and subsequent years, the .�5 .percent of the
windfall profit tax .revenues ·allocated for low-income assistance, as
specified above, is to ·be divided equally between a program to 11ssist
AFDC and SSI recipients under the Social Security Act and a pro
gram of- emergency energy assistanC!3.
Other Income Tax Provisions
Other income tax provisions in the· Act include:
·
.
(1) Repeal of carryover basis.
(2) A $200 exclusion for interest and dividends ($400 for mar
ried couples) for 1981 and 1982.
(3) Changes to LIFO inventory accoun�ing rules.
Oil Imports
The Act denies the President the authority to impose oil import
quotas if Congress passes a joint resolution disapproving such a quota.
The resolution could be vetoed, but the veto could be overridden by a
two-thirds vote of both Houses.

III. GENERAL REASONS FOR THE ACT
Congress determined that the Crude Oil Windfall Profit Tax Act
of 1980 was needed because of the Adm�nistration's decision to phase
out price controls on crude oil, the recent increases in world oil prices,
and the nation's continuing overdependence on imported energy. The
Act was intended to tax a fair share of the additional revenues re
ceived by oil producers and royalty owners as a result of oil price
decontrol without adversely affecting incentives to produce domestic
oil. The Act also includes tax incentives to encourage energy conserva
tion and production of alternate energy sources and assistance to
lower-income households to help them cope with higher energy prices.
Oil Price Decontrol
In April 1979, the Administration announced its intention to use its
discretionary authority over oil prices to phase out price controls be
tween June 1, 1979, and SeJ_>tember 30, 1981, when the existing price
control authority expires. Smee then, the Department of Energy has
issued final regulations on the decontrol program. This program in
volved the immediate decontrol of newly discovered oil ( oil produced
from a property which had no production in 1978), the gradual mer
ger of the lower tier of price controls (oil discovered before 1973)
with the upper tier (oil discovered between 1972 and 1979), and the
phaseout of price controls on oil in the upper tier.
Oil price decontrol and additional oil price increases since early 1979
are causing a significant increase in revenues received by oil producers
and royalty owners. In May 1979, just prior to the start of the phased
decontrol program, lower tier oil (one-third of domestic production)
was controlled at an average price of $5.91 per barrel and non-Alaskan
upper tier oil (also one-third of domestic production) was controlled
at an average price of $13.02 per barrel. In March 1980, when Congress
passed the Act, the average price of uncontrolled oil, to which lower
and upper tier oil will rise as controls are phased out, exceeded $35 per
barrel.
Congress believed that the large price increases resulting from
phased decontrol and extraordinary increases in world oil prices were
an appropriate object of taxation. However, it believed that any such
tax should be structured carefully to eliminate, as much as possible,
adverse effects on domestic production. For this reason, the Act con
tains lower tµ rates for those types of oil whose production Congress
believed to be especially responsive to more lenient tax treatment, such
as newly discovered oil, tertiary oil, stripper oil and heavy oil. Because
of the significa.t;tt contribution made by indepe:p.dent producers, t�e
Act contains reduced tax rates for up to 1,000 barrels per day of tier
one and tier two production by independent producers.
(6)
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Burden of Higher· Energy Prices
The recent increases in energy prices have imposed severe burdens
on lower-income households. The price of heating oil, for example,
rose from 50 cents a gallon in 1978 to $1.00 in 1980. Heatini a home
,vith 1,200 gallons of oil, therefore, would cost $1,200, a significant
burden for a low-income person. Natural gas prices, although lower
than heating oil prices, have also risen sharply in recent years. The
increased cost of propane has adversely affected the living standard of
many rural families.
Congress believed that a fair sharing of the costs of higher energy
prices requires that part of the tax on 011 producers and royalty owners
be used to finance assistance to low-income families. The Act includes
programs to provide such assistance.
Energy Tax Incentives
A very important part of the Act is a program of tax incentives de
signed to encourage oil and gas conservation and domestic production.
Many methods of energy conservation and of production of alternate
energy sources require new and advanced technologies. Ip.vestments are
often too risky to •be undertaken without some federal assistance, and
the initial investors in these J?rojects create benefits for the whole econ
omy by generating information on how to develop and implement the
needed new technologies. In many cases, a tax mcentive is the most
efficient way of providing the necessary aid because it dispenses with
the need for a cumbersome bureaucracy to administer a spending or
regulatory program.
For these reasons, the Act provides tax incentives for use of a wide
range of alternate sources of energy-solar, wind, geothermal, wood,
biomass, hydroelectric, ocean thermal, oil shale, tar sands, coal lique
faction and gasification and unconventional natural gas. There a.re
also tax incentives to encourage energy conservation both by busi
nesses and by homeowners.

.

. IV.. BUDGET EFFECTS
.

Table 1 summarizes the estimated revenue effect of the Act for cal
endar years 1979 to 1990. In 1981, the windfall profit tax was expected
to increase tax -liabilities by $14.7 billion, and the various tax reduc
tions in the bill to reduce revenues by $2.5 billion. The overall revenue
tax gain, then, was expected to be $12.2 billion. Over the entire 12-year
period 1979 to 1990, the tax will raise $227.7 billion, and the tax reduc
tions :will be $15.5 billion, for a net revenue gain of $212.2 billion.
Table 2 summarizes the revenue effects of the Act for fiscal years
1980 to 1990. In fiscal year 1981, the ,vindfall profit tax raises $13.4
billion, and the tax reductions will be $0.5 billion. Thus, the net tax in
crease in fiscal year 1981 will be $12.9 billion.
These revenue estimates assume that the price of uncontrolled oil
was $30 per barrel .in the fourth quarter of 1979 and grows at the
rate of inflation plus two percent per year. They are identical to those
presented to Congress in the Statement of Managers which accom
pained the conference report on the Act. Development& since then may
have changed the revenue impact of the provifiions.
Tables 3 and 4 present the gross and net revenues raised by the
,vindfall profit tax for calendar years 1980-90 and fiscal years 198090, respectively. The gross windfall profit tax is the actual receipts
from the· tax itself. However, the imposition of the tax affects cor
porate and individual income tax receipts because it is deductible,
because it reduces deductible State income taxes, and because it affects
oil drilling (the cost of which may be deductible currently for income
tax purposes). The net windfall profit tax is the gross windfall profit
tax minus the reduction in corporate and individual income taxes ex
pected to result from imposition of the windfall profit tax.
Tables 5 and 6 show the .revenue effects of t�e residential energy tax
credits for calendar and fiscal years 1980-90, respectively.
Tables 7 and 8 show the revenue effects of the various business
tax incentives for c�lendar and fiscal, yea.rs 1980-90, respectively.
Up to $3.115 billion is authorized to be appropriated in fiscal year
1981 for the low-income energy assistance program contained in the
Act.
(9)

.Table 1.-Sum.mary of Estimated Revenue Effects of the Crude Oil Windfall Profit Tax Act of 1980, Calendar Years
1979-90
[In millions of dollars]

Calendar year liabilities
1979

Item

1980

1981

1982

1983

1984

1985

20, 1 47
21,312
22,267
14,719
Net gain from windfa.ll profit ta.x_ _ _ _ _ ___ _ _ _ _ _ _
36 1
18,875
6, 306
-53
-69
-97
-138
Residential energy ta.x credits________________________
-42
-201
-232
Business energy tax incentives_:._______________
-3
-146
-329
-864 -1, 182 -1, 541
-163
- 36
-238
(2)
-95
Repeal carryover basis______________________________
-33 0
Interest and dividend exclusion_______ --------------- -- -- ------ -2, 095 -2, 210 --------------------------85
-85
-80 ----------------Involuntary liquida.tion of LIFO inventories 4 __________ _ .: ______ _
Ta.xing inventory profits a.t corpore.te liquida250
250
250
tions 6____________________________________________________________ _
250

33
6, 118 12, 218 16, 337 19, 193 20, 004 20,445
===============================

Total_ ___ --------_------------------__

Table 1.-Summary of Estimated Revenue· Etfects of the Crude Oil Windfall .Profit Tax Act of 1980, Calendar Years
1979-90- Continued
(In millions of dollars]
Calendar year liabilities
Item

1986

1987

1988

1989

1990

Total
1979-90

1
227,723
�!!J�i!f�1:e�;1� c�;�!:�=:::::::::::::___ ������----���::�----������----���:��----:�����-600
Business energy tax incentives_________________
-824
-887
-1, 044
-626
-616 -8, 297 3
Repeal carryover basis_______________ .:________
-440
-560
-680
-810
-950
-4, 302
Interest and dividend exclusion ____________________ ----- ___________ ------- __________ ----- _______ _ -4, 305
Involun tary liquidation of LIFO inventories'- ___________________________________________________ _
-250
Ta.xing inventory profits ·at corporate liquida250
250
tion '---------- ...-.-------�----.:. ___ ..: __ .:._____
250·
250
250
2,250

TotaJ ____ ·__ . · . ___ · _ .. -------------- ·_

21,893

1 The· Act is exi,ected to ·raise a small amount of income tax rev
enue In 1979 because the estimates assume that the tax on newly
discovered oil reduces intangible drilling deductions in that year.
• Less than $1 million.
1 This total includes $3 million in calendar year 1978 reductions.

22,581

23,114

24,585

25, 701

212, 219 a

' These estimates were based on the assum tion that the Secre
tary will invoke this provision for disruptions oroil shipments during
1980.
a These estimates are based on information obtained from a
selected number of cases known to the Treasury and the figures are
intended to provide representative averages during the forecast
period.

.....
.....

Table 2.-Summary of Estimated Revenue Eft'ects of the Crude Oil Windfall Profit Tax Act of 1980, Fiscal
Years 1980-90
[In millions of dollars]

Fiscal year receipts
Item

1980

1981

Net gain from windfall profit tax______________
3, 172
13, 436
Residential energy tax credits_________________
-7
-44
-50
-206
Business energy tax incentives_________________
( 1)
Repeal carryover basis_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _
lnterest and dividend exclusion __ -------- ________________ -314
Involuntary liquidation of LIFO inventories� --- ____________________ _
Taxing inventory profits at corporate liquidations 3-. -- -------- ---- - -- - ---- ------- ----- --------------- - - - -- Total________________________________ _

3, 115

12, 872 ·

1982

1983

1984

1985

19,543
-55
-274
-36
-2, 278
-85

19,958
-74
-567
-95
-1, 713
-85

21,144
-105
-985
-163

22,227
-148
-l, 426
-238

112

250

250

250

16,927

17,674

20,061

20,665

--------------------80 ----------

Table 2.-Summary of Estimated Revenue Effects of the Crude Oil Windfall Proftt Tax Act of 1980, Fiscal Years
1980-90-Continued
[In millions of dollars]

Fiscal year receipts
Item

1986

1987

1988

1989

1990

o
I
22
d
��8�� e1:e� � J;����:=::::::::::::
,ri; -�-������----�����----������----������Business energy tax incentives--------=--------- -1, 233
-866
-972
-870 . -637
Repeal carryover basis_______________________
-330
-440
-560
-680
-810
Inte1est and divid end exclusion ______________ ----- _________ --- __________________________________ _
Involuntary liquidation of LIFO inventories'_---------�-----------_------------------ __ ------ ____ _
Taxing inventory profits at corporate liquida250
250
tions 3 _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _
250
250
250

Total---------------------------------

21,296

1 Lees than $1 million.
1 These estimates were based on the assumption that the Secretary
will invoke this provision for disruptions of oil shipments during
1980.
Note: Details may not add to totals because of rounding.

·22, 545

23,141

24,293

25,575

Total
1980-90
222,646
-600
-8,086
-3, 352
-4, 305
-250
2,112

208�165

1 These estimates are based on information obtained from a
selected number of cases known to the Treasury and the figures are
intended to provide representative averages during the forecast
period.

....

er.:>

Table 3.-Estimated Revenue Effect of the Crude Oil Windfall Profit Tax, Calendar Years 1980-90
[In millions of dollars]

Calendar year liabilities
Item
Gross windfall profit tax______________________
Change in income taxes_______ · ________________

Net wi�dfall profit tax __________________

1980

.19�4

1985

10,876
25,952
33,534
35,952
3.8, 202
-4,570 -11, 234 -f4, 659 -15,805 -16,890

�o.· 104
-17,837

1981.

14,719

1982

. 1983 ·

21,312

22,267

1989

1990

Total
1980-90

Gross windfall profit tax______________________
41,445
47,0-19
43,185
44,789
Change i.n income taxes _______________________ -18, 538 -19,407" .:........20
. ' 200· -21,278

49,399
-22,382

410,486
-182, 763

27,017

227,723

6,306

20,147

18,875

Calendar year liabilities
Item

Net windfall pro.fit tax__________________

1986

22,907

1 The Act would raise a small amount of income tax revenue in
1979 because the estimates assume �hat the tax on newly discovered
oil reduces intangible drilling deductions in that year.

1987

23,778

1988

24,588

.

. .

·25, 771

N9te: Details may not add to totals because of rounding.

Table 4.-Estimated Revenue Effect of the Crude Oil Windfall Profit Tax, Fiscal Years 1980-90

[In millions of dollars]
Fiscal year receipts

1980

1981

1982

1983

1984

1985

Gross windfall profit tax ________________ ______
t:Jha.nge in income taxes ________ ..; ______________

5, J59
-1, 987

20,955
-7, 518

32,293
-12, 749

35, 124
-15, 166

37,429
-16, 285

39,535
-17, 309

Net windfall profit tax __________________ _

3,172

13,436

19,543

19,958

21,144

22,227

Item

....

C1I

Fiscal year receipts
Total

1986

1987

1988

1989

1990

1980-90

Gros.CJ windfall profit tax______________________

40,923

42,524
-18, 923

44,181
-19, 758

46,270
-20, 677

48,538
-21, 766

392,931
-170, 285

Net windfall profit tax ___________________

22,776

23,601

24,423

25,593

26,772

222,646

Item

Change in income truces _______________________ -18, 147

Note: Details may not add to totals because of rounding.

Table 5.-Estimated Budget Effect of Residential Energy Tax Credits, Calendar Years 1980-90

[In millions of dollars]

1980

1981

1982

1983

1984

1985

Solar, wind n.nd geothermal credit, 40 percent ___
Business
energy tax cred~t to landlords, 15 percent ______________________________________

-40

-50

-65

-82

-119

-177

-2

-3

-4

-15

-19

-24

Total_ _______________________________ .

-42

-53

-69

-97

-138

-201

Provision

,_.
0)

Provision

1986

1987

1988

1989

1990

1980-90

Solar, wind n.nd geothermal credit, 40 percent ____________________________________________________ .
Business energy tax credit to landlords, 15 percent---- - - - - - - - - - - - -- - - - - - - -- - - - - - - - - - - - - - - - - -- - - - - - - -- - - - - - - - - - - -- --- ---- - -- -- -- - - - - -- - - -- -

-533

Total ________________________ -·- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -

-600

-67

Table 6.-Estimated Budget Effect of Residential Energy Tax Credits, Fiscal Years 1980-90
[In millions of dollars]

Provision

1980

19�1

1982

1983

1984

1985

Solar, wind, and geothermal credit, 40 percent ___
Business energy tax - credit to landlords, 15
percent-----------------------------------

-6

-42

-52

-6 7

-88

-128

-1

-2

-3

-7

-17

-20

Total_________·________________________

-7

-44

-55

-74

-105

-148

1986

1987

1988

1989

1990

19.80--90

Provision
Solar, wind, and geothermal credit, 40 percent___
Business energy tax credit to landlords, 15
percent __________________________________ _

-150 ----------------------------------------

-533

-17 ---------------. --------------------. ---

-67

Total _________________________________

-167 ----------------------------------------

-600

Table 7.-Estimated Budget Effect of Business Energy Tax Incentives, Calendar Years 1980-90
[In millions of dollars]
Provision

1980

1981

Business en~rgy investment credits:
Solar and wind property, including solar process
heat equipment, 15% energy credit ___________
-19
-10
Geothermal equipment, 15% energy credit _____ _
-1
-2
Ocean ~hermal en~rgy conversion equipment,
15% enerf credit ____________ _------- ______
(2)
(2)
Small-scale ydroelectric facilities, 11 % energy
credit. ___________________ __ _____ ___ ____ ____
-13
-7
Cogeneration equipment, 10% ene1gy credit_____
-31
-53
Petrol~um coke and pitch, re~ul~ investment
credit and accelerated depreciation___________
-25
-30
Cert~ equipment.for flroducing feedstock~------------------------Alumma electrolytic ce ls, 10% energy credit____
-1 ·
-1
Coke ovens, 10% energy credit________________
-37
-46
Biomass equipment, lOfo en
y credit_________
(2)
-4
Intercity buses, 10% energy credit______________
-5
-5
Affirmative commitments, special transition rule. ____________________
Total, energy investment credits. ______ __

-117

-173

1982

1983

1984

1985

-34

-2

-108
-5

-282
-8

-497
-11

(2)

(2)

-2

-2

-17
-78

-21
-82

-81
-65

-144
-36

-34
.(1)
-56
-4
-6
(1)

-38
-22
-1
-59
-18
-6
-448

-43
-29
-1
-45
-160
-7
-358

-47
-28
-1
-23
-352

-232

-808

-1, 081

-1, 350

-1

-7
-202

.....

·ex>

Alternative.fuel production credit:'
Devonian shale gas, special rule _______________
~ualifying processed wood, phaseout sushension_
team
from _________________________
agricultural byproducts, p _______
ase-outsuspension
Total, production credits_ . __________ -.- __

A·lcohol fuels provisions: 6

_________• __________

-9
-2

-26
-13

-45
-25

(')
-21

( ')
(')
-8 ----------

-1

-2

-2

-3

-3 ----------

-12

-41

-72

-24

-11

(')

-3

-4

-5

-7

-59

-158

-5

-5

-5
-1

-5

Industrial devel°!{ment bonds:
Solid waste dispos facilities ______· _____ :.. ______
(2)
-3
Alcohol from solid waste facilities __________________________________
Small-scale hydroelectric facilities______________
(2 )
( 2)
Addi~i?~s
to certain existing hydroelectric
f acil1t1es _______________________ · ______________________________
State renewable resource programs _____________
-1
-1

(2)

-2

(2)
-2

-7

-4

-1
-6

-8
-8

-3
-2

-4

-8
-7

Total, bonds __________________________

-1

-4

-12

-18

-25

-Z8

Tertiary injectants ____ _------ ______________

-13

-10

-8

-7

-6

-5

Total, Business Tax ·Incentives __________

-146

-232

-329

-864

-1, 182

-1, 541

Footnotes at end of table.

....

(0

Table 7.-Estimated Budget Effect of Business Energy Tax Incentives, Calendar Years 1980-90-Continued
[In millions of dollars]
1986

Provision

1987

1988

1989

1990

1980-90

Business energy investment credits:

Solar and wind property, including solar process
-30
-78
heat ·equipment, 15% energy credit_________ _
('>-------------------Geothermal equipment, 15% energy credit _____ _
(')
Ocean thermal energy conversion equipment,
-1
s�!?s�::;ry%,��l��tri� -f��iliti;;, i
-284
-427
-582
-84
credit___________________________________ _
-137
-11
Cogeneration equipment, 10% energy credit____ _
(') --------------- ··-------------Petroleum coke and pitch, regular investment
-74
credit and accele1ated depreciation__________
-52
-58
-63
-68
-22
-9
Certain equipment for _producing feedstocks_____
( 2) -------------------Alumina electrolytic cells, .10% energy credit__ --- _ -____ ---------- ----______________ --___ -- __ --- __ _
-1 --------------------7
-3
Coke ovens, 10% energy credit________________
-32
-55
-23
Biomass equipment, 10% energy credit_________
( 1 ) ---------Intercity buses, 10% ene1gy credit____________________ -----_------______________________________ _
( 1)
(2)
-90
-42
-12
Affirmative commitment.ci, special transition rule_

i%-;�;�gy-

·

'.fotal, energy investment credits________ _

Alternative fuel production credit:'

-600

-601

-681

-205

-158

-1, 058
-29

-5

-1, 797
-356

-532
-110
-123
-277
-648
-36
-1, 152
012 3

-6,
========================

(')
(')
Devonian shale gas, special rule___________ .. __ .
(')
(')
( ')
Qualifying processed wood, ph aseout suspension ___________________________________ . ___ . _____ . ___ ...

-80

-·69

�

Steam from agricultural byproducts, phase
out suspension ______________________. ------------·-------------------------------------------------11
Total, pro_duction credits _______________

Alcohol fuel, pror,iaion •

Industrial der,elopment bond,:

<·>

-188

Solid waste disJ>osal facilities___________ . ______
Alcohol from solid waste facilities _____________
Small-sea.le hydroelectric facilities___________ . _
Addi�i?'!-8 . to certain existing hydroelectric
facilit1es _____ . __________________________ - ..
State renewable resource prol?l'a.ms__________ . _ ..

-5
-1
-8

Total, bonds _______ . ____________ -·- ____

-3 1

Tertiary injectant•------------------------

-5
-824

Total, Business Tax Incentives_________ .

-8
-9

1 Lea!! than $5 million.
t Less than $1 million.
• Thia total includes S6 million in calendar year liability reduc
tions from 1978 and 1979.
• It is assumed that the applicable reference price will be in
excess of the credit phase-out range for oil from shale or tar sandst
li(\uid, gaseous or synthetic solid fuel from coal, geopressurea
bnne gas, cool seam gas, tight formation gas, biomass gas, steam from
solid .agricultural by-products and fuels processed wood qualifying.

-160

('}

-228

-268

-307

-347

-1,574

-5

-5.

-5
-1
-85

-5
-1

-81

-48
-7
-283

-108

-8
-9

-104

-66
-68
-472

-626

-616

-8,297 1

-1

-1

-29

--66

-8
-9

-8
-9

-52

-89

-887

-1,044

-6

-6

(')

c·>

(')

-8
-9

-6

-7

-79

• The estimates for calendar years 1984-1990 assume that the
Federal excise taxes on gasoline, diesel fuel, and other motor fuels
will continue at the preaent rate of 4 cents per gallon. Under present
law these taxes are scheduled to be reduced to 1� cents per g,,llon
on botober 1, 1984, when the Highway Trust Funcl is aclieduled to
expire.

�

Table 8.-Estimated Budget Effect of Business Energy
Tax Incentives� Fiscal Y�rs 1980-90.
�.
.
.
. . .:
..
' .
Provision

1980

1981

Business energy inr,estment credits:
Solar and wind property, including solar process
-3
-.15
heat equipment, 15% energy credit __________
-·2
Geothermal e 1uipment, 15% energy credit______
(2)
Ocean thermal energy conversion equipment
15% ener credit _________________________
(2)
(2)
Small-scale fvdroelectric facilities, 11 % energy
-. 2
-11
credit____ �-------------------------------46
Cogenera.tion e 1uipment, IO%·energy credit _____
-9
�etrol�um coke and pitch, re�ul !Lr investment
credit and accelerated depreciation__ _ _ _ _ _ _ _ __
-8
-31
Certain equipment for riroducing feed stocks ________________________
Alumina electrolytic ce ls, 10% energy credit____
-1
-6
-47.
Coke ovens, 10% energy credit________________ . ·
-11
-.2
Biomass equipment,· IO% energy credit_________
(2)
Intercity buses, 10% energy credit_____________
-2
. -5
Affirmative commitments, special transition rule_________________ 7 ___
Total, energy investment credits_________

-41

-160

1982

·1983

1984'

1985

-26
-· 2

-185
.. -1.

-377
. -9

(2)

-67
-·3
. (2
)

-1

-2

-1 5
- 64

-19
-80

-48
-74

-109
-52

-32
. ( l)
-1
-51
-4
- _;:,6 .
: (1 )

-36

-7
-1
. -57
-10
-6
-202

-40
-28
-1
-53
-82
:_5
-407

-44
-29
-1
-35
-.246
'-7
-288

· · -488

-932

-1, 199

-201

I.\:)
I.\:)

Alternative fuel production credit: 8

Devonian shale gas, special rule _______________
Qualifying processed wood, phaseout sus ension_
Steam fr?m agricultural by-products, ph aseout
suspension---------------------�----------

-3
-1

-18

-34
-18

-25
-23

(a)
-15

-5

(2)

-7-

Total, production credits _______________

-1

-2

-2

-3

-4

-26

-54

-50

-3
-18

-8

Alcohol fuels provisions-- __ --___ ------ - -----

-1

-4

-4

-6

-8

-187

-4
(2)
( 2)

-5

-5

-2

.(2)

.. -3

-5
-1
-5

-1
-1

-5
-3

-7
-5

-8
-7

Industrial development bonds:
(2)
-1 \
Solid waste disposal facilities__________________
Alcohol from solid waste facilities---------------------------------(2)
Small-l:lcale hydroelectric facilities ____ ;._________
(2)
Adclitions to certain existing hydroelectric facilities____________________________________________. ______________
-1
(2)
State renewable resource programs_____________

Total, bonds _______________ :.. ______ ,_ ___

( 2)

Tertiary injedants _________________________

-4

Total, Business Tax Incentives __________
Footnotes at end of table.

-50

-2

-1 4
-206

(2)

(')

-6

-1 5

-9

-8

-7

-6

-274

-567

-985

-1,426

-20

-26

�

Table 8.-Estimated Budget Effect of Business Energy Tax Incentives, Fiscal Years 1980-90-Con�inued
1987

1988

-311

-6

-57
(2)

-17

-2

(2)

-207
-25

-348

-49
-25

-55
-16

-60
-5

-16
-218

-5 .
-45

-2
-28

(2)
'-13.

(1)
(1)

-152

-68

-28

-7

(1)

-12
-277
-648
-36
-1, 152

-1, 016

-600

-637

-467

-184

-5, 592

1986

Provision

1989

1990

1980-90

Business energy investment credits:

Solar and wind property, including solar process
beat equipment, 15% energy credit___ .______ _
Geothermal equipment 15% energy credit _____ _
Ocean thermal energy conversion equipment,

r

s�!1'Eis:i!i: td���:!�tri� r;�iliti�;. - ii%-���;gy-

credit ____________________________________
Cogeneration equipment, 10% credit_________.__
Petroleum coke and pitch, re�lar investment
credit and accelerated depreciation__________ _
Certain equipment for producing feed stocks_ __ _
Alumina electrolytic cells, 10% energy credit___ _
Coke ovens, 10% energy credit _____________ --_
Biomass equipment, 10% energy credit ________ _
Intercity buses, 10% energy credit_____________
Affirmative commitments, special transition rule_

· Total, energy investment credits_________

Alternative fuel production credit:

-6

(1) ----------

-1, 058

f)" ___________________ _

-5

-497
(2)

-382

-113
0

-65
-71
.<2) ----------

-1 ----------------------------------------

. -4 ----- ·----------------------------------

- 29

-1, 751
-356

-491
-110

3

3
(s )
Devonian sha c gn.s, specinl rule_______________
()
(3)
Qualifying processed wood, ph ase- out suspension _____________________________ ., ____________________ _

-80
-69

�:

Steam fr�m agricultural by-products, phase-out
suspension __________________________________________________________________________________
Total, production credits________________
Alcohol fuels provisions•- -- _______________ -Industrial development bonds:
Solid waste disposal facilities__________________
Alcohol from solid waste facilities ______________
Small-scale hydroelectric facilities ______________
Additions to certain existing hydroelectric facilities ________ - _ - - - - - - - - - - - - - - - - - - - - - - - - - - - State renewable resource programs_____________

(3)

(3)

(3)

(3)

(3)

-11

-160

·-183

-221

-261

-300

-340

-1, 515

-1

-5
-7

-5
-1
-17

-5
-1
-45

-5
-1
-74

-5
-1
-84

-45
-6
-237

-8
-8

-8
-9

-8
-9

-8
-9

-8
-9

-61
-61

Total, bonds _____ . ____________________

-29

-40

-68

-97

-107

-410

Tertiary injectants _________________________

-5

-5

-6

-6

-6

-76

Total Business Tax Incentives ___________

-1, 233

-866

-972

-870

-637

-8, 086

Less than $5,000,000.
Less than $1,000,000.
It is assumed that the applicable reference price will be in excess
of th_e credit phase-out range for oil from shale or t·ar sands, liquid,
gaseous or synthetic solid fuel from coal, geopressured brine gas,
coal seam gas, tight formation gas, biomass gas, steam from solid
a.griculture.l by-products and qualifying processed wood fuels.
1

2

1

'The estimates for calendar years 1984-90 assume that the
Federal excise taxes on gasoline, diesel fuel, and other motor fuels
will continue at the present rate of 4 cents per gallon. Under present
law, these taxes are scheduled to be reduced to l}� cents per gallon
on Oct. 1, 1984, when the Highway Trust Fund is scheduled to
expire.

�

V. GENERAL EXPLANATION OF THE ACT
A. WINDFALL PROFIT TAX

(Secs. 101-103 of the Act and new secs. 4986-4998, 6050C, 6076, and
7241 of the Code)
Prior Law
Under prior la.w, there was no Federal excise tax on domestically
produced cmde oil.
Reasons for Chan~e
The windfall profit tax was necessary because the Administration's
decision to phase out price con~rols on domestically produced crude
oil is resulting in large increases in the price of crude oil, especially
when considered in conjunction with the recent increases in the world
price of oil. Higher crude oil prices are increasing the revenues of oil
producers and royalty owners dramatically. Conversely, other segments of the domestic economy: are bearing those additional price
increases.
The windfall profit tax wi11 achieve an equitable distribution
of the gains from decontrol and from extraordinary increases in world
oil prices. The tax will allow oil producers and royalty owners to
retain an adequate share of the gains from higher oil prices, while generating substantial federal revenues to be used for the overall public
welfare. Without such a tax, decontrol probably could not go forward.
'I'he tax was structured to minimize adverse effects on domestic oil production. Features of the tax designed to achieve this goal include the
special tax rates·for independent producers and the special tax rate for
new, heavy and tertiary oil.
Congress believed that the proceeds from the tax should finance
energy spending programs and relief :for consumers, who must pay
higher energy prices. The Act includes guidelines on the use of the
funds raised by the tax which are intended to further these goals.

Explanation of Provisions
Overview
The windfall . profit tax is a temporary excise, or severance, tax
on domestically produced crude oil. All taxable crude oil ~s classified
in one of three tax tiers. The structure of the tax is essentially the same
for all tiers: the tax is equal to the taxable windfall profit multiplied
by the applicable tax rate. The taxa.ble windfa.11 profit is generally
equal to the selling price of the oil minus an adjusted base price and an
adjustment for St.ate sevemnce taxes. The three tiers differ in the tax
rate which is applied and the adjusted base price which is used. Cer(26)
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tain kinds of producers either are exempt entirely from the tax, or are
eligiblo for reduced tax rates, on part or of their production.
·
'l'ier one of the tax consists of oil which would have been lower or
upper tier oil had previous price controls been continued. Tier two
consists of oil ,vhich is stripper oil or production from a National
Petroleum Reserve. Tier three oil consists of newly discovered oil, certain heavy oil, and incremental tertiary oil.
Tho base price for tier one oil is the May 1979 upper tier ceiling price
for that oil, less $0.21. The base price for tier one oil should average
about $12.81 a barrel; i.e., the $13.02 actual May 1979 average for
upper tier oil minus $0.21. The base prices for tier two and tier three
oil are such that, for oil of national average grade, quality and location,
tho tier two base price is $15.20 a barrel and the tier three base price
is $16.55 a barrel. All base prices are adjusted for inflation. In addition, the tier two and tier three base prices are adjusted for quality and
location differentials. A "kicker" of 2 percent a year applies to the inflation adjustm_e nt to the tier three base price.
The tax rate applied to the windfall profit is 70 percent for tier one,
6Q percent for tier two, and 30 percent for tier three. Independent
producers are allowed reduced rates on up to 1,000 barrels a day of
their combined production of tier one and tier two oil. For tier one oil
the reduced rate is 50 percent, and for tier two oil the reduced rate is 30
percent.
State and local governments, certain qualifying charitable medical
facilities and educational institutions, and Indian tribes and Indians
over whom the United States exercises trust responsibilities are
exempt from the tax. There also are exemptions for new oil produced
in most of Alaska and for front:end tertiary oil.
The entire windfl!,11 profit tax phases ·out over a 33-month period
beginning after December 31, 1987, or when cumulative revenues
raised by the ta..~ reach $227.3 billion, whichever is later. However, the
phase-out will begin no later than January 1991.

all

1. Tier One Oil
Treatment under price controls
Old pricing regulations.-Under Department of Energy (DOE)
price control regulations as they stood prior to the President's decontrol program, lower tier oil was most oil produced on ,a property
which first began production prior to 1973. Lower tier oil was subject
to a ceilin_g price equal to the sum of (1) the highest posted field price
for that oil on May 15, 1973, (2) $1.35 per barrel, and (3) certain post1975 increases intended to provide adjustments for inflation and production incentives. The May 1979 lower tier ceiling price averaged
$5.91 per barrel.
The volume of lower tier oil on a property was determined by com. puting a property's "base production control level" (BPCL). Oil production at or below this level was classified as lower tier oil. 1 Prior to
'Once a pro11erty had produced an amount of oil above its adjusted BPCL, if it
subsequently produced an amount of oil below the level ot its adjusted BPCL,
the difl'erence between the actual production and the adjusted BPCL resulted in
a "cumulative deficiency." Before a property's production in excess of its adjusted
BPCL could be classified as upper tier oll, any amount of oil by which the property fell below its BPCL for all prior months, i.e., its cumulative deficiency, had
to be eliminated or "paid back."
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the decontrol program, a property's BPCL was the lesser of (1)
the average daily amount of all oil produced from the property in
1972, or (2) the average daily amount of lower tier oil produced from
the property in 1975. In the case of certain properties, the BPCL
could be adjusted downward to project the 197:J-1975 rate of production decline on the prol?erty.
Under DOE regulations, upper tier oil is the amount of oil produced
from a property in excess of its adjusted BPCL, less the amount of
any cumulat~ve deficiency. This includes all production from properties which first began production after 1972, including production
from the Sadlerochit reservoir on Alaska's North Slope. However, it
does not include oil produced from a stripper well property, oil classified as newly discovered, or incremental production from a qualified
tertiary enhanced recovery vroject.
Generally, the ceiling price for upper tier oil from a property ,vas
the highest posted field price for uncontrolled oil on September 30,
1975, less $1.32 per barrel, plus certain post-1975 increases intended to
offset inflation. The average May 1979 ceiling price per barrel o:f upper
tier crude oil was $13.02.
Decontrol regulations.-Pursuant to a rule published by the Economic Regulatory Administration of the DOE on April 12, 1979, a
producer may elect to have the BPCL for any property be the average
daily production of lower tier oil from the property for the six-month
period ending March 31, 1979. For properties for which the producer
elects to use this BPCL, the BPCL is reduced by 1.5 percent per month
for 1979. The first such adjustment was effective as of June 1, 1979, and
was calculated as if the adjustment had become effective January 1,
1979. Therefore, if an election was made for a property, its BPCL was
reduced by 9percent, effective June 1, 1979 (six monthsX 1.5 percent).
Effective June 1, 1979, the rule eliminated all 'existing cumulative
deficiencies. However, cumulative deficiencies may be built up in the
future and will reduce the amount of oil eligible for the upper tier
price.
On January 1, 1980, the BPCL decline rate was increased from
1.5 percent to 3 percent I?er month. The 3-percent decline factor applicable to 1980 and 1981 1s available to all properties, including those
electing not to use the updated BPCL in 1979.
The effect of the DOE pricing decline curve is to phase down the
lower tier of price controls so that relatively little lower tier oil ( 19
percent of the original updated BPCL) will remain .just before price
control authority expires after September 30, 1981.
Under the DOE rule published on April 12, 1979, oil produced from
"marginal properties" was established as a new classification of oil
generally eligible to receive upper tier prices. Pursuant to this rule,
specific properties qualify as "marginal" depending upon the average
production level at different average well depths.. On June 1, 1979, the
BPCL for a marginal property was reduced to 20 percent of the average daily production of lower tier oil from that property for the last
six months of 1978, and the BPCL for marginal properties was reduced to zero on April 1, 1980.
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The Administration is eliminating upper tier oil between January
1980 and October Ul81 by gradually· increasing the a.mount of oil
whose price is deregulated. .l!'or each month begmning January 1980,
the price of 4.6 percent of upper tier oil is deregulated (i.e., 9.~ percent in February 1980, etc.).
The Act
Tier one oil.-Under the Act, tier one includes all domestically
produced crude oil other than any oil specifically put in tiers two or
three of the tax or explicitly exempted from the tax by the Act.
Tax computation.-The Act provides that each barrel of tier one
oil is subject to a tax equal to 70 percent of the windfall profit. The
windfall pro.fit is the difference between the oil's actual selling price
and the sum of the adjusted base price for the oil and the State
severance to.x adjustment., described below. (However; in<leJ_Jendent
producers are allowed a. special 50-percent ra.te, described in section 4:
below, on up to 1,000 barrels a. day of qualified production.)
The base price for tier one oil is the May 1979 upper tier ceiling
price for production from the property, reduced by 21 cents. The base
price, which is determined on a property-by-property basis, is adjusted quarterly for post-June 1979 increases in the GNP implicit
price deflator. This adjustment, however, is lagged by two quarters.
(For more detail on the inflation adjustment, see section 9 below.)
The windfall profit su~ject to the tier one tax then is reduced by so
much of the applicable State severance tax as results from the increase
in the price of the oil over its adjusted base price. (For more detail
on the severance tax adjustment, see section 9 below.)
·
In the case of production from properties which had no upper tier
oil in May 1979, the tier one base price is the upper tier ceiling price
which would have applied to that production, under the March 19'{9
energy regulations, if it had been produced and sold in May 1979 as
upper tier oil, reduced by 21 cents. The upper tier ceiling price for
production from such a property must be computed in accords.nee
with the historic referents applicable for price control purposes under
the energy regulations in effect in March 1979.

2. Tier Two Oil
Treatment under price controls
Stripper properties.-The Trans-Alaska Pipeline Authorization
Act provided a statutory exemption from price controls for the first
sale of crude oil produced from stripper well leases. For this exemption, a stripper well lease was defined as a property whose average
daily production during the preceding calendar month did not exceed
the qualifying limits set by the statute. This test for stripper well lease
qualification was modified by the Emergency Petroleum Allocation
Act of 1973 from one based on prnduction levels during the preceding
calendar month to one based on production levels during the preceding
calendar year. The Energy Policy and Conservation Act of 1975 re.imposed controls on stripper oil, but the Energy Conservation and
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Production Act once again exempted stripper oil from controls. However, it provided that to qualify for this exemption a property's average daily per well production of crude oil ( excluding a condensate
recovered in non-associated production) must have been 10 barrels
per day or less during any consecutive 12-month period beginning
iifter December 31, 1972. This definition of stripper oil is still in effect.
National petroleum reserves.-There are four major Federal
enclaves of oil production, all of which originally were under the
Navy's jurisdiction: (1) Elk Hills, California, (2) Buena Vista, California, (3) Teapot Dome, Wyoming, and (4) Point Barrow, Alaska.
Prior to 1976, these areas were part of the Naval Petroleum Reserve.
The No.val Petroleum Reserves Production Act of 1976, however,
transferred the Point Barrow reserve (no. 4) from the Navy to the
Department qf the Interior, and no.med it u. National Petroleum Reserve. The DOE Reorganization Act of 1977 tru.nsferre<l the other
three reserves from the Navy to DOE.
Production from the three Federal reserves subsequently transferred
to DOE was authorized by the Naval Petroleum Reserves Production
Act of 1976. First sales of this production O\vned by the United States
are not subject to price regulation.
The Act
Tier two oil.-Tier two consists of two categories of oil not subject
to price regulation under the June 1979 energy regulations: ( 1) oil
produced from a stripper well property, and (2) oil from an economic
interest in a National Petroleum Reserve held by the United States.
Generally, a striJ?per well property is defined in accordance with the
Energy Conservat10n and Production Act, as interpreted by the
June 1979 energy regulations, i.e., any property from which .the average daily per well production has been 10 barrels or less for any consecutive 12-month period after 1972. However, tier two oil from stripper well properties does not include any production which is in tier
three of the tax. Therefore, tier two does .n ot include production from
a stripper well property which is newly discovered oil, heavy oil, or
incremental tertiary oil. In addition, the Act provides that oil may not
constitute production from a stripper well property if any portion of
the property has been transferred after 1978 and if the production
would not have been so classified if the transfer had not taken place.
This rule applies equally to production from the transferred and retained portions of the property. A similar rule applies to heavy and
ne,v ly discovered oil properties.~
Tier two also includes oil attributable to an economic interest in a
National Petroleum Reserve held by the United States. These reserves
are located at Elk Hills and Buena Vista, California, and Teapot
Dome, Wyoming. 3 (Oil from the National Petroleum Reserve at Point
• Thus, for example, production from a farmont lease of a property which was
in production during 1978, or from an outer continental shelf lease executed
prior to January 1, 1979, does not qualify as newly discovered oil nuder the Act.
" Even though the jurisdiction over these rese1·ves wns transferred from the
Na,•y in 1976, they are still technically called Naval Petroleum Reserves. The
Act's reference to National Petroleum Reserves ls intendrd to ·refer to these
reserves. A tecbnlcal correction is necessary to clarify this point.

31Barrow, Alaska, is exempt from tax because it would be produced
from a well located north of the Arctic Circle.) Other Federally owned
production, and any oil attributable to an economic interest m a National Petroleum Reserve not held by the United States, is classified
in accordance with the tax's other rules.
Tax computation.-The Act provides that each barrel of tier two
oil is subject to a tax equal to 60 percent of the windfall profit. The
windfall profit is the difference between the actual selling price and
t.he sum of the oil's adjusted base price and the State severance tax
adjustment. (However, independent producers are allowed a special
30-percent tax rate, described in section 4 below, on up to 1,000 barrels
a day of qualified production.)
The base price for tier two oil essentially is $15.20 a barrel, adjusted upward or downward for the grade, quality and location of the
oil. The base price, which is determined on a ;property-by-property
basis1 is adjusted quarterly for post-June 1979 mcreases in the GNP.
implicit price deflator. The inflation adjustment, however, is lagged by
two quarters. (For more detail on the inflation adjustment and the
severance tax adjustment, see section 9 below.)
The exact base price for tier two oil from any particular property is
established by an interim rule for months prior to the earlier of October 1980 or the effective date of Trea.c,ury regulations which prescribe
a permanent rule for setting tier two base prices. Under the interim
rule, the tier two base price for' oil from any property is the product
of the higliest posted price 4 for December al, 1979, for uncontl'Olled
crude oil of the same grade, quality, and field as the oil for which a
base price is being set, multiplied by the fraction 15..20/35. Postings
made after January 14, 1980, however, may not be taken into account.
In the absence of a December posting for oil of the same grade, quality, and neld, the December 1979 posting- in the nearest ·domestic oil
field for which prices were posted for 011 of that grade and quality
must be used.
·
The interim base price formula is intended to result in a.n array
of base prices such that uncontrolled oil whose grade, quality, and
location equals the average for all domestic oil (excluili.ng North
Slope Alaskan oil) will have a base price of approximately $15.20;
oil above or below that average will have a base price proportionately higher or lower than $15.20. The interim base price formula
should yield, as to oil of any grad~, quality, and field, a tier two base
·price which approximates the price at which that oil would have
sold in December 1979 if all domestic oil were uncontrolled and if
the average price· for all domestic oil (other than North Slope
Alaskan oil) were $15.20 a. barrel. (This :formula, of course, assumes
• A posted price is a bona fide, written, public offer of general applicablllty to
purchase crude oil from all producers in that field or area. See, e.g., FEA Rul.
1977-1, pt. III., 42 Fed. Reg. 3628 (Jan.19, 1977).
l!'or a postl!d price to quallfy for use in determining a producer's base price,
the price has to be published in writing by a purchaser of a substantial volume
of crude oil in the field. A posted price does not, for example, include a price
offered by a purchaser who simply offers to buy oil at a figure (say) $1 higher
than whatever prices are posted by the purchasers who are purchasing most of
the oil in a particular oil field.

that the price for any particular type of oil was not abnormal in
December 1979.) The data available during the consideration of the
Act on December 1979 prices, posted as of Janµary 14, 1980, for uncontrolled oil suggested that $35 was the appropriate amount to use
in the formula's denominator to achieve this result.
To ensure that this formula does not unduly penalize producers in
fields where December 1979 posted prices were unusually low, the Act
provides a minimum tier two base price equal to the property's May
1979 upper tier ceiling price plus $1.00. For properties from which no
oil was produced and sold in May 1979 as upper tier oil, the minimum
base price is the upper tier ceiling price which would have applied to
the oil, under the March 1979 energy regulations, had it been produced
and sold in May 1979 as upper tier oil, plus $1.00.
For months after the earlier of September 1980 or the effective date
of Treasury regulations which prescribe a permanent rule for setting
base prices, the tier two base price for oil from any property must be
determined in accordance with the method prescribed in those regulations. The Treasury regulations prescribin~ the permanent method
of determining tier two base prices must estunate the price at which
oil from a particular property would h~ve sold in December 1979 if all
domestic oil had been uncontrolled and the average price for domestic
crude oil, other than North Slope Alaskan oil, had been $15.20. Thus,
if oil from a particular property typically sells for 80 percent of the
price of oil of national average grade, quality and location, based
on market J?rice ·differentials prevailing in December 1979, its tier
two base price should generally be 80 percent of $15.20, or $12.16.
The interim rule was not adopted as the permanent method of
setting tier two base prices simply because Congress was not certain
that it would lead to an array of base prices such that uncontrolled
oil of national average grade, quality, and field would have a base
price of $15.20. The $35 price used in the denominator of the interim
rule is based on preliminary data for December 1979 prices posted as
of January 14, 1980, and more complete data will be available to the
Secretary later in 1980. In view of the more complete data, the Secretary may want to take into account the increase in December postings
which occurred in ]ate January and February, although this may
require raising the denominator above $35. Also, the Secretary may
determine, after analyzing the data, that a formu]a based on actual
selling prices, not posted prices, would approximate more closely the
desired result.
Congress was aware that the interim rule might lead to inequities
in the case of oil produced in California and certain other areas because its December 1979 price was much lower, relative to the national averag-e. than it had been in prior years and is likely to be in
the future. That is why Congress included the minimum interim
base price in the Act. The Act's guidelines for prescribing regulations
:for determining base prices gives the Secretn.ry enough flexibility to
devise a permanent solution to this problem.

3. Tier Three Oil
a. Tier three oil generally
Tier three consists of newly discovered oil, heavy oil, nnd incremental tertiary oil.
Tax computation.-The Act provides that each barrel of tier three
oil is subject to a tax equal to 30 percent of the windfall profit. The
windfall profit is the difference between the oil's actual selling price
and the sum of its adjusted base price and the State severance tax
adjustment. The base price for tier three oil essentially is $16.55
a barrel, adjusted upward or downward for grade, quality, and location. Th~ base price, which is determined on a property-by-property
basis, is adjusted quarterly for post-,June 1979 increases in the GNP
implicit price deflator plus 2-percent. The inflation adjustment, however, is lagged by two quarters. (For more detail on the inflation adjustment and the severance tax adjustment, see section 9 below.)
The ex11_:ct base price for tier threl! oil is established by an interim
rule for months prior to the earlier of October 1980 or the effective
date of Treasury regulations which prescribe a permanent rule for
setting tier three base prices.
· l\fore specifically, the tier three base price for oil from a particular
property must be determined in exactly the same manner as that upplicnble to tier two, as described in section 2 above, except that
"S16.55" must be substituted for "$15.20" in the formulas. In addition,
the minimum interim base price for tier t-hree oil is the May 1979
upper tier ceiling price for oil from the property plus $2.

b. Newly discovered oil

Treatinent under price controls
Under DOE regulations published on May 2, 1979, "newly discovered oil" is defined as crude oil which is sold after May 31, 1979,
and which is produced from (1) an outer continental shelf area for
which the lease was entered into on or after January 1, 1979, and
from which there wns no production in calendar year 1978, or (2)
8Jl onshore property from which no crude oil was produced in calendar
year 1978. Oil produced from a property, as defined by DOE regulations, which previously had been developed but from which there was
no production in calendar year 1978 is treated as newly discovered oil
under this definition. The determination of whether crude oil production from a particular property may be sold as newly discovered crude
oil on or after June 1, 1979, is made by the producer, subject to DOE's
possible review.
The price of newly discovered oil sold a.f ter June 1, 1979 is not
controlled.

Definition of newly discovered oil
For windfall profit tax purposes, the term "newly discovered oil"
generally has the same meaning as is given to that term by the June
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1979 energy regulations. However, for tax purposes, Congress clarified thllt newly discovered oil includes production from a property
which did not produce oil in commercial quantities during calendar year 1978. Thus, it includes production from a property on which
oil was produced in 1978 if that production was incident to the drilling of exploratory or test wells and was not part of continuous or commercial production from the property during 1978.

c. Heavy oil

Treatment under price controls
Effective for sales on or after August 17, 1979, Executive Order
No. 12153 exempted certain heavy crude oil 5 from price controls.
For purposes of this order, the term '·heavy crude oil" means all
crude oil produced from a property if, during the last month prior /
to July 1979 in which crude oil was produced ·and sold from the
property, such crude oil has a weighted average of 16.0 degrees API
or less, corrected to 60 degrees Fahrenheit.
Under Executive Order No. 12186, the exemption from price controls for heavy oil was extended to production from properties which
had a weighted average gravity of 20.0 degrees API or less, corrected
to 60.0 degrees Fahrenheit, for the last month prior to July 1979 in
which crude oil was produced and sold from the property. This exten!>ion of the exemption from price controls applied to · first sales of
crude oil on or after December 21, 1979. The Administration did not
propose that this expanded definition of heavy oil be used for the
windfall profit tax.
Production from a single well with multiple completions into
separate properties also may be exempted from price controls if it
meets the applicable gravity requirements and the DOE rules pertaining to production from such wells.
DOE regulations provide that crude oil injected as a diluent into
a well bore on a lieavy oil property and subsequently recovered
retains the character it had prior to its injection. Therefore since a
diluent typically has a higher gravity than heavy oil, oil used as a
diluent and recovered from the property generally does not qualify
as heavy oil. The DOE regulations reqmre an identification of heavy
oil produced in conjunction with a diluent.

Definition of heavy oil
For windfall profit tax purposes, heavy oil is defined as (1) oil
from a property which had a weighted average gravity of 16.0
degrees API or less, corrected to 60 degrees Fahrenheit, for the last
month of :production prior to July 1979, or (2) oil from a property
with a weighted average gravity of 16.0 degrees API or less, cor• The weight of crude oil generally is measured by its gravity. The gravity
of crude oll is an indicator of the thickness or viscosity of a particular crude
oil. The weight of oil normally Is measured in degrees on the American Petroleum
Institute (API) scale. On this scale oil with the lowest specific gravity has the
highest API gravity. Generally, the higher the AP! gravity, the greater the
value of the oil. The lower the irravity of crude oil, the more tarlike and difficult
to produce it becomes. Crude oils vary in gravity up to a high of around 40 degrees API. However, most domestic crude oils range from 27 degrees to 35 degrees
API.
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rected to 60 degrees Fahrenheit, for the taxable period. In the latter
instance the weighted average gravity of the oil is determined separately for each taxable period. Therefore, production from a property
may qualify as heavy oil for one taxable period but not for another
taxable period. As a result, producers must maintain records adequate
to substantiate the weighted average gravity of the oil 1?.roduced for
any taxable period for which classification as heavy oil is claimed
based on gravity during the taxable period.
In the case of production from a single well which has multiple
completions into more than one producing property, production from
one of these properties could qualify as heavy oil if 1t meets the 16.0
clPgree requirement and the producer satisfies the rules pertaining to
multiple completion wells under the energy regulations. Therefore,
such wells generallv would have to consist of more than one separate
tubing string running inside the casing, each of which carried crude
oil from a different property, and have adequate meters and similar
equipment. Production from "commingled wells" would not qualify
under this standard.

d. Incremental tertiary oil

Treatment under price controls
Under DOE regulations, first sales of incremental crude oil resulting from the implementation or expansion of a "qualified tertiary
enhanced recovery project" are exempted from the otherwise applicable ceiling price limitations. A qualified tertiary enhanced recovery project is a p,roject that inivolves one or more of several specified
chemical, fluid, or gaseous recovery techniques and that would be uneconomic at the otherwise applicable ceiling price. The following nine
specific techniques qualify as tertiary recovery: (1) miscible fluid
displacement, (2) steam drive injection, (3) microemulsion or micellar emulsion flooding, (4) in situ combustion, (5) polymer au~mented flooding, (6) cyclic steam injection, (7) alkaline or caustic
flooding, (8) carbon dioxide augmented water flooding, and (9) immiPcible carbon dioxide displacement.
·
Producers may self-certify their projects if they employ certain
. ·processes; otherwise, the project must be approved in advance by
DOE.
In the case of a new tertiary project, incremental tertiary oil is the
amount produced in excess of the amount that could have been produced from the propert.y through maximum feasible production from
the ordinary recovery method used prior to certification. In the case
of an expansion of an existing project, the incremental tertiary oil is
the amount produced as a result of the expansion over the amount that
could have been produced through maximum feasible production from
the use of the pre-expansion recovery methods. In the case of a tertiary project that antedated the DOE regulations, incremental tertiary oil is that amount produced by continuing either the project, or
a high-cost phase of the project, in excess of the amount that could
ha.ve been produced through maximum feasible production from
methods other than the tertiary method, or any phase thereof, which
_would be discontinued in th~ absence of a price incentive.
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Deli.~tion of incremental tertiary oil
Overview
For the windfali profit tax, incremental tertiary oil is production in
excess of a base level on a property on which a qualified tertiary reeovery project has been undertaken. The nonincremental oil (i.e.,.the
amount of production up to the base level) remains in the otherwise
apRlicable tier.
.
Generally, only production from projects started after May 31,
1979, may be classified as incremental tertiary oil. (However,. special
rules allow incremental tertiary treatment to expansions of projects
implemented before, but expanded after, May 1979, and to projects
certified by DOE under the June 1979 energy regulations and begun
before June 1979.)
For windfall profit tax purposes, a tertiary recovery method is generally one of the nine specified in the June 1979 energy regulations as
being eligible for .use in a tertiary project for price decontrol purposes. (There are differences, however, between these methods and
those specified in the final DOE regulations on tertiary projects issued on August 29, 1979, and made effective on October 1, 1979.) The
term "tertiary recovery metho'd" also includes other te1tiary methods,
not listed above, which are approved by the Secretary of the Treasury,
but it excludes immiscible natural 211s injections and water flooding.
Incremental tertiary oil on a prope1ty is that amount of production
which exceeds a base level. The base level for a property is the average
monthly amount of crude oil removed from the property during tlie
six-month period ending March 31, 1979, reduced by a decline factor.
The base level must be computed under rules similar to those ll.pplicable in determining the base production control level under the June
1979 energy regulations.
The decline factor by which the base level is reduced equals the sum
of ( 1) 1 percent of the initial base level for each m(mth beginning
1tfter 1978 and before the first month beginning after the project's beginning date, and (2) 21h percent of the initial base level for each
month which begins thereafter, but before the month for which the
base level is being determined. 8 This statutory decline rate applies to
all qualified tertiary recovery projects. However, projects certified by
DOE under the June 1979 energy regulations are deemed to have an
amount of incremental tertiary oil which is not less than the incremental production determined for those projects under the June 1979
regulations.
If a tertiary project is expected to affect production from less than
an entire property, the part expected to be affected by the project is
treated as a separate property from the part not expected to be affected
by the project. The incremental tertiary oil on a property comes from
tier one and tier two in proportion to the amount of oil which would
otherwise have been in those tiers. To determine exactly which barrels
from each tier are eligible for classification as incremental tertiary
oil, the producer first releases oil from each tier in order of its removal
price, starting with the barrel with the highest selling price.
• For those few qualified projects which began before ·1979, the 21h-percent decline rate starts in January 1979.

Qualified projects
Overview.-For tax purposes, a qualified tertiary recovery project
is either (1) a qualifie~ tert~ary enhanced recovery proje~t with respect
to which a pricmg certification has been approved and 1s m effect under
the June 1979 energy regulations, or (2) any project for enhancing
recovery of crude oil which meets three specific requirements set out in
the tax.
.
With regard to each project to which the three requirements of the
tax apply (as discussed below), a certification must have been made
that these three :requirements had been met. Such a certification must .
bo made either by a petroleum engineer ("self-certification") or by the
appropriate jurisdictional agency ("regulatory certification").
Use of tertiary method·and increase in amount of crude oil.The first requirement for qualification as a tertiary recovery project
is that the project involves the application of a tertiary recovery
method ·according to sound engineering principles and that the method
can reasonably be expected to result in more than an insignificant increase hi the amount of crude oil which ultimately will be recovered
from the project area. The determination of whether an expected increase in production is more than insignificant depends upon the facts
and circumstances of each case. When a tertiary project is expected to
affect a portion of a .property, that portion is treated as a separate
property; therefore, s1gmficance is measured in relation to total production reasonably expected from the portion of the property treated
as a separate property.
Production from a tertiary recovery project will not be treated as
incremental tertiary oil for tax purposes if the producer uses the
project merely as a method of accelerating ( as opposed to increasing)
the total amount of oil expected to be recovered from the property or
project area. The requirement that the tertiary project be expected to
increase production from the property by more than an insignificant
amount could be satisfied by showing that the project would reduce
the expected decline in production significantly below what it otherwise would be; that is, an actual increase in production over earlier
levels is not necessary.
Project beginning date.-'fhe second requirement is that the project begin after May 1979.
The project's beginning date, i.e., the time after which production
may qualify, must be established by the producer's records. Generally,
the beginning date is the later of (1) the date of submission to the
Secretary of the certµication for the project, or (2) the date on which
the tertiary injection initially is made.7 Thus, some production may be
7 The general requirement that the project's beginning date must be after May
1970 necessitates that the project actually have begun after that date. This requirement ls not satisfied merely because the Secretary is furnished the project's
certification after May 1979. Thus, for JJUrposes of determining whether the project started after l\Iay 1979, the phrase "project beginning date" (as used in section 4993(c) (2) (B)) is intended to refer to the date on which the project first
was implemented. On the other hand, the term "project beginning date," as used
in section 4993(d) (2) for purposes of computing the-base level under section
4993(b), means the later of the date on which (1) the tertiary injections begin,
or (2) the Secretary ls furnished the project's certification. A technical correc·
tion may be necessary to clarify this point.
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eli'Pble for classification as incremental tertiary oil prior to the time at
which the producer could estwblish that the tertiary method has a:ffected the reservoir. Nevertheless, a ,larger project will not be considered to have commenced if the tertiary injectant is utilized merely
on a pilot or experimental basis in a smaller area.. Therefore, in the
case of a pilot project, tertiary injections in the area of the pilot projeQt would determine the beginning date of the pilot project but not the
beginning da~ of any subsequent full scale project affecting a larger
area. Similarly, mere preparation or planning for the tertiary process,
such as drilling an injection well, would not be sufficient to establish
any project's beginning date.
For windfaJl profit tax purposes, a significant expansion of a
project is a separate project. As such, an expansion must satisfy the
tax's requirements independently from the application of those rules
to the project which is being expanded. As a result, an expansion
might qualify under the tax even though the project which 1s being
expanded does not, e.g., where the first project's beginning date was
prior to June 1, 1979, or qualifies in a different manner, such as pursuant to a DOE certification.
A tertiary project may be expanded in several ways. For example,
a project may be expanded geographically by increasing the area
from which production can reasonably be expected to be affected by
the use of the tertiary recovery method. An expansion also could occur
through a significantly more intensive use of a tertiary recovery
method, or a significant expansion of tertiary activities, within a preexisting project area. In addition, a pre-June 1979 project which was
curtailed significantly before 1980, and which was expanded to its
pre-curtailment level after that date, would be treated as a new project.
due to a siwiificant expansion. A project would be considered to have
been curtailed siwiificantl7, for example, if the average post-curtailment Mncentration of in1ected gases was reduced by 35 percent or
more from the average pre-curtailment concentration of injected gases.
For purposes of making this determination, the entire pre-curtailment
project area would be compared with the same area after the curtailment.
Delineation of project area.-The third requirement is that the
portion of the project to be affected by the project be adequately
delineated. If a tertiary project is expected to affect production from
less than an entire property, the part expected to be affected by the
project is treated as a separate property from the pa1t not expected
to be affected by the project.
·
Self-certification.-A project may qualify if it meets the three requirements listed above if the operator submits to the Secretary such
information and forms ns may be required by regulations, including
certification from a petroleum engineer that the project meets the tax's
three requirements.
Regu[atory certifi.cation.-As an alternative to self-c~rtification,
tertiary projects may be certified by a competent governmental regulatory body as meeting the three requirements. In the case of projects
located on lands managed by the Federal government, including the
Outer Continental Shelf, projects may be certified by the U.S. Geological Survey. Other projects may be certified by the a.ppropriat.e State
agency designated by the governor of the State in w h1ch the project is
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located. If a State agency is to certify projects, the Secretary must be
notified by the governor. If no State regulatory body is designated by
the governor to certify projects within 180 days of the effective date
of the tax, projects located in such jurisdictions may be certified by the
U.S. Geological Surv:ey until such time as a Stwte agency is designated.
The "appropriate State a~cy" is one that is authorized by State or
local law to administer gene·rally applicable re~ulatory or tax provisions ,pertaining to mineral or oil production, 1f the State has such
an agency.
~nerally, a regulatory certified proje~t must satisfy the same three
requirements as those applicable to self-certified projects. In addition, the operator must submit a certification that a jurisdictional
agency has approved the project as meeting those requirements and
any periodic certifications required by the Secretary that such
approval still is in effect.
If a regulatory body revokes its certification of a project, upon
examination by the IRS the project is treated as having_ been selfcertified. (For more detail on review standards see "IRS examination" below.) Therefore, to qualify for preferential windfall profit
tax treatment as a qualified tertiary recovery project, such a project
would have to meet the tax requirements pertaining to self-certified
projects. ·
Continuing tertiary qualification.-A project generally is qualified only so Ion~ as the tertiary method continues to affect the reservoir. Thus, 011 produced after the discontinuation of a tertiary
project no lon~r is considered to be eligible for classification as incremental tertiary oil if the J?rocess' effect on the reservoir has terminated. Generally, qualification would be retained for the period
which is specified, in accordance with sound engineering principles,
in the project's certified plan. '!'his period normally would be determined on a case-by-case ba:,is, depending upon such factors as the
size of the project, the characteristics of the reservoir, and the particular process involved. For instance, some steam injection processes,
e.g., cyclic steam injection, are interrupted periodically to produce oil
( together with condensed steam) from the same well or wells which are
used for the steam injections. Und~r the Act, ea<:h oil-producing inte~val of such a process would have to be scheduled m li~ht of sound engineering principles and of the transitory eifect of the mjections. Therefore, if the injections were terminated, production no longer would
qualify as incremental tertiary oil . after the last injection could no
lunger reasonably be expected to affect the reservoir. Similarly, some
recovery processes, e.g., miscible (carbon dioxide) fluid-displacement, microemulsion flooding, or polymer augmented flooding, may
not require continuous or sustained injections of tertiary gases or
liquids to have the process affect production from the reservoir. For
example, some carbon dioxide injection processes may result in the
creation of artificial pressure in a reservoir. Such artificial pressure
may allow oil displacement for a period beyond the time during which
there are injections. Assuming that an adequate amount of carbon
dioxide, as determined in accordance with tlie plan and sound engineering principles, was pumped into the reservoir, the production
could qualify as incremental tertiary oil in the absence of contemporaneous injections.
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I.RS examination.-All self-certified projects are subject to the
genera.Uy applicable rules pertaining to reviews· by the IRS upon ex~
amination. In other words, the producer has to establish that the facts
underlying the claimed treatment os.incremental tertiary production,
in fact, had satisfied the requirements for that ~lassification.
A special examination rule applies, however, to projects certified
by a re~latory body prior to the time that tax treatment as incremental tertiary oil was claimed. ( Pz:i9r to a regulatory certification,
th~ projects could be self-certified and, thus, be subject to the rules
pertaining to self-certifications for that period.) Project certifications
issued by a regulatory body are subject to a "substantial evidence"
rule. 8 Under this rule, the tax 9.ualification of a project certified by a
regulatory body ,vould be sustamed unless the. Internal Revenue Service established that the cert.ification w~ not supported by substantial
evidence or presented substantial evidence that the project did not
qualify for certification. In making such a review, the ms could "go
behind" the certification· issued. by the regulatory body. If the IRS
established that the certification was not supported by substantial evidence, or presented substantial evidence that the project did not qualify
for certification; the producer then could introduce additional evidence
to sustain the classification. At that point, the generally applicable
rules pertaining to reviews would apply, just as if the project were
self-certified.
The application of the substantial evidence rule to certifications
issued by a regulatory body applies to issues concerning both the
project's initial qualification and its continuing qualification.
This substantial evidence rule was adopted, in. part, because a
regulatory certification should aid the Internal Revenue Service in
enfor:cing the tax by having producers generate documentary evidence
in support ~f the tertiary project prior to any examination and by
having that evidence reviewed independently, in advance of being
t!eated as incremental tertiary oil for windfall profit tax pur~,
by an expert regulatory authority. -Furthermore, since the administrative record upon which a regulatory certification was based would be
included in the category of material facts necessary for a~propriate
tax c~assification, it would be available, with the producers records,
for review and examination •by the Service.
.
· If a certification applicnt.ion is denied by a regulatory body, the
Service would be free to use 'that information in a later review of a
self-certified project, or upon an examination of a regulatory certification subsequently issued for such a project. This is consistent with
the standard of review applicable to natural gas.0
The substantial evidence rule allows the Service to disregard a
regulatory certification that was issued prefunctorily or was largely
unsupported by the documents presented to the regula.tory body.
• This standard of review ls similar to that contained in ihe Administrative
Procedure Act (5 U.S.O. sec. 705(2)(E)), and found In section 503(b) of the
Natural Gas Polley Act of 1978 (Pub. L. 95-621). It also is similar to the standard
used by the Tax Court ln Ditter Brn,., Inc. v. Comm'r, 72 T.C. 896 (1979) (d~laratory judgment as to certain transfers from the U.S.). ·
'.The Natural Gas Polley Act of 1978 treats the absence of substantial evidence In an administrative record as substantial evidence against quall.flcatl.on
for Inclusion In a particular category. Bee e.g., H. Rept. No. 95-1752, 95th Cong.,
2d Seas. 117 (1978) (Conference agreement 9n section 508 of Pub. L. 95-621).
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Advance determination.-In the case of tertiary projects certified
by a. regulatory body, producers could apply for an advance IRS
determination, to be issued within 180 days of the time that the request,
together with the information necessary to make a determination, is
su'b mitted to the Secretary. Whether information adequate to make
such a rulin~ has been submitted to the Secretary is to be determined
on an objective basis.
Overview

4. Independent Producers

The Act allows independent producers to pay reduced tax rates
on so much of their combined production of qualifying tier one and
tier two oil as does not exceed 1,000 barrels a. day, computed on a
quarterly b~s. For tier one oil the special rate is 50 ( rather than
70) percent; for tier two oil the rate is 30 ( rather than 60) percent.
If an independent producer's qualified production of tier one and tier
two oil for 'any quarter exceeds the amount eligible for reduced ra.tes,
the oil eligible for the reduced rates comes from tiers one and two in
proportion to the independent producer's production of domestic oil
in those tiers for the quarter. In such a case, the particula,r barrels
of oil within each tier which are eligible for reduced rates are determined by beginning with those barrels with the highest removal
prices.
For windfall profit tax purposes, the tenn "independent producer"
generally means any person who is defined as being eligible for
percentage depletion under section 618A. The term, therefore, generally excludes crude oil refiners and retailers of crude oil and natural gas under the same circumstances in which they are denied the
deduction for percentage depletion of oil and gas income. However,
the applicability of.this exclusion is determined on a quarterly basis,
not annually, with retail sales being limited to $1,250,000 for a taxable
quarter ( instead of $5,000,000 per year).
For an independent producer's production to qualify for the reduced
rates, certain conditions must be met. The oil must be attributable to
a working interest, not a royalty or other nonoperating interest, and
it must satisfy the transfer rules described below. Also, -the 1,000barrel amount must be allocated between related parties.

Working interest
For purposes of determininf eligibility for reduced windfall profit
tax rates, a "working interest' is an operating mineral interest within
the meaning of section 614{d) of the Code. Generally, such an interest must have been in existence as an operating mineral interest
on January 1, 1980.
Under the applicable income tax regulations, an "operating mineral
interest': includes only an interest in respect of which the costs of
producing the oil are required to be taken into account by the taxpayer for purposes of computing the 50-percent limitation of the
taxable income from the property in determining the deduction for
percentage depletion, or an interest in respect of which such production oosts would be so required to he taken into account if the 1;>roperty were in the producing stage. For purposes of determining
whether an interest is an operatin~ mineral interest, costs of production ·do not include intangible drilling and development costs (IDCs),

or expenditures for such items as production taxes payable by owners
of non-operating interests. Thus, an interest subject to intangible d,;illing and development costs would not constitute an "operating mineral
interest" except to the extent that it also was subject to the costs of
production.
The te1m "operating mineral interest" docs not iuclu<le royalty or
similar interests ( whether payable in kind or otherwise), such as production payments or net profits interests.
The Act provides a limited exception to the general rule that a
"working interest" is an "operating mineral interest" which was in
existence as such on January 1, 1980, in the case of working interests
which have become operating mineral interests. after converting from
a "qualified overriding royalty interest." Production attributable to
a "qualified overriding royalty interest" is eligible for reduced rates
only after such an interest has become a workin~ interest. ( An overriding royalty generally is a nonoperating oil and gas interest which has
been created out of an operating or working interest. An overriding
royalty interest, generally, is separate from the usual landowner royulty.) A "qualified overridin~ royalty interest" is an overriding royalty interest which was in existence as an overriding royalty interest
on January 1, 1980, but only if on February 20, 1980, there was in existence a bmding contract under which that overriding royalty interest
could be converted into an operating mineral interest. The term "qualified overriding royalty interest" also includes an overriding royalty
interest which was in existence as such nn interest on January 1, ·1980,
n.nd converted into an operating mineral interest between that date and
February 20, 1980. So long as the overriding royalty interest was in
existence as such on January 1, 1980, and so long as there was a binding contract or agreement in effect on February 20, 1980, for the conversion of the overriding royalty interest into an operating mineral
interest, it is irrelevant whether the conversion was mandatory or optional under the contract. In no event does production attributable to
·n qualifying overriding royalty interest become eligible for reduced
rates prior to the time that such an interest becomes an operating mineral interest.
Transfers

· Generally, reduced rates are inapplicable to production attributable
to an interest (including an interest in a partnership, trust, or under a
joint operating or unitization agreement) transferred after December
31, 1979. For this purpose, a transfer includes the subleasing of a
lease and the conversion of a royalty or similar nonoperating interest. 10
"'Partnerships are not producers for windfall profit tax purposes, even though
they bold the economic interest in oil. Instead, oil with respect to which a partnership holds an economic interest is treated as allocated among its partners.
Each partner, then, is treated as the producer of that oil. Except to the extent
provided otherwise in regulations, the allocation of the partnership's oil among
its partners is determined on the basis of the partner's proportionate share of
the partnership's income. (This general allocation rule ls different than that
applicable under Code section 613A(c) (7) (D) for purposes of computing percentage depletion.) Therefore, a shift in the amount of a partner's share of
the partnership's income is a transfer for windfall profit tax purposes because
it, in turn, is treated as a transfer of an interest in property held by the partnership. Production attributable to such au interest subsequent to an income sh1ft
W(1llld have to meet the tax's rules relating to transfers to be eligible for reduced
rates.
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Although the ,~indfall profit tax treatment of transfers described
above generally is similar to that which was used for percentage depletion purposes at the time of enactment of the Act, there are two
significant differences bet\veen the two rules: ( 1) transfers between
a producer and l1is or her controlled corporation do not dis~ualify an
interest from reduced windfall profit tax rates, but disqualify an interest from percentage depletion; and ( 2) transfers oetween independent producers with 1,000 barrels a day or less do not disqualify
. an interest from reduced ,vindfa 11 profit tax rates, but do disqualify it
from percentage depletion.
Under the Act, the general transfer rule denying lower rates to
production from transferred interests does not apply to production
attributable to a transferred interest which the transferee establishes
_(in accordance with regulations) was not held at any time after 1979,
and before the.date when it was acquired by the transferee, by anyone
who was a "disqualified transferor" for any quarter ending after
September 1979. A "disqualified transferor" is any person who, with
respect to any quarter, (1) had qualified production in excess of 1,000
barrels a day, or (2) was not an independent producer for that quarter.
For this purpose, an interest held at any time by a partnership is
treated as owned proportionately by its partners at that time; an interest held by a trust or estate is treated as owned both by the entity and
proportionately by its beneficiaries. Thus, in the case of a transfer by a
partnership, production from the transferred interest, which otherwise met the general rules, could qualify for reduced rates only in proportion to the partnership interests held in the transferor partnership
by independent producers with 1,000 barrels or less of production. For
example, assume that XYZ partnership owned producing property A,
and that 2 of 12 equal partners were not independent producers with
1,000 barrels or less of production. If property A were transferred,
only 833 barrels (five-sixths of 1,000 barrels) of its production would
be eligible for reduced rates; if the transferee were a partnership, each
of its partners who are elistible independent producers would be eligiblo for reduced rates on that partner's share of the production from
the property after reduction for the ineligible transferors.
If the transferee is unable to establish that the transferred interest
was never held by a disqualified transferor, then production attributable to that interest is ineligible for reduced rates.
Further exceptions to the general transfer rule are provided for (1)
testamentary tmnsfers, (2) certain changes in the beneficiaries of a
trust, and (3) any other transfers so long as the transferor and transferee are required to share the 1,000-barrel amount (see the definition
of related parties below.) However, these exceptions apply to production from such n transferred interest only if the production from that
interest was "qualified production" in the hands of the transferor,
i.e., once an interest is disqualified under the transfer rule, it will never
be eligible for reduced rates even if it is subsequently held by an eligible independent producer.
Production from an interest held by a retailer or refiner on
December 31, 1979, and transferred after that date to an independent
producer never qualifies for reduced rates. Similarly, production from
an interest transferred after 1979 by an independent producer who, at
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any time a.fter September 1979 and before the quarter prior to the
transfer, has more than 1,000 barrels of tier one and tier two production does not qualify for reduced rates. This rule pertaining to transfers by independent producers with more than 1,000 barrels applies
to production from any property transferred by such a party, regardless of whether it was owned by that person prior to, or was acquired
after, the time when production exceeded 1,009 barrels.
For windfa.ll profit tax purposes, compulsory or voluntary unitizations are not considered to be transfers if the interests resulting from ·
. the unitiza.tion are held by the same parties, and in the same proportion, es were the ~gregate interests prior to unitiza.tion. However, if
during the unitiza.tion proces.g a. party who had no interest in the properties obtains an interest, or a partr with an interest increases
it; ·.to the extent that there is a shift in production there is a
transf~r as to the transferee. As such, the production qualifies only if
the transfer meets the tax's requirements or is within a.n explicit
exception.
-

Related parties
All related parties must share one 1,000-barrel amount. Generally,
the persons who must be .aggregated for purposes of this allocation
are the same parties who must share one depletable quantity for percentaie depletion purposes. However, a producer and a controlled corporation must share one 1,000-barrel amount. When related parties
must allocate one 1,000-barrel amount, the number of barrels of production eligible for reduced rates as to any member of the related
parties is reduced for each member by allocating the one 1,000-barrel
amount among them in propo1-tion to their respective qualified production for the quarter.
If a person is a member of more than one related group required
to share an allocation that person:s allocation must be made by reference to the related group which results in the smallest barrel allocation
to that person.
Specifically, the following persons must allocate one 1,000-barrel
nmount: (1) members of the same family; (2) a controlled group of
corporations; (3) a group of entities (including corporations, trusts,
and estates) under common control; (4) producers and a controlled
corporation; and ( 5) a family and an entity ( including corporations,
trusts, and estates), if 50 percent or more of the beneficial interest in
such an entity is owned by the family. -For purposes of the last alloca. tion, a.n interest owned by or for an entity is considered to be owned
directly by the entity and proportionately by its shareholders, beneficiaries, etc. Producers and a controlled corporation .are required to allocate one 1,000-barrel a.mount if 50 percent or more of the beneficial
interest in such a corporation is owned by the same producers.
Under the Act, transfers between these related parties are not subject to the general rule that prohibits the use of reduced rates for production from a transferred interest. However, this special exception remains effective only for so long as the parties are related, and r-1y if
the production was qualified production as to the ~ransferor.

Excess production
If any independent producer's qualified production for any calendar quarter exceeds the amount subject to the reduced rates for that
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quarter, the independent producer amount must be allocated among
tier one and tier two oil in proportion to the person's production for
t4at quarter of domestic crude oil in each tier. 11 The allocation of excess
production is made on an overall, and not on .a property-by-property,
basis. Within each tier, the barrels which are deemed to he excess production in that tier must be determined by allocating among the barrels removed during the quarter, beginning with the highest removal
price of those barrels. Excess.J?roduction must be allocated between
only tier one and tier two oil (mcluding tier one oil which is subject
to price controls).
·a. Alaskan Oil
Oil from a reservoir other than the Sadlerochit reservoir that has
been commercially exploited by a well north of the Arctic Circle is
exempt from the windfall profit tax. 12 In addition, the Act exempts
from tax Alaskan oil produced from a well which is located on the
northerly side of the divide of the Alaska-Aleutian Range of mountains and at least 75 miles from the nearest point on the Trans-Alaska
Pipeline System (TAPS). (This divide runs the length of the Alaska
Mountains and the Aleutian Mountains and, thus, continues through
the Aleutian Islands.)
Sadlerochit oil is taxed in tier one, like other upper tier oil, with
two variations on the general rules. First, the adjusted base price for
'Sadler~hit oil may be increased to reflect any decrease in the TAPS
tariff below $6.26 a barrel. The $6.26 is not adjusted for inflation.
Second, the tax on Sadlerochit oil is calculated on the basis of monthly
average removal prices for each producer. All other non-exempt
Alaskan oil is taxed under the generally applicable rules.

6. Front End Tertiary OH
Treatment under price controls
Under a DOE rule effective on October 1, 1979, producers who
invest in enhanced oil recovery projects may be allowed to receive the
market price for specified volumes of controlled oil to· finance that investment. Additional revenue from the sale of this released production
( the "tertiary incentive revenue") may not exceed 75 percent of certain
specified expenses actuaUy incurred for enhanced oil recovery ( recoupable expenses). Thes~ expenses must be reported to DOE. Recoupable
expenses are dependent upon the type of enhanced oil recovery tech- nique that the project employs, but generally may not include the cost
of hydrocarbons. No more than $20,000,000 of expenses may be re-·
couped with respect to a particular project. However, no limitation is
placed on the numl;>er of projects for which a producer may recoup expenses through the release of oiHo the market price. The rule permits
u It was intended that the allocation of the.independent producer amount between tier 1 and tier 2 be.made in proportion to the relative amounts of quaUfted
production in each tier. As enacted, the Act requires this allocation to be made
on the basis of all production in those tiers. A technical correction wlll be needed
on this point.
u Congress Intended to exempt from tax all production from wells located north
of the Arctic Circle other than those producing from the Sadlerochlt reservoir
on Prudhoe Bay. Howe\'er, section 4994:(e) fails to exempt noncommercial production north of the Arctic Circle and within 75 miles of the TAPS. A technical
correction will be needed on this point.
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producers to charge market prices for oil produced from properties
other than the one on which the enhanced recovery project is located.
Under the rule, a producer generally may receive market prices for
released crude pursuant to a self-certification by the producer and a
professional engineer to the Economic Regulatory Administration
{ERA) that a qualified untiary project has been undertaken, and the
production would be uneconomic without the project. 18
The Act
Oil that DOE deregulates as front-end tertial'y oil is generally
exempt from the windfall profit tax if the project is on a property
controlled on January 1, 1980, by producers who were independent
producers (as defined for purposes of reduced windfall profit tax
rates) for the fourth quarter of 1979. For these projects, all of the
front-end tertiary oil deregulated in connection with the project ( including any produced by a major company) is exempt with two exceptions. First, oil which could have been released from crude oil
price controls under any other part of the pricing rules cannot qualify
£or this exemption. Thus, oil removed after September 30, 1981, is pot
eligible for the exemption since all oil will be deoontrolled after that
date without ·regard to the front-end tertiary program. Second, oil deregulated to finance prepaid expenses cannot qualify.
If the tertiary project for which front-end oil is being deregulated
is oontrolled by major oil companies, all front-end tertiary oil related
to that project is subject to tax (including any produced by an independent producer). However, a tax refund is available for windfall
profit taxes paid on the front-end tertiary oil to the extent that qualifying recoupable tertiary recovery expenditures £or the project under
the DOE regulations ~xceed the amount actually recouped under the
front-end financing program. As with projects controlled by inde- ·
p~ndent producers, prepaid expenses cannot qualify for the refund,
nor can oil which could have been deregulated under any other price
control provision.
This provision applies only to front-end tertiary oil dereiru]ated
under th~ August 1979 energy pricing regulations as those regu1at!ons
took_effect on October 1, 19'79, except £or changes in those regulations
designed specifically to take into account the windfall profit t.u itself.
A tertiary project is considered controlled by a major oil company if
more than 50 percent of 'the operating mineral interest ( taking into
account only mineral interests in crude oil) in the property (or
portion thereof) on which the project is being undertaken was
" Not all tertiary processes qualify for self-certification. The processes with
respect to which the self~cerUflcation procedure ls avallable are: (1) unconventional steam drive iojectlon, (2) conventional steam drive Injection, (8) cyclic
steam Injection, (4) in sJtu combustion, (5) mlcroemulslon ffoodlng, (6) alkaline
ffooding, (7) polymer augmented ffooding, (8) miscible ffuld displacement, (9)
immiscible non-hydrocarbon gas disp~ace~ent, and (10) any technique for the
recovery of "heavy oll," as defined for price control purposes. See section 3 (c),
above, for the difference between the tnx and price control definitions of "heavy
oil." Other tertiary processes may qualify for Inclusion in the program upon the
producer's obtaining a DOE certification that the project uses an · enhanced
recovery technique which involves high levels .of risks and costs.
Generally, expendltui;-es other than those lls.ted in the appendix to the DOE
rule may be recouped only if the project ls reviewed aod approved ·by DOE.

owned, directly or indirectly, by or for major oil companies on January 1, 1980. Ownership of the front-end tertiary oil itself is irrelevant
for this purpose. A major oil company is any producer who is defined
as being ineligible for percentage depletion on oil and gas income ·because it is a retailer or refiner of oil or gas.
The Act does not allow the front-end tertiary exemption or refund
for front-end tertiary oil deregulated by DOE to finance tertiary expenditures attributable to periods after September 30, 1981 (prepaid expenses). For this purpose, fuel or tertiary injectants are attributable to periods prior to October 1, 1981, if used or injected
before that date. Other items are treated as attributable to periods
before October 1, 1981, to the extent that income tax deductions for
the item (including depreciation in respect of the item) are properly
allocable to periods befo~e October 1, 1981. Therefore, expenses paid
outside the normal course of business for items which ordinarily
would not be taken into account prior to October 1, 1981, are not allowed expenses for purposes of the windfall profit tax ; that is, frontend tertiary oil deregulated to finance those expenses is not exempt
or eligible for the refund.
However, some pre-October 1, 1981, expenditures may constitute "allowed expenses," even though they represent items completed, placed
in service, or used after that date, to the extent that income tax deductions (including depreciation) are properly allocable to the item
for periods before October 1, 1981. Such a determination depends
upon the circumstances involved, and must be made on a case-by-case
basis. For example, an expenditure could be treated as an ''allowed expense" if its disbursement is in the ordinary course of business and is
for a service which reasonably could be expected to be performed prior
to October 1, 1981. This reasonable expectation requirement could be
satisfied if such a service would have been completed prior to October 1, 1981, but for the occurrence of an event beyond the producer's
~ontr?l, e.g., an act of God, a s~vere mecl~a:J?-ical bre!!-k~own1 or an inJUrictlon. An act of God could mclude a strike, and mJunctions could
include restraining orders.
In the case of producers of front-end tertiary oil deregulated for
projects controlled by major oil companies, producers are entitled to
a re~nd of windfall P.rofit tax previously paid on the front:en~ tertiary 011 equal to the difference between the amount of quahfymg expenses actually incurred and the amount of those expenses recouped by
the release of controlled oil to the market price. Refunds would be
available after September 30, 1981, for the entire period March 1,
1080, to September 30, 1981. As an alternative to obtaining a tax refund, these producers may adjust their tax withholding for taxaule
periods after September 30, 1981, in 1>, manner prescribed by
regulations.

7. Taxable Person
General rules
The Act generally imposes the windfall profit tax on the first sale of
taxa.ble crude oil and requires payment of the tax by the producer.
The ta.x is to be withheld by the first purchaser of the oil and deposited
with the Treasury, except as otherwise provided in Treasury regulations. The Act defines the producer as the owner of the economic
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interest in the oil and thus places the burden of the windfall tax on
the persons who will receive the increased income resulting from
de.control o.nd OPEC price increases. Whether a pa.rticular ta.xpa.yer
is the owner of an economic interest in the oil is determined under the
same rules that apply for Federal income tax purposes.
Partnerships.-In the case of a pa1tnership that owns an economic
interest in taxable crude oil, the tax is imposed directly on the partners
on their proportionate share of the partnership's production.
For purposes of applying Subchapter K, .the windfall profit tax is
not to be trea,ted as a 1;>artnership deduction, but uny amou11;t ~ithheld from the partnership by a purchaser shall be treated as a d1str1bu~ion of money by the partnership to the partner.
Production payments.-In the case of the production of oil which
is subject to a production payment, the windfall pro.fit tax is imposed
on the owner of the economic interest as determined under Federal income tax provisions (sec. 636). (A production payment is a right to a
specified share of production (or a sum of ·money in lieu thereof)
from a mineral property when that production occurs. The payment
generally is secured by an interest in the mineral, constitutes a right to
production for a period of time that is less than coextensive with
the anticipated life of the pt'Operty, bears no production costs; and may
be subject to a stated or w1stated interest rate. Most types of production payments are treated as loans under Code section 636 and do not
qualify as economic interests in a mineral property.) No spe.cial provisions are made for production pa.yments under the windfall profit
t.ax because production payment contracts usually provide for an automatic adjustment to reflect the imposition of additional severance taxes
such as the windfall profit tax.
No exemptions.-The Act provides specifically there are no exemptions for persons or oil unless provided explicitly in the Crude Oil
Windfall Profit Tax Act of 1980 or future legisla.tion. In the event
that the legislation conflict is with any treaty obli~ations of the United
States, Congress intends that the legislation prevail.

State and local governments
The Act provides that if an economic interest in crude oil is held by
a State or political subdivision thereof, or by an agency or instrumentality of ~ny of the foregoing, and all of the net income received pursuant to such interest is dedicated to a public purpose, then the windfall profit tax will not be imposed with respect to crude oil properly
allocable to such inter~t. For this purpose, the, term "net income"
means gross income from the property reduced by production·costs and
severance taxes of general application. A severance tax of genera.I application is one imposed at a uniform rate on all owners of rights in oil
production, both public and private. The exemption would not apply
to the extent another party had an economic interest in the production.
Federal royalty oil, including oil production from a National Petroleum Reserve and royalties from Federal leases, is subject to ta.x (see
section two above).

Qualified educational institutions and medical facilities
Oil .Produced from economic interests held by charitable medical
facilities and educational institutions is exempt from the windfall
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profit tax if the interests were held by the medical facility or educational institution on January 21, H180 and at all times thereafter
before the last day of the calendar quarter in which the oil was
removed. For purposes of the exemption, a medical facility is defined
as an organization the principal purpose or function of which is the
providing of medico.} or hospital care or medical ~ucation or, if
in conjunction with a hospital, medical research (see Code section
170(b) (1) (A) (iii)). For purposes of the exemption, an educational
institution is an educationo.l organization that normally maintains
a regular faculty and curriculum and normally has a regularly
enrolled body of pupils or students in attendance at the place where
its educational activities are regularly carried on (see Code section
170(b) (l)(A)(ii)). An organization that normally receives a substantial part of its suppo1t from the United States or any State
or political subdivision thereof or from direct or indirect contributions
from the general public, and that is organized and operated exclusively to receive, hold, invest, and administer property a.nd to
make expenditures to or for the benefit of a pubhc college or
university is also considered to be an educational institution (see
Code section 170(b)(l)(A) (iv)). In addition, oil produced from
interests held by a church on J anua.ry 21, 1980, is exempt from
the tax only if prior to January 22, 1980, the net proceeds from
production of such oil were dedicated to the support of a medical
facility or educational institution. Production from an interest in oil
received, as a bequest or otherwise, after January 21, 1980, is not
eligible for the exemption.

Indian oil
The Act exempts from tax certain oil production from mineral
interests held by or on behalf of Indian tribes or individual Indians on
January 21, 1980. Specifically, the exemption applies to three types of
oil production that generally also are exempt from Federal income
taxation. First, production received by Indian 'tribes and individuals
from Tribal Trust Lands held in trust on January 21, 1980, will not be
taxed. Tribal Trust Lands are lands and mineral interests title to
which is held by the United States in trust for Indian tribes or their
members. Secondly, oil produced from lands or mineral interests held
on January 21, 1980, subject to Federally imposed restrictions on
alienation, by a recognized Indian tribe or by members of a recognized
tribe, is exempt from the tax. A recognized Indian tribe is one that 1s
eligible for services provided by tlie Secretary of the Interior to
Indians. Thirdly, the exemption applies when the proceeds from the
sale of oil are paid into the U.S. Treasury to the credit of tribal or
native trust funds pursuant to provisions of law in effect before January 22, 1980. The Act does not exempt oil received by non-Indian
Jessees of tribal interests, by tribes or tribal organizations over which
trust responsibilities have been terminated by the United States, or by
individual Indians or tribes from unrestricted lands.
An exemption also applies to the oil production of any Alaska Native Corporation orgam.zed under the Alaska Native Claims Settlement Act from interests received pursuant to that Act if the oil is
produced prior to 1992, when the stock of such corporations may be
traded.
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8. Taxable Income Limit
The windfall profit on a barrel of oil may not exceed 90 percent of
the net income attributable to the barrel. ln applying this .limitation,
the net income attributable to a barrel is determined for the taxable
year by dividing the taxable income from the property which is attributable to taxable ctude oil by the number of barrels of that oil produced from the property during the taxable year. In computing net
income for this purpose, taxable income from the property is determined under section 613(a) (relating to percentage depletion)
but without any deductions for depletion, intangible drilling and development costs under section 263 (c) ( except the costs of drilling a
dry hole), and the windfall profit tax. 1''or this provision, "property"
has the meaning given to it in section 614, not in the price control regulations, and costs on properties producing both oil and gas are allocated under the rule generally applicable for percentage deple~ion
purposes. (See section 613A(c) (7) (C).) In the case of partnerships,
the computation of the net income limitation is made by each partner
rather than the pa.rtnership.
The Act further provides that, in determining the 90-percent
limit, the producer's taxable income from the property is to be reduced
by the deduction for cost depletion which would have been allowable if all intangible drilling costs incurred by the taxpayer with
respect to the property ( other than those incurred in drilling a
nonproductive well) had been ·capitalized and taken into account in
computing cost depletion, and if th.e producer had used cost depletion
for the J.>roperty for all periods during which he owned his economic
interest m the property (even if he had actually used percentage depletion on his income tax return). In effect, producers using percentage
deplet.ion must compute an imputed cost depletion deduction. However, if a producer actually capitalizes intangible drilling costs for
income tax purposes, he may i·educe his taxa:ble income from the
property by the amount deductible under section 611 of the Internal
Revenue Cod.e in connection with those costs (either as cost depletion
or depreciation) instead of assuming · that all those costs were deducted.as cost depletion.
In addition, the Act provides that for purposes of the 90-percent
net income limitation, the producer may elect to treat qualified tertiary
injectant costs ( as described below in the section on Business Energy
Tax Incei:itives) as if they had been capitalized and recovered through
cost depletion. This .election would be made in the year injections are
first made on a property.
The Act provides a special rule for determining the taxable income
limit in the case of .certain transfers of proven oil or gas properties
after 1978. If a transfer of a proven property would result in an
increase in the amount" by which a transferee producer's taxable
income could be decreased by virtue of a larger actual or imputed cost
depletion deduction, the Act provides that the transferee producer
may compute the cost depletion dP,duction (for purposes of the 90percent limit) on only those amounts ~hich would have been allowable
. to. the transferor plus costs incurred by the transferee during periods
aft.e r the transfer of the property. For p~rposes of this rule, a proven
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property is given the same meaning as that applicaJble _to the lnte~a.1
Revenue Code's limitation on the allowance for percentage depletion
in the case of qil. This rule applies to any post-19'{8 transfer, including
the creation of a production payment which results in the trans!er
of an economic interest, and leases and subleases of an interest (mcluding an interest in a partnership or a trust) in any proven oil or
gas property.
If a.ny portion of the taxable crude oil removed from the pro~y is
applied in discharge of a production payment, the gross income from
such portion must be included in ithe gross income from the property
in computing the taxable income of the producer ( for v.urposes of the
90-percent limit). Thus, that amount of gross income will be taken into
account in computing the taxable income linuts of two persons-the
creator of the production payment and the owner of it.

9. General Tax Computation Rules
Determination of selling or removal price
The term "removal price" generally means the amount for which the
barrel of oil is sold. The Act provides special rules for determining the
removal price when oil is removed from the premises prior to sale e.nd
when refining is begun prior to the oil's removal. If crude oil is re- moved from the premises before it is sold, the removal price is the
construc•tive sale price used in determining gross income from the
property under section 613 (relating to percentage depletion). If the
crude oil's oonversion or manufacture into refined ,products begins
before the oil is removed from ·the premises, the oil 1s trewted as removed on the day when manufacture or conversion begins, and the
removal price is the constructive sale, or representative field, price
at the time of -removal of the oil from the property for depletion purposes. For purposes of determining the removal price, the terms
",premises," "refined product," and ·'constructive sales," or "represe~tat1ve field," price have the same meaning as when used in determining
gross income from the property for depletion purposes. Thus, oil returned to the property from which it came, either by reinjection OJ.'
through the powering of production processes or equipment, is not considered sold or removed from the premises. For example, no tax would
be imposed on the on-site use of such J>OWerhousc oil to generate power
for an artificial lift device, or water flood project, or a tertiary injection process. However, oil removed from the property prior to its use,
or oil used to power refining or manufacturing processes would be
taxed.
Due to differences in the definition of the word "property," a producer could have a single, 'll.Ildivided piece of land which constitutes
many DOE "properties," even though they are contiguous and not
even divided by o. public road. In such a. case, "powerhouse" fuel produced on one section of a single undivided piece of land is not taxable
if it is used on another section of the sa.m.e piece of la.nd as powerihouse
fuel and never leaves the piece o:f land on which it is produced. This
windfall profit te.x treatment of such oil has no implication for its
treatment for various income tax purposes.
.
Under the Act, the rules for determining the constructive removal
price also apply in the case of sales of crude oil between related per-

52
~oiis·. F?r this purpose, the terin "reiaited p~rson" has· the saine meani~1g_ as .it does for _purposes of the smali issue exemption from the
limitation on the issuance of tax exempt industrial revenue bonds
(sec. 103(b) (6) (C) ). Under this definition, persons are related if
losses would be disallowed on exchanges betw~n them under section
267 or section 707(b), or if they are members .of the same controlled
group of corpor~t~ons ( under s~c. _1563 (a) ) . In the latter case, ~he
rules for determmrng membership m a controlled group apply with
the exception that "more than 50 percent" is substituted for "at least
80 percent" ~n the c?mm~n ownership ?f vo~ing control or value tests;
(See below for a discussion of admmistrative enforcement rules applicable to all taxpayers.) These rules for determining constructive
sales prices for sales between related persons give the Secreta.ry the
authority to make appropriate adjustments to actual selling prices.
Under the existing administrative practices relating to the determination of a constructive sale price, the Internal Revenue Service
may determine such a price for oil when transactions occur between
persons under common ~ontrol. In the nast, taxpayers may have
sought to increase the .s~z.e of their depletion deduction by means of
artificial transactions. In such an inst.1u,1ce, the determination of a
constructive sale price has reduced the .a:inount of gross income from
the property for depletion purposes. .1f,.t he oil is sold for an artificially
low pric~, the win?fall profit t!l,:X would be imposed on the higher
constructive sale price.
_
The Act also allows the- Secretary to adjust prices in transactions
between unrelated parties when such an adjustment is needed to
make the remov!!,l price reflect the fair market value of the oil. For
example, if the producer gives the purchaser a discount for paying
for the oil in advance, the removal price could be adjusted up to the
fair market value without · the discount.

Treatment of State severance taxes
Various States impose severance or production taxes on the extraction of oil. These taxes are imposed either on each unit of production
Bf' a fixed fee per barrel or as a percentage of the value of each barrel.
· Severance taxes generally are imposed on the owners of the various
interests in a property (i.e., the operator, other investors, royalty
owners, etc.). However, the taxes normally are pu.id by the first purchaser of the oil, who withholds the tax from the amount paid to the
holder of the interest upon whom the tax is imposed. For Federal income tax purposes, the amount of severance taxes is included in the
producer's or royalty owner's gross inco~e from the· property, and an
offsetting deduction for the severance tax is pel'mitted.
Generally, under the Act there is a deduction in computing the
taxable windfall profit for the State severance taxes imposed on the
windfall profit·element of the price o:f a barrel of oil-the difference
between the selling price and the adjusted base price.
For this purpose a State severance tax is defined as a tax on the removal of crude oil from the ground, levied by a State, but not by a political subdivision of a State, as a percentage of the gross value of the
crude oil removed. Any State tax that meets this definition, regardless
of its official name or title, is treated as a severance tax. A tax levied on
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the vaiue of resl'!rves·or on the basis of net proceeds from production
is not a severance tax. Although a tax on the removal of crude oil
from the ground levied as a fi~ed :fee per barrel generally is considered a severance tax, the formula for calculating the severance tax
adjustment in the Act would not result in an adjustment for such a
tax because the amount of that tax would be the same whether levied
on the adjusted base price or on the removal price of a barrel of oil.
Thus, a· tax levie~ as a fixed fee per barrel is not considered. a severance tax for purposes .of the windfall profit tax.
Post-March 31, 1979, increases in the rate of severance tax can be
taken into account only if the increase applies to the entire price of a
barrel of oil. The fact that a State severance tax does not apply to a :.
particular type of oil, such as royalty oil paid to the Federal or State.
Government ·or newly discovered oil, does not affect the availability of
the severance tax adjustment, as long as the severance tax applies to
the entire price of those barrels which are subject to tax.
·
.
A severance tax ma:y not be taken into account to the extent the tqtal
rate of severance tax imposed by a State exceeds 15 percent. The conversion of ·a non-qualifying tax, such as a severance tax levied as a .
Jixed fee per barrel, into a tax levied as a percentage of the gross value
of oil removed constitutes an increase m the severance tax on the
windfall profit element of the selling price. Thus, such a conversion
would have to satisfy t}le limits on post-March 1979 increases in State
severance taxes before a severance tax adjustment would be available
with respect to such a converted tax.
Inflation adjustment

The Act provides that the inflation adjustments required by the tax
are to be computed by using the GNP deflator. The GNP deflator, that
is, the implicit price deflator for the gross national product, measures
inflation in domestically produced soods and services.
Under the Act, the mflation ad3ustment to the base prices for any
calendar quarter is the percentage by which the GNP deflator for the
second preceding calendar quarter exceeds the GNP defis.tor for the
second calendar quarter of 1979. The first such adjustment occurs,
therefore, for tjie first quarter of 1980. This two-quarter lag in measuring the inflation adjustment is necessary bec!l,USe of the lapse of time
before the data become available. The DOE inflation adjustments to
the lower and upper tier ceiling prices have a similar lag in the
adjustment.
In all cases, the first revision of the GNP deflator, which becomes
available in the third week of the second month following the close
of the quarter, is to be used in determming the inflation adjustments.
The inflation adjustment used to derive an adjusted base price under
the Act m~y be expressed as a formula:

B;=Bo[
·

p,_ 2

]

Pune.2

where Bo is the original base price for the property, B; is the adjusted
base price in the ith calendar quarter after the fourth quarter of 1979
(i.e., i=l for 1980.1, i=2 for 1980. 2, etc.) and P, is the GNP deflator
for the ith quarter.
·
.
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For tier 3 oil, the inflation adjustment is increased by a 2-percent ·
annual kicker, so that the appropriate :formula would be:

J

B ,= B. 0 [ -P,.2
p 1.005'
1879.2

10. Regulatory Authority
The ~ct authorizes the Secretary of the Treasury. to prescribe such
regulations as may be necessary to carry out the purpose of the tax.
The wiI_1dfall profit tax is based on several c<?ncepts use1 in the ~nergy
regulations, and the Secretary may prescribe regulations which interpret how the energy regulations are to be applied for the windfall
profit tax. This regulatory authority is essentially the same as the
au~h~rity which the Secretary g~~ernlly has with. respect to ta~ legislation;. Congress does not anticipate that maJor changes m the
energy regulations will be needed to apply them for tax purposes, but
it intends that references to energy regulations in the Act are not to
be interpreted as denying the Secretary the usual regulatory authority.
Generally, the Act adopts various energy re~ulations m effect on
specified dates to implement the tax. In addition, the Act provides
that the energy regulations adopted for tax purpos<:s are to ·be treated
as being effective without regard to decontrol of oil prices or any other
termination of their application or any changes in those regulations
by DOE. Reference to the energy regulations also would be important
when the Secretary or producers must make determinations by analogy
to~~ energy regulations, e.g., computing the base level for a tertiary
pro1ect.
'fhe Act grants the Secretary broad authority to prescribe regulations needed to implement and administer the tax. In some instances,
e.g., as to independent producers this authority relates to fo1,mulating windfall profit tax rules similar to income tax rules, and in other
instances, e.g., as to production from unitized properties, it relates to
providing windfall profit tax rules analogous to those contained in the
e~er~ regulations. For example, _it is a}lticipated that the S.ecretary
w11l 1ssue "hold harmless" regulations with respect to production from
unitized properties. Such regulntions may adopt or modify, where appropriate, unitiza.tion rules established for price control purposes. Additional unitization rules may be necessary for the effective implementation of the tax, such as in those instances where the windfall profit
tax and regulatory treatment of a particular ~ype of oil differ. Unitization niles will be needed also to make sure that the reduced rates for
independent produ~ers q.o not discoumge unitization.

11. Definitions
Crude oil.-The definition of crude oil for windfall profit tax purposes is fixed by the June 1979 energy regulations. Therefore, the term
"crude oil" means a mixture of hydrocarbons which exists as liquids in
underground reservoirs and which remain liquid at atmosphere pressure after passing through surface separating faciHties. The tenn also
includes condensate recovered in associated or noriassociated produc·
tion by mechanical separators located at any point at or bafore the in-
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let side of a gas processing plant, and natural gas liquid treated as
crude oil under the June 1979 energy regulations. The te1·m "crude
oil," however, does not apply to synthetic petroleum. such as oil production from shale or tar sands.
Barrel.-The term "barrel" means 42 United States gallons.
Domestic.-When used in reference to crude oil, the term "domestic"
means crude oil produced from an oil well located in the United
States, or in a possession of the United States.- ·.
United States.-Tha term "United States" when used in a geographical sense includes the seabed and subsoil of the submarine areas
adjacent to territorial waters of the United States over which the
United States has exclusive rights under international law to explore
for and exploit natural resources. This is the same meaning given the
term, "United States" by paragraph (1) of section 638 of the Internal
Revenue Code ( relating to Continental Shelf areas).
Possession of the United States.-The term "possession of the
United States" when used in a geographical sense includes the seabed
and subsoil of the submarine areas adjacent to the territorial waters
of the possession over which the United States has exclusive ri~hts
under natural law to explore for and exploit natural resources. This is
the same meaning given the term "possession of the United States"
by paragraph (2) of section 638 of the Internal Revenue Code (relating to Continental Shelf areas).
Energy regulations.-The term "energy regulations" means crude
oil . price control regulations prescribed under section 4 (a) of the
Emergency Petroleum Allocation Act of 1973, as amended. Energy
regulations, for windfall profit tax purposes, are treated as continuin~
in effect without regard to decontrol of oil prices or any other ternunation of the regulations. The "March 1979 energy regulations" are
the terms of the energy regulations as the terms existed on March 1,
1979. The "June 1979 energy regulations" are the terms of the energy
regulations as the terms existed on June 1, 1979.
Generally, the terms "energy regulations," '!March 1979 energy regulations" and "June 1979 energy regulations" freeze the terms of those
regulations as of the applicable date. As a result, those terms do not
include subsequent administrative, executive, or judicial action or
interpretations. For example, DOE Exceptions Relief actions are not
taken into account regardless of whether they were .finalized before
or after June 1, 1979, because they are temporary actions subject to
periodic review. Similarly,·post-June 1979 judicial interpretations of
t-hose regulations, e.n., Tenneco v. FE.A, 596 F.2d 1029 (TEOA 1979),
are not included in their terms for windfall profit tax purposes, althoug:h the Secretary may give such interpretations due consideration.
With one exception, the terms of the June 1979 energy regulations
were frozen as they existed on June 1, 1979. Under the one exception,
the June 1979 energy regulations are treated as including action taken
under the terms of those regulations before, on, or after June 1, 1979,
with respect to incremental production from particular qualified tertiary enhanced recovery pro1ects. Because the application of the June
1979 energy regulations to such projects was supplanted by the DOE
regulations issued in August 1979, this one exception applies only to
incremental production from projects certified by DOE under the June
1979 energy regulations prior to their change. .

Rulings issued by DOE or its predecessors generally are of an int;erprctive nature and, as such 1 arc not "final a~tion[sJ" taken under the
,f une 1979 ene1·gy regulations or binding on the courts or the Secretary.
In this regard, energy rulings simply arc comparable in effect to Revenue Rulings.
Operatol'.-The term "operator" means the person or persons designated, in accordance with regulations, as operator of a property or
portion thereof, by the holders of the operating mineral interests in
the. property. Such a designation applies only for windfall profit tax
purposes. If the producers make no such designation, the operator
is the party or parties primarily responsible for management and
operation of production from the p1'0perty. This may be one of the
owners of the property or a third party who manages the property
· under a contractual agreement with its owners.
.
Producer.-The term "producer," unlike its · definition under the
energy regulations, 14 means only the holder of the economic interest
with respect to the crude oil. Whether a pa.1ticular taxpayer is ·t he
owner of an economic interest in oil is determined under the same
rules that apply for Federal income tax purposes. The one exception
to this tax definition arises in the case of crude oil with respect to
which a partnership holds the economic interest. In such a case, the
partnership's crude oil is allocated among its partners, generally on
the basis of each partner's proportionate share of the partnership's income. Each partner then is treated as the producer of the oil so
allocated.
Property.-The meaning of the term· "property" depends upon the
section and context in which it ie used. Generally: the word property
has 1the same meaning as that term is given by the energy regulations.
Therefore: "property': generally means either (1) a right. to produce
domestic crude oil tha.t a.rises from a lease or fee interest, or (2) at the
election of th~ producer, separate and distinct producing reservoirs
that are subject to t1he same right to produce and that are recognized
as separate and distinct reservoirs by the appropriate government regulatory ·a uthority.
In some instances: however: the word "property" has the meaning
given to it by section 614 of the Code. For example, the section 614
definition.of the term property is used for purposes of (1) the 90-percent-of-net income limit on the taxable windfall profit and (2) determining whether a person hns a "working interest" in a property for
purposes of the reduced rates available to independent producers.
I

12. Administrative Provisions
For administrative purposes, there are two general categories into
which crude oil falls: oil subject to withholding and oil not subject to
withholding. Except as otherwise provided in Treasury regulations,
"Under the energy regulations, the term producer means n firm or that part
of a firm which produces crude oU or natural gas, or any firm which owns crude
oil or natural gas when it Is produced. 10 C.F.~. sec. 212.31. This energy definition, thus, . i-ncludes such diverse parties as crude oil reclaimers whn have no
economic Interest in the producing property. See Tesoro Petroleum Oorp., 2 FEA
par. 80,514 (1975).
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the .first purchaser of domestic crude is required to withhold the windf.a.U proht tax from amounts paya;ble to the producer of the oil and
depos~t those amounts with the 'i'reasury. When withholding is not
required, the producer is required to pay the tax with respect to its
own production.
Ret1pons,biiities of operator.-In the case of oil subject to withholding, the operator normally ,must certify to the first purchaser the
information which the purchuser needs to compute th~ tax. This includes the tier in which the oil is taxed, the adjusted base price of the
oii, the amount of oil, any certification furnished to the operator by
the producer with respect to whether such oil is exempt oil or oil subject to reduced rates for independent producers, and any other informn.tion required l,y regulations. .
.For windfall profit •tax purposes, the operator is the person primarily responsible for the management and operation of the crude oil production. However, to the extent provided in regulations, persons holding the operating mineral interests in the property can designate another person (or persons) as the operator.
Except as otherwise provided in regulations limiting the election, the
operator and the 1irst purchaser may elect to have the operator assume
tho purchaser:s responsibilities under the tax. If such an election is
made, unless the operator is a major oil company, the operwtor must
deposit the withheld tax (or estimated tax) at the same time the
purchaser would have had to ma.ke deposits or estimated tax payments. '.Dhus, if the purchaser is an inltegrwted oil company, the deposit
and estimated tax rules for integrated companies will apply to the
operator.
.
.
In the case of oil not subject to withholding, the operator is required to certify to the producer the tier in which the oil is taxed,
the adjusted base price for the oil, the amount of oil, and any other
information required under regulations. 'l'he operator and producer
may elect, in accordance with regulations, to relieve the operator of
this obligation.
Responsibilities of purchaser.-In the case of oil subject to withholding, the first purchaser must withhold the windfall profit tax from
the amount payable by such purchaser to the producer of the .c;>il. The
purchaser is liable to the IR:; for the payment of the amount required
to be withheld and is not liable to the producer for that amount. The
amount withheld is to be determined on the basis of the certification
provided by the operator (including any certification that part or all
of the production is eligible for the reduced rates for oil produced
by independent producers), and the purchaser is not responsible for
errors in withholding resulting from improper certification unless it
has reason to believe the certification is improper. If no certification is
provided or if the .first purchaser has reason to believe that the information contained in the certification is incorrect, then the amount withheld must be determined under regulations prescribed by the Secretary. To encourage the furnishing of information, these regulations
may require withliolding of the maximum possible tax on any particular oil even though such tax exceeds the amount that would have been
due if a proper certification had been made.
The first purchaser is required to file quarterly returns showing the
amount of tax withheld, together with any other information required
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under regulations. The-first purchaser's quarterly return for the fourth
quarter is to be filed before March 1 of the following year. The first
purchaser's information statement will provide each producer with
information indicating the amounts of oil purchased and the tax withheld thereon. In the case of oil prircha:,ed from a partnership, the
purchaser will provide informwtion with respect -to the partnership's
oil. The pa.itnership's return will :provide information with respect to
each partner's share of the production.
The timing of the obligation of any first purchaser to deposit
amounts withheld depends upon the identity of the first purchaser.
Major refiners and retailers, i.e., those parties described in section
613.A.(d)'.(2) and (3), other than independent refiners, are required
to make semimonthly estimated deposits of the withholding tax. .A.11
ot~er first purchasers are required to make withholding deposits not
later than 45 days after the close of the month in which the oil is removed from the premises, except that independent refiners who purchase oil under dele.yed payment ~ntracts are required to make deposits by the first day of the third month be¢.nning after the month
of the removal. Failure to make timely deposits will result in the generally applicable penalties. However, estimated tax deposits which
meet "safe harbor" levels, similar to those contained in Treasury regulation § 48.6302 ( c )-1 ( relating to deposits of excise taxes generally),
would p.revent the imposition of penalties.
If the' first purchaser withholds an incorrect amount of tax on any
oil, adjustments in withholding are required to correct the aggregate
amount withheld on all oil purchased by that purchaser from the producer on oil removed during that calendar year. The amount of such
mandatory adjustments m withholding taxes payable to the Treasurx
may not exceed the amount of the windfall profit on any barrel of oil
removed.
· Required withholding adjustments apply only with respect to
transactions between the saine purchaser and producer. However1 a
pro~ucer may voluntarily authorize any purchaser to withhold with
re:-pect t? oil removed later in the c~lendar year to correct earlier
~1thholdmg errors. .Such an amount 1s to be treated as an amount
required to be withheld such that the deposit and return filing rules
will apply. In addition, the Secretary may allow, under regulations,
withholding adjustments after the close of the calendar year.
Increases in posted prices after the initial determination of the removal price also increase the windfall profit, and hence the tax. .J~
such a case, the tax attributable to the price increase must be withheld.
Responsibilities of producer.-Generally, there is no requirement
that producers of oil that is subject to withholding file a .w indfall profit
tax return if the correct a.mount of tax is withheld for the year. .
In the case of withheld oil, the producer is deemed, for windfall
profit tax purposes, to have paid, on the last day of February of the
year following that in which the oil was removed, the amount of tax
withheld by the purchaser.
Producers are required to deJ?osit the tax due on their own production not subject to withholding m the same rrumner they would deposit
tax withheld by them if they were firi;;t purchasers. In other words,

59

major companies make deposits of their estimated tax liability twice a
month and all other producers deposit the tax within .45 days after the
month of removal.
·
Oil produced by producers who are entirely exempt from the windfall profit ta.x· by virtue of the provisions exempting certain State, ·
Indian, or charity's oil is not.subject to withholding if an a.pp,;opriiµ;e
certification is given to the first purchaser.
Producers exempt. from a.II or a. portion of the tax by vi~ue of the
net income limitation may file for a refund a.fter the close of t}le year.
They are not entitled to file a withholding ,tax exemption cert.ifica.te,
or .use the .withholding adjustments to take the 90-percent limit in~
account.
Statute of limitations.-In the case of oil subject to .withholding
for which no windfall profit tax return is required from the producer,
the statute of limitations for purposes of claiming a refund or assessing
.. a. deficiency runs with res.f.>8Ct to the ·producer's annual incq~~ tax
return for the taxable year m which calendar year of the oil's re;moval
ends. In the oase of a Federally re¢stered partnership, the Secretary
may prescribe limitation rules smillar to the rules applicable to
income tax returns.
If the Department of Energy makes a final detennin~tio~ reclassifying oil for pricing purposes under the J unc 1979 ·energy regulatio~s,
then the statute of limitations for ~ g any defic;iency or for filing
a claim for a windfall pro.fit tax refund attributable to such DOE
reclassification will not expire before one year a.ft.er the redetermination becomes .final.
The Act further provides -the Secretary with authority to prescribe
administrative regulations consistent with the specific provisions of the
tax, including any pertainin~ to information exchanges and returns
( e.g., reporting windfall profit tax items on existing excise tax, income
tax, and information returns).
lnterest.-Interest on the 'overpayment,.of tax by a producer with
respect to withheld oil will run from the la.st day of Februa.cy of the
year following the removal year. However, if the IRS refunds ~e
windfall profit ta.x overpayment within 45 days after the later of (1)
the unextended due date of the windfall p1"9fit .tax return (or if no
.return ·is required, ·the income ta.x return for the taxable year m which
the removal year ends) or (2) the date the return is .filed, then no
interest shall be allowed.
·

13. Interaction With Income Tax
. The Ac~ ~rovides prod_ucers wit~ a dedu7~ion from gros.s income
m detennmmg Federal mcome ta.xes _for wmdfa.11 profit tax. The
deduction is allowable for the taxable year. with respect to which the
tax actually is paid or accrued. 15
ucode section 4995,(a) (4) (B) treats any amoun~ withheld as!having been
paid by the producer on the last day of February of the calendar year following
the year in which the ·oll was removed. This rule is solely ·tor purposes of administration of the windfall profit tax and is not intended to allect the timing of
Income tax deductions.
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14. Court Jurisdiction
The Act grants the .United States Tax Court prepayment jurisdiction over windfall profit tax deficiencies. This jurisdiction does not
i~clude the de~nnination of lia:bility under the withholding provisions of the ta.x.
Because the ta.x is imposed with respect to a. producer's crude oil
removed during a calendar quarter, the scope of a. deficiency or refund
suit is with respect to the ta.x for the entire quarter. Thus, a second
suit may not be brought with respect to the same quarter, and in the
case of a. refund suit, the entire ta.x assessed with respect to that quarter must he paid.
15. Effective Date
The provisions of the Act genera.Uy apply to oil removed after
Februo.ry 29, 1980. For the period ending June 30, 1980, the Secretary
may prescribe rules relating to the administration of the ta.x which
may supplant or supplement the rules in the Act.

16. Termination of Tax
Under the Act, the tax phase.s out during a 33-month period by
reducing ea.ch producer's tax by 3 percent for ea.ch month starting with
the later of January 1988 or the first month (but not later than Ja.nua.ry ,1991) after that for which the Secretary estimates that the aggregate net windfall profit tax revenue will permanently exceed $227.3
billion ( excluding tax on oil owned by the United States).
For purposes of estimating the ,a.mount of tax received by the Treasury, the Secretary first must estimate the gross windfall profit tax
receipts, minus any revenue attributable to economic interests in crude
oil held by the United States. This fi~re then is reduced by windifa.11
profit tax refunds, but not by administrative costs or deficiencies attributable to the windfall profit tax. It is reduced further by estimated
Federal income tax reductions for producers that result from deductibility of the windfall profit tax and any other change in income taxes·
arising from the windfall pro.fit tax. In estima.tin~ the reduction for
windfall profit tax refunds ·a nd income tax deductions, the Secretary
is to take into account those items which properly a.re attributable to
preceding taxable periods even though they actually have not been
refunded, or used to reduce income taxes, at the time of the estimate.
Starting with January 1987, the Secretary must make monthly estimates of the cumulative net windfall profit tax revenue raised.

17. St1,1dy of Decontrol and Tax
The President is required to submit a report to the Congress .no later
than January 1, 1983, on the effect of decontrol and the windfall profit
ta.x on {l} domestic oil produ.c tion; (2) oil i,mports; (3) oil co.m pany
profits; (4) 'inflation; (5) emJ?IOyment; (6) ·economic growth; (7)
Federal revenues; and (8) :national security. This report is to be accomplis~~d by such further energy rel~te4. legi!:!latiye recom:mendati~~s ~~ $.~ ~i:~d~t_~:r,-08.l'.e. to_Jµ~~~ - .
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18. Disposition of Wiridfall Profit Tax Revenues
The Act provides that the net revenues from the windfall profit tax
are allooa.ted. only for the specific purposes described below to a separate account at the Treasury ( for accounting purposes only). They
shall not be earmarked or invested sepa.rately from general revenues,
however. Net revenues from the windfall profit tax are equal to the
gross amount of windfall profit tax collected ( other than from oil
owned by the United States) minus the reduction in -income tax
receipts resulting from imposition of the windfall tax.
The net revenues projected under current assumptions from 1981
through 1990 are allocated for the following specific purposes(a) Aid to le>wer incO'TM householda.-25 percent of net revenues. For fiscal year 1982 and subsequent years, these funds would
be divided equally .between a program to assist AFDC and SSI
recipients under the Social Security Act and a program of emergency ene~~ assistance.
(b) /nd'//Vid,ual, and corporate income taa, reductwna.-60 percent of net revenues. This would include tax cuts-to help taxpayers
cope with higher energy prices.
'
(c) Energy and transportation spending programa.-15 percent of net revenues.
Of the net revenues in excess of what is projected under current
price assumptions ( and shown in table 4), one-third is allocated for
a.id to lower income households, without specification of type of pro.gram, and two-thirds is allocated for income tax reductions. Any outlays by the Synthetic Fuels Corporation are to be fina.nced from increases in general revenues resulting from decontrol. There is no
specific allocation for the Corporation because its outlays will be very
uncertain in timing a.nd amount.
The President is required to propose, for each .fiscal year after .fiscal
year 1980, allocation of net revenues from the windfall pro.fit tax
among the purposes specified above. For fiscal year 1981, the proposal
w.as to be submitted within 90 days after enactment; for succeeding
fiscal years, the proposal must be contained in the annual budget. The
Secretary of t.he Treasury will rep01t annually to Congress, beginning
in fiscal year 1982, on the net revenue derived from the windfall profit
- tax for the ·preceding fiscal year and the actual disposition of these
revenues among the purposes specified above.
Further legislation is needed to use the money raised by the tax for
any of the purposes specified above. ·Failure to enact such legislation,
of course, would mean that the revenue from the tax would have the
eft'ect of reducing the Federal deficit.

B. RESIDENTIAL ENERGY CREDITS

(Secs. 201-3 of the bill and sec. 44C of the Code)
Prior Law

Insulation and other energy conserving items
A 15-percent credit on the first $2,000 of qualifying expenditures,
a maximum credit of $300, is available for expenditures made after
April 19, 1977, and before January 1, 1986, for installations of eligible
insulation and energy conservin~ items. Installations must be nmde in
or on a taxpayer's principal residence. The residence must have been
in existence or substantially completed on April 19, 1977. The $~ 1000
maximum on allowable expenditures is the total amount available to
the taxpayer for any principal residence through December 31, 1985.
This limit will be reduced each year by expenditures for which the
energy conservation ·credit was taken in prior years by that taxpayer
for that residence.
The credit is allowed for expenditures to install (1) insulation, (2)
a replacement burner for an oil- or a gas-fired furnace, (3) a device to
modify flue openings, (4) an electrical or mechanical furnace ignition
system, ( 5) a stoum or thermal door or window, ( 6) an automatic setback thermostat, (7) caulking or weatherstripping for an exterior door
or window, and ( 8) a meter that displays the cost of energy use.
Authority was given .t o the Secretary of the Treasury to add other
qualifying items to the list of property eligible for the credit.

Renewable energy source property
A tax credit equal to 30 percent of the first $2,000 of eligible expenditures and 20 percent of the next $8,000 of eligible expenditures, a
maximum credit of $2,200, was allowed for expenditures made after
April 19, 1977, and before January 1, 1986, for installation of (1) solar,
(2) wind, or (3) geothermal energy equipment. Installations must be
made in connection with a taxpayer's principal residence. The $10,QOO
maximum on allowable expenditures is the total amount available to
the taxpayer for any one principal residence through December 31,
1985. This limit is reduced each year by expenditures for which the renewable energy source credit was taken in prior years for the same
residence.
The Secretary of the Treasury was given the authority to add renewable energy sources to the list of sources for which equipment is eligible
for the credit.

General provisions applicable to residential energy credits
Any increase in basis of the residence which would otherwise result
from the energy conservation expenditures· must be reduced by the
amount of the credit which the taxpayer has claimed with respect to
(-62)
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the expenditures. For·example, if a taxpayer made $10;000 of qua.lift~
renewable energy source expenditures, the basis increase·would be only
$7 ,BOO if a'$2,200 credit had been allowed for the expenditures.
Taxpayers are eligible for the maximum credit for each principal
residence they ·may ·occupy .while the credit is available. Owners or
tenant-shareholders of condominiums and cooperative ·- housing are
eligible _for the credit on their proportionate shares of qualified expenditures. The credit is available too;renters as well as homeowners.
Joint occupants of a principal residence also may claim the tax credit
for their respective shares of.qua.lilied expenditures. Prior law, however, did not directly refer to,cases in which owners or renters ·o f several principal .residences jointly own eligible energy conser,vation
·property.
·
The Secretary of the Treasury is authorized to issue regulations
which specify performance and ~uality standards for each item.
If_the credits exceed tax liabihty :for any year, the credits may be
carried over to subsequent years through 1987, i.e., 2 years after expiration of the credit.
Reasons for Change
Congress reviewed the provisions for residential enerlQ' credits in
prior law to assess their effectiveness in .increasing efficient energy
usage and in reducing reliance on oil and gas as fuel.
·
Congress concluded that prior law may not have provided taxpayers with a broad ·enough_,ra!lge of alternative equip!Ilent for reducing
- f-ueL~osts. Congress recogmzed, however, that 1t did not possess the
resources ,vith which to judge the merits of:every specific conservation
device. It-also was concernea that the Secretary of the Treasury may
not have made sufficient use of the·discretionary authority to add additional energy conservation items or renewable energy sources to the
lists of eligible equipment and sources because Congress in 1978 did
not provide specific standards for the Secretary to apply in making
decisions. To resolve this situation, Congress in this Act established: a
set of specific ,criteria that the Secretary will use in determin4,l_g
whether property could qualify for the residential tax credits. These
standards will make it easier for the Secretary to make deGision~ about
what should or should not be added. It is expected that the Secretary
will evaluate certain specific enerey conserving items, including effiC'ient replacement furnaces and efficient wood stoves if the appropriate
information is filed ,vith the Secretary in a timely manner.
Congress nlso was concerned that the various tax, loan and grant
subsidy programs which Federal, State and local governments have
enacted could be combined in a way that would enable a taxpayer to
purchase energy conserving property with little or no expenditure
of his own funds. As a result, the overall efficiency of the economy
might be reduced because compounded subsidies would divert resources
from their most efficient productive uses. Thus, the Act contains rules
which, in conjunction with the ,prior treatment of nontaxable grants,
l'equire, in effect, that the purchaser of ~ligible equipment choose between the tax credit, on the one hand, and subsidized energy loans or
nontaxable grants on the other hand.
.
Congress was also concerned about the slow commercialization of
renewable energy sources. These are often unf~_ilia! to potentjal pur.·
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chasers and must compete with energy sources whose use is subsidized
by price oontrols.
A larger credit for new installations of renewable energy source
propert;v will stimulate both the demand and supply sides 'of these
mdustries. A substantial increase in the credit will induce more people
to incur the costs of in!?talling one of these new systems and may provide persuasive evidence to other individuals that it pays to install a
new, renewable energy source system.
Manufacturers of renewable energy source systems and the essential
component parts and the distributors and retailers who install and
service the systems will receive encouragement from the effect of a
larger credit in sustaining and expanding t}le size of the market.
The review of the types of renewable energy source systems indicates
that the major heating and cooling systems are covered under present
law. However, solar and geothermal ener,p' may also be used as part
of a system to generate and store electricity for use in the residence.
In both cases, the electricity may be used directly as it is generated or
stored for later use. These uses of renewable energy sources are also
appropriate things to encourage with the residential energy tax credit.
· A review of the provisions relating to the credit bfought out the
conclusion that the rules governing the eligibility of taxpayers for the
credit required only one change. Congress decided to make it clear that
joint owners of energy conservation proJ?erty are eligible for the credit
when the owners occupy different dwel 1mg units but share the cost and
use of the property. Congress believed that prior law did cover this
situation but made a change in the statute simply to assure that this
case was covered.
ExpJanation of Provisions

General provisions relating to residential energy credits
Joint ownership.-In cases of joint ownership of qun lifiecl property
by 2 or more individ1)a,ls with respect to 2 or more dwelling units used
as principal residences by such individuals, each owner will be entitled
to his share of the residential energy credit, and each will have .t he
standard limit on the maximum amount of expenditures for energy
conservation or renewable energy source property eligible for the
credit.
Standards for secretarial determination.-The Secretary's discreti.onary authority in prior lnw has been supplemented with the
establishment of standard!? that limit the exercise of the authority in
evaluating whether items should be added to the list of qualified equipment. The Secretary must use three criteria in making a determination on the specification of an item as eli~ble for the energy conservation credit or of an ener,o, source for which equipment is eligible for
the renewal?le energy source credit. First, the Secretary cannot make
such a specification unless he determines that it would result in a reduction in cons~mption of oil and natural gas and that this reduction
would be sufficient to justify the resulting decrease in Federal revenues.
Second, an item or a source cannot be specified unless the Secretary
finds that such a specification would not result in an increased use of
any item which is known t.o be, or reasonably suspected to be, environiµentally hazardous or a threat to public health or safety. Third, such
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. a specification cannot.be.made unless the Secretary .finds that available
Federal.,subsidies do not make such specification unnecessary. or inaJ?propriate (in the light.of.the most advantageous allocation of economic
resources) .
·
In making·a determination under the .first criterion, the Secretary,
after consultation with the Secretary of Energy, is required.to estimate
the amount by which the specification of the energy conservation item
or the renewable energy source will cause a reduction in consumption
of oil. and natural
In making this.- estimate, the Secretary is requir-ed to.take into account at least the following factors: (a) .the ext.ent to which the use of the property to be specified will be increased as
u. result of the specifica~ion, (b) whether sufficient capacity is available
to. increase production to meet increases in the .demand for any products which might be caused by such specification, (c) the amount of oil
or natural gas used directly or indirectly in the manufacture of the
property and items necessary for its use, and (d) the estimated useful'
life of the item or other items necessary for its use. The Secretary will
also take into account the extent additional use of the property leads,
,directly or indirectly,.to the reduced use of oil or natural gas. Indirect
use· of oil or natural gas includes use of electricity derived from oil or
natural gas.
•
In comparing the reduction of oil and na.tural ga.s consumption and
the Federal revenue loss, the Secretary must ·also determine, a.fter consultation with the Secretary of Energy, .whether the specification of
the property compares favorably, on- the basis of the reduction in oil
and natural gas .consumption per ·dollar of cost (including revenue
loss) to the Federal Government, with other Federal :.programs in
existence or being proposed.
The Secretary is required to make a final determination with respect
to any request -by an applicant for specifying a conservation item or
renewable energy source within one year after the .filing of the request,
together with ~any information required to be filed with the request.
Each month the Secretary is reg,uired to publish a report of any
request denied during the ·preceding month and the reasons for the ·
denial.
in the case of any property which the Secretary specifies as eligible
for the credit, the credits are allowed for exP.enditur~ made on or
after the date on which final notice of the specification is published in
the Federal Register. The Secretary may prescribe by regulations that
such expenditures ma.de before the close of the taxable year in which
t:he date occurs shall be taken into account in the following taxable
year.
Rules.to prevent double benelits.-Under prior law, which is not
amended ~y this Act, expenditures financed by Federal, State, or local
grants which are exempt from Federal income tax·were not eligible for
. a residential tax credit. In.addition, the Act provides that the'portion
of the expenditures which·is financed by subsidized·energy .financing is
·not to be eligible for a tax credit. Further, the expenditure limits on
energy conservation ·a nd renewable energy source property for a particular dwelling are to be reduced by the portion of expenditures financed by subsidized-energy .financing, as well as by the amount of
nontaxable Federal, State or local government grants used to purchase
the energy conservation or renewable energy·source property.

gas.
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Subsidized."energy financing means financing provided·under- a Federal, State or local government program, a principal purpose of which
is to provide subsidized financing for projects designed to conserve
or produce energy. The term includes, but is not limited to, the direct
or indirect use of tax-exempt bonds for providing .funds under such
a program. Subsidized energy financing, however, does not include
Joan guarantees.
Grants which are taxable are not taken into account wider these
rules because their taxation serves as a partial offset; similarly, credits
against State and local income taxes are not tak~ into account because
the deductibility of these taxes under the }~ederal income tax implies
that tqe effect of these credits is equivalent to the effect of a taxable
grant. .
The redu~tions in the amount of qualified expenditures and in the
t;xpenditure limits will apply to taxable yea.rs which begin after December 31, 1980, with respect to financing or grants made after that
date.
In addition; ·the Secretary is given the authority to require persons
having control of a program which provides subsidized energy finazwing or an energy grant pro~ram to make a return containing.the name
and address of each individual receiv.ing the financing or grant and
the amount of financing or grant received under the program•

..~ Renewable energy source e~ipment
Thi credit rate for renewable energy source _property is increased
to 40 percent of t:he first $10,000 of expenditures. Thus, the maximum
credit available is $4,000 with respect to each residence owned by the
taxpayer during the period of April 20, 1977, through December 31,
1985. The increase in the rate of the credit to 40 percent does not affect
the $10,000 expenditure limit, which was retained. For example, if a
taxpayer made qualifying expenditures of $4,000 in 1979 for which a
credit of $1,000 ·was allowed, then the DJaxi~wn further credit available for expenditures on that residence will be $2,400 ; that is, 40 percent of $6,000 of additional qua.lifted expenditu~
In addition, the following additions are made to the equipment
eligible for this credit:
(1) Equipment to produce electrical energy from solar or geothe;l'ffiBl energy SQurce property installed with respect to a
residence;
(2) Expenditures for labor costs properly allocable to the onsite
preparation, assembly or original installation of renewable energy
source property eligible for the credit and expenditures for an onsite well drilled for any geothermal deposit, unless the deduction
for intangible drilling costs has been claimed for any portion of
these expenditures; and
( 3) The cost of a sole.r roof panel installed as a. roof (or a portion of a roof) even though a roof by itself is a structural component. (As under prior la.w, however, renewal>le energy source
property shall not include other structural components of a. residence even though they also may play an ancillary role related to
renewable energy source property.)

Effective Date
The increased tax credit for renewahle energy source property e.p·
plies to expenditures made. in taxable years that begin after December
31, 1979. The amendments made with respect to electrical energy from
solar or geothermal sources, the credit for geothermal intangible drilling costs and solar roof panels apply to expenditures made after
December.31, 1979, in taxable years ending after such date. The amendments limiting double . benefits s.pp_Iy after December ·31, 1980. The
other amendments apply after December 31, 1979.

Revenue Effect
The reduction in budrt receipts is expected to be $6 million in
fiscal year 1980, $42 million in 1981, $52 million in 1982,-$67 million
in '1983, $88 million in 1984, and $128 million in 1985.

C. BUSINESS TAX INCENTIVES

L Business Energy Investment Credits
(Secs. 221-223 of ~he Act and secs. 46, 48 and 167 of the Code)
Prior Law
A 10-percent energy investment credit is available for investments

in certain business energy property. The a.mount of the credit generally was 10 percent of a taxpayer's cost of acquiring or constructing
eligible pr?perty. The rate of the en.ergy credit is reduced to 5 I!ercent
where an item of ener~ property IS financed to any extent with the
proceeds of a.n industr1ol development bond, th~ interest on which is
exempt from Federal inr.ome tax.
To be eligible for a.n energy credit, property must be depreciable
with a useful life of three years or more. In addition, property must
be new (no~ used) property which was first placed in service after
Se{>tember 30, 1978.
Qualifying energy property genera.Uy includes equipment which
utilizes certain energy resources other than oil or natural ~as or a
product of oil or na.tural gas. Specifically, energy l?roperty mcludes
. boilers, burners, and related fuel handling and pollution control equipment to burn substances (such as coal, wood, agricultural and
municipal waste, and biomass) other than oil or natural gas (or their
products) or to convert these altern1Lte substances into a. synthetic fuel.
Equipment which uses coal as a feedstock for the m.a.nufacture of
chemicals or other products (other than coke or coke gas) and equipment that modifies existing equipment to use an alternate substance
as at least 25 percent of a fuel or feedstock also is eligible £or the
energy credit. In addition, energy property includes equipment to
produce, distribute or use geothermal energy, equipment which uses
solar or wind energy to generate electricity or to heat or cool a structure, equipment to produce natural gas from geopressured brine or oil
from shale, and equipment to recycle solid waste.
The energy investment credit is also provided for a category of
"specially defined energy property", which consists of specific kinds
of equipment used to reduce loss of heat or energy and to improve the
ener~ efficiency of commercial and industrial facilities and processes
in existence on October 1, 1978. In.addition to specific items of equipment listed in the Code, the Secretary of the Treasury is authorized to
specify other similar items of energy conservation property under
regulations as bein~ eligible for the credit.
The energy credit is available for structural components of a building which otherwise qualify as energy property. Except for oil shale
equipment and geopressured gas equipment, J?roperty used· to provide electrical, gas, steam and other public utiilty services is not eligible.for the credit.
(68)
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The energy credit applies against all tax liability not offset by other
tax credits. Excess energy credits from a taxable ye.ar may be applied;
like regular investment credits, against tax liability for the three preceding ·and seven succeeding taxable years. Energy credits for solar
or wind energy property that exceeded. tax liability were fully refundable.
The energy credits generally apply to qualifying costs incurred for
the period from Octooer 1, 1978, through December 31, 1982.

Reasons for Change
Congress reviewed the energy investment tax credit to determine
whether changes were desirable ,in ·View of experience with the provisions, their effectiveness in helping to realize the energy policy objectives of the Ener~ Tax Act of 1978, and the increasing urgency for
finding and developing a broader and mi:ire abundant range of energy sources and for conservin~ energy.
The experience with the busmess credits enacted by the Ener~ Tax
Act of 1978 indicated that the incentives did not apply to a sufficiently
broad range of alternative energy sources, equipment, methods to produce them, and means to conserve use of oil- and gas~derived energy.
Several forms of energy property which · use alternative energy resources were not included in the 1978 legislation, and Congress decided
t.hat energy-related investment incentives had to be expanded in order
to accelerate conversion to these resources.
Congress was also concerned that the overlapping of these investment credits and other government subsidy programs could result
in an inefficient use of private and public resources. The compound
effect of various subsidized loan and grant programs could lead to a
situation in which the taxpayer could purchase subsidized equipment
with very.little expenditure of his own funds; and this could encourage
·inefficiency by divertin~ substantial resources from more effective
uses. Thus the Act contams rules which, in conjunction with the prior
treatment of nontaxable grants, require, in effect, that the purchaser
of eligible equipment choose between the tax credit, on the one hand,
and subsidized energy loans and nontaxable grants, on the other hand.
Many industrial investments, especially thos.e _which involve construction of new facilities or development of production facilities for
new technologies, require longer periods to design an·d construct. New
energy technologies, particularly, involve more than usual amounts of
uncertainty about the probable success of the entire project as well as
whether any components of a new .process will require redesign. These
considerations have caused Congress to extend the .termination date
of the energy credit for certain projects with long con·s truction periods where affirmative commitments have been made before the general expiration date and to increase the credit and extend the effective period for certain other categories of energy equipment.

Explanation of Provisions

Solar or wind property
Under. the Act, the energy credit for _equipment which uses solar
or wind energy to generate electridty or t<:> proviae heating, cooling
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or hot water in a structure is increased from the 10-percent credit
under prior law· to a 15-percent credit, and the termination date of
the credit for this property is extended from December 31, 1982,
through December 31, 1985. In addition, equipment which uses solar
energy to provide process heat is added as eligible solar energy property. Solar process heat equipment includes, for example, collectors
and heat exchangers which use solar energy to generate steam at high
temperatures for use in such facilities as beverage bottling plants,
laundries and canneries. These provisions are effective for qualifying investments after December 31, 1979.
.
The Act also repeals the refundable feature of the solar and wind
energy credits, effective for taxable years which begin after December 31, 1979. Solar or wind energy credits attributable to qualified
investment on or after the January 1, 1980, effective date of this
provision will not be refundable even if they are carried back to
taxable years which begin before J aiiuary 1, 1980.

Geothermal equipment
The IO-percent nonrefundable energy credit under prior law for
equipment to produce, distribute or use geothermal energy (including
equipment for the generation ·of electricity up to, but not including,
the electrical transmission stage) is increased to a 15-pei·cent credit
under the Act, effective for qualifying investments after December 31,
1979. In addition, the termination date for this credit is extended from
December 31, 1982, to December 31, 1985.

Ocean thermal equipment
A n,ew category of energy property, ocean thermal equipment, is
provided a nonrefundable energy credit of 15 percent for certain investments in qualifying equipment during the period from January 1,
1980, through December 31, 1985. The credit is allowed for investments
in qualifying equipment only at two locations which will be designated
by the Secretary of the Treasury after consultation with the Secretary of Energy.
·
Ocean thermal equiJ.>ment is defined as equipment which converts
ocean thermal energy mto electrical energy or another form of useful
energy. Qualifying equipment in this category of energy property includes turbines, generators and related equipment (such as pumps,
piping and heat exchangers) up to, but not mcluding, the transmission
stage ( i.e., transforme1·s and transmission Jines, etc., are excluded).
Qualifying ocean- thermal energy equipment also includes specially
designed vessels and structures used to support, house and service this
equipment.
The Act also makes a technical amendment to prior law to provide
a.n exception from the investment· credit rule of general application
which requires that qualifying property be used predominantly
,vithin the United States. Under this technical amendment, the gener~lly applicable United ~tates use l~mi~ation will not app~y to qualifymg ocean thermal equipment which is owned by a United States
person (as defined in Code sec. 7701(a) (30)) and which is used in
jnternational or territorial .waters to generate ener,pr for use in the
United States. (The term United States is defined m Code sec. 7701
(a) (9) to include only the 50 States and the District of Columbia.)
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Smal.l-scale hydroelectric generating property
The Act provides an 11-percent business energy credit for a limited
period of time for investments in qualifying hydroelectric generating
property.
Public utility property is eligible for this credit if the investment.
credit's normalization re9.uirements £01· public utility property under
Code sec. 46(f) are satisfied. The Act also allows the regular investment credit for fish passageways which qualify ai,; hydroelectric energy property, effective for qualifying investments after December
31, 1979. 1 Qualified hydroelectric generating property means (1)
equipment for generating electric energy from water (up to, but not
includjng, the electrical transmission stage) at a qualified hydroelectric site, and (2) structures for housing such equipment, fish assageways, and dam rehabilitation property, required by reason o the installation of electrical generation equipment (described in (1)) at
the qualified hydroelectric site.
Qualified hydroelectric site.-A qualified-hydroelectric site, in general, means any site which has an installed capacity of less than 125
megawatts (1) at which there is a dam (including certain Government-owned dams) the construction of which was completed prior to
October 18, 1979, and which is not significantly enlarged after such
date or (2) at which electricity is to be generated without any dam
or other impoundment of water. For t.his purpose, the term "installed
capacity" means, with respect to any site, the installed capacity of all
electrical generating equipment placed in service at the site (regardless of whether any of that equipment was qualified hr.droelectric generating property). The term also includes the capacity of equipment
installed at the site during the three taxable years foJlowing the taxable year in which the equipment in question is placed in service. As a
result, the credit will be recaptured to the extent that the installed
capacity limits ( described bel°'v) are exceeded within that time pe•
riod. A qualified hydroelectric site includes only sites which are located on a natural water course or constructed water flow and which
~enerate electric energy from the flow or fall of water. The provision
does not apply to pumped storage facilitit;!s, ocean thermal facilities,
or ocean tidal facilities.
Existing dam sites.-Existing dam sites generally include an_y at
which electricity is! or has been, generated, as well as locations of e:x;isting dnms whfoh have not been used in connection with electricity
generation. In addition, a dam site 01· other impoundment site includes
any wn.ter passageways that are fed from the water behind the dam
or other impoundment, if the primary purpose of the water passnge,vays is for the generation of electricity.
A dam, t:he construction of which wn,s completed before October 18.
1979, means any dam or barrier for the impoundment of water, built
across a natural or manmade watercourse, which was completed before
October 18, 1979, and which does not require any significant construction or enlargement of the impoundment structure ( other than repairs
or rec'?nstrnction) in connection with the installation of the hydro-

f
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Congress did not Intend to create an Inference by this legislation concerning
whether the regular Investment credit was properly allowable for fish passageways under prior law.
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electric power. project. For purposes of the Act, the construction of
· _penstocks, powerhouses, fish passa~eways and similar structures does
·· not constitute si2Ilifice.nt construction or enlargement of the impound-ment structure. In addition, the reconstruction or repair of dam struc. tures which increases the water level or impoundment of a dam to its
origina.l:or designed levels will not constitute significa.nt construction
or enlargement of the impoundment structure if the reconstruction or
repa.irs were undertaken in order to strengthen a dam or to eliminate
leakage. On the other hand, construction which extends a dam or increases the height of a dam for purposes of increasing the water level
impoundment beyond its original designed lev_el_s will constitute significant const;Uction o~ en1arge!nent of -~~e i'!lpc;mndment ·struct~.re.
Non-dam ·sites.-A site at 'Yhich electricity is· to be generated without dam or other impom:1dment of water i.nc!1:1de~ con~uit sites · (such
as flood· control, sewage -trea.tment flows, 1rr1gatlon water flows, and
other similar constructed water flows) and natural water flows (such
as ·rivers and streams)." In the case of a 'conduit site, the constructi9p
of .the site may be completed either before or after October 18, 197~.
For purposes ot this provision, the generation of electricity at the site
of a ·gate or other 'water .control ·structure in an irrigation ditch or
canal is··not treated as gene.ration at the site· of a dam or .wate:r impounchhe'nt.
· ·
·
··
Qualified hydroelectric generating property.-In addition to
being located at a qualified hydroelectric site, property qualifying for
the investment ·credit must also be either (1) equipment to increase
capac~ty _for genera't~g electric energy from water or (2) st~~ctu~·es
for housing such eqmpment; fish passa~eways, or dam rehabilitation
property, required by r~ason· of the installatioi:i of electrical generation
eqmpment.
Qualified hydroelectric generating property ·includes ge~erating
equipment such as turbines and generators. It also·includes the capiteJ
costs for repairing or restoring existing nonfunctional generating
equipment. However, such equipment only includes equipment up to
(6ut not including) the transmission stage.
· In addition, qual.ified hydroelectric genera.ting property ~clu!1es
structures (such as powerhouses and similar structures) for housmg
generating equipment, fish passageways ( and related equipm~nt such
as fish counters), and dain rehabilitation property, but ·only if such
-equipment is required by reason of the installation of ge;nerating
equipment. The term "dam rehabilitation property?' includes propet·ty
for the reconstruction of the dam structure and related structural elements which have been left in place. It includes the cost of reconstruction·or rehabilitation of a dn.m which impounds water.for use by the
generating equipment, such as the cost of. strengthening the dam and
eliminating leakage. However, it d<;>es not include the cost of extending
or increasing the height of the dan:t for: purposes_ of increasing the
w·a ter level or the &ize of-the impoundment. In the case of an.impo-g.ndment which does not meet state or Federal spillway. capacity or ot}:i.er
requirements, the. term "dam rehabi1itation property" includes the
replacement of ,the entire· impoundment structure. Also,. in the case
of non-dam sites, qualified hydroelectric generating property does not
include the cost of. the structures
which
.
- . . . create
.· . , or. contain the water
~
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c~noourse or flow but does include the cost of necessary alterations to
a gate or other water control structure to facilitate installat~on of.generating equipment.
·
·
..
Installed capacity fraction."-Under the Acti the entire cost of the
qualified hydroelectric generating property is e igible for the ener~
credit where the instaUed capacity of the qualified hydroelectric site
c}.oes not exceed 25 megawatts. The energy credit is phased out as the
· totaJ capacity of all electric generating equipment installed at the
site increases from 25 megawatts to 125 megawatts. For these purposes, increases is ~enerating capacity attributable to qualifying costs
for restoring existmg nonfunctional equipment, and increases which
occur during the·three taxable years following the year in question,
are taken into account. Between 25 to 100 megawatts, qualified investment i~ reduced proportionately; and between 100 to 125 megawatts,
t-he energy credit is phased out entirely. Specifically, the portion of the
total cost eligible for the energy credit is the cost of the qualified hydroelectric generating property multiplied by a fraction, the numerator of which is 21> reduced by 1 for each whole megawatt by which the
installed capacity exceeds 100 mega,vatts, and the denominator of
which is the number of megawatts of installed capacity (but not in excess of 100). For example, assume that in each of the years 1975, 1980
and 1983, the taxpayer installs at an existing dam, electric generating
equipment with an installed capacity of 25 megawatts. Thus, at the
end of 1983, the total installed capacity would be 75 megawatts. For
each of the years 1980 and 1983, the 11-percent credit would be computed on the basis of 25/75ths of qualified investment.
Miscellaneous.-The Act does not include provisions concerning
depreciation treatment of small-scale hydroelectric· generating property. However, Congress understands that rates for the sale of
electricity produced. by hydroelectric facilities owned by taxpayers
ot~er than electric utilities generally are not regulated on a rate of
return basis, and it is intended that this qualifying hydroelectric generating property consequent.ly will not be classified generally as public utility property which 1s subject to the Code section 107(1)
limi.t ations on the use of accelerated methods of depreciation.
Effective date.-This credit is generally available for the period
from Jan~ary 1, 1980, through December 31 1985. In addition, the
effective period is extended for three additional years, through December 31, 1988, for qu.alifying investments which arise from a hydroe]ectric ·p roj~t for which an application was docketed by the Federal
Energy Regulatory Commission before January 1, 1986.
Cogeneration equipment
The Act provides a 10-percent enerln' credit for a new category of
energy . property, cogeneration equipment. This category consists of
property which is an integral part of a system for using the same fuel
to produce both "qualified energy 1' and electricity at an industrial or
commercial facility at which electricity or qualified ,ehergy was produced on January 1, 1980. For this purpose, the term "qualified energy" means only steam, heat, or other forms of useful non-electric
energy for industrial,. commercial, or space-heating purposes (other
than electricity production). As a result, cogeneration equipment
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generally will consist of equipment to enable a boiler, burner, or other
energy-using system at an existing facility to produce steam, heat or
other. useful energy and .also to produce electricity. To qualify, the
equipment must result ,in"an increase in the · facility's co~eneratin~
capacity, including the sta:rt of cogenerating activity. This credit 1s
available for qualifying investments during the period from January
1, 1980, through December 31, 1982.
_The credit 'is allowed under the Act only where qualifying equipment is installed (1) in an industrial or commercial facility whicl;i
-produced steam or generated ·electricity as of January 1, 1980·, and
(2) as par.t of an energy-using system which does not use oil,
natural gas, or a product of oil or natural gas, a.s a fuel or where
.these fuels are· used only for startup, backup. or flame stabi~ization
purposes and comprise not more than 20 percent of the fuel consumed
by the system, determined on the basis of Btu's consumed each year.
For this {'urpose, agricultural and water purification and desalinization facilities are considered t.o be industrial facilities. The determination of whether cogeneration equipment qualifies will be made for
each ~para.teener~ ~sing system in a facility. Cogenera.t.ion equipment mcludes qualifying eqmpment added to an energy usmg system
to begin eith~r..cogenerating activity or expan~ existing cogenerating
c11.pacity ~rid also includes costs of rehabilitating · existing cogeneration equipment in circumstances where the addition of new ~ogeneration equipment would qualify for the credit. Where existing cogenerating equipment is replaced, the credit is available for the replacement cogeneration equipment to the extent attributable to incremental cogenera.ting ca.pacity. As under existing law, if the property ceases to be qualifying energy property, recapture of the energy
credit may occur.
.
For ·purposes ·of determining eligibility for the-credit where there
has been an increase in the capacity of the system to cogenerate,
equipment would not be eligible if it merely increases the capacity
of the system to produce the primary energy product of the system.
For example, if an energy-using system is presently producing steam
for industrial or commercial process use a.sits primary energy product
and electricity as its secondary energy product, equipment that merely
increases the system's steam capacity would not qualify because only
the primary eneri;zy product would have been increased. However, the
boiler may otherwise be eligible for an energy credit as alternative energy property if it primarily uses an alternate fuel, including fuel derived from biomass.
Congress intends that the determination of primary and secondary
energy products within·an energy using system will be made on ~he
basi~ of t~e relative amounts of energy prod.need or generated·by t~~
two functions. In the case of ail energy usmg system where·the pr1~mary energy product is steam, heat or other useful energy ( such as
shaft power) for process or space heating purposes, qualifying cogeneration equipment includes a turbine and generator to prodl!ce electricity, and also any other equipment up to (but not including) the
electrical transmission stage. Where ~lectricity is the primary product,
qualifying-equipment includes that necessary to ·recover and distribute,
but not to use, excess energy after the elec.trical generation function.
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Specially defi.ned energy property
.
The Act adds energy-saving modifications to aluminl!, electrolytic
cells to the items on the list of specially defined enel'gy property eligible for a 10-percent energy credit for the period from October 1, 1978, through December 31, 1982. Qualifying inodificati.ons to
alumina cells are intended to mean either a substitution or a substantial change in technology and not periodic cleaning, repairs, or replacement of these cells or their components. For example, 9ualifying modifications include energy saving additions to, or substitutions of, components of the electrolytic reduction cell or pot, such as changes to
anode or cathode configurations and the addition of thermal
insulation.
The Act also provides stan~ards for the exercise of the authority
delegated under present law to the Secretary of the Treasury to specify
additional items of qualifying specially defined energy property. The
stan~ards provided by the Act for purposes of the business ~nerg,v
credit are the same standards as those enacted for purposes of identifying additional items of energy conservation property or renewable
energy sources .eligible for a residential energy credit under Code
section 440.
·
Petroleum coke and petroleum pitch
The Act provides an exception to the provisions in prior law which
generally deny the regular investment credit and accelerated methods
of depreciation to certain boilers which use oil, natural gas or their
products as a primary fuel. Under the Act, an exception from these
denial provisions is created for petroleum coke and petroleum pitch
so that the regular investment credit and accelerated methods of
depreciation will be allowed for boilers which use these bottom-of-thebarrel byproducts of petroleum refining as a primary fuel.
Coal feedstock equipment
The Act modifies provisions in prior Jaw concerning equipment
which uses coal to produce certain feedstocks. Under these changes,
where coal (includin~ lignite) is used to produce a feedstock for the
manufacture of chemicals and other products, qualifying equipment
will generally qualify only to the point where either a marketable
substance or a substitute for a feedstock derived from petroleum o_r
natural gas is produced. A marketable substance is one that is regularly offered for commercial sale. However, the production of small
(either in quantity or value) amounts of marketable byproducts incident to the manufacture of the primary product will not render the
equipment ineligible.
The Act also provides that qualifying equipment to produce a feedstock from coal (including lignite) includes equipment to treat intermediate products derived from this coal. Examples of such equipment
include equipment to upgrade a coal-derived low-Btu gas ton medium
or high Btu gas, to produce methanol or ammonia for use as a feedstock from coal-derived gases or liquids, and to . produce hydroprocessed liquids or solids from coal for use as feedstocks in the production of chemicals and other products. Equipment to convert coa1
into feedstocks for the manufacture of chemicals or other products
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does not include equipment, such as an oxygen plant, which is not directly involved in the treatment of coal or a coal product, but produces a substance which is, like coal, a basic feedstock or catalyst used
in-·a coal conversion .process. Also, qualifying equipment in an integrated process w.ill not be ineligible merely because parts of the process
are owned by different taxpayers.
· Coke and coke gas ·equipment
The Act provides a IO-percent energy investment credit, under the
category of alternative energy property, for new coke ovens and for
costs incurred in the reconstruction or rehabilitation of existing coke
ovens to .produce coke and coke gas for use as a fuel or feedstock.
Qualifying equipment also includes required pollution control equipment and related on-site equipment to handle, store and prepare coal
for use in coke ovens. This provision is effective for qualifying investments during the period from J9:nuary 1, 1980 through.December 31,
1982.
. Biomass property
The Act makes several changes to prior law for equipment used in
connection with .the production or consumption of certain biomass
fuels. Under the .Act, . the 10-percent energy credit for alternative
.energy property,-which terminates after December 31, 1982, generally
.is extended for .three additional years, through December 31, 1985, for
qualifying property that is used to. convert biomass into a synthetic
solid fuel, or to burn this synthetic fuel or biomass. Qualified investment for equipment that converts biomass to alcohol for fuel purposes
is also eligible for the IO-percent ener~ investment credit through
,December 31, 1985, but only if the eqmpment producing the alcohol
uses a primary energy source (i.e. more than 50-percent of the full
energy requirement for the taxable year.) other than oil, natural gas, or
a product of oil or natural gas.
In addition, the Act extends the IO-percent energy credit to•equipment that stores fuel derived from gar~e (i.e., refuse-derived fuel)
at the site where the fuel is produced. This equipment, which was not
eligible for the energy credit under prior law, is eligible for the 10percent energy credit from January 1, 1980, through December 31, 1985.
Under these .provisions, biomass is generalJy any organic substance
other than oil, natural .gas, or coal, or a product of oil or.natural gas
or . coal. . For_this purpose, biomass includes waste, sewage, slud~,
· grain,- wood, oceanic and terrestrial crops and crop residues and includes waste products wJiich have a .market value. Congress also intends that the definition of biomass does not exclude waste materials,
such as municipal and industrial waste, which.include processed products of oil, natural gas or coal, such as used plastic containers··and
asphalt shingles.
Biomass fuel or feedstock handling, storage, and preparation equip. ment and pollution control equipment as defined ·under Code secs.
48(1) (3) (A) (vi) and(vii) are also eligible for the 10,percent energy
credit through 1985 under the Act.
Extension of the credit period for alcohol fuel equipment applies
where. the primary source of energy is an energy resource (such as
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coal or geothermal or solar energy) other than oil or natural gas
substances. In .addition, property that uses an oil or natural g&l;I substance as its primary energy source and that is constructed by the taxpayer and placed in service after 1982 is allowed the energy credit
under the rules of Code secs. 46(a) (2) (C) (i) (I) ~d 48(m) only to
the extent of costs attributable to construction befo·r~ 1983. 8uch pr1;>perty acq~ired by the taxpayer and placed in service after 1982 is not
allowed ·an energy credit ul).der Code secs. 46(a) (2) (C) (i) (I) or
46 (a) (2) (0) ( i) (VI). As under existing law, if the property ceases
to be qualifying energy property, recapture of the energy credit ma.y
occur.

· Intercity buses ·
The Act provides a 10-percent energy investment credit :for certain
intercity buses of a common carrier which is engaged in providing
passenger~Qr charter intercity bus transportation and is regulated by
the Inters~te Commerce Commission or a similar State regulatory
authority; The credit applies to qualifying intercity buses to tlie extent
a taxpayer'$'fleet seating capacity is increased over that for the preceding year. --~ '
The dete_n:i;iination of incremental fleet size is made by comparing
the opera.tor's fleet size at the end of the taxable year during which
qualifying buses were placed in service with the operator's fleet size at
the end of the immediately preceding taxable year. In making this
determination, there will be taken into consideration the total operating seating capacity, including buses either owned by or leased to the
taxpayer-operator and those of a related taxpayer-op~rator 2 of intercity buses used on a full-time basis during the.56 two periods. For purposes of defining full-time use, it is intended that this definition include
qualifying int~rcity buses acquired at the end of the taxa.J:>le year and
used on a full-time basis for the remainder of the year ( or, if -acquired
on the last day of the year, will be used on a full-time basis), even if
these buses are not operated for any specified nwnber of miles during
the year they are acquired.
. .
Qualifying intercity buses are defined as automobile buses owned
and operated -by the taxpayer, the chassis and body of which are
exempt (under Code sec. 4063{a) {6)) from the 10-percent excise tax
generally imposed under Code section 4061(a) on trucks and buses. In
order to distinguish intercity buses from local transit buses for purposes of this provision, qualified buses must also have seating capacity
for at least 35 passengers (in addition to the driver) and one or more
baggage compartments, separate from the passenger area, with a capacity of at least 200 cubic feet.
The energy credit for intercity buses applies to qualifying buses acquired and placed in service by the operator after December 31, 1919,
and before January 1, 1986.

·

Affirmative commitments

The Act extends the expiration date through December 31, i990,
for energy credits which otherwise expire after December 31, 1982, if
certain conditions are satisfied. Under these provisions, tbe effective
2

It is expected that rules similar to those contained in Code section IS2(a)

and (b) wlll apply for purposes of defininr related taxpayers.
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date for energy credits on energy property constructed or installed in
connection with ·long-term .projects with a normal construction period
of two years or more ( as this term is defined under Code ·section 46 ( d)
(2), relating, to qualified progress expenditures) is extended through
1990, if (1) Defore January 1, 1983, all engineering studies necessary
for commencement of construction of the project' have been completed
by or for the taxpayer and the taxpayer has also, by January 1, 1983,
applied for all environmental and construction permits required under
Federal, State or local law in connection ,vith commencement of con-·
struction of the project; and (2) the taxpayer, before January 1, 1986,
has entered into binding contracts to acquire or construct at least 50
percent of the total estimated value of all equipment which is specially
designed to becometpart of this project. It.is expected that this provision will cover such ene~ property as large boiler ·systems, coal
gasification and liquefaction projects and coke ovens, for which the
normal construction period is two years or more.
Double-dipping rules
The Act :provides rules which do not allow an energy tax cre'dit on
the proportionate cost of energy property that has been acquired with
the proceeds from subsidized energy loans or industrial development
bonds. Grants which -are included in taxable income are not taken into
account under these rules because thei:r taxation serves as a partial offset. Similarly, credits against State and local income taxes are not
taken into:account because. the deductibility of these taxes under the
Federal income tax implies that the effect of these credits is equivalent
to the effect of a taxable grant.
Under prior law if property is financed with nontaxable government grants, the tax basis in the property, for such purposes as depreciation a.nd investment credits (including energy investment credits),
is ·reduced to the extent that the property is financed with such grants.
These rules, which partiaJly offset the benefit of these grants, are not
cha,nged under the Act. The Act provides a similar rule, with respect
to energy credits, to the extent that property is financed with taxexempt industrial development, bonds or certain other governmental
subsidized financing.
When qualified investment is financed in whole or in part by the :proceeds ·of tax-exempt industrial development bonds or by subsidized
energy financing, the amount taken into account for purposes of applying the energy tax credit percentage is qualified investment multiplied
by a fraction which is determined by dividing that portion of qualified
investment in the property which is allocable to subsidiz~ financing,
lo~s or ~ants by qualified investment in tho property and subtracting
this quotient from one.
Subsidized energy financing means financing provided under a Federal, State, or·local program, a principal purpose of which is to provide subsidized .financing for projects designed to conserve or produce
energy. Subsidized financing includes, but is not limited to, the direct
or indirect use of tax-exempt bonds for providing funds under such
a program. Subsidized financing does not include, however, loan
guarantees.
Under provisions enacted in 1978, one-half of the energy tax credit
percentage is allowed for property financed in whole or in part by in-
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dustrial development b.onds. Under this rule, when energy property is
installed in .conjunction with other property that is financed by
industrial development ·bonds because such other property is described in section 103(b) (4): the energy property is not considered
to be financed in whole or in part by industrial development bonds. The ·
rule provided in the Act replaces the current law rule and will generally be effective for periods after December 31, 1982. However, ui the
case of property ,vhich is allowed the energy tax credit percentage for
the first time-under the Act, this rule would apply to periods after December 31, 1979. This additional property includes qualified hydroelectric generating property, cogeneration equipment, certain intercity
buses,·ocean thermal property, certain property which produces coke or
coke gas or uses coal to produce certain chemicals, property which generates process heat from solar energy, alumina electrolytic cells, and
storage equipµient for fuel derived :from garbage. In the case of
property financed by subsidized energy financing other than financing
provided from the proceeds of any tax-exempt industrial development
. bond, no financing made before January 1, 1980, will be taken into
account.
·
Effective dates

These provisions generally are effective for property placed in service after December 31, 1979, to the extent of expenditures incurred
after that date. The provision which relates to the qualification of
modifications to alumin,a el(lctrolytic cells will be retroactive to apply
to expenditures incurred after September 30, 1978, for qualifymg
modifications placed in service after that date. The· double dipping
rules ai:e genera,lly effective after December 31, 1982, exceJ?t in the case
of new items of energy property added by the Act, for which the effective date is December 31, 19W.
·Revenue effect

The revenue loss from the changes in the business energy investment credit is expected to be $41 million in fiscal year 1980, $160
million in 1981, $201 million in 1982, $488 million in 1983, $932 million
in 1984, and $1,199 million in 1985.

2. Alternative Fuel Production Credit
(Sec. 231 of the Act and new sec. 44D of the Code)

Prior Law
Prior law contained:,no income tax credit for the production and
sale of fuel derivejl· from energy sources other than oil and conventional sources of natural-gas.

Reasons for Change
Congress believed that the use of fuels derived from energy sources
other tban oil... and conventional natural gas should be encouraged by _
providing a tax incentive for their production and sale. Because these
alternative fuels frequently compete with ·oil .and,, gas, Congress believed that production incentives should be linked to the uncontrolled
price of domestic oil and should phase.out as that price rises to the level
where efficiently ~roduced alternative fuels should be able to compete
effectively with oil. Evidence presented to the tax writing committees
indicated that the approP.riate phaseout range is when the uncontrolled price of domestic oil is between $23.50 and $29.50 in 1979 prices,
and Congress set this range for the phaseout of the production credit.
Congress was aware that the price of oil exceeded $29.50 at the time of
enactment and intended that the credit generally act only as protection
for producers of alternative fuels against oil price reductions, in effect
a guaranteed price floor. However,-special rules were provided!. for a
limited tinie only, for production of qualifying processed wood fuel,
steam from solid. agricultural byproducts, and gas from Devonian
~hale, to allow a production credit when the price of oil is above $29.50.

Explanation of Provision

OvervielD

.

The Act provides a tax credit for the domestic production and sale of
qualified fuels to unrelated persons. Such fuels generally must be produced and sold.after December 31, 1979, and before January 1, 2001,
from (a) facilities placed in service after December 31, 1979, and before January 1, 1990, or (b) wells drilled after December 31, 1979, and
before January 1, 1990, on pi:operties which first began production
after December 31, 1979.1
The credit equals $3 for each 5.8 million Btu's of energy. ( One barrel
of crude oil contains approximately 5.8 million Btu's.) All Btu meas- .
urements must be ·made without regard to any Btu's attributable to
materials or energy sources other than the qualified fuel. Except for
A

A• technical correction le needed to ,new Code sections 44D (f) (1) (B) and
to change the number "8" to "81."

44D(f) (2) (A) (I)

(80)
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gas produced from a tight formation, the $3 amount is indexed for
post-1979 increases in the GNP deflater.
·
The credit phases out as the annual average wellhead price of uncontrolled domestic oil rises from $23.50 to $29.50 -a barrel. The phaseout
range fs adjusted for post-1979 changes in the GNP deflater.
Qualified fuels
The credit is available "for production and sale of the following
fuels:
(1) Oil produced from shale 11.nd tar sands;
(2) Gas produced from geopressured brine, Devonian shale,
coal seams, or a tight formation;
.
( 3) Gas produced from biomass;
(4) Liquid, gaseous, or solid synthetic fuel (including alcohol)
produced from coal (including lignite), including such fuels when
used as feedstocks;
( 5) Qualifying processed wood fuels; a.nd
~ ( 6) ::Steam from solid agricultural byproducts ( not including
timber byproducts).
For purposes of the credit, the definition of natural gas from geopressured brine, Devonian shale, coal seams, or a tight .formation is
that determined by the Federal Energy Regulatory Commission in
accordance with section 503 of the Natural Gas Policy Act of 1978
(NGPA). However, in the case of natural ~as produced from a tight
formation, the credit applies only to gas which is price-controlled and
which is entitled to at least 150 percent of the then applicable gas
ceiling price established under section 103 of the NGPA. In addition,
the credit is inapplicable to any gas production from any property on
which a well is located ,vhich is subject to an election to receive an
incentive price under section 107 ( d) of the NGPA. Similarly, the
credit is inapplicable to any gas production from a property which
produced such gas in marketable quantities before January 1, 1980.
Liquid, gaseous, or solid synthetic fuels produced from coal or
lignite include solvent refined coal. In addition, alcohol fuels produced
from coal are included in the definition of qualified fuels. Unlike the
situation applicable to other qualified fuels, fuels produced from coal ·
may be used as feedstocks without making their production ineligible
for the credit.
Qualifying. processed wood fuel is any processed solid wood fuel
which has a Btu content per unit of volume or weight, determined
without regard to any nonwood elements, which is at least 40 p~rcent
A'reater per unit of volume or weight than the Btu content of the .wood
from which it is produced. The latter Btu measurement must be made
immediately before the wood is processed, and both pre- and post-processing measurements must be made without regard to any Btu content
attributable to non-wood elements, e.g., oil, gas, wax, plastic, glue, etc.
(Under the general credit rule, Btus attributable to such additives are
disregarded in determining the amount of the credit for the year.)
To come within the definition of qualifying processed wood fuel, the
solid wood fuel produced must have ~een subjected to a treatment
p ~ . In no event, however, does qualifying processed wood fuel
include charcoal, fireplace products, or proclucts used for ornamental

82
or recreational purposes, e.g., barbecue fuel or garden ground coverings. This exclusion encompasses fireplace products marketed in ~he
form of "convenience:..logs," and similar residential compressed products which are wood based.
Qualifying processed wood fuel must be derived from ·wood and
wood products. Thus, it must be derived from timber, trees, forestry
and timber wastes and residues, or wood based industrial waste. It does
not include products made from municipal.and other waste (such as
paper), or from agricultural items.
'£he taxpayer may elect, in accordance with regulations, to have the
Btu content per unit determined on a volume or weight basis, and must
establish that production satisfies the 40-peroent enhancement
·criterion. The election applies to all production from a facility and for
,all taxable years· beginning with the year·with respect-.to·.which it is
made.·Once made, the election may be revoked only with the consent of
the Secretary.
The term "solid agricultural byproducts" includes only solid
byproducts of agriculture or fiirmmg. It does not include timber
byproducts or biomass generally. For purposes of the credit, qualified
fuels include stea.m only when it is produced from solid agricultural
byproducts. Such steam ,vhich is used by the taxpayer in his or her
trade or .business is treated as having been sold to an unrelated person
on the date on which it is used.
Qualified .fuels also include gas (as distinguished from steam)
produced from biomass. The term biomass means any ·organic
material which is an alternate substance, as defined for.-business energy
tax credit purposes under section 48{1)(3)(B), other than coal,
lignite, or a product of coal or 1ignite. Therefore, •qualified fuels
include gas produced from wood and agricultural i.,ypro<lucts.
Credit phaseout

The credit phases out proportionately as the annual average wellhead
price for a barrel of uncontrolled domestic oil ( the "reference price")
rises from $23.50 to $29.50, adjusted for inflation. Th1\ refP.rfmr.e price
is to be estimated by the ·Secretary and published, together with the
inflation adjustment factor, by April of the year .following that for
which the credit is·being computed. For any year, the inflation adjustment is the ratio of the GNP .deflator for the year ·(using the first
revision published by the Department of Commerce) to the GNP
deflator for 1979 ( again .using the first revision.). The credit, or some
part of the,full $3 amount, is to be available for any..year .for which
the reference price is within the phaseout ran~, as adjusted for
inflation, even though .the reference price may have exceeded that
range for a prior year.
€redit offsets

The Act contains two· "credit offsets" intended to limit the credit
when the taxpayer uses other subsidies or tax benefits. First, to the extent that the credit would otherwise b~ available for the production
and sale of any of the eligible fuels, it is reduced in proportion to Federal; State, ~and local grants, subsidized energy financing, and taxexempt .financing provided in connection with the const:Jruction or acquisition of the fac_ility or its equipment. For this purpose, all tax-
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exempt .financing, all Federal, State, and local grants (whether or not
taxable or · energy related), and subsidized energy financing are
taken into acount. Loan guarantees are not taken into account. The proportion of a facility deemed to be financed by these items equals the
sum of the grants, subsidized energy financing and tax-exempt financing divided by the sum of the gross additions to capital account attributable to the project.
Sooond, the production credit is reduced, dollar-for-dollar, for energy investment credits a.Ho.wed in respect of the property used to produce the qualified fuels eligible for the credit. All energy investment
credits allowed to any party (including parties to a lease of the property and to predecessors) with respect to the fuel production property
are taken into account.
This offset for energy investment credits applies only up to the point
at which the full energy investment credit has been recaptured, either
under the generally applicable provisions of section 47 (relating to
certain dispositions) or under the special recapture rules of the production credit. (The Act, however, also provides that the amount of
energy investment credit recaptured under section 47 must be reduced
appropriately to.take into account any reduction of the :production
credit attributable to a previous recapture of the energy investment
credit under section 44D).
,
It is anticipated that the production credit will .be taken into account by any Federal instrumentality in conjunction with decisions
relating to loan guarantees, price supports, purchase agreements, and
other subsidies.
Special rules
The previously described general rules apply: to all qualified fuel
production, regardless of the fuel's source. In addition, the following
special rules apply to production of Devonian shale gas, qualifying
·processed wood fuel, and steam from solid agricultural byproducts :
Devonian shale gas.-For production and sales in calendar years
1980, 1981, and 1982, the phaseout of the credit for gas produced from
Devonian shale is based on the price of deregulated natural gas, not
deregulated oil. For sales during these years, the credit phases out as
the average price of high cost natural gas (as determined under section 107(c) (2), (c) (3), and (c) (4) of the NGPA) rises from $4.05
to $5.08 per thousand cubic feet (mcfh For sales after 1982, the generally applicable credit phaseout based on the price of oil applies.
Qualifging processed wood.-The credit for qualifying processed
wood is available only as to production and sales from facilities first
placed in service in calendar years 1980 and 1981. As to production
from those facilities, it is available for production and sales before
either October 1, 1983, or three yea.rs from the date that the facility
first is placed in service, whichever comes later. In addition, the phaseout based on the price of oil does not apply to .J?,roduction and sales
during the first three years after the date the facility first was placed
in service.
Steam from solid agricultural bgproducts.-The credit for steam
from solid agricultural byproducts is available only for production
and use before January 1, 1985, in facilities placed in service after December 31, 1979. However, the phaseout based on the.price of oil does

not a.pply to production and use of such steam during the firSt three
years after the date that the facility first is placed in service. In addition, a special rule applies to post-1979 ~ncrea.ses in the production
capacity of facilities first placed in service before 1980. Under this rule,
increases in a pre-1980 facility's capacity to produce steam from solid
ag'!'icultura.l byproducts due to p]acing additional or replacement
equipment in service &fter 1979 basicaJly are treated &S being &ttributable to facilities first placed in service after 1979. Therefore, production of steam attributable to these increases is eligible for the credit.

Effective Date
The credit applies 'to taxa,ble years ending after December 31, 1979.

Revenue Effect
The revenue loss is expected to be $4 million in fiscal year 1980, $26
million in 1981, $54 million in 1982, $50 million in 1983, $18 million
in 1984, a.nd $8 million 1985.

3. Alcohol Fuels Provisions
a. Excise Tax Exemption_for.Gasohol and Other Alcohol Fuels
(,Secs. 232(a) and (b )(3)(A) of the Act and secs. 4041 and 4081 of
the Code)
Prior Law
A manufacturers excise tax of 4 cents a gallon is imposed on gasoline
sold by the producer or importer (sec. 4081). Also, a retailers excise
tax of 4 cents a gallon is imposed on diesel fuel sold for use ( or used)
in a highwhay vehicle and on other special motor fuels sold for use
(or used) in a motor vehicle or motorboat (sec. 4041) .1 The rates
of these taxes are scheduled to be reduced to 11h cents per gallon
as of October 1, 1984.
.A number of exemptions from these taxes are provided for certain
uses of fuel ( such as use in farming) as · well as for certain
tax-exempt users (such as State and local gqvernments). In many
situations, if tax-paid fuel is used for a tax-exempt use or by a ta.xexempt user, a refund or credit may be obtained/'
Revenues from these taxes, as well as certain other excise taxes a
imposed on highway-related items, are deposited in the Highway
Trust Fund. Also, the Highway Trust Fund generally is reduced b:,
credits or refunds of these taxes. Revenues from these taxes attributable
to periods after September 30, 1984, are not to be deposited in the
Highway Trust Fund.
Prior to the Energy Tax Act of 1978 ("the Energy Tax Act"), motor
fuel which was a blend of gasoline and alcohol ordinarily would have
been subject to a 4-cent-per-gallon tax if used in a highwa;r vehicle.
This is the same rate of tax as would apply to ordinary gasoline used
in highway vehicles. Under the Energy Tax Act, ~hol (i.e., fuel
which is a. blend of gasoline, or other motor fuel, and alcohol) that is at
least 10 percent alcohol ( other than alcohol derived from petroleum,
natural gas, or coal) is exempted from the Federal excise taxes on
motor fuels on or after January 1, 1979, and before October 1, 1984.
The Energy Tax Act provides that ,gasoline may be sold free of tax
if it is to be used in the production of gasohol. The Energy Tax Act
also provides that if the gasohol for which an exemption from the tax
is obtained is later separated into gasoline and alcohol, the person doing such separation is to be treated as the producer of the gasoline and
1
The other special motor fuels are benzol, benzene, uaptha, UquUled petroleum
gas, caslnghead and natural gasoline, or any other llquJd (other than kerosene,
gas oil, fuel oil, gasoline, or diesel fuel).
• See secs. 39, 6416, 6420, 6421, and 6427.
,
1
These taxes are the manufacturers excise taxes on lubricating oil, trucks,
truck parts, tires, tubes, and tread rubber and the tax .on use of heavy highway
motor vehicles (sea1. 4061, 4071, 4091, and 4481).
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thus would ordinarily be liable for the 4-cent-a.-gallon tax. Similarly,
the Energy Tax Act provides that, if gasohol is separated into diesel
or other special fuels and alcohol, the separation will be treated as a
sale ordinarily subject to a 4-cent tax. No provision is me.de for refund
of the tax on gasoline if tax-paid g~soline is mixed with alcohol to
produce gasohol.
·
Approximately 23 States also provide an exemption for gasohol
from all or a portion of ~mpara.ble State gasoline taxes. These exemptions range from ·one cent per gallon in Connecticut and Me.ryJe.nd to 9.5 cents per gallon in Arkansas.
.

Reasons for Change

In 1978 Congress concluded that it was important to encourage the
development of energy sources other than petroleum products for
use in motor fuels. Consequently, Congress provided that gasohol
which is at least 10 percent alcohol ( other than alcohol derived from
petroleum, natural ~as, or coal) would be exempted from the 4-centa-gallon Federal excise t~xes on motor fuels.
On reexamination of this issue, Congress concluded that the a.mount
of the tax incentive provided by this excise tax exemption-which
confers a tax benefit approximately equal to 40 cents 1?8r gallon of
alcohol-is generally appropriate. However, in many c1rcumsta.nces,
the production of alcohol .for fuel use and the subsequent distribution
of the alcohol and gasohol requires substantial investment in plant
and equipment. Without tax incentives which continue substantially
beyond 1984, gasohol may not become competitive with ~e.soline. Thus,
the fact that the exemf,tion had been scheduled to expire on October
1, 1984, had apparent y me.de many persons unwilling to invest in
plant and equipment to produce alcohol for fuel use or to distribute
such alcohol or gasohol.
.
Accordingly, Congress concluded the.tit was appropriate to extend
the. current exemption for gasohol from the Federal excise taxes on
motor fuels through December 31, 1992, because such an extension
appears necessary to encourage these investments.
Explanation of Provisions
The Act extends the excise tax exemption for fuels which are at
least 10 percent alcohol ( other tha.n alcohol derived from petroleum,.
na.tura.l gas, or coal) through December 31, 1992.
The Act also makes technical amendments to the provisions relating
to the definition of alcohol for purposes of this excise tax exemption.
One of these amendments clarifies the law by providing that the alcohol
which can be used in tax-exempt gasohol must ·be e.t least 190 proof
( as previously required by Treasury re~lations). Another amendment
provides that for purposes of determming the percentage of a motor
fuel which consists of alcohol, the volume of alcohol includes the
volwne of any denaturo.nt (including gasoline) which is added under
any formula approved by the Secretary 9£ Treasury (or his delegate)
to the extent that such denaturants do not exceed 5 percent of the
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volume of the alcohol ( including denaturants). 4 This ·rule also applies
in measuring .the volume of alcohol for purposes of the tax credits for
alcohol used as fuel. 5
The extension pf the exemption in the Act does not affect current
HighwaY: Trust Fund receipts becaus~ the duration o! the exemption
under prior law was· for the same period that the receipts from motor
fuels are dedicated to the Fund (through September 30, 1984). However, when the provisions were examined by the Conference committee,
considerable concern was expressed that the extension of the exemption would reduce Federal excise tax receipts which would be dedicated
to the Fund in the future if Congress were to extend the Fund and the
financing approach of present law.8
. The conferees expressed their concerns with these problems in the
following passage from the Statement of Managers :
One of the major underlying issues pervading the entire conference was the question of the Highway Trust Fund. All conferees are aware of projections indicating that in the near future
there will be a ~izable reduction in the estimated tax receipts dedicated to the Highway Trust Fund. This includes the reduction
due to the gasohol exemption contained in this conference report.
The conferees are convin·ced that it is essential that hearings begin
as rapidl,y as possible in the remainder of this session to consider
the question of finding ways and means to restore the Highway
Trust Fund to the level required to carry out its future purposes.
For this reason the conferees would propose that not only should
hearings be scheduled as soon as possible after the passage of the
windfall profit tax legislation but also that all agencies concerned
with the future of the Highway Trust Fund be allowed to provide
whatever information is needed by Congress to give proper consideration to proposals for a restoration of the Highway Trust
• Under prior law, the volume of ethanol which contained less than 5 percent
by volume of a denaturant other than gasoline was to be treated as including the
volume of the denaturant ( S. Rep. No. 95-o29, 46). The purpose of the change was
to provide the same rule for gasoline as for othet denaturants.
G Code sec. 44E(d) (4).
• As reported by the Committee on Finance, the bill would have repealed the
excise tax exemption for fuels that are at least 10 percent alcohol and substituted
a refundable income tax credit of 40 cents per gallon of alcohol used as a motor
fuel (10 cents per gallon for alcohol produced from coal). Unlike the excise tax
exemption, the credit would not have reduced the amounts in the Highway Trust
Fund. In general, . the income tax credit would have applied to alcohol sold or
used by the producer after December 31, 1979, .and before January 1, 2000, and the
excise tax exemption for gasohol would have been repealed for gasohol sold or
used after December 31, 1979. Consequently, under the bill as approved by the
Committee on Finance, the amounts deposited in the Highway Trust Fund would
have been greater than under present law.
However, a Senate floor amendment eliminated the refundable income tax
credit for alcohol and the repeal of the excise tax exemption for gasohol. Thie
amendment to the bill extended the excise tax exemption to January 1, 2000, and
provided a nonrefundable income tax credit for alcohol used as (or in) fuel only
where the excise tax exemption was not available.
Since the Bouse bill had no provision relating to this excise tax exemption,
the scope of conference dld not include a provision which would have reduced
the loss In Highway Trust Fund receipts for the period during which excise tax
receipts are currently dedicated llo the Fund.
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Fund to its full capabilities. The conferees are aware that·there
is a definite need to continue and extend the life of the Highway
Trust Fund not only because proper funding is needed· for the repair, rehabilitation and reconstruction of our major federal arteries but also because there is need to keep our systems m prol?er
order so that the mass transportation system of the future, which
is largely dependent on the Federal Aid system, will continue in
full force.
.
The conferees also intend that the exemption for alcohol fuels
should not apply to any future increases in the taxes on gasoline or
other motor fuels to the extent that such increases result in the
taxes being imposed at a rate in excess of 4 cents per gallon. (H.
~pt.N'o. 96-817,941-2).
It is not clear that this language reflects the intent of Congress as
a whole, but there is substantial evidence to indicate that it generally
reflects the intent of the House of Representatives. 1

EJfective Date
These provisions generally apply to fuel sold or used after September 30, 1984, but not later than December 31, 1992.

Revenue Effect
This provision is not expected to result in significant reductions in
fiscal year revenues prior to 1985. For 1985 the fiscal year revenue loss
is expected to be $177 million.
'See 126 Cong. Rec.'H. 1346-56 (Daily ed. Feb. 27, 1980) (floor debate on mo-

tion to instruct conferees) .

b. Nonrefundable Income Tax Credit for Blending or Use of
Certain Alcohol Fuels
(Secs. 232 (b) and (c) of the Act and new secs. 44E and 86 of the
Code)

Prior Law
Under prior law, no income tax credit had been provided for alcohol used as a motor fuel. However, under provisions enacted in the
Energy Tax Act of 1978, motor fuel which is at least 10 percent alcohol (other than alcohol derived from petroleum, natural gas, or coal)
is exempt from the 4-cent-per-gallon Federal excise taxes on motor
fuels. (This exemption is discussed in more detail in the preceding
section.)
· Reasons for Change
Congress generally believed that the amount of the tax incentive
provided by the excise tax exemption-which confers a tax benefit
approximately equal to 40 cents per ~lion of alcohol (for a 90 percent
gasoline, 10 percent alcohol mixture)-is generally appropriate.
However, the excise tax exemption alone does not appear to give a
sufficient incentive in certain situations. Under the exemption approach, the maximum benefit per unit of alcohol was obtainable for
mixtures in which the alcohol constituted 10 percent. There was no
incentive to make the alcohol a greater percentage of the fuel. Also,
there was no incentive for tax-exempt users, or persons purchasing for
tax-exempt uses, to use gasohol as opposed to regular gasoline or diesel
fuel (since no excise tax would be imposed in either event). Further,
there was no tax incentive to blend less than 10 percent alcohol in motor
fuels although mixtures with less than ·10 percent alcohol do involve
· some savings of petroleum fuel's.
Congress concluded that these deficiencies in prior law could be
alleviated by adopting provisions which provide for a nonrefundable
income tax credit for alcohol (other than alcohol derived from petroleum, natural gas, or coal) used in motor fuels. The credit is reduced
by the tax benefit resulting from the excise tax exemption where it is
applicable. Since the credit is measured by the amount of alcohol used
in these fuels, it provides additional inoontives to use more than 10
percent alcohol in gasohol, provides an incentive for the use of fuel
which contains less than 10 percent alcohol, and also provides incentives for the use of gasohol by t~x-exempt users and for tax-exempt
uses.
Explanation of Provisions
Overview
If alcohol ( other than alcohol produced from petroleum! natural
gas, or coal) is used as a fuel ( either blended or straight) of a type
suitable for use in an internal combustion engine, a nonrefundable
(89)
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income ~x c_redit is provided. In general, the.credit is available to the
blender m the case of blended fuels and to the user or retail seller in the
case of straight -alcohol fuels. The amount of the credit is 40 cents per
~allon for alcohol of at least 190 proof and 30 cents per gallon for
alcohol between 150 and 190 proof. No credit is available for alcohol
of less than 150 proof. The credits generally are available for alcohol
fuel sold or used after September 30, 1980, and on or before December 31, 1992. A 7-year carryforward of unused credits is provided except that no carr.vforward may be made to a year beginning after
1994. Where the fuel obtains -a benefit by reason of the excise tax exemption for alcohol fuels, the credit is reduced correspondingly. An
amount equal to the amount of the credit is includible in income m the
year the credit is earned.
Alcohol mixture credit (blended fuels)
The Act provides an alcohol mixture credit of 40 cents ( or 30 cents)
for each g~llon of alcohol used by the taxpayer i..n the :eroduction of
a mixture of alcohol and gasoline or of alcohol and a special fuel which
is sold by the taxpayer producing the mixture to any person for use as
a fuel or is used as a fuel by the taxpayer J?roducmg the mixture.
Alcohol is eligible for the credit only if the mixture is sold for use as
a fuel, or_"QSed as a fuel, in a trade or business of the taxpayer. Also,
a credit is not allowed with respect to any casual off-farm-production
ot a qualified mixture. The credit is available only for the taxable year
in which the sale or use a.s a fuel occurs.
Alcohol credit (nonblended fuels)
The Act also provides an alcohol.credit of 40 cents (or 30 cents) for
each gallon of alcohol which (1) is not in a mixture with gasoline or
a special fuel (other than any denaturant), a~d (2) (a) is use~ during
the. taxable year by the taxpayer as a fuel m a trade or business, or
( b) is sold by the taxpayer at retail and placed in the fuel tank of the
purchaser's vehicle. Thus, in most situations in which alcohol is used
as a fuel without being blended with gasoline or a special motor fuel,
the credit is available to the user. But if the straight alcohol fuel is
sold b{ the taxpayer at retail and placed in the fuel tank of the purchasers vehicle, then the credit would be available to the retail seller,
not the purchaser ( or user).
Special rules and deli.nitions
The amount of the alcohol mixture credit or the alcohol credit is
40 cents per gallon for alcohol with a proof of 190 or more a.nd 30 cents
per gallon for alcohol with a proof of at least 150 but less than 190.
No credit is available with respect to alcohol with a proof of less
than 150. In determining proof, the determination is to be ma~e without r~gard to any added denaturants. Also, the adding of any denaturant to alcohol is not to be treated as ~he production of a mixture: Consequently, if alcohol is blended with a small amount of gasoline (such
~S-5·percent) for denaturing; the alcohol is not treated as pa.rt'of a mixture to- which the alc.ohol mixture credit. would: apply. ~!1-t:tier, it ~s
treated as fuel to which the alcohol credit would' be available·t()·the
user ( or retail seller).
.
.
In determining the amount of.alcohol with respect to wliich·a ,credit
is a.llowa.ble, the volume of alcohol includes the volume of any de-
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naturant (including gasoline) which is added under any formulas approved by the Secretary of the Treasury to the extent that such
denaturants do not exceed 5 percent of the volume of the alcohol (including denaturants).
·
Under prior law (which is not significantly amended by this Act),
recapture of the benefits from the excise tax exemption is provided
where the gasohol or other alcohol fuels are later separated. A similar
rule is provided for recapture of the alcohol mixture credit. If the
credit were allowable under this section with r~pect to a.lco~ol used in
the production of a qualified mixture and a person either separates the
alcohol from the mixture or, without separation, uses the mixture
other than as a fuel, a tax is im_Posed on such person equal to 40 cents
a gallon (or 30 cents a gallon m the case of alcohol with a J>roof of
less than 190) for each gallon of alcohol in such· mixture. Sllllilarly,
a recapture rule is provided for the alcohol credit. Since this credit is
only available in the case of actual use except in the c~ of certain
retail sellers, the recapture rule only aJ>plies where the credit is claimed
by the retail seller. In such a situation, if any credit was allowable
under this section with respect to the retail sale of alcohol and any
person mixes such alcohol or uses it other than as a fuel, a tax equiva~
lent to the credit allowable ( i.e., 40 cents a gallon, or 30 cents a gallon
in the case of low proof alcohol) is imposed on such a person. The
amounts of recapture tax imposed are treated as taxes imposed by section 4081 of the Code (the excise tax on gasoline).
The provision also provides rules relating_ to the manner in which
the credit is to be passed through subchapter S corporations and trusts.
These rules are essentially tlie same as the rules applicable to the
targeted jobs tax credit.

Relationship to alcohol fuels excise tax exemption
Under the Act, a fuel which is more than 10 percent alcohol 1 is not
only eligible for the excise tax exemption (assuming the excise taxes
would otherwise be applicable) b~t also qualifies for a ~redit b~d on
the volume and proof of alcohol m the fuel. The credit would be reduced-by the amount of excise tax exemptionapplicable"tothe fuel. 1
For example, if a taxpayer blends 7,000 gallons of gasoline and
3,000 gallons of 190 proof alcohol and sells the mixture to a service
1
As under the excise tax exemption, the term alcohol does not include alcohoi
produced from petroleum, natural gas, or coal. This means tha,t alcohol produced
from such substances, or from any derivative or product of such substances, may
not be treated as alcohol which ls eligible for the credit (or as alcohol for purposes of the "at least 10 percent alcohol" requirement in the excise tax
exemption).
·
. .
• If no e:z:cii;ie tax would apply to t:1:Je fuel because of an exemption (or credit
or refund) provision other than the exemption tor alcohol fuels, the credit would
not be reduced. Thus, if a ta:J:payer blends 90 gallons of gasoline and 10 gallons·of
190 proof alcohol and sells, the mixture to a unit of local government, th"e sale of
the·fuel wotild be tax-free tby reason of sec. 422l(a) .( 4)) and the taxpayer could
claim the credit. on the 10 gallons of alcohol without any reduction. SimUarly, it
the taxpayer were to sell the alcohol fuel to a farmer for on-farm use, the taxpayer may claim the credit without reduction even though the alcohol fuel was
sold free of tax to the farmer. ('.rhe basis tor the result in the preceding sentence
f<j that if a tax had beeh imposed on the fuel sold to the farmer, the farmer could
have claimed a credit or refund of such tax (see secs. S9 and 6420) .)
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station, t~e amount of credit allowal:>le w1;nild :be $800, computed as "fol 0
lows: 3,000 gallonsX$0.40=$1,200, reduced by $400 (10,000 gallonsX
$0.04).Thus, the tax·benefit on a per-gallon-of alcohol basis would be
the same for a fuel which is 30 percent alcohol as for a fuel which is
10 percent alcohol.
Credit carryforward
The A.ct 1;>rovides that any credits which are not used in the taxable
year in which they are earn~ may be carried forward for up to 7
years. However, no credit may be carried forward to a taxable year
beginning after December 31, 19~4.

Inclusion in income
An amount equal to th~ amount of credit. earned by the taxpayer
for the taxable year is included in the taxpayer's income for such
year. The amount included in income is 40 cents (or 30 cents) per
gallon of alcohol sold or used during the taxable year, and such amount
is not dependent upon whether the taxpayer has sufficient income tax
liability to use the entire credit for th.at year. The amount included in
income reflects any reduction made to coordinate the credit with the
excise tax exemption for gasohol.
Because the credit (like most other credits) does not reduce the tax
liability computed under the a.Iternative minimum tax for individuals,
~he credit is not included in income for purposes of computing the tax
base under the alternative minimum tax provisions.
The reason for this income inclusion is that the benefit is intended
to be generally the same as th_e benefit of a 4-cent-per-gallon excise tax
· exemption for a gallon of gasohol which is comprised of 10 percent
. alcohol ~d 90 percent otherwise taxable motor fuels. a

Effective Date
Tpe provision applies to sales or uses of alcohol fuels after September 30, 1980, in taxable years ending after that date.

Revenue Effect
The fiscal year revenue loss from this provision is expected to be $1
million in 1980, $4 million in 1981 and 1982, $6 million m 1983, $8 million in 1984, and $10 million in 1985.
• Because the..excise tax is a deductible e:irpense for the person on wbom it is
imposed (the producer in . the case of gasoline or the retailer 1n the case of
diesel fuel or special motor fuels), it ls necessary to have an "mount equlvaleut
to tbe income tax credit ( or· refund) includible in income to produce the same
net tax-eft'ect. Thus, for a taxpayer in tbe 40 percent marginal tax bracket, a
40 cent excise tax -exempUon is worth 24 cents after Income tax since the loss
of the deduction will increase Income tax liability by 16 cents. Similarly a 40
cent Income tax credlt plus the Inclusion In Income of 40 cents will result in a
benefl~ of 24.cents after income ta:s.

c. Credit or Refund of Excise Taxes on Tax-Paid Gasoline Used in
Gasohol

(Sec. 232(d) of the bill and secs. 39, 4081(c) and 6427 of the Code)
Prior Law

Under prior law, as amended by the Energy Tax Act of 1978, gaso·hol was exempted from the Federal excise taxes on motor fuels on or
after January 1, 1979. However, no provision was made for the refund
or credit of the tax on gasoline if tax-paid gasoline was mixed with
alcohol to produce gasohol. (In general, no sunilar problem occurs in
. the case of diesel fuel or special motor fuels purchased to be mixed
with alcohol since the tax IS imposed at the retail level and not the
manufacturer level.)
The Energy Tax Act of 1978 also provided that, if the gasohol for
which an exemption from the tax is obtained is later separated into
gasoline and alcohol, the person doing the separating is to be treated
as the producer of the gasoline and thus would ordinarily be liable
for the 4-cent-a-gallon tax.
Reasons for Change

Congress believed that the failure to provide a credit or refund
mechanism in the Energy Tax Act of 1978 was an oversight and makes
an unwarranted distinction based on the manner in which gasohol
producers acquire gasoline for mixini with alcohol. to make tax-exem pt alcohol fuels. Congress also believed that the recapture treatrµent that applies if tax-exempt gasohol is separated should apply pot
only if the gasoline was obtained free of tax but also if a credit·or
refund of excise taxes had been obtained.

Explanation of Provisions
The Act provides that if a person purchases tax-paid gasoline which
is used in the production of tax-exempt alcohol fuels (including ~o-hol) ,-the-person-may-obtain-a- refundable income tax credit (or a
payment if the amount is $200 or more during a.ny of the first 3 quarters of the taxable year) in a.n amount equal to the taxes paid on $Uch·
gasoline.
, ·
To prevent the allowance of more than one credit or refund of the
same taxes, the Act also provides that if a. refund of excise taxes
~line_is alJowable under these riew provisio~s1 no credit ·or refund
of the taxes IS .allowable under any other pronsion of the Code.
The Act also amends the provision (sec. 4081(c)) which ti:eat's_a
person who separates an exempted gasoline-alcohol mixture into gasoline and alcohol as the producer of such gasoline· ( arid who the~fore

on
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ordinarily is subject to the 4-cent-a-gallon tax), by .providing that
this treatment applies not only if the gasoline was originally acquired
free of tax but also if a credit or refund of excise taxes had been
obtained. ·
Effective Date
These provisions generally apply as of January 1, 1979, which is
the effective date of the alcohol fuels excise tax exemption under the
Energy Ta.x Act of 1978.
A special rule provides that any gasoline-alcohol mixture sold or
used on or after January 1, 1979, and before the date of enactment
(April 2, 1980) shall be treated as sold or used on the date of enactment for purposes of these credit or refund provisions. Thus, any
a.mounts which a taxpayer may be entitled to have refunded or
credited under these provisions for this pre-enactment period are to
be aggregated for purposes of the $200-per-quarter test. Consequently.
a calendar year taxpayer could obtain a refund of all the amounts
attributable to the pre-enactment period for the quarter of his taxable year in which April 2, 1980, falls if the $200 test is satisfied
(taking all these amounts into account as if the fuel had been sold
or used on April 2, 1980). ·If this test is not satisfied, such amounts
may be claimed as a credit on the taxpayer's income tax return for
the·taxable year in which April 2, 1980, falls.

Revenue Effect
The revenue effect from this provision is expected to be negligible.

d. Exemption From Distilled Spirits Rules for Alcohol Fuel Production Facilities
(Sec. 232(e) of the Act and new sec. 5181 and secs. 5004, 5005, 5214,
and 5601 of the Code.)
Prior Law
.
Prior law provided a detailed regulatory scheme for distilled spirits
plants and persons involved in the production of ethy'l alcohol. This
regulatory scheme applied to the production of alcohol for industrial
uses, as well as production for human consumption. The regulatory
scheme required the registration of a distillery and an investigation
of the background of the individuals operating the distillery prior
to its commencement of business. This scheme also required approve.I
of the details of plant construction, provided for supervision of _production b_y employees of the Bureau of Alcohol, Tobacco and Firearms, and required that a 'series of bonds be obtained by: an operator
of a distilled spirits plant in order to engage in the production of
distilled spirits.
··
Reasons for Change
Con~ believed that producers of alcohol to be used in gasohol
should be encouraged to begin commercial production of such alcohol
as soon as possible subject to the minimum amount of r81Zlllation
needed to insure against violation of the alcohol taxes. The Act consequently provides a statutory framework for a reasonable relaxation of the exist~g regulatory rules in order to facilitate -the production of alcohol for fuel purposes.

Explanation of Provisions
The Act 1>rovides special rules for distilled spirits plants used to
produce alcohol for fuel. These plants may be estal>lished for the production of alcohol for fuel purposes only. The distiller may remove
the alcohol free of tax from these plants only after rendering it unfit
for · beverage purposes. The Secreta!'Y of the Treasury is provided
with broaff authority to waive or reduce existiJig regulatory requiremen~ f?r these new types. of plants, such as by allowing sim,plified
ap~hcatlon and recordkeepmg procedures, and providing reduced con~
trol and bonding requirements.
.
The Act provides an expedited permit application proc·edure ( and
no bond) for small producers of alcohol for fuel use. This procedure
~uires Treasury action within 60 days of the submission of a com~
pleted application and provides for automatic approval of applications if Treasury action is delayed. A small producer II1eans a plant
that produces no more than 10,000 proof gallons o~ ~lcohol per y~r.
(95)
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Congress intended that these provisions of the Act not be interpreted
as affecting the Treasury Department's authority, under present law,
to revoke or suspend permits for distilled,spirits plants.1

Effective Date
These provisions beco:rpe effective on the first day of the first calen. dar month which begins more thBll sixty days after the date of enactment (April 2, 1980); that is, July 1, 1980.

Revenue Effect
This provision is expected to have no revenue effect.
1

See Code secs. IU 71 and 5271.

e. Study of Imported Alcohol
(Sec. 232(f) of the Act)

Prior Law
Under prior law (BJ1d the Act), the excise tax exemption for fuel~
which consist of at least 10 percent alcohol applies to fuels containing
imported alcohol, as well as to domestically produced alcohol. Simi·
larly, the credit provided for alcohol used in fuel by the Act (under
new Code sec. 44E) applies to blenders, users, or retail sellers who
blend, use, or sell either domestic or imported alcohol.
Reasons f~r Change
One qf the goals of the Act was to encourage energy independence.
Congress was concerned about making these tax incentives available to
imported alcohol because the provision of such incentives to imported
alcohol would tend to substitute dependence on one form of foreign
energy for another and might well exacerbate the country's balance of
payment problems.
However, the provision of these tax incentives in their present form
only for domestically produced alcohol may be inconsistent with our
obligations under trade agreements. .

Explanation of Provisions
The Act directs the Secretary of the Treasury to recommend to Congress, within 180 days after. the date of enactment (April 21 1980),
methods which may be used to limit the importing of alcohol mto the
United States for fuel purposes. The methods recommended may include (but are not limited to} denial of the excise tax exemption and
the credit for alcohol fuels for fuels produced from imported alcohol,
import quotas and duties, BJ1d strict surveillance of such imports to
monitor their effect on the domestic fuel alcohol industry.

Effective Date
The recommendations are due on September 29, 1980 (180 da.ys
after the date of enactment, April 2·, 1980).

Revenue Effect
This proruion will have no revenue effect.
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f. Reports on Alcohol Fuels
(Sec. 232(g) of the Act and sec. 221(c) of the Energy
Tax Act of 1978)

Prior Law
Section 221 ( c) of the Energy Tax Act of 1978 directed the Secretary of Energy, m consultation with the Secretary of the Treasury and
the Secretary of Transportation, to submit to the Congress annual reports on tho use of alcohol in fuel for 1980 through 1984. These reports are to include information on the use of alcohol in rndt:or fuels,
the amount of gasoline saved by the use of alcohol in fuels, and the
revenue costs of the exemption for gasohol from the Federal excise
taxes on motor fuels.
Reasons for Change
Congress -believed that the reports should be expanded to include the
impact on the Highway Trust Fund of the excise tax exemption and
the revenue effect of the new alcohol fuels credits. Congress also believed that these reports should be made through 1992, the year the
exemption and credits are to terminate under the Act.

Explanation of Provisions
The Act requires that the Secretary of Energy make these annual
reports through 1992 and expands the scope of the reports to include
the impact of the alcohol fuels tax incentives on the Highway Trust
Fund. The Act also changes the reJ?ort requirements to conform the
statutory language to the revisions m the rules relating to ta;x: incentives for alcohol used in motor fuels and delet.es the requirement that
a report be made in 1980 because of the change in the tax incentives
for·alcohol fuels made by the Act.
·

Effective Date
This provision applies to reports made from April 1, 1981, through
April 1, 1992.
-.
Revenue Effect
This provision will have no revenue effect.
(98)

4. Industrial Development Bond Provisions
a. Industrial Development Bonds for Hydroelectric Facilities
· (Sec. 242 of the bill and sec. 103 of the Code)
Prior Law
Under Code section 103 interest on State and local government obli. gations is generally exempt from Federal inconie tax. However, tax
exemption is denied to State and local government issues of industrial
development ·bonds with certain exceptions. A State or local government bond is an industrial developm·e nt bond (IDB) if (1) all or n
major portion of the·proceeds of the issue are to be used in any trade
or business not carried on by a State or local government or taxexempt organization, and (2) payment of principal or interest is secured, in whole or in major part, by an interest in, or derived from
payments with respect to, property used in a trade or business.
Certain industrial development bonds qualify for tax exemption
where the proceeds of the bonds are used to provide exempt activity
facilities. Such facilities include facilities for the local furnishing of
electric energy ( Sec. 103 (b) (4) (E)) and facilities for the furnishing
of water (Sec.103(b) ( 4) (G)).
A facility for the furnishing of water will qualify as an exempt activity facility if it meets three requirements. It must he for the furnishing of water, it must be operated by a government unit or regulated public utility, and it must make water available to members of
the general public.
The requirement that a facility make water available to members of
the general public requires that a facility make availaible a. substa.ntial
portion (i.e., 25 percent) of its water to the residential users in its
service area. The requirement that a facility be a facility for the furnishing of water means that the facility must be used for the collection, treatment or distribution of wa.ter to a service area. Equipment
which is used for the production of electric energy, such as generators
or turbines, does not qualify as a facility for the furnishing of water,
even where such ~uipment is located within a dam or reservoir which
qualifies as a fa.cihty for the furnishing of water. However, a tax exempt industrial development bond may be used to finance this type of
equipment if the equipment qualifies as facilities for the local furnishing of electric energy.
Under section I03(b)(4)(E) and Treasury regulations, propert1.
will qualify as a facility for the local furnishing of electric energy if 1t
is part of a system which provides electric energy·to the general p·OJ?U·
lace i~ a service area comprising no more than two con.tiguous counties,
or a city and one contiguous county.
(99)
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In addition, in order to qualify for tax exempt financing;a facility
for. the local furnishinp; of electric energy must satisfy a public use
req~rem~nt. In general, this p~ovision requires t~at a facility serve
or be available on a regular basis for general pubhc t1se. (Treas. R~.
sec. 1.103-S(a) (2) ). A facility for t,he local furnishing of electric
energy will, in general, satisfy this requirement only if such facili~ or
the output from it is available for use by members of the general public.
( Trea,s. Reg. sec. 1.103-8 ( f) ( 1) ( i) ) . .
Tr~~sury regulations provide that the public use requirement with
respect to a facility for the local furnishing of ele~tric enerfn' will be
satisfied if ( 1) the owner or operator of the facility is obligated, by
a legislative enactment, local ordinance, regulation, or the equivalent
thereof, to furnish electric energy to all persons who desire such services and who are within the service area. of the owner or operator of
such facility, and (2) it is reasonably expected that such facility will
serve or be available to .a large segment of the general public in such
i.;ervice area. (Treas. Reg. sec. 1.103-S(f) (1) (ii)) . .
0

Reasons for .Change

Congress considered a ·number of proposals which were design_ed to
reduce the consumption of oil and gas. Among those proposals there
were several tax incentives which provided for the hydroproduction
of electricity. Many of these potential hydroelectric sites include lowhead dams which are not currently producing electricity. In addition,
other potential sites exist which coul<.l br. used to generate electricity
without the construction of a dam or the im_Poundment of water. However, the generating capacity of these sites 1s relatively small (i.e., less
than 125 megawatts). As a consequence of the higher operating cost·
per kilowatt hour of electricity generated and the current high interest
rates, Congress believed that tax incentives were necessary to encourage
the development of these low head hydroelectric projects.
On the other hand, larger hydroelect.ric facilities which enjoy the advantage of lower operating costs per kilowatt hour of electricity -generated and other ec~nomies of scale are being developed currently or
are -currently economically feasible. In light of these factors 1 Congress
decided that, while it was appropriate to provide tax incentives to encourage the development of small-scale hydroelectric facilities, such
incentives were not necessary in the case of large hydroelectric facilities. In addition, in order to avoid any adverse environmental effects
on the nation's rivers and streams, Congress decided to limit the application of tax incentives to hydroelectric facilities which do not involve
the impoundment of water and to small-scale dams in existence on
October 18, 1979.
Congress ~viewed the provisions of prior law which provide taxexempt financing for electric energy facilities. In general, Congress
concluded that it would be inappropriate to expand the use ·of taxexempt financing for such facilities. In reaching tliis conclusion1 Congress recognized ~hat the Federal subsidy which a tax exempt obligatfon provides is less efficient than the subsidy provided through ~vestment tax credits. As a result, Congress concluded that, in those cases in
which it was desirable to subsidize the construction of·electric energy
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facilities through the tax laws, it would provide the subsidy generally
through inyestment tax credits. However, Congress recogmzed that
credits and deductions do not provide any subs1i:ly to State and local
governments because they are not subject to Federal income tax, and
that industrial development bonds could be used to provide subsidies
to these entities.

.Explanation of P~ovision
The Act provides that interest on an industrial development bond,
substantially all the proceeds of which are to be used to provide qualified hydroelectric generating facilities, is exempt from Federal income
taxation provided that the public use test of present law is satisfied. A
qualified hydroelectric generating facility is defined as qualified hydroelectric generating property which is owned for tax purposes by a
State, a political subdivision of a State, or an agency or instrumentality
of a State or political subdivision of a State (i.e., a governmental
body), and is installed at a qualified hydroelectric site.
Qualili.ed hydroelectric site
A qualified hydroelectric site, in general, means any site which ·has
an installed capacity of less than 125 megawatts {l} at which there is a
dam the construction of which was completed prior to October 18, 1979,
and which is not significantly enlarged after such date or (2) at which
electricity is tq be generated without any dam or other impoundment of
water. For this purpose, the iristallecl capacity is to include any additional capacity added during the three taxable years following the taxable year in which the equipment financed with the IDB is placed in
service. A qualified hydrqelectric site includes only sites which · are
located on a natural water course or constructed water flow and which
generate electric energy from the flow or fall of water. The provision
does not apply to pumped storage facilities, ocean thermal facilities or
ocean tidal facilities.
Existing ·dam sites.-A qualified hydroelectric site includes certain Government owned do.ms where the construction of the dams was
completed prior to October 18, 1979, and the dam was not significantly
enlarged after such date. A dam site described in this section generally
includes dams which are currently being used in connection with the
generation of electricity, dams which have been used in connection
with the generation of electricity in the part, and dams which have
never been used in connection with the generation of electricity. In
addition, a dam site or other impoundment site includes any water
passage,vays that are fed from the water behind the dam or other impoundment, if the primary purpose of the water passageways is for the
generation of electricity.
A dam, the construction of which was completed on or before October 18, 1979, means any dam or barrier built across a watercourse or
other manmade structure fqr the impoundment of water, which was
completed on or before October 18, 1979, and which does not requjre
iµiy significant construction or enlargement of the impoundment
structure ( other than repairs or reconstruction) in connection with the
installation of the hydroelectric power project. For purposes of this
section, the construction of penstocks, powerhouses, fish passageways
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and similar structures, does not .constitute significant construction or
enlargement of the impow1dment structure. In addition, the reconstruction or repair of breached structures which increases the water
level or impoundment of a dam to its original or designed levels will
not constitute significant construction or enlargement of the impoundment structure if the reconstruction or repair were tmdertaken
in order to strengthen a dam or to eliminate leakage. On the other
hand, construction which extends a dam or increases the height of a
dam for purposes of increasing the water level or impoundment will
constitute significant construction or enlargement of the impoundment structure.
Any site at which there is a dam will not, however, l.,e a qualified
hydroelec~ric site unless the dam is o,vned for taxf urposes by one or
more governmental units on October 18, 1979, an during the entire
period the obligations a.re outstanding.
Non-dam sites.-A site at which electricity is to be generated without any dam or other impoundment of water includes conduit sites,
such as flood control, sewage treatment flows, irrigation water flows,
other similarly constructed water flows, and natural water flows, such
as rivers and streams. In the case of a conduit site, the construction of
the site may be completed either before or after October"18 1979. For
purposes of this provision, the generation of electricity at the site of a
gate or other water control structure in an irrigation ditch or canal is
not treated as generation at the site of a dam or water impoundment.
Qualified hydroelectric generating property.-Under the Act,
tax-exempt IDBs can be issued to finance government owned qualified
hydroelectric generating .Property. Qualified hydroelectric generating
property means ( 1) eqmpment for generating electric energy from
water and (2) structures for housing such equipment, fish passageways and dam rehabilitation roperty which are required by reason
of the installation of electrica generation equipment at the qualified
hydroelectric site.
.
In order to be eligible for tax-exempt IDB financing, the qualified
hydroelectric generatin~ property must be owned for Federal tax
purpo~ by a State, political s~bdivision thereof, or agency or instrumentality of any of the foregomg for as long as the tax-exempt IDBs
are outstanding. However, the property financed with a tax exempt
IDB under this provision does not have to be owned by the same governmental unit that issues the bonds. Moreover, the facility may be
jointly owned by a governmental unit and private party. However, the
tax-exempt financing under this provision will only be available to fl?.e
extent of the governmental unit's interest in the qualified hydroelectric
site.1
•
Qualified hydroelectric generating property includes generat!ng
equipment such as turbines and generators. It includes the cap~tal
costs for repairing or restoring existing nonfunctional generatm,zequipment. However, sucl~ equipment only includes equipment up to
the transmission stage.

f

~ Where the requirements of Code sections 46 and 48 are satlsfted, the private
parties· wm be eligible for an investment tax cr~dlt and an energy tax credit
with respect to thelr share of the quallfled expenditures for the proJect.
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In addi'tion, qualified hydroelectric generating property include~.
structures (such as powerhouses and similar structures) for housing
generating equipment, fish passageways ( and related equipment such
as fish counters), and dam rehabilitation :property, but only if such
equipment is required by reason of the mstallation of generating
equipment. The term dam rehabilitation property includes property
for the reconstruction of breached structures and renovation of machinery and structural elements which have been left in place. It includes the cost of reconstruction or rehabilitation of a dam which
impounds water for use by the generating equipment~~uch as the costs
of strengthening the dam and eliminating leakage. However, it does
not include the costs for extending or increasing the height of the dam
for purposes of increasing the water level or the size of the impoundment. Furthermore, in the case of an impoundment which does not
meet state or federal spillway capacity or other requirements, the term
dam rehabilitation property includes the replacement of the entire
impoundrnent structure. However, in the ca~ of non-dam sites, qualified hydroelectric generating property ·does not include the cost of the
structures which create or contain the water course or flow. Installed capacity fraction
Under the Act, the entire qualified hydroelectric generating facility
may be provided with tax-exempt IDBs where the total installed
capacity of the site does not exceed 25 megawatts. However, only a
portion of a qualified hydroelectric generating facility with an installed
capacity in excess of 25 megawatts, but less than 125 megawatts, may
be ·provided with tax-exempt IDBs. The portion may not exceed the
eligible cost of the facilities being provided (in whole or in part) from
the proceeds of the bond issue (i.e., the qunlilied hydroelectric generating property and the functionally related and subordinate property
to be installed) multiplied by a. fraction the numerator of which is
25 reduced by 1 for each whole megawatt by which the installed capn<'ity exceeds 100 megawatts, and the denominator of which is the number of megawatts of installed capacity (but not in excess of 100).
This may be illustrated by the following example. Assume that a
municipality enters into a joint venture with o. private concern to install
40 additional meg-awatts of generating capacity at an existing dam
owned by the mumcipality, at which 10 megawatts of generating capacity now exist. The cost of the entire project is $30 million of which
$20 million is qualified hydroelectric generating pro_pertx and functionally related and subordinate equipment. The mumcipality and the
private concern are equal joint venturers, and the municipality's share
of the cost of the qualified hydroelectric generating facilities is $10
million. Under this limitation, the amount of qualified hydroelectric
generating property is $5 million (i.e., 25 divided by 50 multiplied by
$10 million).
In comruting this. limitation, there is to be taken into account the
amount o proceeds of any prior issues ( whether or not the same issuer
is the issues of this issue and whether or not that prior issue was an
in<iustrial development bond) which a.re used to finance the same facilities and which are still outstanding at the time of issuance of this issue.
However, the amount of any such proceeds are not to be taken into

account to the extent that the prior issue is to be redeemed from the
proceeds of this issue.
These rules may be illustrated by the following example. Assume
that a municipality issued tax-exempt IDBs in 1967 in the amount of
$50 million to .finance the reconstruction of hydroelectric generating
facilities with installed capacity of 25 megawatts. In 1982, the·municipality plans to issue additional obligations in the amount of $60 million for additional hydroelectric generating facilities at that site which
would increase at the installed ca.pacity to 50 megawatts. Because the
1967 issue which provided facilities at the same site is still outstanding,
the amount of the proceeds of that issue must be taken into account in
determining the installed capacity fraction. Thus, the amount of taxexempt boncls that can be issued is $5 million (25 megawatts divided by
50 megawatts multiplied by $110 million, or $55 million, less $50
million).
Miscellaneous
The Act provides that tax exempt IDBs may ·be used to provide
qualified hydroelectric generat~ facilities at two existing dams in
Grant County, Washington, the mstalled capacit:y of which is more
than 125 megawatts. Under this provision, the entire qualified hydroelectric generating facility may be provided with tax exempt IDBs.
Finally, the Act provides two additional rules (relating to registration, and guaranteed or subsidized loans) with respect to !DB's used
to provide qualified hydroelectric generating facilities. (See the
description of sec. 244 of the Act in section d. below.)

Effective Date
The provision applies with respect to obligations issued after October 18, 1979.
The eligible cost of the facilities being provided is the portion of
the total cost of the facilities which may be reasonably expected to be
the cost to the government body and is, in general, attributable to
periods after October 18, 1979, and before January 1, 1986. Ho,vever,
m the case of an application which has been docketed by the Federal
Energy Regulatory Commission before J anunry 1, 1986, eligible costs
include the portion attributable to periods after October 18, 1979, and
before January 1, 1989.
Revenue Effect
The revenue loss is expected to be $1 million in fiscal year 1982, $7
million in 1983, $10 million in·1984, and $13 million in 1985.

b. Industrial Development Bonds for Solid Waste Disposal
Facilities
(Sec. 241 of the Act and sec. 103 of the Code}
Prior Law
Under Code section 103, interest on State and local government
obligations is ~enerally exempt from Federal income tax. However,
tax exemption is denied to State and local government issues of industrial development bonds, with certain exceptions. A State or local government bond is an industrial development bond if (1) all or a major
portion of the proceeds of the issue are to be used in any trade or
business not carried on by a State or local government or tax-exempt
organization, and (2) paym~nt of principa1 or interest is secured,. in
whole or in major part, by an interest in. or derived from payments
with respect to, property used in a trade or business.
Industrial development bonds qualify for tax exemption if substantially all of the proceeds of the bonds are used to provide exem~t activity facilities. Such facilities include solid waste disposal facilities
and facilities for the local furnishing of electric energy (Code sec.
I03(b) (4) (E) ). However, the Internal Revenue Service has taken the
position that if the financed facilities are to be acquired or used by an
agency or instrumentality of the United States Government, the
United States Government is the true obligor of the obligation, and
the obligation is not tax exempt as the bonds are not industrial development bonds. (Rev. Rul. 73-516, 1973-2 C.B. 23.)
Solid waste disposal facilities are defined in Treasury regulations as
. property used for the collection, storage, treatment, utilization, processing or .final disposal of solid waste. A facility which disposes of
solid waste by reconstituting, converting or otherwise recycling it into
material which is not waste will qualify as a solid waste disposal facility if at least 65 percent of the material introduced into the recycling
process is solid waste ('l'reas. Reg. sec. 1.103-S(f) (2) ). How:ever, in
the case of property which has both a solid waste disposal function and
a function other than the disposal of solid waste, only the portion of
the cost allocable to the solid ,vaste disposal function will be treated
as an expenditure for a solid waste disposal facility. (Temp. Treas.
Reg. sec. 17.l(a) ).
The regulations further provide that a facility which otherwise
qualifies as a sol.i d waste disposal facility will not be treated as having
a.function other than solid waste-disposal merely because .material or
· heatw.hich,has.utility·or,va.lue is -reco:vered or results from the disposal
·.prQCess., Where materials :or heat are· recovered;· the ·waste disposal
function·includes the processing of such ·materials or heat in order to
put them into the form in which.the materials or heat are in fact sold
or used, but the waste disposal function does not include further proc(105)
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essing which converts the materials or •heat into other products. The
regulations provided an example of qualifying solid waste disposal
facilities. In the example, solid waste is processed in a manner which
removes glass and metals. The remaining solid waste is burned, and
the resulting heat is used to produce steam. The example provides that
the boiler used to produce the steam qualifies as a solid waste disposal
facility. The example also provided that pipes used to transport the
steam and generating equipment used to transform the steam into electric energy are not solid waste disposal facilities.·
Although electric generation equipment generally would not qualify
as solid waste disposal facilities, a tax-exempt industrial development
bond may be used to finance such equipment if the facilities qualify
as facilities for the local furnishing of electric energy.
Under section 103 (b) (4) (E) and under Treasury regulations, property will qualify as a facility for the local furnishing of electric energy
if it is part of a system which provides electric energy to the general
populace in a service area comprising no more than two contiguous
counties, or a city and one contiguous county.

Reasons for Change
The pr~nt Treasury regulations permit tax-exempt financing of
facilities which -are used to burn solid waste to produce steam. However, under present technology, it is often more feasible to process
the solid waste so that a cellulose fiber is produced. This cellulose fiber
may have a value in the area where it is produced because it can be
burned as a substitute for coal, oil, or natural gas.
.
Congress believed that tax-exempt financing should not be denied
where it is technologically more feasible to process the solid waste
before burning it, ins~ad of burning it before processing, so long as
the processing and burning .are part of the same integrated process
of solid waste disposal. Howe.ver, Congress believed that tax-exempt
financing should not be allowed for facilities simply because the fuel
they burn is derived from solid waste. Conseguently, the Congress
believed that the tax-exempt financi~ should, m iteneral, be allowed
-for facilities which burn the cellulose fiber which is derived from solid
waste, regardless of whether such material has utility or value, so long
as the facilities used in the processing of solid waste and those facilities
used in the production of steam from fuel derived from solid waste
comprise an mtegrated solid waste disposal facility. In order to achieve
these objectives, the Act continues tQ allow tax-exempt financing as
under prior law for facilities which produce steam from the burning of
solid waste derived from materials which have no utility or value, and
the Act Rrovides a new provision which allows tax-exempt financing
for qualified steam generating facilities and qualified alcohol producing facilities which use solid waste derived materials which have utility or v~lue ( i.e., fuel derived from solid waste).

Explanation of Provision
Under the Act, the term solid waste disposal facility is defined to
include a qualified steam-generating facility and a qualified alcohol
producing facilit:y, as defined below. As a consequence, tax-exempt·
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IDBs may be used to finance such facilities. In ·addition, the Act allows
. tax-exempt bonds to.be issued for certain solid waste-energy producing
tacilities. Congress intended that any IDB provision of this section of
the Act which requires that a particular person owns facilities means
that the facilities must be owned for tax purposes by that person.
Congress intended that if facilities are solid wast:e disposal facilities
under the provisions of this Act or under prior law, the amount of
thei"r cost which may be financed with tax-exempt IDBs is not to be
reduced by the value of any product of the solid wast.e disposal
facilities.
Finally, Co!)-gress intendeq. that soiit;i _waste di!'l.P,o,sal facili?es m~y
be .financed with tax-ex~mpt I.P Bs under th~· prov1S1on of this Act or
under the provision of Code s~ction·J03(b) (4) (E). }4'or example, a
facility which burns solid waste and generates steam could be .financed
with tax-exempt IDBs if it meits the requirements of Uode section
103(b) (4) (E). ·Furtlier, a facility which .burns fuel derived from
solid waste ,and ~nerates stea1n. could be financed with tax-exempt
IDBs if it meets the ·requirements of new,. Uode sections 103 (g) and

(h~'ualifi.ed ste~-i,e'n~r~tin~ facilities.-A steam generating facility generally includes incin.erators, boilers, smokestacks, and precipitators and other property used in the generation of steam, but not
prop~rty used in the t.ransm1ssion of steam. However, "qualified steam
generating faciilties" must meet two additional requirements.
The first requirement is that more than half of the fuel ( determined
on a Btu basis) used in the generation of steam must be solid waste
derived fuel or a mixture of solid waste derived fuel a.nd solid waste.
The second requirement is that substantially all of the solid waste derived fuel which is used at the steam-generating facility must be produced at a facility which is located at or. adjacent to the site of the
steam-generating facility, and both facilities must be owned ·a nd operated by the same person.
The Act also provides a special rule for steam generating facilities
owned by a State or J?Olitical subdivision of a State. Under the special
rule, the second reqmrement is deemed satisfied if substantially all the
solid waste derived fuel used at the steam genera.ting facility is produced at a facility which is owned and operated by or for the same
State, or same political subdivision or subdivisions of ·a State, whfoh
owm; .the steam ~era-ti~ facility, and if substantially all the solid
waste processed m the facility for producing solid waste derived fuel
is collected from the area in which the steam generating facility is
located. For example, if a county solid waste authority owus and operates a steam generating facility and substantially all the solid waste
processed a.t the facility for producing solid waste derived fuel is collected from within the county in which the steam generating facility
is located, the~ su~h facility satisfies the second requirement even
though the solid waste derived fuel is produced at a facility owned and
operated by such authority but located elsewhere. This req_uirement is
also satisfied in the case of a solid waste authority ha.vi~ Jurisdiction
with respect to ,a metropolitan area lying in two contiguous States
which owns -and o~rates a steam generati~ facility located in that
metropolitan area if substantia!ly all the sohd waste processed in the
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facility for producing solid waste derived fuel (which is owned e.nd
operated by such authority) is collected from within that metropolitan
area.
.
·
·
Qualifi.ed alcohol producing facility.-The term "qualified alcohol producing facility," in general, means a facility for the
production of alcohol which meets tihree requirements. Suoh a facility
will -incl.ude property required 'to convert cellulose fH>er into suge.r
· and property required in the fermentastion of the su~r whether those
processes occur in one or more steps. It will also include ·property used
m the distillation of the fermented solution.
.
The first requirement is that the primary product obtained from the
facility must be ,alcohol. Th~ seoond requirement is that more than
'half of the feedstock ( determined on a reasonahle basis, e.g., sugar
content) used in the production of alcohol must be a. feedstock derived
from solid waste or a. mixture of feedstock derived from solid waste
and solid waste. The third requirement is tha.t substantially all the
solid waste derived feedstock used at the alcohol producing facility
must be produced a.t a facility located at or adjacent to the site of the
alcohol producing facility, and the solid waste derived feedstock production fa.ciliJty must be owned and OJ?Brated by tih.e same person who
owns a.nd operestes the aloohol ·p roducmg·facility.
.
The Act also provides a. special rule for certain alcohol facilities.
A facility for the production of alcohol from solid waste which satisfies
this special rule will not be required to meet the third requirement
for & "qualified alcohol producing f,a.cilit1." A facility will sa,tisfy the
special rule where two conditions are satisfied. First, substantially all
.t he solid waste derived feedstock -f or the facility must be produced at
a facility which (i) went into full production during 1977, (ii) is
located within the limits of a city, and (iii) is located in the same
metropolitan area. as the alcohol-producing facility. The second condition is tha,t prior to M.a.rch 1, 1980, ,there ·have been negotiations
between a governmental body ( e.g., a governmental authority) and an
organization described in section 501 ( c) ( 3) of the Code with respect
to the utilization of a special process for the production of alcohol at
the facility. The special rule applies only in the case ~here the aggregate a.mount of ?bliga.tions issued (by r~on of ,this 7specia! rul.~) with
respect to a pro1ect do not exceed $30 m1lhon, and such ~ligations are
issued prior ,to J a.nuary 1, 1986.
Solid 1Daste-energy producing facility.-The Act also provides that an obligation issued l.,y an authority for two or more
political subdivisions of a State which is pa.rt of an issue substantially
all the proceeds of which are to be used to provide solid waste-energy
producing facilities shall be treated as a tax-exempt obligation of a
political subdivision of a State which meets the requirements of an
exempt activity of section 103(b) (4) (E} of the Code. For purposes of
this provision the phrase "substantially all the proceeds of which a.re
to be used to provide" is intended to have the same meaning as that
phrase has under section 103 (b) ( 4) of the Code.
·
• A solid waste-energy producing facility means a solid waste disposal
facility and a facility for the production of steam and electric energy
·where three requirements are met. First, substantially all the fuel for

the steam and electric energy facility must be derived from solid waste
processed in the solid waste disposal -facility." Second, both the solid
waste disposal facility and the steam and electric energy facility must
be owned and operated by the a.uthority which issues the obliga.tions.
For this . purpose, a. facility will .be oonsi'dered operaited by the
authority where the authority enters into a management agreement
with a J?rivate concern under which the private concern will operate
the facility so long as the duration of the management contract (including any options) does not exceed one year. Third,.all the steam and
electric energy produced at the facility ( and not used by the facility)
must be sold for purposes other than for resale to an agency or
instrumentality of the U.S. Government. ·
For purposes of this provision, a steam and electric energy facility
includes incinerators, boilers, precipitators, smokestacks, internal
steam distribution lines, turbines, generators and other equipment for
generating steam and electric energy, and structures for-housing such
equipment. However, a steam and electric energy facility would only
include equipment up to the transmission stage.
Congress also made clear that nothing in this provision or in the
additional rules relating to Federal guarantees and federally subsidized loans is intended to affect the question under present law as to
whether interest on an obligation issued by a State or local government
is tax-exempt where repayment of the principal and interest on such
obligation is secured or guaranteed by the Federal Government or
wherethe Federal Government uses part or all of the financed facility.
Furthermore, nothin~ in this provision is to be construed to override
the arbitrage limitations of section 103 ( c) of the Code.
Additional rules.-The Act provides that all IDBs issued pursuant to the provisions of this Act are required to be issued in registered form as to principal and interest for the entire life of the
obligation. Any such obligation which is not issued in registereg, form
will not be tax-exempt.
In addition1 the Act. provides an additio!Jal rul~ i,n. the case o_f IpBs
used to provide qualified steam generatmg facil1t1es and qualified
alcohol producing facilities. Under this rule, any such obligation will
not be tax-exempt where (1) the payment of principal or interest is
guaranteed (in whole or pa.r t) directly or indirectly by the United
States government or any agency or mstrumentality thereof under
a program, a principal purpose of which is to encoul'&.l?e the conservation or froduction of energy, or (2) any part of the payment of
principa or in.terest is to be made (in whole or part) directly or indirectly with funds provided under a Federal, State or local program,
n principal purpose of which is to encourage the conservation or
production of energy.
Effective Date
The provision applies with respect to obligations issped after October 18, 1979.
.
·
Revenue Effect
The revenue loss is expected to be $1 million in fiscal year 1981, $4
million in 1982, and $5 million in 1983, 1984 and 1985.

c. Industrial Development Bonds for Renewable Energy Property
(Sec. 243 of the 'Act and Sec. 103 of the Code)
Prior Law
· Under Code section 103, interest on State and local government obligations generally is exempt from Federal income taxation. However,
with certain exceptions, interest on industrial development bonds
(IDBs) is not exempt from Federal income taxation.
A State or local government obligation, in general, will be treated
·as an IDB where more than ~5 percent.of the proc~eds of an issue are
to be used in the trade or business of one or more nonexempt persons,
and where payment of principal or interest on the issue is secured, in
major part, by an interest in, or derived from payments with respect
to, property used in a trade or business.
·
Certain industrial development bonds qualify for tax exemption
where the proceeds of the bonds are used to provide exempt activit1
facilities. Such facilities include sewage and solid waste disposal facilities, airports, docks, wharves, and mass commuting facilities, air and
water pollution control facilities, and facilities for the loco.I furnishing
of electric energy or gas. In addition, certain small issue industrial
development bonds are tax-exempt.
In general, IDBs used to provide property used to produce energy
are not tax-exempt unless the issue qualifies as an exempt small issue,
or the property qualifies as facilities for the local furnishing of electric
ener~ or ~s. Property, in general, will qualify under the local furnishing requirement if it is pa.rt. ·of a system which provides electric
energy or gas to the general populace in a service area comprising no
more than two contiguous counties. ..A;n exempt small issue generally
is an issue not more than $10 million.
·.
In addition, Code sections 440 and 46 provide a residential enerfn'
credit and a business energy investment credit with respect to the mstallation of certain types of property. The residential energy credit,
in general, apJ.>lies with respect to ( 1) insulation and certain other
energy-conservmg components, and· (2) renewable energy source property. The business energy investment credit applies, in part, to solar
o~ wind energy property and to certain types of geothermal equipment.

Reasons for Change
Con~ss reviewed the provisions of prior law which :provide tax
incentives for emergy-relaited expenditures. Congress decided that it
would be consistent with its general pplicy to encourage energy conservation and the development of alternative sources qf energy to
authorize the use of tax-exempt bonds for renewable energy property
.in the case of certain State renewable energy programs approved by
a State prior to Oct.ober 18, 1979.
·
(110)
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Explanation of Provision
The Act ;provides that interest on industrial development bonds
(IDBs) which are part of an issue substantially all the proceeds of
which are used to provide renewable energy property will be exempt
from Federal income taxation where four conditions are satisfied.
First, the obligations must be general obligations of a State. Second,
t.he State constitutional or legislative authority granting a State the
power to issue such obli~ations must require that taxes be levied in
sufficient amount to provide for payment of J?rincipal and interest on
such obligations. In order to satisfy this reqmrement, such taxes must
be the type of tax for which a deduction would be allowed under section 164 of the Code. Third, the amount of all obligations ( whether or
not !DB's) under the program for renewable energy property issued
by a State which are outstanding at any time may not exceed the
smaller of $500 million or one-half of one-percent of the value of all
pro_Perty within the State. Finally, the exemption for interest on State
,. obligations for renewable energy properti shall only apply to obligations..issued pursuant to a State program to provide .financing for re·
newable energy property in a State whose legislature approved before
October 18, 1979, a constitutional amendment which specifically allowed general ·obligation bonds of the State to be used to finance renewable energy property. The requirements of this condition will be
satisfied even if a State program to provide .financing for renewable
energy property is in fact established pursuant to a constitutional
amendment approved subseguent to October 18, 1979, so long as the
legislature in the State autliorizing such program had approved before October 18, 1979, a. constitutional amendinent which specifically
allowed general obligation bonds of the State to be used to .finance
renewable energy property. Congress understands that these four requirements a.re met by the renewable energy source program in the
8tate of Oregon.
The Act also provides that renewable energy property means any
property used to produce energy (including heat, electricity, and substitute fuels) from renewable energy resources (such as wind, solar,
geothermal, biomass, waste heat, or water).
Congress also intended that . for purposes of this provision, the
phrase "substantially all the prooeeds of which are to be used to provide" is to hu.ve the same meaning as this phrase has under sec. 103 (b)
(4) of the Code. Finally, the Act provides two additional rules (relating to registration, and ~ara.nteed or subsidized loans) with respect
to obligations used to provide renewable energy property. (See section
244 of the Act.)
Effective Date
· The provision applies with respect to obligations issued after
April 2, 1980.
Revenue Effect
The revenue loss is expected to be $1 million in fiscal year 1981 and
1982, $3 million in 1983, $5 million in 1984 a.nd $7 million in 1985.

d. Registration Requirement and Rules Relatiµg to Energy
Guarantees or Energy Subsidies
(Sec. 244 of the Act and sec.103 of the Code)
Prior Law
Under prior law, there was no general provision that denies tax
exemption to interest on State or local government oblig_ations if the
obligations are guaranteed by the Federal Government. Under former
Code section 103(f) (presently sec. 103(g) ), interest on an obligation
of the City of New Yor~ is taxable where the principal or interest on
the obligation is guaranteed in whole or in part py the Federal Government. Finally, under prior law, State and local government obligations were not required to be issued in registered form in order for the
interest on them to be tax exempt under section 103.

Reasons for Ch~nge
Congress became aware that unregistered tax-exempt obligations
were used as a vehicle to avoid Federal estate taxes. In some cases, such
obligations were removed from the decedent's possessions and were not
included in the decedent's estate tax retum. Because such obligations
were not ~stared, it was difficuH to establish that the decedent owned
tho obligations. Congress believed that requiring ta.x-exempt obliga.tions to be in registered form would provide a method of establishing
ownership by the decedent.
In addition, registration will further efforts to obtain cOmJ?liance
with ·Federal and State income tax laws and to detect illegal activities.
In certain cases, individuals have failed to report and pay taxes due
with respect. to amounts includible in ~ross income, especially income
from illegal sources. In order to avoid detection, these individuals
have purchased unregistered tax-exempt obligations with the unreported income. The fact that the obligations are not registered (arid
the fact that no reporting requirement. exists for the interest paid on
such obligations) has ham_pered efforts to determine correctly the
taxable income of these individuals. Congress. believes that repstration of tax-exempt obligations will remove the use of these .investments as a means of avoiding detection of illegal activities and will
improve the ability of the Internal Revenue Service to administer the
income tax laws.
Finally, while Congress did not believe it was appropriate to extend
the registration requirement to all tax-exempt obligations at this
time, it believed that a registration requirement should be imposed on
the new types of IDBs.
·
In addition, Congress believed that it was not uppropriate to ex~d tax exe~ption to obligations which are either guaranteed by the
Federal Government or are subsidized under a Federal, State or local
(112)
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government plan. In the case of Federal guara,ntees, Congress was
concerned that State or local government obligations should not become more attractive than the Federal Goverrunenfs own obligations
~y reason of having both the interest on the obligntions exempt from
Federal income tax and the credit backing of the Federal Government. In the case of both guarantees and subsidies, Congress recognized that many of the laws it and the States enact, and programs
it and the States authorize, overlap. In such cases, even though each
law or program is designed individually to encourage the conservation or development of energy, the laws or programs in operation actually provide multiple benefits. This overlap results in unnecessairy
revenue losses from redundant subsidies and contributes to a.n inefficient allocation of resources. In these cases, Congress believed that
taxpayers should be a!ble to choose the pa.rticula.r incentive which
would be most beneficia.J. However, Congress believed that it would
be inappropriate and inefficient to allow taxpayers to use more tha.n
one of the programs provided under Federal or State laws. As in t.:he
case of registration, Confress belie.ved it would be ima.ppropriate to
extend these rules to al tax-exempt obligations. However, it did
believe that the new restrictions should apply to all new types of
lDBs authorized in this Act.
.

Explanation of Provision
The Act provides that all IDBs issued pursuant to the provisions
of this Act are required to be issued in registered form as to principal
and interest for the entire life of the obligation. Any such obligat1on
which is not issued in registered form will not be tax-exempt.
Under the guaranteed or subsidized loan restrictions, any obligation used to provide qualified hydroelectric generation property, a
qualified steam-generating facility, a qualified alcohol-producing facility or renewable energy property will not be tax-exempt where (1) the
payment of principal or interest is guaranteed (in whole or in part)
directly or indirectly by the United States Government. or any agency
or instrumentality thereof under a program a principal purpose of
which is to encourage the conservation or production of energy, or
(2) IUlY part of the payment of principal or interest is to be made
( in whole or in ·p art) directly or indirectly with funds provided under
u. Federal, State, or local program a J?rincipal purpose of which is to
encourage the conservation or production of energy.

Effective Date
This provision applies to obligations issued after October 18, 1979,

5. Tertiary lnjectants
(Sec. 251 of the Act and -new sec. 193 of the Code)

Prior Law
Under prior law, the income tax treatment of expenditures for some
tertiary injectants was unclear.

Reasons for Change
Congress decided to clarify the tax treatment of tertiary recovery
expenses and encourage the use of tertiary recovery processes by allowing expenditures for qualifying tertiary injecte.nts to be deducted, for
income tax purposes, in the taxable year in which the injecte.nts a.re
injected into the reservoir..

~xplanation of Provision
The Act provides that "qualified tertiary injectnnt expenses" arc
deductible in the taxable year in which the tertiary injecte.nt is injected into the reservoir. "Qualified tertiary injectant expenses" are
any expenditures paid or incurred during the taxable year, regardless
of whether they otherwise a.re chargeable to capital nccount, for a tertiary injecte.nt which is used as pa.rt of a tertiary recovery method.
However, the term "qualified tertiary inject.ant expenses" does not include th~ cost of hydrocarbon inject.ants which are recoverable.
For purposes of the deductibility of qualified tertiary injectant
expenses, tertiary recovery methods generally a.re those eligible
for use in a qualified tertiary recovery project, as de.fined under the
windfall profit ~x (sec. 4993 of the Code). In addition, tertiary recovery methods include any other method for tertiary enhanced recovery of oil tha.t is a.pproved by the Secretary specifically for the
puirpose of deducting qualified tertiary inject.ant expenses. However,
expenses for injecta.nts used in methods approved by the Secretary
under the windfall profit tax do not quality for deductibility unless
also specifically approved for purposes of this provision.
The provisions of the Act do not apply to ~xpenditures for hydrocarbon injectants which are recoverable. Hydrocarbons include all
forms of natural gas or crude oil (including synthetic hydrocarbons).
This exclusion of hydrocarbon injectants also applies to any injectant
which is comprised, by blend, mixture, or chemical bonding, of more
that an insignificant amount of natural gas or oil. In these instances,
the exclusion applies ~gardless of whether such a tertiary substance.is
injected separately, as a component of another tertiary inject.ant, or as
a tertiary drive medium. However, any portion of a hydrocarbon
injectant which is established by the taxpayer not to be a hydrocarbon
is not treated as such. In addition, the exclusion of hydrocarbon injec(114)
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tants does not apply to tertiary injectants which a.re hydrocarbonbased (or derived.) and which a.re not comprised of more than an insignificant amount of natural gas or oil.
Although the provision generally is inapplicable to the cost of hydrocarbon injectants, it may apply to the extent that the taxpayer
establishes that such an injectant is not ultimately recoverable from
the reservoir. If this is not established, the cost of the injectant must
be capitalized and recouped through depreciation or, if appropriate,
inventoried and written off when consumed. Any unrecovered
amount of such capitalized expenditures could be deducted as a. loss in
the taxable year -in which it is established that the injectant has ceased
benefiting production or in which the tertiary proj~ct is abandoned.
The provision is 'inapplicable to. any cost which is subject to the
section 263 intangible drilling cost election, or to any expenditure
which otherwise is deductible under the Internal Revenue Code. In
addition, the provision simply does.not apply to any secondary recovery costs; e;g,, waterflooding expei;ises. These costs remain subject to
the generally applicable income tax rules.
Expenditures to which the provision applies are subject to recapture
as ordinary income under sections 1245 rund 1250 of the Code.
Altl:iou8'h the inc~~e tax treatment of qualified tertiary i_njectant
expenses 1s not elective, such expenses may be treated as havmg been
capitalized for purposes of the windfall profit tax's 90-percent net
income limitation.
This provision is intended to create no inference as to the proper
categorization of tertiary injectant expenditures prior to the effoctive
date of this provision.
Effective Date
This provision is effective for taxable years beginning after December 31, 1979.
·
Revenue Effect
The revenue loss is estimated to be $4 million in fiscal year 1980,
$14 million in 1981, $9 million in 1982, $8 million in 1983, $7 million
in 1984 and $6 million in 1985..

D. LOW-INCOME ENERGY ASSISTANCE

(Title III of the Act)
Prior Law
The fiscal year 1980 continuin~ resolutions (P.L. 96-86 and P.L.
96-123~ and Int~rior app!opri~tions .(P.L. 96-126) legislation, coupled with authority contamed m section 222(a) (5) of the Economic
Opportunity Act, provided for a three-part, $1.6 billion prO!rram of
energy assistance to low-income households for fiscal year 1980.
The first part of the _program provided $400 million for direct payments to recipients of Supplemental Security Income. The remaining
parts provided $800 million and $400 million to States for general
energy assistance and crisis energy assistance, respectivelv. Funds
were allocated among the States on the basis of numbers of SSI recipients, heating degree days, population below 125 percent of the
poverty line, and 1978 and 1979 change in home heating exp~nditures.
Funds under the general and crisis energy assistance portions of the
program were distributed under State plans subject to approval by
the Secretary of Health, Education and Welfare and the Community
Services Administration, respectively.

Reasons for Cha.nge
Energy costs have risen substantially over the past few years, and
particularly so in the past year. Congress was concerned that ordinary
mechanisms for adjusting income assistance programs to rising costs
of living may be inadequate to meet the extraordinary increases which
have taken place in energy costs, particularly because energy costs for
many low-income households may represent a large and vitally important element of their budgets. Thus, Congress believed that it was
essential to continue to provide, for fiscal year 1981, a special program
to assist low-income households in coping with the rapid increase in
heating; and cooling costs. The program authorized in the Act provides
for a single program of block grants to States, which the States will
be able to administer more effectively than the three-part program in
efi'ect for fiscal year 1980.

Explanation of Provision
The Act authorizes the appropriation of $3 billion plus certain
additional amounts for fiscal year 1981 for a program of block grants
to the States to provide assistance to lower-income families for heating
and cooling costs.

Eligible households
Eligibility is restricted to households who have income less than ~he
Bureau of Labor Statistics lower living standard. The BLS lo,ver hv(116)
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ing standard, which is currently used in various eligibility determinations under the Comvrehensive Employment and Training Act·
(CETA) program, is adJusted by family size and geographic location.
The national average amount for a 4-person family for 1980 is $12,585.
In addition, States may give assistance, regardless of income, to
households which receive food stamps, aid to families with dependent
children (AFDC), needs-tested veterans' pensions, or supplemental
security income (SSI), except for SSI recipients who live ion another
household and whose benefits are therefore reduced, SSI children living with non-SSI parents, and SSI recipients living in Medicaid
institutions.
States are not required to provide a benefit to every household defined as an eligible household, but the funds authorized in this program
may not be used to provide benefits to households not included in this
definition.

Allotments to States
Ninety-five percent of the amount appropriated under the $3 billion authorization is allotted by various formulas to the 50 States and
the District of Columbia. The basic :formula aliots half of the fnnds
according to a State's aggregate residential energy expenditure (relative to the total for all States), and half accordmg to heating degree
days S!{Uared, weighted by number of households below the BLS
Jower hving standard. However, the allotment of any State is to be
increased under an alternative allotment percentage by an amount
necessary to provide at least $120 per year to each AFDC, SSI and
food stamp household in the State. Further, no State would receive
less than the lower of the amounts it would have received under either
of two alternative formulas. Increases in allotments which result from
either the minimum or from the alternative formulas would result
in pro rata reductions in the allotments of other States, except that
two additional authorizations of $25 million and $90 million are
provided to meet the additional costs resulting from the application
of· the minimum benefit provision to certain States. If the amount
appropriated for fiscal year 1981 is less than the $3 billion primary
authorization and the amounts necessary under the separate $25 million and $90 million authorizations, then each State's allotment will
be determined as if this sum had been appropriated and will be reduced on a pro rata basis as necessary.
The remaining five percent of the amount appropriated under the
$3 billion authorization is reserved for the territories, the Community Service Administration's crisis intervention program ($100 million), and matching incentive grants to States for State mitiatives
under this program.

State plan requirements
Each State is required to submit an energy assistance plan which
is subject to appi:oval by the Secretary of Health, Education and
Welfare. The following are among the provisions allowed or required
under an approved State plan, except that the Secretary may waive
any of these requirements if he finds that a waiver would promote the
obJectives of the program:
. 1. Residential energy assistance can be given directly to eligible·households, in the form of either cash or coupons; to suppli-
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ers of energy to these households, in either cash or State tax
credits; a.nd to operators of subsidized housing projects. Renters
and owners are to be treated equitably.
2. Priority generally is to be given to the lowest-income households, to the aged, and disabled, and to those with the largest en·
ergy costs in relation to their income.
8. The amount of assistance can vary within the State according to such factors as type of fuel used and degree days in different locations.
4. Energy suppliers who participate in providing assistance
have to agree to various conditions including notice and delay
requirements before shutting off service to eligible households.
These notice and delay reqmrements do not apply to small suppliers.
5. States are required to provide 50 percent of administrative
cost from non-Federal sources. Total administrative costs, other
than under unusual circumstances, a.re limited to 10 percel)t of
program costs (i.e., 5 percent Federal and 5 percent non-Federal).
6. Plans are required to provide for referral, coordination, outreach monitoring and auditing.
7. States are required to maintain existing levels of public
assistance benefits, except that assistance under this program can
replace any public assistance increase made solely to provide
energy assistance.
8. Any assets test used for eligibility determination cannot
count cars, personal belongings, and primary residences.
9. States can reserve up to three percent of funds for emergencies.
10. Grants specifically to meet the rising costs of cooling are
allowed whenever the cooling is medically necessary.
Disregard provisions
Any assistance provided under this program may not be considered mcome or resources for any purpose under any Federal or State
law, including any law relating to assistance Qr taxation. The Food
Stamp Act is amended for fiscal year 1981 to provide that any
increase in State public assistance intended primarily to meet the
increased cost of liome energy is not to be counted as income in the
Food Stamp program.

E. OIL IMPORT RESTRICTIONS

(Sec. 402 of the Act)
Present Law
Section 232 of the Trade Expansion Act of 1962, as amended, authorizes the President to adjust imports of an article which is found
to threaten to impair the national security. This authority to adjust
imports includes the imposition of oil import license fees, as well as
the use of import quotas.1
Under prior law, the Trade Expansion Act did not contain a specific procedure for Congressional review of Presidential actions taken
to adjust imports.
·
·
.
Reasons for Change
Owing to the importance of all form!,> of energy to our economy,
Congress believed that an orderly and specific procedure should be
established for reviewing Presidential actions taken to adjust oil
imports.
Explanation of Provision
The Act amends the Trade ExJ;>ansion Act of 1962 by establishing
a specific procedure for Congressional review of Presidential actions
taken to adjust oil imports. Under the amendment, Presidential actions
adjusting imports of petroleum or petroleum products would become
ineffective upon an enactment of a joint "disapproval resolution." Any
such resolution is to be considered under normal legislative procedures,
rather than under those applicable to Trade Act matters generally,
and is not to be amendable. The resolution could be vetoed by the
President, but such a veto could be overridden by a two-thirds vote of
both Houses of Congress.
1

FEA v. Algonquin SNG, Inc., 426 U.S. 548 (1976).
(119)

F. OTHER INCOME TAX PROVISIONS

1. Repeal of Carryover Basis Provisions
(Sec. 401 of the Act and sec. lOZJ of the Code)
Prior Law
Under the Tax Reform Act of 1976, the -basis of property passing
or .acquired from a decedent dying after December 31, 1976, was to
be "carried over" from the decedent, with certain adjustments, to
the estate or beneficiaries for purposes of determining gain or loss
on sales and exchanges by the estate or beneficiaries. Under prior law,
the basis of inherited property was generally stepped up or down to
its value on the date of the decedent's death. The Revenue Act of 1978
postponed the effective date of the carryover basis provisions for 3
years. As postponed, the provisions of prior law applied to property
passing or acquired from decedents dying after December 31, 1979.

· Reasons for Change
A number of administrative problems concerning the carryover
basis provisions have been brought to the attention of the Congress.
Administrators of estates have testified that compliance with the
carryover basis provisions has caused a significant increase in the
time required to administer an estate and has resulted in raising the
overall cost of administration. Congress believed that the carryover
basis provisions are unduly complicated and should be repealed.
However, Congress believed that an electie>n to apply the carryover basis provisions should be permitted ·for the period th~e provisions would have been in effect but for the subsequent postponement under the Revenue Act of 1978. This election would cover situations where executors and beneficiaries have made sales, bequest
funding, and asset retention decisions in reliance upon the carryover
basis provisions.
·
·Explanation of Provision
The Act repeals the carryover basis provisions. For property passing or acquired from a decedent (within the meaning of Code sec.
1014(b) ), the basis of property will generally be its fair market value
at the date of the decedent's death or at the applicable valuation dat.e
if the alternate valuation provision is elected for estate tax purposes.
With respect to property passing or acquired from decedents dying
after 1976 and before November 7, 1978 fthe date after the date of
enactment of the Revenue Act of 1978), the carryover basis provisions
may be elected by the executor of an estate. If elected, the basis of all
carryover basis property considered to pass from the decedent, including Jointly owned property passing by survivors~p, would be deter(120)
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mined under these provisions. The election is to be irrevocably made
no later than 120 days after the date of enactment of the bill and in
such manner as prescribed by the Secretary of the Treasury.

E.ffective Date
The amendments a.re to take effect as if included in the Tax Reform
Act of 1976. Thus, ·the repeal applies to property passing or acquired
from a. decedent dying after December 31, 1976.

Revenue Effect
Repeal of carryover basis will reduce revenues by a. ne~ligible
amount in fiscal year 1981, by $36 million in 1982, $95 million m 1983,
$163 million in 1984 and $235 million in 1985.

2. Partial Exclusion of Dividends and Interest Received by
Individuals
(Sec. 404 of the Act and sec. 116 of the Code)
Prior Law
Under Code section 61, interest income received by individuals, in
general, is subject to Federal income taxation. An exception to this
rule applies to interest received on State and local government obligations.
In addition, under Code section 116, the first $100 of dividends received by an individuo.l from domestic corporations is excludable from
gross income. In the case of a husband and wife, each spouse is entitled
to a. separate exclusion of up to $100 for dividends received with respect to stock owned by that spouse.

Reasons for Change
In recent years, individual savin1t5 relative to disposa,ble personal
income have decreased markedly. 'I his decrease has had a.n adverse
effect throughout the economy, and as a result, less capital has been
available for corporate investment in plant and equipment and for individuals seeking to purchase homes.
·
Congress decided that, in order to increase individual savings in an
efficient manner, it could expand the dividend exclusion in prior law
to include interest on certain types of debt instruments and increase the
a.mount of such income eligible for the exclusion. However, to encourage further analysis of the appropriate tax treatment of dividend and
interest income, Congress believed that the increase in the exclusion
and the expansion to include interest income, as well as dividends,
should be made temporary.

Explanation of Provision
The Act expands the present dividend exclusion to include certain
kiinds of interest and increases the ma.ximum umount to $200 in the
ca.se of an individual. The Act also provides a $400 exclusion in the
case of a joint return, regardless of whether the dividend is received
by one or both spouses.
Interest eligible for the exclusion includes: (1) interest on deposits
received from a bank; (2) interest (whether or not designated as interest) pa.id in respect of deposits, investment certificates, or withdrawable or repurchasable shares by a mutual savings bank, coopers.~
tive bank, domestic building and loan association, industrial loan association or bank, credit union, or other savings or thrift institution
c.hartered and supervised under Federal or State law if the deposits
or ~unts of the institution are insured under Federal or State law,
(122)
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or protected and guaranteed under State law; (3) interest on bonds,
debentures, notes, certificates or other evidences of indebtedness of a.
dOf!lestic corporation which are in registered form j ·c4) inf;erest on
other evidences of indebtedness issued by a domestic corporation of a
type .o1fer~d by corporations to the public to the extent provided in
regulations issued by the Secretary of the Treasury; ( 5) interest on
obligations of the United States or a State or local government which
is not nlready excluded from~ income; and (6) interest attributable to a 1;>art1cipation share in a trust established and maintained by a
corporation established pursuant to F~de.ra~ law .,(for example, ininterest attributable to.a pa'I'ticipa~ion 'sh.~ _in _n trust ~lished 8Jld
maintained by the Government .N a:tional · Mortgage Association).
In the case of distributions received b:y indiv·i duals from conduit
type entities (such as trusts, regwated mvestment companies, SJ1d
real estatn investment trusts), the Uistrihutions ~nerally qualify for
the exclusion to the sariie .extent that the gross mcome of the entity
consists of eligible dividends or eligible interest.
In the case of a regulated investment company, conduit treatment is
extended to qualifying dividends (as under prior law) and to qualifying interest. The amount of interest received by a regulated investment
company that will be eligible f~,:- the exclusion when it is 'distributed to
shareholders is the net amount of qualifying interest (i.e., qualifying
interest less interest expense). If a regulated_investment company has
at least 75 _P.ercent of its gross income from either qualified dividends or
from qualified interest, then the en~ire amount of the dividend ( other
than capital gain dividend) that it pays will be a qualified dividend in
the hands of an individual shareholder. If neither qualifying dividends
nor qualifying interest equals or exceeds 75 percent of the gross income, then the percentage of each dividend it pays th11.t qualifies fo1
the exclusion is the proportion of that dividend that the sum of thequalifying dividends and qualifying interest of the reguluted investment company for the taxable year bears to the gross income of the
regulated investment company for the taxable year. l4'or this purpose,
gross income and agg~gate interest are to be reduced by any interest
expense to the extent of any qualified interest. For example, if. a regulated . investment company has 40 percent of its gross income from
qualified dividends and 40 percent of its gross income from qualified
interest, then 80 percent of its dividend (other than its cavital gain
dividend) will be a qualified dividend in the hands of an individual
shareholder.
In the case of a real estate investment trust, conduit t.reatment is
extended to qualifying interest but not to dividends. If a real estate investment trust has at least 75 percent of its gross income from qualifying interest, then the entire amount of a noncapital gain dividend from
the real estate investment trust will be a 'lualified dividend int.he hand
of an individual shareholder. If qualifymg interest does not equal or
exceed 75 percent of the gross income, then the percentage of its noncapital gain dividend that qualifies for the exclusion is the proportion
of that dividend that the qualifying interest of the real estate investment trust for the taxable years bears to the gross income of the real
estate investment trust for the taxable year. As in the case of re~lated
investment companies, only the net amount of the qualifying interest
(i.e., qualifying interest less interest expense) is eligible for the exclu-

124
sion. However, in the case of a real estate investment trust, the amount
of qualified interest is not reduced by any interest paid by the real
estate investment trust on mortgages on real property that is owned by
the real estate investment trust. In addition, gross income is to be reduced by the net capital gain and by any ta..xes imposed on income
from foreclosure property ( section 857 (b) (4)), on the failure to
meet certain requirements (section 857(b) (5)), or on income from
prohibited transactions (section 857(b) (6) ). The amount that qualifies for the exclusion shall not exceed the amount designated by the
real estate investment trust in a notice to its shareholders sent within
45 days after the close of its taxable year.
.
In addition, special rules are provided in regard to interest expenses incurred in order to purchase or to carry obligations or shares
or to make deposits or other investments with respect to which the
interest would be excludable from gross income under this provision.

Effective Date
The exclusion applies to taxable years beginning after December 31,
1980 and before January 1, 1983.

Revenue Effect
The revenue loss is expected to be $0.3 billion in fiscal year 1981, $2.3
billion in 1982 and $1.7 billion in 1983.

3. Qualified Liquidations of LIFO Inventories
(Sec. 403(a) of the Act and sec. 473 of the Code)

· Prior Law
Under prior law, a taxpayer who liquidates part of all of his inventory (i.e., his beginning inventory is greater than his ending inventory) in the ordinary course of his trade or busim\SS recognized the
gain or loss realized as a result of the liquidation. The taxpayer recognize.d this gain or less even if the liquidation of the inventory is
due to circumstances beyond his control, e.g., i:educed supply due to
government regulation or the interruption of foreign trade. In the case
of inventories accounted for on the last-in, first-out ("LIFO") basis, a
significant portion of the gain on such liquidation was usually attributable to the excess of the replacement cost of such inventory over its
LIFO basis ( referred to as "LIFO inventory profit").
·

Reasons for Change
Due to the current possibilities for disruption of trade in the international energy market, Congress felt tha,t taxpayers who have a
temporary liquidation of their LIFO inventory of energy supplies
because of a major foreign trade interruption or '11. Department of
Energy regulation or request, should be given relief from the tax
attributable to the LIFO inventory profit. Similarly, Congress ~elt
that ta."Ipayers who experience a temporary liquidation of their
LIFO inventories of other property due to major foreign trade interruption should also be given relief from rt.axes attributable to LIFO
inventory profits.
.
Explanation of Provision
. In certain narrowly defined circumstances, the Act allows a taxpayer
to claim a refund for taxes paid on LIFO inventory profits resultmg
from the liquidation of LIFO inventories, if the taxpayer purchases
replacement inventory· within a defined replacement period. A taxpayer can elect to have the provisions of this section apply if there is
11. li~uidation of his LIFO inventory for a taxable year ( referred to as
t.he 'liquidation year") and he establishes to the satisfaction of the
Secretary that the liquidation is a qualified liquidation. A qualified
liquidation is· defined as a decrease in a taxpayer's closing LIFO inventory_ for a liquidation year o~er his opening LIFO. inventory for that year, but only 1f the taxpayer establishes
to the satisfaction of the Secretary that the decrease is directly and primarily attributable to a. qualified inventory interruption. A qualified inventory interruption is defined as
a.ny Department of Energy re2'Ulation or request made with respect
to energr supplies or any embargo, international boycott, or other
(125)
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major foreign trade interruption, with respect to either of which the
Secretary publishes a notice in the Federal Register designating those
situations to which the provisions of this section will be available.
The notice will be published in the Federal Register if the Secretary
determines, after consultation ,vith the appropriate Federal officers,
that such regulation~ request or interruption has made the replacement
of any class of goods for any class of taxpayers difficult or impossible
in the liquidation year, and the application of this provision to that
class of ioods and taxpayers is necessary to carry out the purposes of
this section.
If a qualifying taxpayer replaces part or all of the liquidated LIFO inventory in a replacement year, then the taxpayer's taxable income for the liquidation year is (i) decreased by the
excess of _the cost of the replacement inventory over the LIFO basis of
the liquidated inventory which it replaced, or (ii) increased by the
excess of the LIFO basis of the liquidated inventory which is replaced
over the cost of the replacement inventory. A replacement year is
defined as the earlier of the three taxable years following the hquidation year or any taxable year endini withm such earlier period as the
Secretary may prescribe. (Any penod specified by the Secretary may
be modified by the Secretary by publication of a notice in the Federal
Register.) However, a replacement year does not include a taxable
year after the taxable year in which replacement of the liquidated inventory is completed.
.
A taxpayer 1s considered to . have acquired a replacement for the
liquidated LIFO inventory if the taxpayer's closing LIFO inventory
( with respect to the liquidated goods) for any replacement year reflects
·an incre~ over the opening inventory for such year. The replacement
inventory is considered, ·-in the order of its acquisition, as replacing the
most recently liquidated inventory (whether or not the liquidation is
a qualified liquidation) not previously replaced. If the replacement
inventory replaces LIFO inventory which was subject to a qualified
liquidation, it is to be taken into purchases and included in the closing
inventory for the replacement year at the LIFO basis of the inventory
which it replaced.
·
.
If an adjustment in a taxpayer's taxable income is made for any
liquidation year as a result of the replacement of LIFO inventories
under this section, the tax imposed for the liquidation year and any
other taxable year would be redetermined to take into 11ccount that
adjustment. Any increase or decrease in the amount of the tax resulting from the redetermination would· be assessed ns a deficiency or
allowed as a credit or refund ( as the case may be). Solely for purposes
of determining interest on overpayments or under_Payments of tax
attributable to' adjustments made under this provision, the overpayment or underpayment shall be treated n.s arising in the replacement
year.
The assessment 'Of a deficiency or the allowance of a credit or refund
attributable to the adjustment may, if otherwise prevented by the
operation of any law or rule of law ( other than section 7122), be made
within the time allowed for the assessment of a deficiency or the
allowance of a credit or refund ( as the case may be) with respect to
the replacement year in which the adjustment arose.
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An election to have the provisions of this section apply would be
made in the manner and form, and at the time, prescribed by the
Secretary in regulations. The election is irrevocable and binding for
the liquidation year and for all determinations made for taxable years
prior and subsequent to the liquidation year insofar as such determinations are affected by the adjustments made under this section.
Where there is more than one reduction in a taxpayer's LIFO
inventory and these reductions are due to different causes, the reduction in the closing inventory will be presumed to occur first as a result
of qualified liquidations, if any, under this provision. For example, if
a taxpayer's closing inventory has been reduced by a total of 300 units
and the taxpayer had a fire during the year which destroyed 275 units
and a qualified liquidation which accounted for 225 units, the reduction
in the closing inventory will be attributable to the 225 units from the
qualified liquidation and the 75 units from the fire.

Effective Date
This provision is effective for taxable yea.rs ending after October
31, 1979.

, Revenue Effect
The revenue loss is expected to be $85 million in each of the fiscal
years 1982 and 1983 and $80 million in 1984. These losses are attributable to involuntary liquidations assumed to occur in calend!!,r year
1980. (These estimates were based on the assumption that the Secretary
will invoke this provision for disruptions of oil shipments during
1980.)

4. Recognition of Gain of Certain Dispositions of LU.,O
Inventories
(Sec. 403(b) of the Act and secs. 336 and 337 of the Code)
Prior Law
Under prior l~w, a liquidating corporation did not recognize any
gain or loss on the transfer of its inventory to its shareholders as part
of the liquidation. Similarly, a corporation which sells its assets during
a 12-month liquidation (section 337) did not recognize any gain or
loss on the bulk sale of its inventory. In either situation, if the liquidating corporation accounts for its inventory on the last-in, first-out
("LIFO") method of accounting for inventories, any gain attributable
to the excess (referred to as the "LIFO recapture amount") of the
adjusted basis of the inventory under the first-m, first-out ("FIFO")
method of accounting for inventories over its LIFO adjusted basis
was not subject to corporate tax. (On nonliquidating distributions of
LIFO inventories, this amount was taxed at tho corporate level (sec.
311 ('b)). However, if a subsidiary corporation ]iquidn,tes into a parent
corporation and the adjusted basis of the subsidiary's assets carry over
to the parent corporation, the LIFO recapture amount was subject to
corporate ta..xa.tion when the inventory was subsequently disposed of by
tho parent corporation in a taxa1ble sale or exchange.

Reasons for Change
Con~ess believed that the LIFO recapture a.mount of a corporation's inventory should be subject to tax upon a. corporate liquidation
unless the LIFO recapture amount is preserved in the corporation's
inventory by virtue of a. carry-over basis. Otherwise, corporations
could convert the tax deferral provided by LIFO into an outright
exclusion from tax.

Explanation of Provision
Under the Act, a corporation which distributes its LIFO inventory
in a. partial or complete liquidation of the corporation must recognize
the inventory's LIFO recapture a.mount as ordinary income. Also,
a. corporation that sells its LIFO inventory in the course of~ 12-month
liquidation (section 337) must recogriize the inventory's LIFO recapture amount as ordinary income. The provision does not !eq~ire
the recognition of .the LIFq recapture amo~mt on corJ>Orate hqm~ations where the ad1usted.ba.s1~ of the.LIFO mve~tory m th~ h~nd~ of
the acquiring corporation 1s carried over from the hqmdatmg
corporation.
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Effective Date
This provision applies to distributions and dispositions which are
made pursuant to plans of liquidation adopted after December 31,
1981. The effective date was postponed to allow time for Congressiona]
hearings on this provision and for transactions in the planning stage
to be completed. During this time period it was intended that there
would be no change in the present law treatment of the LIFO recapture amount with respect to corporate liquidations 8Jld sales pursuant
to 12-month corporate liquidations.

Revenue Effect
There is a revenue pin for fiscal year 1982 of $112 million and a
revenue gain for calendar year 1982 of $250 million. In each fiscal
and calendar year thereafter, there will be a revenue gain of $250
million. (These estimates were based on information obtained from a
selected number of cases known to the Treasury and the ~res are
intended to provide representative averages during the forecast
period.)

