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Summary

The Bush Administration outlined its proposals for addressing the nation’s
energy problemsin May 2001 with a 170-page report by the National Energy Policy
Development Group (NEPD) titled National Energy Policy (NEP). In June, the
President transmitted to Congressasummation of thereport’ sconceptsand strategies
that call for legidative action.

Many of the Administration’ s legidative proposals are included in the Securing
America’s Future Energy Act of 2001 (H.R. 4), an omnibus energy bill approved by
the House on August 1, 2001. Passage of H.R. 4 was widely interpreted as an
endorsement of the Bush energy strategy, particularly since a number of key
amendments opposed by the White House were defeated.

The Bush Administration NEP report isdivided into eight chapters, thefirst two
of which summarize the Administration’s view of the energy challenges facing the
nation, and the likely consequence of high energy prices. The remaining six chapters
are developed around the several stated goals of the Bush Administration strategy —
increasing energy supply while sustaining health and the environment; increasing
conservation and efficiency as well as the use of renewables and alternative energy
supply; expanding the national energy infrastructure; and enhancement of “national
energy security and international relationships.”

Thereport of the National Energy Policy Development (NEPD) group included
more than 100 recommendations, but only about 20% of these recommendations
caled for legidation. Consequently, the report leaves Congress with considerable
latitude to take amgjor role in crafting a comprehensive energy policy response.

Perhaps the most controversial element of the Bush energy strategy included in
H.R. 4 isthe opening of the Arctic National Wildlife Refuge (ANWR) to oil and gas
leasing. An amendment to eliminate that provision was defeated on the House floor.
Other mgor Administration proposals in H.R. 4 include energy tax incentives,
boosting the Low-Income Home Energy Assistance Program (LIHEAP), review of
corporate average fuel economy (CAFE) standards, research on cleaner-burning coal
technologies, and offshore oil and gas leasing.

H.R. 4 aso includes many provisions not in the Bush policy, and excludes some
significant provisions, such as extension of the Price-Anderson Act nuclear accident
lidbility system. It aso would significantly modify some of the Administration’s
recommendations, such as the proposed administrative review of CAFE standards;
H.R. 4 would require the standards to be raised sufficiently to save 5 billion gallons
of fuel through 2010.
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Bush Energy Policy: Overview of Major
Proposals and Legislative Action

Introduction

In late January 2001, the Bush Administration established a National Energy
Policy Development (NEPD) Group under the direction of the Vice President. The
NEPD Group’s recommendations were released on May 16, 2001, in a 170-page
report titled National Energy Policy (NEP). Subsequently, the President transmitted
to Congress a summation of the report’s concepts and strategies that cal for
legidative action.

Many of the Administration’ s legidative proposals are included in the Securing
America’s Future Energy Act of 2001 (H.R. 4), an omnibus energy bill approved by
the House of Representativeson August 1. Passage of H.R. 4 waswidely interpreted
as an endorsement of the Bush energy strategy, particularly since a number of key
amendments opposed by the White House were defeated. This CRSreport discusses
the Administration’s most significant energy proposals and describes their progress
in Congress. If enacted, these proposals would constitute the most far-reaching
energy legidation in nearly a decade.

The Bush Administration NEP report isdivided into eight chapters, thefirst two
of which summarize the Administration’s view of the energy challenges facing the
nation, and the likely consequence of high energy prices. The remaining six chapters
are developed around the severa stated goals of the Bush Administration strategy —
increasing energy supply while sustaining health and the environment; increasing
conservation and efficiency as well as the use of renewables and alternative energy
supply; expanding the national energy infrastructure; and enhancement of “national
energy security and international relationships.”

Underlying the NEP report’ s recommendations is a concern that the growth in
U.S. energy consumption has been sharply exceeding increases in domestic energy
production. “Between 1991 and 2000, Americans used 17 percent more energy than
in the previous decade, while during that same period, domestic energy production
rose by only 2.3 percent.”? Thiswould seem to confirm theimpression of Americans

1 “The President’s Energy Legidative Agenda.” June 28, 2001. Available on White House
web site: [http://www.whitehouse.gov/news/rel eases/2001/06/energyinit.html]

2 National Energy Policy: Report of the National Energy Policy Development Group, May
2001, p. 1-1.
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that the nation may continue to experience periodic, and possibly prolonged,
insufficiencies of electricity, gasoline, natural gas and home heating oil.

Legislative Proposals

The report of the NEPD Group included more than 100 recommendations, but
only about 20% of these recommendationscalledfor legidative action. Consequently,
the report leaves Congress with considerable | atitude to take amajor role in crafting
a comprehensive energy policy response.

Initialy, comprehensive energy legidation wasintroduced in the Senate by both
parties. Senator Murkowski introduced the National Energy Security Act of 2001 (S.
388, S. 389) inlate February. A Democratic proposal (S. 596, S. 597) wasintroduced
by Senator Bingaman March 22, 2001. There is common ground between these
Republican and Democratic hills. Both propose, for example, to expedite
construction of a pipelineto transport natural gas from the Alaskan North Slope; to
expand efforts in “clean coal” research; to provide tax credits for renewable and
aternative energy development and use; and to expand weatherization programs for
homes and other structures. Clearly, al proposalsinclude amix of policiesintended
to increase supply and to reduce the demand for conventional fuels.

Many elements of the Bush energy strategy are included in the House-passed
omnibus energy bill, H.R. 4. Chief among them are oil and gas leasing in ANWR,
energy tax incentives, boosting the Low-Income Home Energy Assistance Program
(LIHEAP), review of corporate average fuel economy (CAFE) standards, research
on cleaner-burning coal technologies, and offshore oil and gasleasing. The hill also
includes many provisions not in the Bush plan, and excludes some significant
provisions, such as extension of the Price-Anderson Act nuclear accident liability
system. House Energy and Commerce Committee leaders have indicated that such
provisions may be included in additional energy legidation after the August recess.

The Senate Energy and Natural Resources Committee began marking up S. 597
before the August recess. The committee approved the energy research and
development titles of the omnibus legidation, providing significantly higher
authorizations than recommended by the Bush Administration. With many of the
most contentious issues yet to be addressed, the markup is to resume in September.

Competing Policy Goals

The Bush energy strategy, the House-passed legidation, and the Senate
Republican bills generally place more emphasis on increased supply of conventional
fuels than Democratic proposals, which tend to focus more on energy conservation,
efficiency, and alternative and renewabl e fuelsdevel opment. An underlying theme of
the NEP report isthat energy policy inrecent years has been shaped by environmental
objectivesfor cleaner air and reduced emissions of greenhouse gases, with too little
concern for energy security. Some critics of the Bush strategy have expressed
concern that the tight supply and volatility in energy markets will provide cover for
relaxing environmental standards or sowing the timetable for achieving certain
environmental objectives. In contrast, the argument continues, the Democratic
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legidation would try to limit petroleum consumption by passenger automobiles and
light-duty trucks, and does not include provisionsto leasethe Arctic National Wildlife
Refuge (ANWR) for oil and gas exploration.

At issue, too, has been the balance to be struck between short-term and long-
term policies. In presenting the report of National Energy Policy Development
Group, Vice President Cheney has underscored that the problems in energy markets
today cannot be fixed overnight, and that there are few short-term remedies.

Another dynamic at work inthe current energy policy debate isthe appropriate
role for the federal government and the extent to which unregulated markets can be
counted upon to price fuels and alocate supply. Here, the divisions have been less
clear. Some Democrats have expressed support for temporary regiona controls on
wholesale electricity to aleviate high pricesin California. Republican critics argued
that price controls send midleading signals to consumers and discourage investment
innew supply capacity. At thesametime, the Administration strategy favorsgranting
the Federal Energy Regulatory Commission (FERC) eminent domain authority for
gting electric transmission lines. Many Republicans are opposed to this
Administration initiative, arguing that it is an intrusion on states’ rights.

Major Principles of the Bush Policy

The fundamental premise of the report from the NEPD Group is that “a
fundamental imbal ance between supply and demand definesour nation’ senergy crisis.
... Thisimbalance, if alowed to continue, will inevitably undermine our economy,
our standard of living, and our national security.”® The nation faces three challenges:
[1] “using energy morewisaly;” [2] “to repair and expand our energy infrastructure;”
and [3] “increasing energy supplies while protecting the environment.”*

What follows is a summary of the fundamental themes and maor proposals of
the Bush policy, with particular attention to the recommendationsthat will require an
active congressional role. The sections are listed roughly according to their order in
the Administration’s NEP report, with the magor exception being that the tax
proposals are treated separately at the end. Each section describes the
Administration’s magjor proposals, briefly sets the policy background, and indicates
how the proposals are treated in H.R. 4. The following CRS analysts from the
Resources, Science, and Industry Division contributed to this overview:

Amy Abel — electricity restructuring

Carl Behrens — hydropower relicensing

Mark Holt — nuclear power

Marc Humphries — coal, energy leasing on ANWR and other federal lands

% Reliable, Affordable, and Environmentally Sound Energy for America’s Future. Report
of the National Energy Policy Development Group. U.S. Govt. Print. Off., ISBN 0-16-
050814-2, p. viii. Also available online at: [http://www.whitehouse.gov/energy/].

* Ibid., p. viii-ix.
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® | awrence Kumins— natural gas transportation

e Savatore Lazzari — energy tax incentives

o Larry Parker —air quality and electricity

e Fred Sissine — energy efficiency, renewable energy
® Brent Yacobucci — transportation

Balancing Energy and the Environment

Air Quality and Electricity. The NEPD group makes only one specific
recommendation that directly respondsto air quality concerns surrounding increased
energy production: the EPA would be directed to propose legidation to control three
pollutantsemitted by fossil fuel-fired powerplants: sulfur dioxide, nitrogen oxides, and
mercury (p. 3-3). Using the successful acid rain reduction program as a model, the
proposed legidation would establish aconsistent framework of emissions capson dl
powerplants (new and existing), implemented through emissions trading. Phased in
over a “reasonable’ time frame, the NEP asserts that the program would provide
significant public health benefits and provide electric utilities and other generators
with more regulatory certainty with respect to the Clean Air Act's New Source
Review process for exigting facilities.

Theeffect of amulti-pollutant strategy on powerplant construction and operation
would depend on three factors: (1) the stringency of the emission caps imposed; (2)
the implementing time frame; and (3) the regulatory certainty provided electricity
providers in exchange for meeting the caps. The NEP report goes into no detail on
these factors, so until legidative language isdrafted, any assessment would be purely
speculative. However, there are several multi-pollutant strategies that have been
proposed in the 107" Congress® These bills generally called for sulfur dioxide
reductions in the 50% to 75% range, nitrogen oxide reductions in the 70% to 75%
range, and mercury reductionsin the 90% range, with compliance required by 2005
to 2007. Whether these levels meet the NEPD Group’s definition of “significantly
reduce’ and “reasonable period of time’ is unknown. In addition, none of the bills
introduced includes any provisionswith respect to New Source Review. Inany case,
the bills provide a yardstick by which some will judge EPA’s efforts.

Therecommendationfor multi-pollutant legidlation followsvery closely asmilar
proposal contained in the Bush/Cheney Comprehensive National Energy Policy
released during the 2000 presidential campaign. The NEPD’ sfour bullets describing
the recommended multi-pollutant approach are identical to those contained in the

® For afurther discussion of multi-pollutant strategies, see Larry Parker and John Blodgett,
Electricity Generation and Air Quality: Multi-Pollutant Strategies, CRS Report RL 30878,
March 13, 2001. For further information on the New Source Review process and EPA’s
current enforcement initiative, see: Larry Parker and John Blodgett, Air Quality and
Electricity: Enforcing New Source Review, CRS Report RL30432, January 31, 2000; and,
Larry Parker and John Blodgett, Air Quality and Electricity: Initiativesto Increase Pollution
Control, CRS Report RS20553, updated March 9, 2001.

®Larry Parker, Electricity and Air Quality: Comparison of Proposed Multi-pollutant
Legislation, CRS Report RS20894, April 18, 2001.
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campaign document with one exception — carbon dioxide control is not included in
the NEPD recommendation where it was in the campaign’s energy plan.

This deletion reflects the President’ s decision not to include carbon dioxide as
a pollutant to be controlled.” The NEPD’s decision not to seek carbon dioxide
control contrasts with three of the five multi-pollutant bills currently before the
Congress that include carbon dioxide as a fourth pollutant to be controlled. These
bills would cap carbon dioxide emissions from electric generating facilities at their
1990 levels —in line with the 1992 Framework Convention on Climate Change that
the United States ratified in 1992.

H.R. 4 contains no provisions with respect to creating a multi-pollutant control
strategy. The Environmenta Protection Agency (EPA) continues to work on draft
multi-pollutant legidation; however, whether that draft legidation will beavailablefor
consideration by the Senate during its deliberations on the NEPD proposals remains
to be seen.®

Energy Efficiency and Energy Conservation. Increased funding
authorizations are the Administration’s primary legidative proposals for energy
efficiency and conservation. Inthe NEP report, the R& D funding proposal is made
contingent on areview of past funding and performance. For weatherization grants,
thereport proposesthat annual funding beincreased by $120 million over the FY 2001
baseline appropriation of $150 million, which would amount to atotal of $1.1 billion
over four years and $2.7 billion over 10 years. Also, for the Low-Income Home
Energy Assistance Program (LIHEAP), the report calls for annual spending to
increasefrom $1.4 billionto $1.7 billion. Further, the NEP report callsfor legislation
to create long-term public education programs about energy and its relationship to
industry and to a clean environment. Legidation to promote technologies and
strategies for mitigating traffic congestion is also proposed.

The other energy efficiency and conservation provisions in the Bush report call
only for adminigtrative action. These provisions include energy conservation at
federal facilities, improvementsto appliance efficiency, and expansion of Energy Star
programs. Further provisionscall for greater use of combined heat and power (CHP),
a focus on regiona energy concerns, a study of ways to use the nation’s energy
resources more efficiently, and establishing a nationa priority for improving energy
efficiency as measured by the energy intensity of the economy.

"The NEPD recommendation with respect to climate changeisto continue current effortswith
respect to research, developing market-based strategies, developing new technology, and
cooperation with dlies. It isunlikely that the plan will significantly affect current projections
of increased carbon dioxide emissions from energy consumption. See also: CRS Report
RL31020,. The National Energy Policy Report: Environmental Permitting and Regulatory
Issues.

8Tegtimony of EPA Administrator Christine Todd Whitman before the Senate Environment
and Public Works Committee, July 26, 2001.
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H.R. 4 covers many of the legidative proposals in the Bush energy report and
would legidate on severa topics for which the report recommended only
administrative action. The bill includes funding authorizations, goa's, and incentives
for energy efficiency and conservation. It coversprogramsfor federal conservation,
grants, equipment (consumer products, distributed power, lighting), and buildings.

Regarding grant programs, the bill would authorize $1.5 billion total for
weatherization grants over four years through FY 2005 and $3.4 billion annually for
LIHEAP through 2005. In contrast to the Administration’ s recommendations, H.R.
4 does not propose that DOE be alowed to transfer funds for weatherization and
state energy programs to LIHEAP. Also, it would require each state energy grant
recipient to have agoal of improving energy efficiency by 25% from 1990 to 2010.

Regarding the NEP report’ srecommendation for public education about energy,
H.R. 4 cdls only for DOE to consider support of education programs about
maintenance of heating, ventilation, and air conditioning equipment. For the traffic
congestion provisioninthe Bushreport, thereisno corresponding legidativeproposal
inH.R. 4.

For federd facilities, an areawherethe NEP report recommended administrative
action, H.R. 4 would raise the energy efficiency goal from 35% in 2010 to 45% in
2020; create agrant program for “unconventional and renewable energy;” require all
federa buildingsto be metered by 2004; and establish aprogram to devel op, test, and
demonstrate energy-efficient technology innovations in federal buildings.

Regarding appliance efficiency, H.R. 4 would direct DOE to determine whether
there are “noncovered” consumer products (such as fansand vending machines) that
should be subjected to an efficiency standard and energy labels, and it would set anew
one-watt standard for household appliances operating in standby mode. Also, thebill
would extend the labeling list for Energy Star buildings and products to include
schools, homes, and hotels, and boilers, vending machines, and windows.

H.R. 4would not directly support CHPfor brownfields (contaminated industrial
gites), as recommended by the Administration, athough it would provide for CHP
incentives and labeling. Further, it does not address the Administration’s call for a
gpecia focus on regiona energy concerns. Also, H.R. 4 does not provide for a
genera study of waysto usethe nation’ sresources more efficiently. WhileH.R. 4 has
no overal priority for improving the energy intensity of the national economy, it does
include a goal for mgor energy-consuming industries to reduce energy intensity by
25% by 2010.°

H.R. 4 includes severa legidative proposals for energy efficiency and
conservation that were not included in the Bush report. These proposals include
support for distributed power hybrid systems, a“next generation” lighting initiative,
a “high performance public buildings’ program that provides grants to local
governments, and several others. H.R. 4 also includes several tax provisions for

°Although theterm “energy intensity” isnot defined inthenbill, it presumably meansameasure
of energy use relative to the monetary value of the goods produced by these industries.
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energy efficiency and energy conservation, which are described in another section of
this report.

Energy Supply Initiatives

Energy Leasing on ANWR and Other Federal Lands. A dgnificant
amount of federal lands — both on-shore and on the outer continental shelf (OCS) —
has been placed off-limits to oil and gas drilling. The U.S. Geological Survey
estimates that these lands could contain sizable amounts of oil and natura gas.
However, energy development on these lands has often been restricted because they
are considered environmentally sensitive or unique, and efforts to open them to
leasing can be highly controversial.

One of the largest potential sources of oil and gas on restricted federal landsis
the 1002 Area of the Arctic National Wildlife Refuge (ANWR). The NEPD Group
caled for legidation to open ANWR for oil and gas leasing, which is currently
prohibited by law. Supportersof leasing ANWR contend that new technol ogy would
alow ol and gas exploration, development, and production with minimal
environmental damage. Opponents counter that any major industrial activity in
ANWR would ruin aunique wilderness and that equivalent amounts of energy could
be provided through energy conservation and other measures.

In addition to the ANWR proposals, the NEPD Group recommended that the
President direct the Secretary of the Interior to examine various impediments to ol
and gas exploration and development on federal lands. Further, the NEPD Group
caled for consideration of royalty relief or other financial incentives that might
encourage more offshore oil and gas development. The underlying concern for the
Administration is how to best increase U.S. domestic oil and gas supplies for future
domestic consumption.

H.R. 4 includes the above-mentioned Administration proposals. In addition,
H.R. 4 includes a provision that expands the existing royalty-in-kind program by
allowing the Secretary of the Interior to require that all royalties from oil and gas
leases be paid “in kind” — giving the federal government a share of the actual oil and
gas production rather than cash payments. Oil and gas producers contend that the
royaty-in-kind system most accurately reflects the amount they owe to the
government for production from federal lands.

(For more background, see CRS Issue Brief 1B10073, The Arctic National
Wildlife Refuge: The Next Chapter.)

Alaska Natural Gas Transportation. The Administration’s NEP report
calsfor expediting construction of apipelineto deliver the large natural gasreserves
in Alaska' s North Slope to the lower 48 states. Coordination with Canadais urged,
although no particular route is recommended.

Interest in constructing anatural gas pipeline from the North Slope to the lower
48 states diminished after passage of the Alaska Natural Gas Transportation Act of
1976 (ANGTA). The Act, crafted in reaction to the Arab Oil Embargo of 1973-74,
established a specia process for granting a right-of-way across federal lands to
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facilitate pipeline construction. The President was required to select among three
competing proposals offered by industry, submitting his decison to Congress for
approval. In 1977, President Carter’s designation of the Alcan Pipeline Company’s
proposal was approved by Congress. Due to the unavailability of financing, because
of relatively low natural gas prices, the Alcan project never moved past the right-of-

way approval stage.

Proposals for the transportation of Alaskan gas remained dormant for 20 years.
They were revived in 2000, as the natural gas supply-and-demand situation in the
United States caused sharp price increases. Three proposals are under discussion,
including the Alcan project, now commonly referred to as the Highway Plan. This
would largely follow the 1977 route, paralleling the Alcan Highway to Fairbanks, and
then heading east across Canada, interconnecting with the pipeline grid in Alberta.
This gas could make its way to points in the midwest and on the Pacific coast.

Also under discussion are proposals made by the Alaska Resource Company for
North Slope routes into Canada to Norman Wellsin the Northwest Territories, and
then south to Alberta. A variation of thisroute — opposed by some U.S. gasinterests
and environmental groups, and banned in H.R. 4 —would transit an underwater route
passing off the North Slope and ANWR, crossing into the Canadian Arctic and
potentially opening new Canadian gasreserves. Another proposal envisonsapipeline
along the Trans Alaska QOil Pipeline route, with the gas liquefied at the seaport of
Valdez and shipped to market by LNG (liquefied natural gas) vessel. This project is
till in the conceptual stage, but is being promoted as an al-U.S. route, avoiding
crossing Canada and the possibility of being required to transport Canadian gas to
U.S. markets.

Proponents of Alaska gas projects have asserted the need to move through the
approval process with aminimum of potential delays. 1n 1981, Congress considered
— in an attempt to make the original Alcan project more attractive to investors — a
package of specia waivers of existing laws to lower the financing risk involved.

Two of the proposals transit Canada's gas-producing regions, and would
connect with Canadian pipelines to carry gas on to the lower 48 states. Canada
supplies about 15% of U.S. gas consumption; natural gas is one of Canada’s most
important exports. Canada has a strong interest in ensuring that a pipeline project
crossing its gas-producing provinces would be available to bring to market Canadian
aswell as Alaskan gas. Ease of access and availability of capacity for Canadian gas
— as well as location proximate to Canadian gas fields — may be important
considerations in the initiative to secure right of transit across Canada.

Section 801 of H.R. 4 would ban the authorization of any pipeline right of way
transiting submerged lands or shoreline of the Beaufort Sea. Additionally, it would
prohibit authorization of any pipeline crossing the U.S.-Canada border North of 68
degrees north latitude. Thiswould prohibit the northern Alaska Resource Company
proposal, which would likely be called upon to transport new gas supplies from the
Canadian Arctic. Canadian Arctic gasis seen by somein the industry as competitive
with Alaskan gas. Industry concerns may include:
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e Thepipeinewouldlikely befinanced by U.S. gasproducer interests. Canadian
producers might not have to bear a full share of the capital outlays.

® Any gasfrom the Canadian Arctic — and there could be significant supplies —
would competein U.S. gas markets, affecting domestic producers’ pricesand
market share.

e Construction of the Alcan/ANGTS route lying to the south could strand gas
resources in Canada' s Mackenzie Delta (the Canadian North Slope, in the
Y ukon and NW Territories), delaying their development for years.

Overland routes would dl require the cooperation of the Canadian government
at both the provincial and federal levels. How thismight play out isnow in very early
discussion. In a July 17, 2001, press conference,® President Bush noted that there
were competing visionsabout how to get Alaskan and Canadian Arctic gasto market,
including the preference of some Alaska state officialsfor an “al-Alaska’ route. The
President went on to note:

“Wearewillingto work with [the Canadian] government to figure out away that
can expeditiously movegeas.....[O]bvioudy, to theextent that it would be an American
pipeline, apipeineon American soil would makeit easier for mepolitically. Thereare
perhaps enough reservesto justify an Alaskapipeline. | know there’ senough reserve
to justify a Canadian line. It's conceivable we could have both, and that would both
feed the midwestern market and the western market.”

Other than the route prohibitions, H.R. 4 contains no provisions regarding
Alaska natural gas transportation.

Natural Gas Transportation System Expansion. A stated goa of the
Administration’ s energy program has been to coordinate the expansion of the energy
transportation system in order to supply growing demand in areas currently
underserved by existing infrastructure. It maintainsthat the need for coordinated and
expeditious construction of new pipelines and expansion projects was made clear by
natural gas shortages in California during 2000 and the early months of 2001. Low
ranfal in the Pacific Northwest led to reduced hydropower generation. The need to
offset this shortfall caused a spike in natural gas prices, deemed to be due moreto a
shortage of transportation capacity into Californiathan a shortage of the commodity.
This is because delivered Cdifornia prices were much higher than delivered gas
elsewhere in the nation. The rise in natura gas prices was quickly reflected in
electricity rates.* The high visibility of Californiadifficultiesfocused attention on the
slow completion of new capacity for other parts of the country as well.

The need for coordinated infrastructure development became embodied in Sec.
6106 of H.R. 4. Thislanguage calls for a study of western states' natural gas needs
by the Secretary of Energy and Chairman of FERC. The study would consider:

19 The Energy Daily, Bush: Two Pipelines Better Than One? July 25, 2001, page 2.

1 Seer Cdlifornia Energy Commission website: “Natural Gas Price Increases. Frequently
Asked Questions,” [http://www.energy.ca.gov/naturalgas/natural_gas fag.html].
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® western state officials forecasts, such as those of the California Energy
Commission;

® areview of gaspower plant construction projects, both underway and planned;
and

® areview of the current long-distance gas transmission systems, their capacity
and how they interrelate.

Recommendations for coordinated infrastructure development in the western
states would be madeinareport to the House Energy and Commerce Committee and
Senate Energy and Natural Resources Committee with in six months. The Chairman
of FERC would aso have to report on how the Commission would consider the
report’ s conclusions in the process of reviewing pipeline construction applications.

Renewable Energy. Onekey legidative element in the Bush report proposes
“appropriate funding” for solar and other renewable energy, subject to the results of
areview of past funding and performance. Related to this, another proposal callsfor
legidation to fund $1.2 billion of renewables R&D with bonuses from leasing of
ANWR. Also, onelegidativeproposa would reauthorizefunding for hydrogenR&D.

All the other renewablesprovisionsare designed asadministrative actions. They
include an assessment of access limitations for developing renewables on federa
lands, changes to geothermal leasing requirements, EPA creation of a partnership
program that would encourage private-sector companies to purchase renewable
energy, an effort to integrate R&D programs involving hydrogen, fuel cells, and
distributed energy, and devel opment of an education campaign for alternative energy.

H.R. 4 would not require areview of past renewables funding and performance
or authorize appropriations for al renewable energy programs. However, it would
authorize $400 million through 2006 for the hydrogen program and about $670
million through 2006 for bioenergy programs. Further, the bill specifiesthat 50% of
the bonus, rental, and royalty revenues from oil and gas leasing in ANWR would go
to a Renewable Energy Technology Investment Fund that would be used to finance
DOE research expenses, including grants, contracts, cooperative agreements, and
deployment studies.

The Bush Administration report recommends only administrative action to
inventory renewable energy production potential on federal public lands. H.R. 4
would requireaninventory of wind, solar, and geothermal energy, but differsfromthe
Administration report by excluding biomass energy. In other places where the
Administration calls for administrative actions, the bill would expedite geothermal
leasing; create anew government-industry partnership that employsan “Energy Sun”
label to promote renewable energy and aternative energy equipment; authorize about
$250 million through 2006 for integrated bioenergy R&D and applications; and
require a report on distributed power hybrid systems that include renewable energy
technologies. 1n response to the education aspect in the Bush report, H.R. 4 would
direct DOE and EPA to “enhance public awareness’ through use of the Energy Sun
label.
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H.R. 4includes somelegidative proposalsfor renewablesthat were not included
in the Bush report. These proposals include cost and production goals for various
technol ogies, ahigh performancebuildingsinitiative, and areassessment of renewable
resourcesfor thelnsular Areas(idandterritories), among others. H.R. 4 alsoincludes
several tax provisionsfor renewable energy, which are described inthelast section of
this report.

(For more information, see CRS Issue Brief 1B10020, Energy Efficiency:
Budget, Oil Conservation, and Electricity Conservation Issues.)

Coal. TheBush energy report callsfor a$2 billion federal expenditure over 10
years for research on technologies for the cleaner use of coal. H.R. 4 includes the
Clean Coal Power Initiative (CCPI), authorized for fiscal years 2002 through 2011
to spend $200 million annually. The CCPI would be a cost-sharing
industry/government program to demonstrate advanced power technol ogies, with an
emphasis on coal-based gasification projects. Supporters of the program note that
coa is a mgor domestic energy resource that could be more fully utilized if its
environmental drawbacks could be reduced. But opponents contend that new
technol ogy would not make coal environmentally acceptable at acompetitive cost and
view such federa support as an unjustified subsidy.

(For more information, see CRS Report RS20877, The Clean Coal Technology
Program: Current Prospects.)

Hydropower Relicensing. The Administration energy report supports
administrative and legidative reform of hydropower licensng. The issue here is
primarily timely relicensing of large existing hydro facilities. Legidation has been
introduced (S. 71, Senator Craig) to achieve this; however, the Bush report did not
make any specific recommendations. The issue for hydro operators relates to
environmental and operating conditions imposed in new licensesthat were not inthe
old ones, plus the possibility that license renewal applications would be denied on
environmental grounds. The maor issue for environmentaists is that the
environmenta requirements required by the 1986 relicensing act have not, to their
satisfaction, been implemented. H.R. 4 would allow hydroelectric license applicants
to propose alternativesto license conditions required by federal agencies, who would
have to accept the alternatives if there were substantial evidence that they would
provide equivaent environmental protection.

Additionally, the Bush energy report mentions incentives to operators to
“optimize the efficiency and reliability” of existing facilities. Several bills have been
introduced that would do thisaswell. A number of related hydroelectric provisions
areasoincluded in H.R. 4.

Nuclear Power. TheNEPreport recommendstheexpansi on of nuclear energy
inthe United States, citing potential clean air and energy security benefits. A variety
of administrative actions are recommended to encourage the licensing of new
reactors, expand production from existing reactors and extend their licenses, and
move forward with nuclear waste disposal. Most of these administrative proposals
would continue efforts aready underway at DOE and the Nuclear Regulatory
Commission (NRC).
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The primary legidlative proposal in the NEP report is to extend the Price-
Anderson Act,*> which requires nuclear power producers to jointly pay for damages
to the public from a severe accident and places a cap on total industry payments.
Authority for new reactors to be included in the system expires in August 2002,
although existing reactors would continue to be covered. The nuclear industry and
other supporters of the Price-Anderson Act contend that the system hasworked well
and is necessary for the construction of new reactors. Environmental groups and
other opponents see it as a hidden subsidy to the nuclear industry.

A particularly controversial provision in the Administration’s nuclear energy
policy is its cal for renewed consideration of reprocessing technology, which
chemicaly extracts plutonium and uranium from highly radioactive spent fuel for use
innew fuel. Several U.S. programs involving nuclear reprocessing have been halted
during the past 25 years, because of poor economics and concerns that commercial
separation of weapons-useabl e plutonium could pose anuclear weapons proliferation
risk. The NEP report contends that new reprocessing technol ogies might reduce the
proliferation risk as well as reducing the hazards of nuclear waste.

H.R. 4 does not include an extension of the Price-Anderson Act, although
leaders of the House Energy and Commerce Committee have reportedly announced
plansto move an extension bill before the authorization expires.** The House-passed
bill would authorize an “Advanced Fuel Recycling Technology Research and
Development Program” (Section 2321) that is related to the Bush Administration
spent fuel reprocessing recommendations.

(For more background, see CRS Issue Brief 1B88090, Nuclear Energy Policy.)
Transportation Initiatives

The Bush Administration’s energy policy includes severa recommendations
directly related to transportation. Most of these recommendations are for the
Administration to study various policy options, or to pursue the Administration’s
energy goalsthrough regulatory changes. These includeimproving the fuel economy
of automobiles and smplifying the gasoline distribution system in the United States.
However, two recommendationswould require legidation. Theseare tax creditsfor
hybrid and fuel cell vehicles, and an extension of the existing excise tax exemption for
alcohol fuels.

First, the Administration has proposed aconsumer tax credit for the purchase of
hybrid and fuel cell vehicles between 2002 and 2007. Hybrid vehicles combine a
gasolineenginewith an electric motor system to improve fuel economy, in some cases
sgnificantly. Fuel cell vehicles utilize an electrochemical process, as opposed to
combustion, to generate energy for motion. While there are two production hybrid
vehicles currently, and most auto makers plan to introduce more models in the near

12 Section 170 of the Atomic Energy Act of 1954 (42 U.S.C. 2210)

3 “House Energy Bill May See Managers' Amendment on Fuel Efficiency.” Green Sheets
Express. July 11, 2001.
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future, current production runs are small. Further, it is unlikely that there will be
many fuel cell vehicles available for consumer purchase by 2007.%

The second legidative proposal from the energy plan is an extension of the
current alcohol fuels exemption from the motor fuels excisetax.*> Gasoline blended
with 10% alcohol, usualy ethanol, receives a5.3 cent per gallon exemption from the
standard 18.4 cent per gallon excisetax. Most of thistax goesto the Highway Trust
Fund. The current exemption will be phased out by January 1, 2008. Thiswas an
extension from the original expiration date of January 1, 2001.*° Because most
ethanol is derived from corn, the passage of another extension is supported by
agricultura interests, in addition to the Administration. (More detalls on the
Administration tax proposals are in the tax section at the end of this report.)

Another part of the plan that could lead to legidation isarecommendation that
the Administration study improving the flexibility of the clean fuels system in the
United States. In response to federal, state, and local requirements, there are some
gasoline blends that are only sold in certain areas of the country. When thereis a
local supply disruption, it may be difficult to move fuel from one area to another to
meet the demand. As these various standards are due partly to the Clean Air Act,
some suggest that an amendment to the law would be appropriate to normalize the
standards.

Administrative Action. Many transportation provisions of the
Administration’ s energy policy recommend administrative, as opposed to legidative,
action. In many cases, the recommendations are for further study of promising
technologies or policy options. The first of these recommendations is that the
Department of Transportation (DOT) should review whether fuel economy standards
for automobilesand light trucks should be changed. A study by the National Academy
of Sciences (NAS), requested by Congress in the FY2001 DOT appropriations,
concluded that the fuel economy of light trucks could be increased without additional
cost, if fuel savings were taken into account.”” DOT has the authority to increase or
decrease corporate average fuel economy (CAFE) standards, but yearly riders to
DOT’ s appropriations hill have held CAFE constant. No rider is expected in the
FY 2002 appropriations, especidly in light of the reports in late June that the
Administration was serioudly considering proposing aboost inthe CAFE standard for
light-duty trucks, including SUVs.*®

“For moreinformation onfuel cell and hybrid vehicles, see CRS Report RL 30484, Advanced
Vehicle Technologies: Energy, Environment, and Development Issues.

For more information on the alcohol fuel tax incentives, see CRS Report 98-435E, Alcohol
Fuels Tax Incentives.

%p.L. 105-178.

National Academy of Sciences, National Research Council, Effectiveness and Impact of
Corporate Average Fuel Economy (CAFE) Standards. July 30, 2001 (Prepublication copy).

8For moreinformation onfuel economy standards, see CRS IssueBrief IB90122, Automobile
and Light Truck Fuel Economy: Is CAFE Up to Standards?
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The energy policy report also recommends that the government continue
investment and research into intelligent transportation systems (such as electronic
messaging boards and fast toll systems), fuel cell buses, and other clean fuel buses.
However, the Administration does not recommend new funding, only a continuing
commitment to existing funding.

In terms of new initiatives, the energy report recommends that the government
partner with the trucking industry to study ways to reduce emissions and fuel
consumption caused by idling at truck stops. Thiscould be achieved through portable
generators or through truck stop electrification. After such a study is completed,
funding could be proposed for implementation of any further plans.

Aswasmentioned above, the Administration al so recommendsthe smplification
of the clean gasoline system in the United States. While major changes would likely
require legidation, some goals could be achieved through regulation. Therefore, the
energy plan recommends that the Environmental Protection Agency (EPA) study
possible regulatory changes. Finaly, the plan recommends that the President
cooperate with other countries to find alternatives to oil consumption, particularly in
the transportation sector.

Transportation Provisions in H.R. 4. The comprehensive House energy
bill, H.R. 4, covers many of the same transportation issues as the Administration’s
energy policy, but goes further on some initiatives, such as alternative fuels and fuel
economy. However, it does not address some issues, such as the alcohol fuels tax
incentives.

In the realm of advanced technology and alternative fuel vehicles, the bill has
several provisions. The bill would provide tax creditsfor the purchase of aternative
fuel, fuel cel, and hybrid vehicles, and expand the existing credit for electric vehicles.
Further, it would extend the existing tax deduction for the installation of refueling
infrastructure for aternative fuel vehicles. The bill would authorize $200 million to
provide grants to state and local governments, as well as transit authorities, for the
purchase of aternative fuel and advanced diesel vehicles, and fueling infrastructure
for thosevehicles. Further, thebill would authorize $40 millionin FY 2002, increasing
to $80 millionin FY 2006, as grants for the purchase of alternative fuel and advanced
diesel school buses. Finally, thebill would allow statesto exempt alternative fuel and
hybrid vehicles from high-occupancy vehicle (HOV) restrictions, alowing such
vehiclesto use HOV lanes with no minimum occupancy requirement.™

H.R. 4 asoamsto reduce petroleum consumption. Thebill would requireDOT
to increase CAFE standardsfor light trucks for model years 2004 through 2010 such
that 5 billion gallons of gasoline will be saved, about 0.5% of total U.S. projected
gasoline consumption during the period.” In addition, the bill would require that the
average fuel economy of federal vehicles purchased in 2003 be 1 mile per gallon
(mpg) higher than the current federa fleet average, and 3 mpg higher in 2005.

®For more information on aternative fuels, see CRS Report RL30758, Alternative
Transportation Fuels and Vehicles: Energy, Environment, and Development Issues.

Energy Information Administration. Annual Energy Outlook 2001. Table 11.
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Other provisions of H.R. 4 would require federal studies. For example, the bill
would require EPA to study systemsto eliminate idling at truck stops. In addition,
EPA would be required to study ways in which the clean gasoline system could be
simplified and the costs of gasoline regulations minimized.

(For more background, see CRS Issue Brief 1IB90122, Automobile and Light
Truck Fuel Economy: Is CAFE Up to Standards?)

Electricity Restructuring

The Bush Administration’s energy policy cals for comprehensive electric
restructuring legid ation and makes recommendations touching upon broad principles
of restructuring, as well as on generation and transmission infrastructure. The plan
includes severa legidative, aswell as administrative, proposals.

Comprehensivelegidationinvolvesat |east threeissues. Thefirst isreform of the
Public Utility Holding Company Act (PUHCA, 15 U.S.C. 79). Some electric utilities
want PUHCA changed so they can more easily diversify their assets. State regulators
have expressed concerns that increased diversification could lead to abuses such as
cross-subsidization. Consumer groups have expressed concern that a repea of
PUHCA could exacerbate market power abusesinamonopolistic industry wheretrue
competition does not yet exist.

The second issue concerns the provisions of the Public Utility Regulatory
Policies Act of 1978 (PURPA, 16 U.S.C. 2601) that require utilities to purchase
power from certain classes of non-utility generators. Many investor-owned utilities
support repeal of these provisions. They arguethat their state regulators " misguided”
implementation of PURPA hasforced themto pay contractually high pricesfor power
that they do not need. Opponents of this legislation argue that it will decrease
competition and impede development of renewable energy.

Thethirdissueisretail wheeling. It involvesalowing retail customersto choose
their electric generation supplier. Currently, thisisunder state jurisdiction; 24 states
and the Digtrict of Columbia have moved toward retail wheeling. However, some
have argued that the federal government should act as a backstop to ensure that al
states introduce retail wheeling, preempting state authority if necessary.

In addition, the Bush Administration’s energy policy cals for comprehensive
electric restructuring legidation to include: promotion of competition, consumer
protection, reiability enhancements, efficiency improvements, and a promotion of
renewable energy. No comprehensive electric restructuring legislation has been
introduced in the 107" Congress, though several comprehensivebillswereintroduced
in the 106™ Congress (see CRS Report RL30087).

The Administration energy report includes proposals that could affect the
transmission system. The regulatory regime has been shifting in the eectricity
industry, but investment ininfrastructure hasnot kept up with increasesin bulk power
transfers and electricity demand. Electricity demand has been growing at 2-3% per
year, but additions to the transmission system have been growing by only 0.7% per
year. So, in addition to generation capacity shortages that have recently become
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apparent in the Western United States, transmission lines are congested in severdl
regions of the United States.

Currently, membership in North American Electric Reliability Council (NERC),
an organization formed to promote the reliability of the generation and transmission
system, isvoluntary. NERC has no authority to enforce reliability standards. Under
the Bush Administration policy, the Secretary of Energy isto work with the Federa
Energy Regulatory Commission (FERC) to enhancerdliability of thetransmissiongrid
andtodeveloprdiability legidationto create aself-regul atory organization that would
be subject to FERC oversight. There are four bills that have been introduced in the
107" Congress that would establish an Electric Reliability Organization (ERO) that
would prescribe rdliability standards that would be enforceable by FERC.*
Membership in an ERO would be mandatory under these bills.

One reason that transmission lines have not been built in recent years is the
difficulty in siting the lines. Even though the transmission of electricity is considered
interstate commerce, the siting of transmission lines remains the responsibility of the
states. In addition, severa federal agencies play various roles in the siting process,
primarily withregardsto environmental impacts. Siting and buildingtransmissionlines
has been very difficult because of citizen opposition as well as inconsistent siting
requirementsamong states. To addressthisissue, the NEP report callsfor legislation
that would extend federal authority to obtain rights-of-way for el ectricity transmission
lines. Similar authority exists for natural gas pipelines. Some states' rights and
property rights groups oppose such legidation.

Thethird transmission proposal inthe NEP report isfor the Secretary of Energy
to authorize the Western Area Power Administration (WAPA), a DOE agency that
sdls eectricity from federal dams, to explore relieving the transmission system
congestion in Cdifornia at the Path 15 constraint, where there is insufficient
transmission capacity between the northern and southern parts of the state.. The Path
15 lineisowned by Pacific Gas and Electric (PG&E). Legidationisnot required for
WAPA to conduct an investigation of the problem and to propose possible solutions
The NEP proposes that construction be financed by non-federal contributions. On
May 28, 2001, Energy Secretary Abraham directed WAPA to complete its planning
of the Path 15 upgrade and determine whether outside parties would beinterested in
financing and co-owning the transmission line. Western is now in the process of
reviewing the 13 proposal s submitted by private investorsand utilities, and will make
arecommendation to the Secretary of Energy. However, electricity carried on Path
15 isgenerated primarily by non-federal entities. If WAPA gains ownership of Path
15 beyond the actua portion that moves federal power, WAPA'’s role would be
expanded beyond its current statutory authority of marketing federal power.

Electricity restructuring provisions were not included in H.R. 4, other than
varioustax provisionsrelated to industry regulatory changes. The House Energy and

2H.R. 312, S. 172, S. 388, and S. 597
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Commerce Committee leadership has announced plans to circulate draft electricity
restructuring legislation in September and mark up legislation in October.?

(For more information, see CRS Electronic Briefing Book on Electric Utility
Restructuring.)

Energy Tax Incentives

In general, the Bush Administration hasnot been supportive of widespread use
of energy tax subsidies and incentives, which it views as being inconsistent with the
free market. It has, however, recommended a selected number of energy tax
incentives, mostly for renewable technologies and aternative fuels. Four of these
incentives first appeared in the Administration’s FY 2002 budget proposal, but they
were incorporated into the NEP report, which also recommended four additional
energy tax incentives.

The Administration provided far more detailsabout itsenergy tax incentivesthat
were first proposed in the budget than those in the NEP report, which are described
only in the most general way. All of these proposals have been included in H.R. 4,
which proposes a mgjor expansion of energy tax incentives for energy supply and
conservation. Inthefollowing discussion, differencesbetween the Bush proposalsand
H.R. 4 are noted wherever possible.

Liberalization of the Current 845 Tax Credit. Internal Revenue Code 845
allows taxpayers to claim a 1.5¢ credit in 1992 dollars (adjusted for inflation this
credit is 1.7¢ for the year 2001) per kilowatt-hour for electricity produced from
qualified wind energy, "closed-loop" biomass (organic materia from plants grown
exclusively asfuel for electricity production), or poultry waste. The e ectricity must
be produced from afacility owned by ataxpayer and it must be sold to an unrelated
third party. The credit is allowed for the first 10 years of production from a new
facility placed into service before January 1, 2002. Use of waste materials (such as
scrap wood or agricultural/municipal waste) or timber does not qudify for the credit.
Also, plants cannot be co-fired with any petroleum-based fuel or coal.

The Bush Administration FY 2002 budget proposes to 1) extend the placed-in-
service rule for wind and biomass facilities to January 1, 2005, 2) extend the credit,
but at reduced rates, to forest-rel ated productsand agricultural biomass products, and
3) allow biomass co-fired with coal to qualify for areduced tax credit for electricity
produced from January 1, 2002, through December 31, 2004.

Likethe Administration’s proposal, H.R. 4 would extend and modify the credit,
expanding the types of qualifying technologies. However, H.R. 4 would extend the
placed-in-service rule to January 1, 2007, rather than January 1, 2005. Like the
Administration’ sproposal, H.R. 4 would expand the credit to open-loop biomassand

ZQpening Statement of Rep. Joe Barton, Chairman of House Subcommittee on Energy and
Air Quality, Energy and Commerce Committee. Nationa Electricity Policy: Barriers to
Competitive Generation. Hearing, July 27, 2001.
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to landfill gas. But H.R. 4 would not expand the credit to gas produced from dual
fired coal-biomass systems.

15% Energy Tax Credit for Residential Solar Property. Thereisnotax
credit for residentia application of renewable energy technologies such as solar and
wind under current law although businessinvestment in solar and geothermal systems
qualify for a 10% investment tax credit. A tax credit for residential applications of
solar and wind technologies was part of President Carter’s National Energy Plan of
1978. Theresidential tax credits for solar and wind were initially 30% up to $2,000
of cost and 20% of the next $8,000 of cost (the maximum cost was $10,000, and the
maximum credit was $2,200). In 1980 the rate was increased to a flat 40% of up to
$10,000 in system cost, for amaximum per dwelling tax credit of $4,000. For solar,
the tax credit covered only active (or mechanical) solar systems and photovoltaic
systems; passive solar investmentswere excluded. These creditsexpired at the end of
1985 and have not been reinstated.

The Bush FY 2002 budget and the NEP report propose a nonrefundable income
tax credit of 15% of the costs of severa types of residential solar technologies to
either heat or cool a building or to heat water (except in swimming pools). The
maximum credit would be $2,000. The provision in H.R. 4 appears to be identical
to the President’ s proposal.

Tax Treatment of Nuclear Decommissioning Funds. Owners of
nuclear power plants are required to establish independent trust funds, and to make
contributions to those funds, as a reserve to ensure that funds are available to
decommission those plants when they are retired. Decommissioning basically means
the dismantling of the plants, disposal of the resulting nuclear waste, and cleaning up
of the sites.

Nuclear decommissioning funds may be transferred tax-free in connection with
achange in ownership of the nuclear facility to which they relate, but the transferee
generaly hasto bearegulated utility digibleto maintain aqualified decommissioning
fund. Thisand other rules spelling out the tax treatment of nuclear decommissioning
costs were enacted during a time when all nuclear power plants were operated by
regulated public utilities, and when any transfers of plant assets occurred between
such regulated entities.

Electric industry restructuring, with its separate ownership of generation,
transmission, and distribution facilities, may lead to the sale or disposition of nuclear
generating plants— and, therefore, of the decommissioning fund assets to which they
relate — to parties that are not regulated public utilities as the law requires for tax-
exempt transactions. Under certain conditions in a deregulated and restructured
industry, ambiguity regarding the tax treatment of decommissioning fund transfers
may make such transactions taxable.

The President’ s budget proposal would specify that transfers of nuclear power
plants to non-regulated companies receive the same tax benefits as transfers to
regulated entities. Severa other decommissioning provisions are also proposed:
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® Remove the restriction that deductible amounts are limited to those reported
to public service commissions under cost-of-service regulations. This means
that deductions could begreater than allowed under current law and would till
be alowable in arestructured, competitive market.

® Reped the requirement that a plant owner obtain a ruling from the Interna
Revenue Service (IRS) before determining the amount deductible, thus
reducing administrative burden.

e Eliminate the requirement under current law that actual decommissioning
expenses not be deductible until economic performance of the servicesoccurs.
Instead, such expenses would be deductible when paid or incurred.

H.R. 4 appearsto beidentica to the President’s proposal, athough H.R. 4 dso
includes other tax provisions relating to electric industry restructuring.

Thenuclear power industry haslong contended that taxation of decommissioning
fund transfers could impede the ongoing consolidation of nuclear plant ownership,
which the industry says is crucia for maintaining the economic viability of many
reactorsin competitive electricity markets. Environmental groups and other nuclear
opponents contend the Administration’s decommissioning tax proposals is an
unwarranted subsidy.

NetIncome Limitation for Percentage Depletion. Firmsthat extract oil,
gas, or other mineras are permitted a deduction to recover their capital investment
inthe minera reserve, which depreciates due to the physical and economic depletion
or exhaustion of the reserve as the minera isrecovered (IRC 8611). There are two
methods of calculating thisdeduction: cost depletion and percentage depletion. Cost
depletion allows for the recovery of the actual capital investment — the costs of
discovering, purchasing, and developing a mineral reserve — over the period during
which the reserve produces income. Under this method, the total deductions cannot
exceed the original capital investment. Under percentage depletion, the deduction for
recovery of capital investment isafixed percentage of the"grossincome' —i.e., sales
revenue—from the sale of themineral. Under this method, total deductions may, and
typicaly do, exceed the capital invested.

IRC 8613 states that mineral producers must clam the higher of the two
deductions. The percentage depletion rate for oil and gasis 15%. In 1990, a higher
depletion rate for margind wells — oil from stripper wells — was enacted for
independent producers and royalty owners.

In amajor reform of the nation’ s energy tax lawsin 1975, percentage depletion
was repealed for the mgjor integrated oil companies—the mgjorswould haveto clam
cost depletion. After 1975, only independent producers would be able to claim
percentage depletion, and only on limited quantitiesof oil and gas. Currently, the 15%
percentage depletion allowance applies only up to average daily production of 1,000
barrels of ail, or its equivalent in gas per day. An independent oil and gas producer
isonethat 1) never refines more than 50,000 barrels per day of crude oil on any given
day during the producer’s taxable year, and 2) has gross receipts from retall
operations of $5 million or less.
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There are other limitations. Percentage depletion for oil and gasislimited to the
lesser of 100% of the taxable income from each property before the depletion
allowance, or 65% of the taxable income from al propertiesfor each producer. For
ten years ending December 31, 1999, the 100% taxable income limitation was
suspended for margina wells. The suspension having ended, the 100% net income
limitation for margina wells was reinstated on January 1, 2000. Severd tax bills
during the 105" and 106™ Congresses proposed to reinstate the suspension, but none
was enacted.

ThePresident’ sbudget proposal would reinstate the suspensi on of the 100% net
income limitation, making it available through December 31, 2002. H.R. 4 would,
among other oil and gas tax liberalizations, extend the suspension of the 100% net
income limitation by 5 years through December 31, 2006.

Income Tax Credit for Hybrid and Fuel Cell Vehicles. Hybrid vehicles
combine an el ectric motor and battery pack with agasoline or diesel engineinvarious
configurations. Thesevehiclestend to bevery efficient, with higher fuel economy and
range than conventional vehicles. Fuel cell vehiclesare basically electric vehicles but
the source of the eectricity isachemical reaction between fuels stored inthe vehicles
tank (as opposed to batteries, which need regular recharging).

Alternative-fuel vehicles (AFVs) operating solely on specified aternative fuels
can qualify for tax deductions of up to $2,000 for a vehicle up to 10,000 Ibs., up to
$5,000 for atruck or van of 10,000 to 26,000 Ibs., and up to $50,000 for atruck or
van weighing more than 26,000 Ibs. Within those limits, the tax deductions for a
dedicated AFV can be applied to the full cost of the engine, the fuel delivery system,
and the exhaust system. For adual-fuel vehicle, the tax deductions are limited to the
incremental cost of the same components compared with the systemsfor conventiona
fuels. Alternative fuels are defined as compressed natural gas, liquefied petroleum
gas, liquefied natura gas, hydrogen, electricity, and fuels that include 85% al cohal,
ether, or any combination of these. In addition, all of the property that qualifies for
the deduction — the new vehicle or the conversion equipment — must be new.

Quadlifying vehicles must meet any applicable federa and state environmental
standards. For business taxpayers, the basis of the property for purposes of the
depreciation deduction isreduced by the amount of clean-fuel-vehicle deduction. In
general, each of these deductions terminates at the end of 2004. But for new clean-
fuel burning vehicles or retrofit equipment, the deduction is phased out evenly over
a 3-year period beginning in January 2002.

The NEP report recommends that Congress develop legidlation to provide a
temporary income tax credit available for the purchase of a new hybrid or fuel cell
vehicle. Such a credit would be provided between 2002 and 2007. As part of a
significant expansi on of thesetax incentivesfor alternative-fuel vehicles, H.R. 4 would
provide an income tax credit for hybrid vehicles and fuel cell vehicles, which would
depend upon vehicle weight, energy efficiency, and emissions performance. The
credit for hybrid vehicles would range from $250 to $10,000; the credit for fue cell
vehicles would range from $4,000 to $40,000, which would aso apply to electric
vehicles under a significant liberalization of that tax credit. The proposal would aso
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provide a new income tax credit, ranging from between $5,000 to $40,000 for an
“advanced |ean-burn technology motor vehicle.”

Investment Tax Credit for Distributed Power Technologies.
Distributed power systems and technologies are small electricity generating and
storage systems (self-generated power) and smal cogeneration systems, also called
combined heat and power systems. Such technologies alow industrial, commercial,
and evenresidential users(such asapartment buildings) to generate or storetheir own
electricity — generated for their own use rather than for sale to others — and thus
either be completely independent from or rely lesson electric grids. Thetechnologies
are defined primarily by size and by their on-site feature, and thus could include smal
diesdl engines, internal combustion engines, and microturbines.

Current tax law provides no tax credit for these types of energy equipment.
Cogeneration equipment was added in 1980 to the list of property qualifying for the
10% business energy investment tax credits under the Energy Tax Act of 1978 (P.L.
95-618). These expired at the end of 1982, three years before the expiration of the
residential energy tax credits and the other business energy tax credits.

Under current law, the depreciation treatment of these technol ogiesal so depends
on the application. In commercia and residential building applications these
technologies are generaly treated as structura components for purposes of
depreciation, which meansamuch longer write-off period (39 years), and straight line
depreciation. In industrial applications, the depreciation system to be used depends
on the capacity of thetechnology: thoserated at more than 500 kilowattsin capacity
aredepreciated over 15 yearsus ng the 150% declining balance method; technologies
rated at 500 kilowatts or lesshave no uniform recovery period but are assigned to the
equipment class for the corresponding manufacturing activity of the taxpayer.

The NEP report recommends increased energy efficiency through promoting
combined heat and power projects either by shortening the depreciation life or by
providing investment tax credits for the equipment. H.R. 4 would provide both an
income tax credit — at the rate of 10% — and shorter depreciation period (15 years)
for systems that are not structural components.

Liberalization of the 829 Tax Credit for the Production of Fuels from
Unconventional Sources. IRC 8§29 providesfor aproduction tax credit of $3 per
barrel of oil-equivalent (in 1979 dollars) for certain types of liquid and gaseous fuels
produced from alternative, “unconventional” energy sources — conventional fuels
(methane) mined from “unconventional” locations (such as coa mines) or produced
from alternative resources (such as landfills), or aternative fuels produced from
conventional fossl fuels (such as coal). This credit is also known as the non-
conventional fuels credit, or more smply, the “section 29 credit.”

The full credit is available if oil prices fall below $23.50 per barrel (in 1979
dollars); the credit is phased out as oil prices rise from $23.50 to $29.50 (again, in
1979 dollars). Thus, both the credit and the phase-out range has been adjusted for
inflation since 1979. Currently, the credit is over $6.00 per barrel of liquid fuels
($6.14 in 2000) and over $1.00 per thousand cubic feet (mcf) for gaseous fuels, and
the phase-out range for oil pricesis currently from about $47 to $59 per barrel. The
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credit for tight sands gasisfixed at the 1979 level of $3 per barrel of oil equivalent
(about $0.50 per mcf) and is not indexed to inflation. With recent low per-barrel oil
prices (averaging $15.56 for 1999), the credit was fully in effect in 2000. Even with
the higher prices of 2000, the credit has been fully in effect and is expected to remain
so in the near future.

Quadlifying fuels include oil produced from shale or tar sands, synthetic fuels
(either liquid, gaseous, or solid) produced from coal, and gas produced from either
geopressurized brine, Devonian shale, tight formations, or biomass, and coalbed
methane (a colorless and odorless natural gas that permeates coal seams and that is
virtualy identical to conventional natural gas). For most qualifying fuels, the
production tax credit is available through December 31, 2002, provided that the
facilities were placed in service (or wells drilled) by December 31, 1992. For gas
produced from biomass such as biogas from landfills, and synthetic fuels produced
from coal or lignite, the credit is available through December 31, 2007, but only for
facilities that have been placed in service (or well drilled) before July 1, 1998,
pursuant to abinding contract entered into before January 1, 1997. Thus new landfill
projects do not qualify for the tax credit.

The 829 credit is reduced to the extent that a project is financed from
government grants, subsidized or tax-exempt bonds, or receives other subsidies or
benefits. For example, the credit isreduced to the extent that certain other energy tax
creditsare claimed for the same project (such asthe enhanced oil recovery tax credit).
Finally, the credit is nonrefundable, and it is limited to the excess of a taxpayer's
regular tax over severa tax credits and the alternative minimum tax.

The Bush Administration policy proposes to expand the 829 tax credit to make
it avallable for new landfal methane gas (biogas). The credit would be tiered,
depending on whether local or federa air pollution laws required the taxpayer to
collect or flare the gas. H.R. 4 would extend the placed-in-service rule for existing
fuels from January 1, 1993 to between the date of enactment and January 1, 2007.
For such fuelsthe credit would be extended from December 31, 2002 — which means
that the credit expires at the end of next year — to four years after the onset of
production. For landfill gas, H.R. 4 would allow facilities placed in service between
July 1, 1998 through December 31, 2006 to qudlify for the tax credit, which would
be available for five years after the onset of production.

Continuation of the Excise Tax Exemption for Alcohol Fuels. There
arefour federal tax subsidiesthat are available for the production and use of acohol
transportation fuels. The most important tax incentive for alcohol fuels — the one
most responsible for the development of the alcohol fuels market — is the partial
exemption, currently at 5.3¢ per gallon, from the otherwise standard excisetax rates
on gasoline, diesdl, and other transportation fuels. Mixtures of 90% gasoline and
10% alcohol (typically called gasohol) are taxed at 13.1¢ per gallon — they are
exempt from 5.3¢ of thetax. Since January 1, 1993, mixturesthat are 7.7% or 5.7%
alcohal (either ethanol or methanol) havereceived aprorated exemption. Thus, 7.7%
ethanol blendsqudify for a4.081¢ exemption (they are taxed at 14.319¢ per gallon);
and 5.7% ethanol blends qualify for a 3.021¢ per gallon exemption (they are taxed
at 15.379¢ per gallon).
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The 5.7% and 7.7% blends correspond, respectively, to the 2.0% and 2.7%
oxygen content standard for gasoline sold in 0zone nonattainment areas and carbon
monoxide nonattainment areas under the Clean Air Act.”® Most gasohol sales are
exempt at therate of 5.3¢ per gallon becausethey are 90/10 blends. Inall these cases,
the exemption equates to 53¢ per gallon of ethanol.?* Finaly, straight (or neat)
alcohol fuels— mixturesthat contain a minimum of 85% alcohol — aso qualify for
the excise tax exemption at varying rates. For example, straight biomass-ethanol is
taxed at arate of 13.1¢ (a 5.3¢-exemption); straight biomass-methanol istaxed at
arate of 12.4¢ per gallon (a 6.0¢-exemption). The market for these straight, or neat
fuels, isvery smal.®

The federal tax exemptions for alcohol fuels also apply to certain fuel additives
called oxygenates, provided they are produced from renewabl es such as corn and not
from fossil fuels such as natural gas. In 1995, the IRS ruled that blends of ETBE
(ethyl tertiary butyl ether) and gasoline would qualify for the partial excise tax
exemption. ETBE isa compound derived from a chemica reaction between ethanol
and isobutylene (a byproduct of both the petroleum refining process and natural gas
liquids).?® In this reaction, the ethanol is chemically transformed and is not present
as a separate chemica in the fina product. In effect these rulings ensured that the
oxygenate required under the CAA would also quaify for thetax subsidies. Allowing
ETBE to qualify for this tax exemption was intended to further stimulate the
production of ethanol. Allowing ETBE to qualify for thefederal tax subsidiesreduces
the price differential between it and MTBE (methyl tertiary butyl ether), its main
competitor.

2 Clean Air Act (CAA), as amended in 1990 requires that all gasoline sold in the winter
months in the 40 carbon monoxide (CO) non-attainment areas contain at least 2.7%
oxygenate. Oxygenates add oxygen to gasoline and make the fuel burn more completely and
more cleanly. Thispart of the program began on November 1, 1992. The CAA asorequires
that all gasoline sold in 9 ozone non-attainment areas be reformul ated gasoline, containing at
least 2% oxygenates. Reformulated gasoline involves amore complex and extensive change
to the chemica properties of fuel to 1) reduce emissions of volatile organic compounds
(which form ozone), 2) reduce emissions of toxic compounds (such as formadehyde), and 3)
keep emissions of nitrogen oxide from increasing.

%Al cohol blended with diesdl fuel or any one of the other special motor fuelsis also partially
exempt from tax. The exemption for “gasohol” blends also applies to blends of diesel and
biomass—derived acohol and blends of a special motor fuel and biomass—derived alcohal,
whether ethanol or methanol.

% To qualify for any of the above exemptions, the alcohol must be at least 190 proof (95%
pure a cohol, determined without regard to any added denaturantsor impurities). Technicaly,
both ethanol and methanol qualify for the exemption as long as they are not derived from
petroleum, natural gas, cod, or peat. In practice, however, virtualy al fue acohol is
ethanol produced from corn; very little, if any, methanol is produced from wood, and other
biomass (or renewable) sources because it is generally uneconomic. Although blends of
gasoline with biomass—derived methanol would also qualify under the tax code, such blends
are disqualified under the Clean Air Act because of the associated increase of emissions of
ozone-forming pollutants.

% Natural gas liquids are those components of wellhead gas — ethane, propane, butanes,
pentanes, natural gasoline, and condensate, etc. — that are liquefied at the surface in lease
separators, field facilities, or gas processing plants.
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In place of the excise tax exemption, gasohol blenders may claim an income tax
credit, generaly at 53¢ per gallon of alcohol, for acohol used to produce aqualified
mixture (a mixture of acohol and gasoline, or a mixture of alcohol and any other
specia motor fuel) under 840 of the Internal Revenue Code. The mixture must either
be sold for use as afud (not merely as an octane enhancer) or used as afuel in the
producer’ stradeor business. Anincometax credit isalso availablefor straight alcohol
used as fudl. Thiscredit is available only to the user directly (who must useitina
trade or business), or to the seller who must sdll it at retail to the ultimate user (as
long asit isplaced inthe fud tank of the buyer’s vehicle). Thus, whether the acohol
isablend or straight fuel determineswho quaifiesfor thetax credit. Inal these cases,
the alcohol may be either ethanol or methanol but must not be produced from fossi
fuels, effectively limiting the tax credit to ethanol from corn.

The production of alcohol may aso qualify for the 829 tax credit (which was
discussed above, on p. 6) if produced synthetically from coa. However, this
procedure is so uneconomic that there is no such production taking place.

The Bush proposal isnot specific but indicatesthat the Administration will work
with the Congress to continue the excise tax exemption. There is no such provision
inH.R. 4.

(For more information, see CRS Issue Brief IB10054, Energy Tax Policy.)



