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INDUSTRIAL AND COMMERCIAL ENERGY TAX
CREDITS

MONDAY, OCTOBER 19, 1981

U.S. SENATE,
COMMITTEE ON FINANCE,

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:07 a.m., in room
2221, Dirksen Senate Office Building, Hon. Malcolm Wallop (chair-
man of the subcommittee) presiding.

Present: Senators Wallop, Durenberger, and Grassley.
[The committees press releases announcing this hearing, the bills

S. 750 and S. 1288, The Joint Tax Committee's description, and the
prepared statements of Senators Wallop and Dole follow:]

(1)
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Press Release No. 81-164

P R E S S R E L E A S E

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
September 25, 1981 UNITED STATES SENATE

Subcommittee on Energy
and Agricultural Taxation

2227 Dirksen Senate
Office Building

FINANCE SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
SETS HEARING ON INDUSTRIAL AND COMMERCIAL ENERGY TAX CREDITS

Senator Malcolm Wallop, Chairman of the Subcommittee on
Energy and Agricultural Taxation of the Senate Committee on
Finance announced today that the Subcommittee will hold a hearing
on industrial and commercial energy tax credits on Monday, October
19, 1981.

The hearing will begin at 9:30 a.m. on October 19, 1981, in
Room -7-of the D-rksen Senate Office Building.

Senator Wallop stated, "Energy conservation remains one of
the most economic, safest and most environmentally sound methods
of reducing our dependence on foreign nrsergy sources. For this
reason I have long backed carefully targeted tax incentives to
encourage energy conservation. [Despite the Federal Government's
need for additional revenue, I reject the notion that we should
abandon our efforts to continue to encourage energy conservation
through an extension and better targeting of the existing business
energy tax credits. I hope this hearing will provide some con-
structive dialogue on the future direction of the energy tax
incentives.*

The bills that will be considered at the hearing are:

S. 750 (Senator Wallop, et al) - The Industrial Energy
Security Tax Incentives Act of 1981; and

S. 1288 (Senator Durenberger) - Commercial Business Energy
~ Tax Credit Act of 1981.

Requests to Testify.--Witnesses who desire to testify at the
hearing on October 1§, 1981 must submit a written request to
Robert E. Lighthizer, Chief Counsel, Committee on Finance, Room
2227, Dirksen Senate Office Building, Washington, D.C. 20510, to
be received no later than noon on Monday, October 12, 1981. Witnesses
will be notified as soon as practicable thereafter whether it has

I
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'.been possible to schedule them to present oral testimony. If for
some reason a witness is unable to appear at the time scheduled#
he may file a written statement for the record in lieu of the
personal appearance. In such case a witness should notify the
Committee on his inability to appear as soon as possible.

Consolidated Testimony.--Senator Wallop urges all witnesses
who have a common position or who have the same general interest
to consolidate their testimony and designate a single spokesman
to present their common viewpoint orally to the Subcommittee.
This procedure will enable the Subcommittee to receive a wider
expression of views than it might otherwise obtain. Senator
Wallop urges very strongly that all witnesses exert a maximum
effort to consolidate and coordinate their statements.

Legislative Reorganization Act.--Senator Wallop stated that
the Legislative Reorganization Act of 1946, as amended, requires
all witnesses appearing before the Committees of Congress "to
file in advance written statements of their proposed testimony
and to limit their oral presentations to brief summaries of their
argument."

Witnesses scheduled to testify should comply with the following
rules:

(1) A copy of the statement must be filed not later than
noon on the last business day before the witness is
scheduled to appear.

(2) All witnesses must include with their written statement
a summary of the principal points included in the
statement.

(3) The written statements must be typed on letter-size
a er (not legal size) and at least 100 copies must

be submitted by noon on Friday, October 16, 1981.

(4) Witnesses should not read their written statements
to the Subco'mmittee, but ought instead to confine
their oral presentation to a summary of the points
included in the statement.

(5) Not more than five minutes will be allowed for the
oral summary.

Written Statements.--Witnesses who are not scheduled to make
oral presentations, and others who desire to present their views
to the Subcommittee, are urged to prepare a written statement for
submission and inclusion in the printed record of the hearings.
These written statements should be typewritten# not more than 25
double-spaced pages in length, and mailed with five (5) copies to
Robert E. Lighthizer, Chief Counsel, Committee on Finance, Room
2227, Dirksen Senate Office Building# Washington, D.C. 20510, not
later than Monday, November 2. 1981.

P.R. # 81-164
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Press Release No. 81-164
(Revised)

PRESS RELEASE

FOR IMMEDIATE RELEASE
October 13, 1981

COMMITTEE ON FINANCE
UNITED STATES SENATE
Subcommittee on Energy and

and Agricultural Taxation
2227 Dirksen Senate Office

Building

FINANCE SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
RESCHEDULES HEARING ON INDUSTRIAL AND

COMMERCIAL ENERGY TAX CREDITS

Senator Malcolm Wallop, Chairman of the Subcommittee on Energy
and Agricultural Taxation of the Senate Committee on Finance,
announced today that the Subcommittee's hearing scheduled for
Monday, October 19, 1981 wilI-begin at 9:00 a*m. .in Room 2221 of
the Dirksen Senate Office Building, not 9:30 a.m. as originally
announced.

P.R.#81-164
(Revised)



DESCRIPTION OF
ENERGY TAX CREDIT BILLS

(S6 750 and S. 1288)
SCHEDULED FOR A HEARING

BEFORE THE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL
TAXATION

OF THE

K' COMMITTEE ON FINANCE

ON OCTOBER 19, 1981

PRE PARED FOR THE USE OF Tml

COMMITTEE ON FINANCE

INTRODUCTION
The bills described in this pamphlet have been scheduled for a publichearing on October 19, 1981, by the Subcommittee on Energy and

Agricultural Taxation of the Senate Finance Committee.
There are two bills scheduled for the hearing: S. 750 (relating to

tax credits for investments in energy efficiency and fuel conservation
projects) and S. 1288 (relating to energy tax credits for certain invest-
ments by commnqrcial businesses).

The first part of this pamphlet contains a summary of the bills.
This part is followed by a more detailed description of each bill, in-
cluding present law, issues, an explanation of the provisions of each
bill, their effective dates, and estimated revenue effects.

(5)
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L SUMMARY
Present Law

In addition to the generally applicable 10-percent investment tax
credit, a 10-percent nonrefundable tax credit is provided for invest-
ments in alternative energy property (sec. 48(1) (3)), specially defined
energy property (sec. 48(I)(5)),recycling equipment (see. 48(1) (6)),
and cogeneration equipment (sec. 48(1) (14)). Each item in these cate-
gories is specifically defined and none includes either a general pro-
vision permitting a credit based on energy savings or a provision al-
lowing a credit for investments with respect to office buildings or
retail stores.

S. 750-Senator Wallop, et al
The bill would expand availability for the energy tax credits for

investments in alternative energy property, specially defined energy
property, recycling equipment, and cogeneration equipment, increase
these credits from 10 percent to 20 percent, and extend these credits
through 1986. The bill also would provide a new credit for certain
energy efficiency and fuel conservation expenditures based on the
amount of energy saved by the investment.

S. 1288-Senator Durenberger, et al
The bill would modify the definition of specially defined energy

property to include eleven new energy saving devices, increase the
level of the credit from 10 to 20 percent, and extend the credit
through 1986. Eligibility would be extended from items installed in
connection with industrial or commercial processes to property in-
stalled in connection with any existing industrial, retail or commer-
cial process, activity, facility, building or equipment. The bill also
would provide a 20-percent energy credit for insulation installed in
or on an existing industrial, retail, or commercial building.
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II. DESCRIPTION OF BILLS

1. S. 750-Senators Wallop, Baucus,
Boren, Chafee, Long, et al.

;Energy Credit for Energy Efficiency and Fuel Conservation
Projects

Present Law
In addition to the regular investment tax credit and cost recovery

allowances, present law provides a nonrefundable energy tax credit for
investments in certain business energy property. The amount of the
credit generally is 10 percent of the taxpayer's cost of acquiring or
constructing eligible property. The credits generally expire after
December 31, 1982; however, the expiration date is extended through
1990 for taxpayers with projects that require substantial planning and
construction if certain affirmative commitments have been made in a
timely fashion.

Eligible property includes alternative energy property, which in-
cludes boilers and burners fueled by an alternate substance (i.e., other
than oil, natural gas, or one of their products.), equipment that uses an
alternate substance to make a synthetic liquid, gaseous, or solid fuel,
certain coal conversion equipment, and related handling and pollution
control equipment.

Specially defined energy property also qualifies for the energy tax
credit. Items specified as specially defined energy property include
recuperators, heat wheels heat exchangers, and automatic energy con-
trol systems. To be eligible, the principal purpose of the equipment
must be to reduce the amount of energy consumed in an existing com-
mercial or industrial process. Under Treasury regulations, a com-
mercial or industrial process is defined as a method of producing a
desired result by chemical, physical or mechanical action (Treas. Reg.
§ 1.46-9(f)). In addition to the specified items, the Secretary may add
additional items of qualifying property if certain standards are satis-
fied. That authority has not yet been exercised.

Recycling equipment, cogeneration equipment, solar or wind en-
ergy property, hydroelectric equipment, shale oil equipment, bio-
mass property, qualified intercity buses, and equipment for produc-
ing natural gas from geopressured brine are also eligible for the en-
ergy investment tax credit.

188ue8
The following issues arise in connection with the bill:
1. Should the amount of the business energy credit be increased

to 20 percent for certain types of energy property?
2. Should the expiration date of the credit for certain types of

energy property be extended from December 31, 1982, to Decem-
ber 31, 1986?
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3. Should a new 20-percent energy credit apply to property used
to reduce the total amount of natural gas or oil consumed by a
facility, or equipment per unit of output?

4. Should the definitions of specially defined energy property, ilter-
native energy property, alternate substances, recycling equipment,
solid waste, as cogeneration equipment, be modified to extend the
business energy credit to additional types of property?

5. Should the rule excluding public p ropety from the definition
of certain types of energy property apply if the property is installed
in connection with a small power production facility or a qualifying
cogeneration facility ?

6. Should alternative energy property, recycling equipment, quali-
fled hydroelectric generating property, and cogeneration equipment
qualify without regard to present law requirements limiting the
credit to the incremental cost of reducing energy rather than increas-
ing operating capacity ?

Should certain property associated with eligible energy prop-
erty be added as an additional item of qualifying property?

Explanation of the Bill
In general, the bill would increase the energy investment credit to

20 percent for alternative-energy proprty (except geothermal and
ocean thermal property), specially defined energy property, and re-
cycling equipment and extend the expiration date of the credit for
this property to december 31, 1986. The bill would create a new
category of energy property-qualified industrial energy efficiency
property (QIEE P)-that would be eligible for a 20-percent energy
investment credit. In addition, the bill would amend the definition of
certain types of energy property eligible for the energy credit.
Qualified industrial energy efficiency property (QIEEP)

QIEEP must be an integral part of a modification to, or replace-
ment of, all or part of an existing manufacturing, production, or
extraction facility, commercial or industrial process, or item of equip-
ment. The modification or replacement must not increase the total
amount of natural gas or oil (other than waste gases and petroleum
coke or pitch) consumed by the facility, process, or equipment per unit
of output. The property must result in the use of less energy per unit
of output by the facility, process, or equipment. Also, the modification
must result in a reduction of energy consumed by the process, facility,
or equipment of at least 1,000 barrels of oil a year (or the equivalent).

The credit would be reduced if the cost of the energy savings were
excessive or the energy savings warranted investment without regard
to the credit. If the energy saving were less than $10 per barrel of oil
equivalent (BOE), the 20-percent credit would be reduced by 2 per-
centage points for each dollar of BOE cost less than $10. If the energy
saving were more than $60 per BOE, the credit would be $60 multi-
plied-by the amount of saving From $10 through $60 BOE, the full
20-percent energy investment credit would apply.

Qualified property must be new tangible property for which de-
preciation is allowable, have a useful life of 3 or more years, and be
directly related and utilized for energy reduction or conversion.
Public utility property would not be eligible. Qualified property
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must be installed on or in connection with an existing facility. For
the QIEE1P credit, a facility is existing if industrial or commercial
operations were conducted at the site as of January 1, 1981.

No property is eligible for the QIEEP credit if (1) the property
is otherwise energy property eligible for an energy investment credit,
(2) the replaced property is not retired (except ?or standby use), or
(3) the replacement is not on the same or an adjacent site.

The rules governing eligibility for the regular investment credit
would apply with a few modifications. For example, as with other
energyT credits the exclusion of a building and its structural com-
ponents would be disregarded. Boilers fueled by oil or gas would be
eligible for QIEEP notwithstanding their ineligibility f6r the regular
credit. There would be no partial credits; all qualified property with a
useful life of 3 or more years would receive the full 20-percent QIEEP
credit. The credit could be applied against 100 percent of tax liability.

The manner in which the QIEEP credit would operate may be dem-
onstrated by the following example. Assume a taxpayer made
$1,000,000 of qualified expenditures to modernize and improve the
efficiency of an existing industrial process and that none of the invest-
ments were eligible for other energy credits. The tentative QIEEP
credit would be $200,000 (20% X $1,000,000)._To determine the credit
actually allowable, the taxpayer would have to determine the amount
of energy saved (assuming no change in output) and any change in
output. If the investment saved 10,000 barrels of oil (or the equivalent
thereof) (i.e., 10,000 BOE's), then the full 20-percent of credit would
be available since the credit for each BOE saved is between $10 and
$60. (That is 20% credit X $1,000,000 + 10,000 BOE saved=$20 of
credit per BOE). If the investment saved only 2,000 BOE, then the
credit would be reduced from $200,000 to $120,000 as follows: 20%
credit X $1,000,000 + 2,000 BOE=$100 credit per BOE; therefore,
the alternative credit amount is computed as $6 X 2,000 BOE's saved-
$120,000. If the investment saved 40,000 BOE's the credit would be
reduced from $200,000 to $100,000 as follows: 20% credit X $1,000,000
! 40,000 BOE=$5 credit per BOE; therefore, the reduced credit

amount which is $5/$10 X 20% X $1,000,000=$100,000 applies.
If the output is increased by mnre than 10 percent, then the credit

calculated as above is reduced in-proportion to the increase in capacity.
Amendments to energy property definitions

Alternative energy property.-The bill also would amend the defini-
tion of alternative energy property to include equipment for convert-
ing alternate substances into electricity, heat treating furnaces, melt
furnaces, and certain modification equipment. In addition, the bill
would amend the definition of alternate substance to include petroleum
coke, petroleum pitch, synthetic fuels, and any other product produced
from an alternate substance. The Act would also amend the require-
ments for determining whether an alternate substance comprises the
primary fuel for purposes of qualifying as alternative energy
property.

Speia&ly defined energy property.-With respect to specially de-
fined energy property, the bill would specify six additional items of
qualifying property: including (1) industrial insulation, (2) indus-
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trial heat pumps, (3) modifications to burners, combustion systems or
process furnaces, (4) batch operation conversion equipment, (5)
product separation and dewatering equipment, and (6) fluid bed
dryers and calciners. Also, the bill would permit property to qualify
as specially defined energy property even though used in reducing
energy consumed in an industrial or commercial activity rather than
in an industrial or commercial process. Thus, specially defined energy
property installed in retail stores and in office buildings would qualify

for the credit. Under the bill, any items added by the Secretary in
the future would be treated as qualified energy property as of Octo-
ber 1,1978.

Recyoli_. equipment.-The bill would amend the definition of re-
cycing equipment to include property for unloading, transfer, storage,
and reclainung from storage of solid waste. The bill would also add as
eligible property certain fuel processing equipment and equipment to
recover and store other reusable resources and materials without re-
gard to the rule under present law excluding equipment used in a
process after the first marketable product is produced. The definition
of solid waste would be amended to include semi-solid and liquid ma-
terials, including materials resulting from industrial, commercial,
agricultural, or community activities

generation equdpment.--The bill would substantially amend the
definition of cogeneration equipment. Under the bill, cogeneration
equipment would be expanded to include property used as part of a
system for the sequential generation of mechanical power, as well as
electric power, in combination with qualified energy. The bill would
repeal the present law limitations on the use of oil or gas and permit
equipment to qualify without regard to the present law rule limiting
the credit to incremental capacity.

B mMo8 property.-With respect to the definition of biomass prop-
erty, the bill would amend the definition of alternate substance to ex-
clude source separated, separately, collected, recyclable wuste paper.

A88oiated property.-The bill would add a new category of energy
property referred to as "associated property". For alternative energy
property, associated property would mean property to enable utili-
zation of an alternate substance. For specially defined energy prop-
erty, associated property would mean property reasonably necessary
to reduce energy consumed or heat wasted by the process or activity.
For recycling equipment, associated property would mean property
reasonably necessary to achieve the sorting, preparation, or recycling
of solid waste. For cogeneration equipment, associated property would
mean property reasonably necessary to achieve the intended energy
savings. For QIEEP, associated property would mean property
reasonably necessary to reduce energy per unit of output. The energy

percentage for the energy property it was installed in connection with.
Pubim utility property.-The bill would amend the present law

provision excluding public utility property from the definition of
certain types of energy property. Under the bill, public utility prop-
erty would not be eligible for the energy credit for QIEEP. The bill
also would add an exception to the general rule excluding public
utility property from the energy credit for property installed in
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connection with a qualifying small power production facility or a
qualifying cogeneration facility (within the meaning of the Federal
Power Act).

"Existing" facilities.-Under present law, certain equipment qual-
ifies only if it is installed in connection with an existing process or
facility. A facility is "existing" under present law if 50 percent or
more of the basis for the facility is attributable to construction before
October 1, 1978. Under the bill, a facility would be considered
"existing" if industrial or commercial operations were conducted at
that geographic location as of October 1, 1978. Contrary to present
law, a process carried on in an existing facility on October 1, 1978,
would not cease to be treated as such solely because substantial capital
expenditures are made to modify that process after October 1, 1978.

Replacement property.-The bill would limit the availability of
the credit for replacement property. Under the bill no replacement
equipment would qualify as energy -property if the replaced property
is not retired from service (except for property retained as standby
or temporary replacement property during periods the new property
is inoperable because of an energency or repair) or the replacement
property is placed in service at a different site.

iwreimntal co8t.-Under Treasury Regulations, only the incre-
mental cost of reducing energy (rather than increasing operating
capacity) generally is eligible for the credit. The bill would delete
this incremental cost limitation for alternative energy property,
recycling equipment, qualified hydroelectric generating property, and
cogeneration equipment, and clarify the existing rules for determining
incremental costs for other property.

Effective Date
In general, the bill would apply to taxable years ending after Do-

comber 31, 1980.
The amendments with respect to QIEEP would apply for property

acquired by the taxpayer and placed in service after December 31,
1980 but before January 1, 1987, and property constructed by the
taxpayer to the extent of construction expenditures made after 1980
and before 1987.

For QIEEP to which the affirmative commitment rule under the
1980 Act would apply, the credit would apply to property placed in
service before January 1, 1995.

Revenue Effect
Difficulty in defining and measuring the mix of inputs and outputs,

and energy saved per unit of output, and in identifying the related
investment which achieved the energy savings all contribute to uncer-tainty in estimating the revenue impact of this bill. However, prelim-
inary estimates by the Treasury apartment indicate that this bill
would reduce fiscal year budget receipts by approximately $2.5 billion
in 1982 increasing to approximately $5 billion in 1986.

87-648 0 - 82 - 2
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2. S. 1288-Senators Durenberger, Symms, et al.

Commercial Business Energy Tax Credit Act of 1981

Present Law
In addition to the regular investment tax credit and cost recovery

allowances, present law provides an energy investment tax credit for
investments in specially defined energy property. The specific items
enumberated in section 48 (1) (5) as specially defined energy property
are (1) recuperators, (2) heat wheels, (3) regenerators, (4) heat ex-
changers, (5) waste heat boilers, (6) heat pipes, (7) automatic energy
control systems, (8) turbulators, (9) preheaters, (10) combustible gas
recovery systems, (11) economizers, and (12) modifications to alumina
electrolytic cells. In addition, the Secretary may specify other prop-
erty as eligible for the credit, if the item is similar to any of the listed
items and if production and use of the item7-will result in a net reduc-
tion in consumption of oil or natural gas. Other factors that the Secre-
tary must take into account in making a decision whether to add an
item to the list of specially defined energy property include other
federal programs that would accomplish the sanim objective, the effects

-on the eftvironment of making and using the property, public health
or safety, estimates of increased use as a result of the specification,
estimates of whether sufficient production capacity exists to satisfy in-
creased demands resulting from specification of an item as eligible for
the credit, the useful life of the item and the amount of oil anfnatural
gas used directly or indirectly in the manufacture of such item and
other items necessary for its use.

Each item,-whether specifically listed in the Code or added by the
Secretary, must have the principal purpose of reducing the amount of
energy consumed in an existing (as of October 1, 1978) industrial or
commercial process and must be installed in connection with an exist-
ing industrial or commercial facility. Treasury regulations interpret
the phrase "industrial or commercial process" as requiring an activity
in which a desired change is accomplished by chemical, physical or
mechanical means. (Treas. Reg. §-1.48-9(f).) Thus, laundering and
food preparation are commercial processes; however, retail sales, gen-
eal office activities and leasing or residential space are not processes.
For example, an automatic energy control system designed to reduce
energy consumption in heating or cooling an office building is ot
specially defined energy property under the Treasury regulations but
an automatic energy control system that reduces energy consumed in a
manufacturing process is specially defined energy property.

Present law does not provide any energy tax credit for investments
in insulation installed in or on non-residential property.
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I88ue8
Five issues arise in connection with the bill. The first is whether the

interpretation of "industrial or commercial process" contained in the
Treasury's regulations should be ex anded. The second is whether ad-
ditional items should be added 'toite list of specially defined energy
property. The third is whether the energy credit for specially defined
energy property should be increased from 10 t6-20 percent. The fourth
is whether' it should be extended beyond 1982. The fifth is whether a
20-percent tax credit should be provided for insulation installed in or
on an existing industrial, retail or commercial building or facility.

Explanation of the Bill
The bill would make five changes in the business energy tax credit

provisions. First, eleven new items would-be added to the list of spe-
cially defined energy property. Secondly, the credit would apply to
any listed property installed to reduce energy consumption in any
existing industrial, retail, or commercial process, activity, facility,
building or equipment rather than only property installed in connec-
tion with an industrial or commercial process. Thirdly, the credit for
specially defined energy property would be increased from 10 percent
to 20 percent; and fourthly, tFhe credit would be extended through
1986. Finally, a 20-percent energy tax credit would apply to "instal-
lation property."
Treasury regulation regarding "industrial or commercial process"

The first modification to the credit for specially defined energy prop-
erty reverses the Treasury regulation that limits the meaning of"in-
dustrial or commercial process" to "a method of producing a desired
result by chemical, physical, or mechanical action." Under the new
rule, specified property that lowers energy consumption in any exist-
ing industrial, retail or commercial process, activity, facility, building
or equipment would be eligible for the credit. Thus, investments with
respect to retail stores or office buildings could qualify. The bill retains
the present law definition of "existing." Thus, only investments in
connection with a process, activity, facility, building, or piece of
equipment in existence as of October 1, 1978, could qualify. The bill
does not extend the specially defined energy property credit to prop-
erty installed in connection with residential rental property. Energy
investments in residential property would continue to be_ dealt with
exclusively through the residential energy credit provisions of sec-
tion 44C.
Eligible items

The second modification would add eleven new items to the list of
specially defined energy property. These additions would be:

(1) an energy management or control system or device;
(2) a heat pump apparatus, cooling tower, condenser or evaporator

which modifies or replaces existing components in heating, ventilat-
ing, air-conditioning or refrigeration system;

(3) -an energy redistribution system, device or component for heat-
ing or cooling, including a duct, pipe, vent, pump or fan which ex-
changes the air, gas or fluids within or between rooms to increase or
decrease temperature or humidity;
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(4) a furnace or boiler replacement burner designed to achieve a
reduction in the amount of fuel consumed as a result of increased com-
bustion efficiency;

(5) a-device or control package retrofitted to an electric motor to
improve its efficiency;

(6) a mechanical or programmable timer or motion detector to
turn on or off energy using equipment;

(7) a meter or submeter which displays or records the cost or quan-
tity of energy usage;

(8) a replacement, modification or conversion of lighting system
l9) a device which modifies refrigeration equipment;

10 an energy storage system, including a heat sink; and
(11 equipment used in the preparation, storage, cooking, display, or

serving of food or cleaning of dishware which incorporates design
features specifically engineered to reduce energy consumption, and
which replaces similar equipment of the taxpayer purchased before
January 1, 1976.

The effect of these additions to the list of specially defined energy
property would be to extend the energy credit to most energy saving
modifications of a building or plant's heating, cooling or lighting
systems and to modifications of refrigeration and food preparation
systems.
Increase in and extension of credit

The bill also would increase the credit for specially defined energy
property from 10 percent to 20 percent for property installed after
1980 and would extend the credit through 1986.
Credit for Insuilation property

The final am .eiidment in the bill would add a 20-percent credit for
"insulation property" to list of business energy tax credits. The credit
would apply to insulation property installed in or on an existing
industrial, retail, or commercial building or facility after Dibember
31, 1980 and before January 1, 1987, to reduce the heat loss or grain
of the building or facility. The requirement that insulation reduce
the heat loss or gain of a building or facility would limit the credit to
installation that would result in a net energy savings through net
reductions in heating and cooling costs. The present law definition of
an existing facility would be retained. Therefore, only insulation added
to buildings or facilities in existence on October 1, 1978, would be
eligible for the credit. As with the other business energy. credits, the
insulation credit would not apply to improvements to residential real
estate.

Insulation property would be defined to include:
(1) insulation materials installed as part of the building envelope

including the wall, ceiling, floor, and roof,
(2) insulation materials installed in connection with mechanical

system equipment, ducts and piping,
(3) heat reflecting and heat absorbingwindow and door materials

and reflective and heat absorbing window and door films and coatings,
(4) storm or thermal windows or doors for the exterior of a

building,
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5) thermal curtains which separate areas of different temperatures,
6) vestibules
7) exterior skylights which have one or more sheets of glazing or

other type of panel, and
(8) caulking or weatherstripping of an exterior door, window, or

skylight.
Effective Date

The provisions of the bill would apply to taxable years beginning
after December 31, 1990. Thus, the new credits and increased rates
generally would be available for property placed in service after
December 31, 1980; however, transition rules similar to those in sec-
tion 48(m) would apply to property under construction on January 1,
1981. The credits for specially defined energy property and insulation
property would expire on December 31,1986.

Revenue Effect
The revenue estimate is not yet available.

0
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97T!1 CONU I{ESS
! ST SESSION S- 750

To amend the Internal lievenue Code of 1954 to provide nonrefundable tax
credits for investments in qualified industrial energy efficiency and fuel
conversion projects, and for other purposes.

IN TIE SENATE OF TIlE UNITED STATES

MA4 ti 19 (legislative day, FEBRUARY 16), 1981
Mr. WALLOP (for himself, Mr. BOREN, Mr. KENNEDY, Mr. PERcy, Mr. LONG,

Mr. ('j,%I., Mr. Wcts, Mr. TowE%:R, Mr. I4nt,, Mr. D'AATO, and Mr.
CO('IIRAN) introduced the following bill; which was read twice and referred
to the' Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide nonre-

fundable tax credits for investments in qualified industrial
energy efficiency and fuel conversion projects, and for other
purposes.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. SHORT TITLE; AMENDMENT OF 1954 CODE.

4 (a) SHORT TITLE.-This Act may be cited as the "In-

5 dustrial Energy Security Tax Incentives Act of 1981".
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(b) AMENDMENT OF 1954 CODE.-Except as otherwise

expressly provided, whenever in this Act an amendment is

expressed in terms of an amendment to a section or other

provision, such reference shall be considered to be made to a

section or other provision of the Internal Revenue Code of

1954.

SEC. 2. INCREASE IN ENERGY PERCENTAGE FOR CERTAIN

ENERGY PROPERTY AND SPECIFICATION OF

ENERGY PERCENTAGE FOR QUALIFIED INDUS-

TRIAL ENERGY EFFICIENCY PROPERTY.

(a) IN GENERAL.-The table contained in clause (i) of

section 46(a)(2)(C) is amended by adding at the end thereof

the following new subclauses:
"VII. CERTAIN ALTERNATIVE ENEROY )0 percent January 1. 1981 December 31,

PROPERTY, SPECIALLY DEFINED 1986.

ENERGY PROPERTY. RECYCLING

EQUIPMENT, AND COGENERATION

EQnIPMENT.-Property described in
section 48)(X3) (Other than clause (viii)

or (ix) of subparagraph (A) thereofl.
section 480(5), section 48(1(6) or sec.

tion 4841)(14).

"VIII. QUALIFIED INDUSTRIAL ENERGY 20 percent January I, 1981 December 31,

EFFICiENCY PROPERTY.-Property 1986".

described in section 48(q).

(b) AFFIRMATIVE COMMITMENTS.-Section 46(a)

(2)(C) is amended by adding at the end thereof the following

new subclause:

"(v) LONGER PERIOD FOR CERTAIN

ENERGY PROPERTY.-Clause (iii) shall apply
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1 to energy property described in subclauses

2 VII or VIII of clause (i). However, in apply-

3 ing clause (iii) to such property; 'December

4 31, 1986' shall be substituted for 'December

5 31, 1982', 'December 31, 1994' shall be

6 substituted for 'December 31, 1990', 'Janu-

7 ary 1, 1987' shall be substituted for 'Janu-

8 ary 1, 1983', and 'January 1, 1990' shall be

9 substituted for 'January 1, 1986'.".

10 SEC. 3. QUALIFIED INDUSTRIAL ENERGY EFFICIENCY PROP.

11 ERTY TREATED AS ENERGY PROPERTY.

12 (a) QUALIFIED INDUSTRIAL ENERGY EFFICIENCY

13 PROPERTY DEFINED.-Section 48 (relating to definitions;

14 special rules) is amended by redesignating subsection, (q) as

15 subsection (r) and by inserting after subsection (p) the follow-

16 ing new subsection:

17 "(q) QUALIFIED INDUSTRIAL ENERGY EFFICIENCY

18 PROPERTY.-

19 "(1) IN GENERAL.-For purposes of this subpart,

20 the term 'qualified industrial energy efficiency proper-

21 ty' means property used as a part of a modification to

22 an existing industrial or commercial facility (including

23-- the modification or replacement of one or more proc-

24 esses carried on at such facility on January 1, 1981),

25 but only if such modification-
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1 "(A) results in the utilization by such facility,

2 process or processes of less energy per unit of

3 output,

4 "(B) results in an aggregate annual decrease

5 in energy consumed by such facility, process or

6 processes, based upon levels of output in effect

7 before such modification, of not less than 1,000

8 barrels of oil equivalent, and

9 "(C) does not increase the total amount of oil

10 and natural gas (or products thereof other than

11 petroleum coke, petroleum pitch and waste gases)

12 consumed by such facility, process or processes

13 per unit of output.

14 "(2) LIMITAION. -Property shall be considered

15 as qualified industrial energy efficiency property only if

16 it is property-

17 "(A)(i) the construction; reconstruction or

18 erection of which is completed by the taxpayer

19 after January 1, 1981, or (ii) which is acquired

20 after January 1, 1981 if the original use of such

21 property commences with the taxpayer and com-

22 mences after such date,

23 "(B) with respect to which depreciation (or

24 amortization in lieu of depreciation) is allowable,

25 and which has a useful life (determined as of the
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1 time such property is placed in service) of 3

2 years, or more and

3 "(C)(i) which results in the utilization de-

4 scribed in paragraph (1)(A), or (ii) the installation

5 and operation of which is reasonably necessary to

6 the achievement of such utilization.

7 "(3) APPLICATION TO PROPERTY WHICH IS

8 ENERGY PROPERTY WITHOUT REGARD TO BEING

9 QUALIFIED INDUSTRIAL ENERGY EFFICIENCY PROP-

10 ERTY.-No property shall be treated as qualified indus-

11 trial energy efficiency property if the taxpayer claims

12 the energy percentage provided by section 46(a)(2)(C)(i)

13 (other than by subclause VIII thereof) with respect to

14 that property.

15 "(4) COMPUTATIONS PER UNIT OF OUTPUT.-

16 The determinations required by paragraph (1) shall be

17 made by comparing the BTU content of the energy (or

18 of the oil and natural gas in the case of the determina-

19 tion required by subparagraph (1)(C)) used by the fa-

20 cility, process or processes per unit of output prior to

21 the modification with the BTU content of the energy

22 (or of the oil and natural gas in the case of the deter-

23 mination required by subparagraph (1)(C)) used by such

24 facility, process or processes per unit of output upon

25 completion of the modification. Computations under
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1 this subparagraph shall be made in accordance with

2 subparagraph (6).

3 "(5) REDUCTION OF CREDIT WHERE COST OF

4 ENERGY SAVINGS EXCESSIVE OR WHERE ENERGY

5 SAVINGS WARRANT INVESTMENT WITHOUT REGARD

6 TO CREDIT. -Notwithstanding subclause (VIII) of sec-

7 tion 46(a)(2)(C)(i), the energy investment credit allow-

8 able by section 38 for qualified industrial energy prop-

9 erty shall be determined in accordance with the follow-

10 ing table:

"If the adjusted BOE cost of the prop- The energy investment credit is-
erty is-

Less than $10 ....................................... The reduced credit amount.
At least $10 but not more than $60..... The section 46(aX2XC) amount.
Over $60 .............................................. The alternative credit amount.

11 "(6) DEFINITIONS.-For purposes of paragraph

12 (5)-

13 "(A) ADJUSTED BOB COST.-The term 'Ad-

14 justed BOE cost' means, with respect to any

15 qualified industrial energy efficiency property-

16 "(i) the section 46(a)(2)(C) amount with

17 respect to such property, divided by

18 "(ii) the annual number of BOE's saved

19 by the modification of which such property is

20 _ a part.

21 "(B) ANNUAL BOB'S SAVED BY PROPER-

22 TY.-The term 'annual number of BOE's saved'
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1 means, with respect to any property, an amount

2 equal to-

3 "(i) the excess of the average number of

4 BOE's utilized by the facility, process or

5 processes per unit of output during a repre-

6 sentative 1-year period before the use of the

7 property commences over the number of

8 BOE's utilized by such facility, process or

9 processes per unit of output during any rep-

10 resentative 12-month period occurring within

11 the recomputation period, multiplied by

12 "(ii) the units of output during such 1-

13 year period prior to the modification.

14 "(0) REDUCED CREDIT AMOUNT.--The term

15 'reduced credit amount' means the energy invest-

16 ment credit determined as if the energy percent-

17 age equaled the percentage which bears the same

18 ratio to 20 percent as the BOE cost of the prop-

19 erty bears to $10.

20 "(D) SECTION- 46(a)(2)(C) AMOUNT.-The

21 term 'section 46(a)(2)(C) amount' means the

22 energy investment credit determined without

23 regard to paragraph (5).

24 "(E) ALTERNATIVE CREDIT AMOUNT.-The

25 term 'alternative credit amount' means, with re-
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1 spect to any qualified industrial energy efficiency

2 property, an amount equal to-

3 "(i) $60, multiplied by

4 "(ii) the annual number of BOE's saved

5 by the modification of which such property is

6 a part.

-7 "(F) BOE.-

8 "(i) IN GENERAL.-One BOE shall be

9 equal to 5.8 million Btu's.

10 "(ii) BOE FOR ELECTRICAL ENERGY.-

11 In the case of electrical nergy, BOB's shall

12 be calculated by using a heat rate of 10,000

13 Btu's per kilowatt hour.

14 "(7) SPECIAL RULES.-

15 1 "(A) SPECIAL RULEt FOR PROPERTY

16 PLACED IN SERVICE WITHIN 2 YEARS AFTER

17 DATE OF ENACTMENT.-In the case of qualified

18 industrial energy efficiency property which is

19 placed in service during the 2-year period begin-

20 ning on the date of the enactment of this subsec-

21 tion, the table contained in paragraph (5) shall be

22 applied by substituting '$5' for '$10' each place it

23 appears.
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"(B) CERTAIN ENERGY SAVINGS DISRE-

GARDED.-For purposes of this subsection, energy

savings shall be disregarded which result from-

"(i) the installation of property other

than qualified industrial energy efficiency

property, or

"(ii) substantial changes in the charac-

ter of either the output or input of the

facility.

"(8) REDUCTION OF CREDIT WHERE CAPACITY

INCREASES.-

"(A) IN GENERAL.-In the case of qualified

industrial energy efficiency property which direct-

ly results in more than a 10-percent increase in

the capacity of the facility, process or processes,

the energy investment credit attributable to such

property shall be an amount which bears the same

ratio to such credit (determined without regard to

this paragraph) as the capacity of the facility,

process or processes prior to the modification

bears to the capacity of the facility, process or

processes upon completion of the modification.

"(B) CERTAIN CAPACITY INCREASES DISRE-

GARDED.-For purposes of subparagraph (A), re-

ductions in intermediate or finished product waste

6
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1 or reprocessing shall not be considered an in-

2 crease in capacity.

3 "(9) TIMz OF APPLICATION OF LIMITATIONS ON

4 AMOUNT OF CREDIT.-

5 "(A) IN OENERAL.-The provisions of para-

6 graphs (5) and (8) shall be applied as of the close

7 of the recomputation period.

8 "(B) RECOMPUTATION PERIOD DEFINED.-

9 For purposes of this paragraph, the term 'recom-

10 putation period' means, with respect to any modi-

11 fication, the period beginning on the date on

12 which the qualified industrial energy efficiency

13 property which is a part of such modification is

14 placed in service and ending on the last day of

15 the first taxable year beginning more than 180

16 days after such date.

17 "(0) RECAPTURE OF EXCESS, CREDIT.-If

18 the amount of the credit allowed under this sub-

19 section (determined without regard to paragraphs

20 (5) and (8)) with respect to qualified industrial

21 energy efficiency property exceeds the credit al-

22 lowable under paragraphs (5) and (8), -he tax ir-

23 posed by this chapter for the recompit ation year

24 shall be increased under section 47 by the amount

25 of such excess.
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1 "(10) EXISTING DEFINED.-For purposes of this

2 subsection, a facility shall be considered an 'existing

3 facility' if industrial or commercial operations were

4 conducted at that geographic location as of January 1,

5 1981.

6 "(11) PROCESS CARRIED ON IN A FACILITY ON

7 JANUARY 1, 1981.-A process which was carried on

8 in an existing facility on January 1, 1981, shall not

9 thereafter cease to be treated as such solely because

10 capitalizable expenditures are paid or incurred with re-

11 spect to such process after January 1, 1981, or the

12 chemical, physical or mechanical action by which the

13 desired result is accomplished is modified.

14 "(12) REPLACEMENT OF PROCESS.-In the case

15 of a replacement of a process or processes carried on

16 in an existing facility on January 1, 1981, no property

17 shall be treated as qualified industrial energy efficiency

18 property if-

19 "(A) the replaced property is not retired

20 from service, except for property maintained as

21 standby or temporary replacement property for

22 the qualified industrial energy efficiency property

23 during periods for which such qualified property is

24 -- inoperable due to an emergency or on account of

25 repairs or maintenance, or
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1 "(B) the replacement property is placed in

2 service on a-site other than the site of the re-

3 placed property or reasonably adjacent to that

4 site.

5 "(13) QUALIFIED INVESTMENT.-In determining

6 the amount of the taxpayer's qualified investment in

7 qualified industrial energy efficiency property, for pur-

8 poses of section 46(c)(1), the applicable percentage

9 shall be 100 percent for items of such property without

10 regard to the useful life of any particular item of such

1 . property.".

12 (b) CONFORMING AMENDMENTS.-

13 (1) TREATMENT AS ENERGY PROPERTY.-Sub-

14 paragraph (a) of section 480)(2) (defining energy prop-

15 erty) is amended by striking out "or" at the end of

16 clause (viii), by inserting "or" at the end of clause (ix),

17 and by inserting after clause (ix) the following new

18 clause:

19 "(x) qualified industrial energy efficien-

20 cy property.".

21 (2) QUALIFIED INDUSTRIAL ENERGY EFFICIENCY

22 PROPERTY DOES NOT INCLUDE PUBLIC UTILITY

23 PROPERTY.-Paragraph(17) of section 48(1) is amend-

24 ed by striking out "and 'cogeneration property'" and

87-648 0 - 82 - 3
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inserting in lieu thereof "'cogeneration property', and

'qualified industrial energy efficiency property' ".

(c) EFFECTIVE DATE.-The amendments made by this

section shall apply to taxable years ending after December

31, 1980.

SEC. 4. AMENDMENTS RELATING TO ENERGY PROPERTY.

(a) AMENDMENTS RELATING TO ALTERNATIVE

ENERGY PROPERTY.-

(1) EQUIPMENT FOR CONVERTING ALTERNATE

SUBSTANCES INTO ELECTRICITY ELIGIBLE FOR

CREDIT.-Olause (iii) of section 48()(3)(A) (defining al-

ternative energy property) is amended by inserting

before the comma "or into electricity, but only, in the

case of electricity, up to (but not including) the electri-

cal transmission stage.".

(2) DEFINITION OF BOILER. -Paragraph (3) of

section 48(1) (defining alternative energy property) is

amended by adding at the end thereof the following

new subparagraph:

"(D) BOILER.-For purposes of subpara-

graph (A), the term 'boiler' means a system for

producing a vapor or high pressure liquid stream

from water or some other working fluid. Heat is

produced by combustion or otherwise, and is

transferred through metal or ceramic tube walls to
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1 generate a vapor or high pressure liquid stream at

2 a positive pressure within the boiler vessel.".

3 (3) HEAT TREATING FURNACES, MELT FUR-

4 NACES AND MODIFICATIONS.-

5 (A) IN GENERAL. -Subparagraph (A) of sec-

6 tion 480)(3) (defining alternative energy property)

7 is amended by striking out 'and' and the end of

8 clause (viii), by striking out the period at the end

9 of clause (ix) and inserting in lieu thereof a

10 comma, and by inserting after.clause (ix) the fol-

11 lowing new clauses:

12 "(x) heat treating furnaces, the primary

13 fuel for which will be an alternate substance,

14 "(xi) melt furifaces, if such furnaces use

15 no fuel, or if the primary fuel for which will

16 be an alternate substance, and

17 "(xii) equipment designed to modify ex-

18 isting equipment in a facility which was

19 using an alternate substance as a primary

20 fuel on October 1, 1978, provided such

21 modification reduces the use of fuels other

22 than alternate 'substances at the existing

23 facility.".

24 (B) CONFORMING AMENDMENTS.-
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1 (i) Paragraph (3) of section 480), as

2 amended by paragraph (2), is amended by

3 adding at the end thereof the following new

4 subparagraphs:

5 "(E) MELT FUiRNACE.-The term 'melt fur-

6 nace' includes any device, apparatus, or configu-

7 ration which directly or indirectly converts solids

8 into liquids or gases through the use of heat.

9 "(F) HEAT TREATING FURNACE.-For pur-

10 poses of subparaWaph (A), the term 'heat treating

11 furnace' means any device, apparatus, or configu-

12 ration which heats materials (such as metals) for

13 the purpose of obtaining improved properties (such

14 as through normalizing or annealing).".

15 (ii) Subparagraph (A) of section 480)(3)

16 is amended-

17 (1) by- striking out "or (v)" in

18 clause (vi) and inserting in lieu thereof

19 - "(v), (x), or (xi)", and

20 (I) by striking out "or (vi)" in

-21 clause (vii) and inserting lieu thereof

22 "(vi), (x), or (xi)".

23 (4) CERTAIN SUBSTANCES TREATED AS ALTER-

24 NATE SUBSTANCEs.--Subparagraphi(B) of section

25 480)(3) (defining alternative energy property) is amend-
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1 ed by adding at the end thereof the following new sen-

2 tence: "The term 'alternate substance' includes petro-

3 leum coke; petroleum pitch; synthetic fuels; and any

4 other product produced from any alternate substance,

5 whether or not such product has undergone a chemical

6 change in the process of its production.".

7 (5) PRIMARY FUEL DEFINED. -Paragraph (3) of

8 section 480), as amended by paragraphs (2) and

9 (3)(B)(i), is amended by adding at the end thereof the

10 following new subparagraph:

11 "(G) PRIMARY FUEL.-For purposes of this

12 paragraph-

13 "(i) IN GENERAL.-An alternate sub-

14 stance shall be considered the 'primary fuel'

15 if any alternate substance or combination of

16 alternate substances accounts for more than

17 50 percent of the Btu's used by any item of

18 alternative energy property.

19 "(ii) 50-PERCENT RULE NOT REQUIRED

20 IN CERTAIN CASES. -Notwithstanding

21 clauses (i), (ii), (x), (xi), and (xii) of subpara-

22 graph (A), the taxpayer shall not be required

23 to comply with a primary fuel requirement

24 for any taxable year-



32

17

1 "(I) if the taxpayer is unable to

2 obtain the alternate substance for rea-

3 sons (other than cost thereof) beyond

4 his control, or

5 "(11) in the case of the 12-mouth

6 period beginning on the date the boiler,

7 burner, or furnace is placed in service,

8 to the extent a fuel other than an alter-

9 nate substance is used by reason of

10 startup conditions, requirements or

11 timing.

12 "(iii) ELECTRICITY TO SATISFY PRI-

13 R:: RY FUEL REQUIREMENT IN CERTAIN

14 CASEs.-Electricitv shall be treated as an

15 alternate substance for purposes of the 1ri-

16 mary fuel requirement in clauses (i), (ii),. (x),

17 (xi), and (xii) of subparagraph (A) if-

18 "(1) the electricity is generated by

19 the taxpayer primarily from an alternate

20 substance, or

21 "(II) the electricity is I)urchased

22 by the taxpayer and the taxpayer estab-

23 lishes to the satisfaction of the Secre-

24 tary that the electricity reduces the

25 need for onsite use of oil or gas and
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1 that more than 50 percent of the elec-

2 tricity purchased by the taxpayer for

3 that use is generated from an alternate

4 substance.".

5 (b) AMENDMENTS RELATING TO SPECIALLY DEFINED

6 ENERGY PROPERTY.-Paragraph (5) of section 48(1) (defin-

.. .. 7 ing specially defined energy property) is amended to read as

8 follows:

9 "(5) SPECIALLY DEFINED-ENERGY PROPERTY.-

10 "(A) IN GENERAL.-The term 'specially de-

11 fined energy property' means-

12 "(i) a heat wheel,

13 "(ii) a heat exchanger,

14 "(iii) a waste heat boiler,

15 "(iv) a heat pipe,

16 "(v) an automatic energy control

17 system,

18 "(vi) a turbulator,

19 "(vii) a combustible gas recovery

20 system,

21 "(viii) an economizer,

22 "('x) modifications to alumina electro-

23 lytic cells,

24 "(x) industrial insulation,

25 "(xi) an industrial heat pump,
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1 "(xii) modifications to burners, combus-

2 tion systems, or process furnaces,

3 "(xiii) batch operations conversion

4 equipment,

5 "(xiv) product separation and dewater-

6 ing equipment,

7 "(xv) fluid bed dryers and calciners, or

8 "(xvi) any other property of a kind

9 specified byf~e Secretary by regulations,

10 the installation of which is for the principal pur-

l1 pose of reducing the amount of energy consumed

12 in any existing industrial or commercial process,

13 processes or activities and which is installed in

14 connection with an existing industrial or commer-

15 cial facility. The Secretary shall not specify any

16 property under clause (xvi) unless he determines

17 that such specificati nesmeet the requirements of

18 subparagraph (C) of this section. Any property

19 specified by the Secretary under clause (xvi) shall

20 be deemed qualified specially defined energy prop-

21 erty as of October 1, 1978.

22 "(B) DEFINITIONS RELATED TO SUBPARA-

28 GRAPH (A).-

24 "(i) HEAT EXCHANGER.-The term

25 'heat exchanger'-
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I "(I) means a configuration of

2 equipment used to transfer energy to in--,_

3 coming combustion air, or lower tem-

4 perature fluids, gases, or solids with or

5 without the interposition of heat trans-

6 fer surfaces, and

7 "(II) includes but is not limited to

8 devices commonly referred to as recu-

9 perators, regenerators, and preheaters.

10 "(ii) WASTE HEAT BOILER.-The term

11 'waste heat boiler' means any boiler (within

12 the meaning of paragraph (3)(D)) which uses

13 waste heat from whatever source derived.

14 "(iii) AUTOMATIC ENERGY CONTROL

15 SYSTEM.-The term 'automatic energy con-

16 trol system'-

17 "(I) means equipment comprising a

18 system which by automatic controls re-

19 duces the energy consumed in environ-

20 mental space conditioning or in other

21 industrial or commercial processes or

22 activities, and

23 "(I) includes, but is not limited to,

24 systems which automatically control

25 fuel or electric power inputs to a com-
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1 bustion system or process or the utiliza-

2 tion or transfer of energy within a procd-

3 ess, or which automatically control

4 process variables (other than energy) in

5 order to minimize energy consumption.

6 "(iv) COMBUSTIBLE GAS RECOVERY

7 SYSTEM.-The term 'combustible gas recov-

8 ery system' means equipment comprising a

9 system to recover; and condition for use, un-

10 burned fuel or other combustible material

11 from combustion exhaust gases or process

12 streams.

13 "(v) INDUSTRIAL INSULATION.-The

14 term 'industrial insulation' means any mate-

15 rial which-

16 "(1) is designed to possess a mate-

17 rial resistance to the flow of heat, and

18 "(II) is to be used primarily to

19 retard loss or gain of such heat with re-

20 spect to pipes, tanks, vessels, equip-

21 ment, or processes, but not with respect

22 to buildings or structural components

23 thereof.
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1 "(vi) INDUSTRIAL HEAT PUMP.-The

2 term 'industrial heat pump' means equipment

3 which-

4 "(I) uses the compression and ex-.

5 pansion of a contained fluid to extract

6 heat from a gas or liquid and transfer it

7 to another gas or liquid at another tem-

8 perature, or

9 "() uses nQnmechanical means to

10 achieve an equivalent result.

11 "(vii) BATCH OPERATIONS CONVER-

12 SION EQUIPMENT.-

13 "(1) IN GENERAL.-The term

14 'batch operations conversion equipment'

15 means equipment to permit conversions

16 from batch operations to one or more

17 continuous processes.

18 "() BATCH OPERATIONS.-The

19 term 'batch operations' means oper-

20 ations where temporary storage of ma-

21 terials in process results in heat transfer

22 to the surrounding environment, or

23 where such handling or temporary stor-

24 age is accompanied by the waste or re-
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- -- processing of more than 5 percent of

2 the-material in process.

3 "(1I) CONTINUOUS PROCESS.-

4 The term 'continuous process' means a

5 process which minimizes the handling

6 or temporary storage of the material in

7 process so as to reduce either the

8 amount of heat transfer to the surround-

9 ing environment or the amount of waste

10 or reprocessed material.

11 "(viii) PRODUCT SEPARATION AND

- 12 DEWATERING EQUIPMENT.-The term
13 'product separation and dewatering equip-

14 ment' means equipment designed to separate

15 water or other liquids or volatiles from proc-

16 ess materials.

17 "(ix) FLUID BED DRYERS AND CAL-

18 CINERS.-The term 'fluid bed dryers and

19 calciners' means equipment in which solid

20 particles are chemically processed by direct

21 heat exchange with a gas or liquid. The gas

22 or liquid passes through a bed of solid parti-

23 cles at sufficient velocity to physically sus-

24 pond the particles in the gas or liquid

25 stream.
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1 "(C) SPECIFICATION OF ADDITIONAL ITEMS

2 BY SECRETARY.-The Secretary shall specify

3 property under subparagraph (AXxvi) at his dis-

4 cretion, or if-

5 -"(i) such property is recommended for

6 specification to the Secretary by the Secre-

7 tary of Energy, and

8__ "(ii) there are no generally available

9 and substantial Federal subsidies for such

10 property. The Secretary shall act on a rec-

11 ommendation of the Secretary of Energy

12 within 6 months of its receipt.".

13 (c) AMENDMENTS RELATED TO RECYCLING EQUIP-

14 MENT.

15 (1) IN GENERAL.-Subparagraph (A) of section

16 480)(6), (defining recycling equipment) is amended to

17 read as follows:

18 (A) IN GENERAL.-The term "recycling

19 equipment" means any property which is used ex-

20 elusively-

21 (i) for the unloading, transfer, storage,

22 reclaiming from such storage, sorting, and

23 preparation (including, but not limited to,

24 washing, crushing, drying _and weighing) of

25 solid waste, or
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1 (ii) in the recycling of solid wiste.

2 (2) INCLUSION OF CERTAIN EQUIPMENT.-

3 (A) IN GENERAL. -Subparagraph (D) of sec-

4 tion 48(0)(6) relating to inclusion of certain equip-

5 ment is amended to read as follows:

6 "(D) CERTAIN EQUIPMENT INCLUDED.-

7 The term 'recycling equipment' includes any new

- 8 or replacement property which is used in the con-

9 version or processing of solid waste into a fuel or

10 into useful energy such as steam, electricity, or

11 hot water and any property which is used in the

12 processing of solid waste to recover and store

13 other reusable resources and materials, including

14 but not limited to paper, ferrous metals, nonfer-

15 rous metals, and glass.

16 (B) APPLICATION WITH SUBPARAGRAPH

17 (B)(i). -Subparagraph (B)(i) of section 48(l)(6) (re-

18- lating to equipment not included) is amended by

19 striking out "any" and inserting in lieu thereof

20 "except as provided in subparagraph (D), any".

21 (3) SOLID WASTE DEFINED.-Section 48(0)(6) is

22 amended by adding at the end thereof the following

23 new subparagraph:

24 "(E) 'SOLID WASTE' DEFINED.-For pur-

25 poses of this section, the term 'solid waste' means
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1 garbage, refuse, and other discarded solid, semi-

2 solid and liquid materials, including materials re-

3 suiting from industrial, commercial, agricultural

4 and community activities.".

5 (d) AMENDMENTS RELATED -TO CONGENEBATION

6 EQuIPMENT.-Paragraph (14) of section 48(1) (defining co-

7 generation equipment) is amended-to read as follows:

8 "(14) COGENERATION EQUIPMENT.-

9 "(A) IN GENERAL.-The term cogeneration

10 equipment means property comprising a system

11 for using the same fuel for the sequential genera-

12 tion of electric power and/or mechanical shaft

13 power in combination with qualified energy at a

14 facility at which, as of January 1, 1980, electric-

15 ity, mechanical shaft power, or qualified energy

16 was produced.

17 "(B) QUALIFIED ENERoY.-The term 'quali-

18 fled energy' means steam, heat, or other forms of

19 useful energy (other than electric power, and/or

20 mechanical shaft power) to be used for industrial,

21 commercial, or space-heating purposes (other than

22 in the production of electric power and/or me-

23 chanical shaft power).".

24 (e) BIoMASS PROPBTY.-Paragraph (15) of section

25 48(1) (relating to biomass property) is amended by striking
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1 out the word "and" in subparagaph (i) after the word "sub-

2 stance" and inserting in lieu thereof a comma, and by insert-

3 ing after the phrase "such coal" the following: "and does not

4 include source separated, separately collected, recyclable

5 waste paper, and".

6 (f) PUBLIC UTILITY PROPERTY. -Paragraph (17) of

7 section 480) (relating to public utility property) is amended

8 by inserting after the phrase "alternative energy property"

9 the following: "specially defined energy property, qualified

10 industrial energy efficiency property," and by inserting before

11 the period at the end thereof the following: ", unless such

12 property is installed in connectioniwith a qualifying small

13 power production facility or a qualifying cogeneration facility

14 (within the meaning of paragraph (17)(C) and (18)(B) of sec-

15 tion 3 of the Federal Power Act).

16 (g) AMENDMENTS TO DEFINITION OF EXISTING.-'

17 Paragraph (10) of section 48(1) (defining existing) is amended

18 to read as follows:

19 "(10) EXISTING DEFINED.-For purposes-of this

20 subsection,

21 "(A) EXISTING FACILITY.-When used in

22 connection with a facility, a facility shall be con-

23 sidered an 'existing facility' if industrial or com-

24 mercial operations were conducted at that geo-

25 graphic location as of October 1, 1978.
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1 "(B) EXISTING PROCESS.-When used in

2 connection with a process, a process shall be con-

3 sidered an 'existing process' if such process was

4 carried on at that facility on October 1,-.1978.

5 "(C) EXISTING EQUIPMENT.-When used in

6 connection with an item of equipment, an item of

7 equipment shall be considered 'existing equipment'

8 if it was placed in service prior to October 1,

9 1978.

10 "(D) PROCESS CARRIED ON IN A FACILITY

11 ON OCTOBER 1, 1978.-A process which was

12 carried on in an existing facility on October 1,

13 197.8 shall not cease to be treated as such solely

14 because capitalizable expenditures are paid or in-

15 cuffed with respect to such process after October

16 t 1, 1978, or the chemical, physical or mechanical

17 action by which the desired result is accomplished

18 is modified.".

19 (h) REPLACEMENT OF EQUIPMENT OR PROCESS.-

20 Section 480) (relating to energy property) is amended by

21 adding the following new section at the end thereof:

22 "(18) REPLACEMENT OF EQUIPMENT- OR PROC-

23 Ess.-In the case of a replacement of an item of

24 equipment or one or more processes in service or car-

87-648 0 - 82 - 4
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1 ried on in an existing facility on October 1, 1978, no

2 property shall be treated as energy property if-

3 "(A) the replaced property is not retired

4 from service, except for property maintained as

5 standby or temporary replacement property for

6 the energy property during periods for which such

7 property is inoperable due to an emergency or on

8 account of repairs or maintenance, or

9 "(B) the replacement property is placed in

10 service on a site other than the site of the re-

11 placed property or reasoiiably adjacent to that

12 site.".

13 (i) INCREMENTAL COST RULE.-Section 48(l) (relating

14 to energy property) is amended by adding the following new

15 section at the end thereof:

16 "(19) -INCREMENTAL COST RULE.-Property,

17 other than alternative energy property, recycling

18 equipment, qualified hydroelectric generating property,

19 or cogeneration equipment, which otherwise qualifies

20 as energy property under this section but which also

21 substantially increases the operating capacity of the ex-

22 isting process, processes or facility, shall only qualify

23 to the extent of the 'energy component' of the

24 property.
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"(A) For purposes of this subparagraph, a

substantial increase in capacity is defined as an

increase as a result of the installation of the oth-

erwise qualified energy property of more than 10

percent over the capacity of the process, proc-

esses or facility prior to the installation of the

otherwise qualified property.

"M(B) CERTAIN CAPACITY INCREASES DISRE-

GARDED.-For purposes of subparagraph (A)-re-

ductions in intermediate or finished product waste

or reprocessing shall not be considered an in-

crease in capacity.

"(C) The term 'energy component' means a

pro rata allocation of the total cost of the installa-

tion of the otherwise qualified industrial energy

property, determined by multiplying the total cost

by a fraction, the numerator of which is the

energy related cost of the equipment and the de-

nominator of which is the total cost.

"(D) In the case of property which qualifies

under section 480)(3) (alternative energy property)-,

480)(6) (recycling equipment), 480)(13) (qualified

hydroelectric generating property), and 48(l)(14)

(cogeneration equipment), no reductions in the
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1 credit otherwise allowable under this section shall

2 be required.".

3 "(j) EFFECTIVE DATE..-The amendments made by this

4 section shall apply to periods after the date of enactment of

5 this Act, under rules similar to the rules of section 48(m) of

6 the Internal Revenue Code of 1954.

7 SEC. 5. ASSOCIATED PROPERTY.

8 "(a) IN GENERAL. -Subsection (1) of section 48 (defin-

9 ing energy property) is amended by adding at the end thereof

10 the following new subparagraph:

11 "(20) ASSOCIATED PROPERTY.-

12 "(A) GENERAL RULE.-Any property asso-

13 ciated with alternative energy property, specially

14 defined energy property, recycling equipment, or

15 cogeneration equipment shall be treated as quali-

16 fled industrial energy efficiency property.

17 "(B) WHEN PROPERTY ASSOCIATED.-For

18 the purposes of subparagraph (A), property shall

19 be considered associated if:

20 "(i) in the case of property associated

21 with alternative energy property, the instal-

22 lation nd operation of such property is rea-

23 sonably necessary to enable the utilization of

24 an alternate substance, or -
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1 "(ii) in the case of property associated

2 with specially defined energy property, the

3 installation and operation of such property is

4 reasonably necessary for realization of the
//

5 reduction of the amount of energy consumed

6 or heat wasted by the process, processes or

7 activity, or

8 "(iii) in the case of property associated

9 with recycling equipment, the installation

10 and operation of such property is reasonably

11 necessary to achieve the sorting, preparation

.12 or recycling, or

13 "(iv) in the case of property associated

14 with cogeneration equipment, the installation

15 and operation of such property is reasonably

16 necessary to achieve the energy savings in-

17 tended by the installation of the cogeneration

18 equipment, or

19 "(v) in the case of property associated

20 with qualified industrial energy efficiency

21 property, the installation and operation of

22 such property is reasonably necessary for the

23 utilization of less energy per unit of output.".

24 (b) CONFO iii'IJO AMENDMENTS.-
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1 (1) ENERGY PERCENTAGE.ASttbpa-mgraph (C) of

2 section 46(a)(2) (defining energy percentage) is amend-

3 ed by adding at the end thereof the following new

4 clause:

5 "(vi) ASSOCIATED PROPERTY.-In1 tile

6 case of property described in section

7 48(l)(20), the energy percentage shall be the

8 same as the energy percentage determined

9 under clause (i) for the energy property it

10 was installed in connection with.".

11 (2) ENERGY PROPERTY.-Subparagraph (A) of

12 section 48(0)(2) (defining energy property), as amended

13 by section 3(b)(1), is amended by striking out "or" at

14 the end of clause (ix), by inserting "or"-at the end of

15 clause (x), and by inserting after clause (x) the follow-

16 ing new clause:

17 "(xi) associated property,".

18 "(c) EFFECTIVE DATE.-The amendments made by

19 this section shall apply to taxable years ending after Decem-

20 ber 31, 1980.

0
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97TH CONGRESS
lST SESSION Q.1288
To amend the Internal Revenue Code of 1954 to encourage greater energy

conservation by commercial businesses, and for other purposes.

IN THE SENATE OF THE UNITED STATES

MAY 21 (legislative day, APRIL 27), 1981
Mr. DURENERGOER introduced the following bill; which was read twice and

referred to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954- to encourage

greater energy conservation by commercial businesses, and

for other purposes.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. SHORT TITLE.

4 This Act may be cited as the "Commercial Business

5 Energy Tax Credit Act of 1981".
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I SEC. 2. SPECIALLY DEFINED ENERGY PROPERTY.

2 Paragraph (5) of section 480) of the Internal Revenue

3 Code of 1954 (defining specially defined energy property) is

4 amended-

5 (1) by striking out "or" at the end of subpara-

6 graph (L), and

7 (2) by striking out all that follows subparagraph

8 (L) and inserting in lieu thereof the following:

9 "(M) an energy management or control

10 system or device, including, but not limited to-

11 "(i) a mixed air, cooling coil discharge,

12 and hot deck temperature reset device,

13 "(ii) any economizer or enthalpy con-

14 trols,

15 "(i) a thermostatic radiator valve,

16 "(iv) a computer or microprocessor con-

17 trol system which adjusts lighting, or which

18 adjusts the supply of heating, cooling,- and

19 ventilation to meet illuminating or space con-

20 ditioning requirements,

21 "(v) automatic equipment settings con-

22 trols, load shedding devices and relay de-

23 vices, including associated hardware,

24 "(vi) variable speed motor control pack-

25 ages combining a microcomputer with an al-

26 ternating current inverter, and



51

3

1 "(vii) equipment required to operate or

2 convert to variable energy supply systems,

3 "(N) a heat pump apparatus, cooling tower,

4 condenser or evaporator which modifies or re-

5 places existing components in heating, ventilating,

--6 air-conditioning or refrigeration systems,

7 "(0) an energy redistribution system,. device

8 or component for heating or cooling, including a

9 duct, pipe, vent, pump or fan which exchanges

10 the air, gas or fluids within or between rooms to

11 increase or decrease temperature or humidity,

12 "(P) a furnace or boiler replacement burner

13 designed to achieve a reduction in the amount of

14 fuel consumed as a result of increased combustion

15 efficiency,

16 "(Q) a device or control package retrofitted

17 to an electric motor to improve its efficiency,

18 "(R) a mechanical or programable timer or

19 motion detector to turn on or off energy using

20 equipment,

21 "(S) a meter or submeter whigh displays or

22 records the cost or quantity of energy usage,

23 "(T) a replacement, modification or conver-

24 sion of a lighting system,
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"(U) a device which modifies refrigeration

equipment, including-

"(i) a compressor or humidity control,

"(ii) a device for automatically defrost-

ing refrigerator or freezer equipment,

"(iii) a demand waste heat or ambient

-air defrost system,

"(iv) a heat reclaim coil,

"(v) a temperature compensated evapo-

rator pressure regulator, and

"(vi) a refrigerator fixture cover or

door,

"(V) an energy storage system, including a

heat sink,

"(W) equipment used in the preparation,

storage, cooking, display, or serving of food or

cleaning of dishware which incorporates design

features specifically engineered to reduce energy -

consumption, and which replaces similar equip-

ment of the taxpayer purchased before January 1,-

1976, or

"(X) any other property of a kind specified-

by the Secretary by regulations,

which is installed, and principal purpose of which is re-

ducing the amount of energy consumed, in connection
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1 with any existing industrial, retail or commercial proc-

2 ess, activity, facility, building or equipment. The Secre-

3 tary shall -not specify any property under subparagraph

4 (W) unless he determines that- such specification meets

5 the requirements of paragraph (9) of section 44C(c) for

6 specification of items under section 44C(c)(4)(A)(viii).".

7 SEC. 3. INSULATION PROPERTY.

8 (a) IN GENERAL.-Subparagraph (A) of section 48(l)(2)

9 (defining energy property) is amended-

10 (1) by striking out "or" at the end of clause (viii),

11 (2) by inserting "or"t at the end of clause (ix), and

12 (3) by adding at the end thereof the following new

13 clause:

14 "(x) insulation property,".

15 (b) INSULATION PROPERTY DEFINED.-Subsection (1)

16 of section 48 of the Internal Revenue Code of 1954 (relating

17 to energy property) is amended by adding after paragraph

18 (17) the following new paragraph:

19 "(18) INSULATION PROPERTY.-The term 'insu-

20 lation property' means property which is specifically

21 and primarily designed to reduce when installed in or

22 on an existing industrial, retail or commercial building

23 or facility the heat loss or gain of such building or fa-

24 cility, including, but not limited to-
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"(A) insulation materials installed as part of

the building envelope including the wall, ceiling,

floor, and roof,

"(B) itisulation materials installed in connec-

tion with mechanical system equipment, ducts and

piping,

"(C) heat reflecting and heat absorbing

window and door materials and reflective and

heat absorbing window and door films and coat-

ings,

"(D) storm or thermal windows or doors for

the exterior of a building,

"(E) thermal curtains which separate areas

of different temperatures,

"(F) vestibules,

"(G) exterior skylights which have one or

more sheets of glazing or other type of panel, and
_"(H) caulking or weatherstripping of an exte-

rior door, window, or skylight.".

SEC. 4. CHANGES IN AMOUNT AND PERIOD OF APPLICATION

OF ENERGY PERCENTAGE.

The table contained in clause (i) of subparagraph (0) of

section 46(a)(2) (relating to energy percentage) is amended

by adding at the end thereof the following new subclauses:
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"Vii. SPECIALLY DEPiNED .20 percent... January 1, 1981 ... I).Dmc'nlxr :31,
EMIEROY PROPERTY.- 19841.
Property described in sec-
tion 48(0X5).

"VIII. INS'ILATION PROPER- 20 percent... January 1. 1081 ... I)ccinlx-r 3 1,
TY.-Property described in 1986.".
section 48(IXI 7).

1 SEC. 5. EFFECTIVE DATE.

2 The amendments made by this Act shall apply to peri-

3 ods beginning after December 31, 1980, under rules similar

4 to the rules contained in section 48(m) of the Internal

5 Revenue Code of 1954.

0
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Malcolm Wal to
wyoming news

Conit.,t Kmu Delke 1202)224-0 .3

SATMNT OF SENATOR MALICOM WALLOP, C{AIRAkN
Senate Subcommittee on Energy and Agricultural Taxation

October 19, 1981
Senate Committee on Finance

Today's hearing is for the purpose of receiving public and :Ministration comment
on two bills before the Senate concerning energy conservation tax credits. In
opening this hearing, I would like to take a few-moments to cornent on energy conser-
vation tax credits, and more specifically, S. 750, the "Industrial Energy Security
Tax Incentives Act of 1981."

As you are probably aware, energy conservation tax credits have been a hot topic of
debate not only in Washington, but across the country. Following the President's
recent address to the nation the Administration announced that the elimination of
energy conservation tax credits was one area under review as a possible "revenue
enhancer." However, it did not take long for the Administration to learn what the
Congress already knew -- that these credits have bipartisan, nationwide support.
It should have come as no surprise. There is no other factor which plays such a
significant role in American economic life as energy. And whilel e its importance
has never been discounted, the role of the federal government in artificially
controlling supplies as well as prices left Americans with the illusion that energy
supplies would always be cheap and abundant virtually by constitutional blessing.
The reality behind that illusion became all too clear in 1973 and again in 1977.
This country -- its economy, its people -- were the captives of the 'petro-politics"
of the Middle East.

We have learned from those mistakes, and it has become a national priority to become
energy self-sufficient. We have decontrolled oil, encouraged business to convert
to coal -- our greatest domestic energy resource -- and we have provided programs
and incentives for the development of synthetic fuel production. But there is
another resource that we have barely begun to tap. Robert Stobaugh and Daniel
Yergin of Harvard, in their book Energy Future called it "conservation energy."
It is a source that the .National Academy of Sciences' Comnittee on .Nuclear and
Alternative Energy Systems cited as having the potential of saving 5.5 million
barrels of oil per day by the year 2010 in the industrial sector alone -- a figure
which eclipses the volume of our present oil imports.

It is unfortunate that the last Administration chose to equate energy conservation
solely with sacrifice and stagnation. Adding to the already significant burden of
public misery, they preached democratized misery. In reality, energy conservation
can enhance Americv productivity while making a significant contribution to our
national security. It is a program which, if properly implenented, is consistent
in every wuy with the present Administration's philosophy and this nation's program of
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economic recovery. It is not question of doing with less, but producing more, with
less energy constmption.

The question has been posed as to whether energy conservation tax credits belong in
a tax code, or hetlier the free market should dictate what investments the industrial
sector makes. You will find no stronger advocate for free market economics than me.
I strongly believe, however, that the past policies of the federal government are
in large part responsible for the energy problems we fac today. The perceived need
for interference in the past dictates that we now move quickly to adopt aggressive
policies that accelerate the energy-efficient investments in plant and equipment.
Investments -that would have already been made had it not been for the folly of
those past policies. Bat beyond that, there is the overriding concern which must
be addressed by the Administration, and that is national security. An effective
energy conservation program can make a significant contribution in shielding us
from the political instability which daily threatens our principal sources of
imported oil.

Even today you will hear the argument that American business must take into account
the inevitability of future supply disruptions and displacements. And when things
get bad enough, the business conmmity can depend on the strategic petroleum reserve
to keep the economy going. I suggest that too many roles are conceived for that
reserve. It is, as its name indicates, a strategic reserve to be used in time of
crisis. FPrther, no corporate planner can -- nor is he or she expected to --
anticipate when and if there will be another significant disruption in energy
supplies. Energy resources can be stockpiled by business only within practical
economic parameters. Common sense -- business sense -- dictates that limited *
capital w-ill not be devoted, in significant part, to planning for contingencies.

S. 750 represents what I believe to be a creative step toward implementing a coherent,
cost-effective energy policy. It is bottomed on the philosophy of demonstrated
energy savings. Unlike the present credits which remind me of the old Onwysler
commercial gimmick of "buy a car -- get a check," S. 750 requires that energy
savings must be proven if'an investment is to qualify for a tax credit. And even
then a full credit is not guaranteed. Should any installation achieve such a
significant savings in energy that the investment should have been a priority item,
without the credit -- the credit is proportionately reduced. On the other hand,
if the energy savings are disproportionately small in relation to the amount of
thd"investment, then the amount of tax credit which can be taken is restricted.
I .recognize that the 20% credit provided by the bill may well be too rich for the
government's palate right now.

Under free market forces business has already made the easy investments in energy
consecration -- the so-called first tier investments. The second tier investments
are of course more expensive. On business drawing boards across the country are
plans for new, more efficient plants and equipment to replace those which presently
exist' -- and certainly most of those investments will be made at some point. S. 750
is designed to get those plants into production sooner, rather than later. We must
use the present energy respite to assure that the inevitable supply disruptions
of the future are of minimal consequence to the American economy.

Energy policy is not, cannot simply-be a function of natural resource development
alone. We must make every effort to seek and implement a sound, well-balanced
approach which exploits the full potential of American ingenuity as well as its
resources. It is my sincere hope that the Administration will join us in developing
such a program.



58

'TATEMENT OF SENATOR DOLE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL

TAXATION HEARING

OCTOBER 19, 1981

MR. CHAIRMAN:

TODAY WE SHALL HEAR FROM THE PUBLIC ON TWO BILLS THAT

WOULD SIGNIFICANTLY EXPAND THE SCOPE AND DURATION OF THE ENERGY

TAX CREDIT PROVISIONS OF THE CODE, BOTH BILLS WOULD DOUBLE THE

CREDIT, MAKE IT AVAILABLE THROUGH 1985, AND EXPAND THE DEFINI-

TIONS OF CREDITABLE INVESTMENTS, S. 750, IN ADDITION, WOULD

MAKE A FUNDAMENTAL CHANGE IN THE ENERGY TAX CREDIT BY CREATING

A NEW CATEGORY OF CREDITABLE INVESTMENT WHERE THE TAXPAYER MAKES

AN INVESTMENT IN PROPERTY THAT CAN BE DEMONSTRATED TO SAVE ENERGY,

THIS IS A DEPARTURE FROM THE "SHOPPING LIST" APPROACH TO DEFINING

CREDITABLE PROPERTY IN PRESENT LAW@ -

ALL OF THESE PROPOSALS PROVIDE AN INTERESTING COUNTER-

POINT TO THE YET-TO-BE-DETAILED ADMINISTRATION PROPOSAL TO PARE

BACK OR REFORM THE ENERGY CREDITS. WHILE WE DO NOT KNOW THE

SPECIFICS OF THAT PROPOSAL WE HAVE BEEN IN TOUCH WITH THE TREASURY

DEPARTMENT AND ARE HOPEFUL THAT CAREFUL STUDY OF THE MORE USEFUL

AND EFFECTIVE OF THE CREDITS WILL BE UNDERTAKEN BEFORE ALL THE

CREDITS ARE REPEALED,

THOUGH WE SHOULD PROCEED CAREFULLY, IT MIGHT WELL BE

THAT MANY OF THE ENERGY CREDITS ARE ofOBSOLETE INCENTIVES". THE

CREDITS WERE ENACTED IN A TIME OF UNPARALLELED OIL PRICE INSTAB-

ILITY WHEN IMPORTED FUEL COSTS WERE SKYROCKETING AND DOMESTIC

PRICES WERE A CONFUSING AND UNECONOMIC PATCHWORK DUE TO THE UNEVEN

PROGRESS OF DEREGULATION. IN THAT VOLATILE TIME IT WAS GENERALLY
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ADMITTED THAT THE MARKET WAS NOT OPERATING PROPERLY TO ALLOCATE

SCARCE ENERGY RESOURCES. SOME OIL WAS TOO CHEAP, SOME GAS WAS

TOO CHEAP, AND NO ONE KNEW WHAT THE FUTURE MIGHT BRING, AGAINST

THAT BACKGROUND, THE ENERGY TAX CREDITS WERE ENACTED SOLELY

AS IEPOR.ARI MEASURES -- THEY ALL WERE MEANT TO EXPIRE IN ONLY

A FEW YEARS, WHEN THE MARKET FORCES BEGAN TO WORK PROPERLY AGAIN,

THEY WERE NOT MEANT AS PERMANENT FEDERAL SUBSIDIES.

NOw OIL IS DEREGULATED AND THE PRICE APPEARS-TO HAVE

STABILIZED. NATURAL 6AS IS NOT FAR BEHIND. MUCH OF THE GAINS

TO BE REALIZED FROM INDUSTRIAL (AND EVEN RESIDENTIAL) CONSERVATION

EFFORTS APPEAR TO HAVE BEEN WON. THE PICTURE IS NOT ABSOLUTELY

ROSY BUT AT LEAST IT IS MUCH CLEARER THAN WHEN THE CREDITS WERE

ENACTED. AT THE LEAST, IT APPEARS THAT THIS IS AN APPROPRIATE

TIME TO INQUIRE WHETHER THE ENERGY TAX CREDITS ARE OBSOLETE OR

NOT,

WHILE THF INFANT SOLAR AND ALCOHOL FUEL INDUSTRIES

MAY STILL NEED A HELPING HAND THERE MAY BE LITTLE REASON--TO

INTERFERE WITH THE MAINSTREAM FUEL CONSERVATION MARKETPLACE,

THAT IS WHAT THIS HEARING IS FOR -- TO EDUCATE US AS

TO WHICH PORTIONS OF A TEMPORARY TAX INCENTIVE SYSTEM HAVE

SUCCEEDED, WHICH NEED MORE TIME TO SUCCEED, AND WHICH WILL NEVER

SUCCEED,

- 87-649 0 - 82 - s
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Senator WALLOP. Good morning. We will start in the absence of
the representatives from the Treasury Department and hope that
perhaps by the time my statement is over they may be here. If not,
we will move right into the first panel.

Senator GRAssuy. Mr. Chairman, I have no opening statement
per se, but I do want to commend you for holding these hearings.

I believe in tax credits as-an incentive for energy conservation.
This hearing is related to bills for the broadening of the concept to
new areas to further encourage energy conservation. -

At the. same time the President is suggesting early phaseout,
elimination, or cutting back some existing tax credits for energy
conservation.

-Ve find ourselves as a Committee on Finance in an awkward
position: between propowals to expand and proposals to contract.

I've long supported tax credits as a better way to support energy
conservation than voting subsidies from the Treasury. As a
Member of the House of Representatives I introduced legislation of
my own on this subject.

I want to monitor these hearings even though I'm not a member
of the subcommittee because of my belief in- tax credits as well as
an acknowledged need to conserve energy and thus to be less
reliant on OPEC.

STATEMENT OF HON. MALCOLM WALLOP, U.S. SENATOR FROM
THE STATE OF WYOMING

Senator WALLOP. Today's hearing is for the purpose of receiving
public and administration comment on two bills before the Senate
concerning energy conservation tax credits. In opening this hearing
I would 4ike to take a few moments to comment on energy conser-
vation tax credits, and, more specifically, S. 750, the Industrial
Energy Security Tax Incentive Act, from 1981.

-- A s you are probably aware, energy conservation tax credits have
been a hot topic of debate not only in Washington but across the
country. Following the President's recent address to the Nation the
administration announced that the elimination of energy conserva-
tion tax credits was one area under review as a possible revenue
enhancer. However, it did not take long for the administration to
learn what Congress already knew: these credits have bipartisan
nationwide support. It should have come as no surprise. There is no
other factor which plays such a significant role in the American
economy as energy. And, while its importance has never been
discounted, the role of the Federal Government in artifically con-
trolling supplies as well as prices left Americans with the illusion
that energy supplies would always be cheap and abundant, virtual-
ly by constitutional blessing.

The reality behind that illusion became all too clear in 1973 and
again in 1977. This country, its economy, its people, were the
captives of the petropolitics of the Middle East. We have learned
from those mistakes, and it has become a national priority to
become energy self-sufficient. We have decontrolled oil, encouraged
business to convert to coal, our greatest domestic energy resource,
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and we have provided programs and incentives for the development
of synthetic fuel production.

But there is another resource that we have barely begun to tap.
Robert Stobaugh and Daniel Yergin of Harvard in their book
Energy Future called it "conservation energy." It is the source that
the National Academy of Sciences Committee on Nuclear and Al-
ternative Energy cited as having the potential of saving 5.5 million
barrels of oil per day by the year 2010 in the industrial sector
alone, a figure which elipses the volume of our present oil im-
ports.

It is unfortunate that the last administration chose to equate
energy conservation solely with sacrifice and stagnation; adding to
the already significant burden of public misery, they preached a
democratized misery.

In reality, energy conservation can enhance American productiv-
ity. Indeed, the whole definition of conservation is to produce more
with the same amount or even less energy, and that equates with
the President's own idea of restoring productivity to the American
economy.

It is a program which, if properly implemented, is consistent in
every way with the present administration's philosophy. It is not a
question of doing with less, but producing more with less energy
consumption. The question has been posed as to whether energy
conservation tax credits alone belong in the Tax Code, or whether
the free market should dictate what investments the industrial
sector makes. You will find no stronger advocate for free market
economics than I. I strongly believe, however, that the past policies
of the Federal Government are in large part responsible for the
energy problems we face today.

The perceived need for interference in the past dictates that we
now move quickly to adopt aggressive policies that accelerate the
energy-efficient investments in plant and equipment, investments
that would have already been made had it not been for the folly of
past policy.

But, beyond that, there is the overriding concern which must be
addressed by the administration, and- that is national security.
Effective energy conservation programs can make a significant
contribution in shielding us from the political instability which
daily threatens our principal sources of imported oil.

Even today you will hear the argument that American business
must take into account the inevitabilities of future supply disrup-
tions and displacement. And when things get bad enough, the
business community can depend on the strategic petroleum re-
serves to keep the economy going. I suggest that too many roles are
conceived for that reserve. It is, as its name indicates, a strategic
reserve to be used in time of crisis. Further, no corporate plant
can, nor is he or she expected to, anticipate when and if there will
be another significant disruption in energy supplies.

Energy resources can be stockpiled by a business only within
practical economic parameters. Commonsense, business sense, dic-
tates that limited capital will not be devoted in significant part to
planning for contingency. S. 750 represents what I believe to be a
creative step towards implementing a coherent, cost-effective
energy policy. It is bottomed on the philosophy of demonstrated
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energy saving, unlike the present credits which remind me of the
old Chrysler commercial gimmick of "Buy a car and get a check."
S. 750 requires that energy savings must be demonstrated if an
investment is to qualify for a tax credit. Even then, a full credit is
not guaranteed. Should any installation achieve such a significant
savings in energy that the investment would have been a priority
item without the credit, the credit is proportionately reduced. On
the other hand, if the energy savings are disproportionately small
in relation to the amount of the investment, then the amount of
tax credit which can be taken is restricted or does not qualify.

I recognize that the 20-percent credit provided by the bill as
drafted may well be too rich for the Government's power right
now. Under free market forces business has already made the easy
investments in energy conservation, the so-called first tier invest-
ment.

The second tier investments are, of course, more expensive. On
business drawing boards across the country are plans for new,
more efficient plants and equipment to replace those which pres-
ently exist, and certainly most of those investments will be made
at some point. S. 750 is designed to get those plans into production
sooner rather than later. We must use the present energy respite
to assure that the inevitable supply disruptions of the future are of
minimal consequence to the American economy.

Energy policy is not, cannot simply be a function of natural
resource development alone. We must make every effort to seek
and to implement a sound, well-balanced approach which exploits
the full potential of American ingenuity aa well as its resources.

It is my sincere hope that the administration will join us in
developing such a program.

Now, is Mr. Glickman around?
[No response.]
Senator WALLOP. We will go straight, then, to the first panel,

which consists of Linda Parke Gallagher, executive director, and
Dr. Marc Ross, consultant to the alliance, representing the Alliance
To Save Energy, Washington, D.C.; William U. Chandler, Washing-
ton representative, Environmental Policy Center, Washington,
D.C.; and Jack Zukerman, president, CSL Energy Controls, Los
Angeles, Calif.

If you would, please, step forward.
Senator Grassley, did you have an opening statement?
Senator GRASSLEY. No.
Senator WALLOP. Director Gallagher, will you please begin?

STATEMENT OF MS. LINDA PARKE GALLAGHER, EXECUTIVE
DIRECTOR, AND DR. MARC ROSS, CONSULTANT TO THE ALLI-
ANCE, REPRESENTING THE ALLIANCE TO SAVE ENERGY,
WASHINGTON, D.C.
Ms. GALLAGHER. Thank you very much, Senator Wallop. We

appreciate the opportunity to be here today and to testify on S. 750.
I would like to summarize my prepared remarks and request that
they be inserted in the record.

As you know, the Alliance To Save Energy is a coalition of
business, labor, consumer, and environmental organizations found-
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-ed by Senator Charles Percy and cochaired by Senator Alan Cran-
ston. -

One of our main projects has been a study of industrial tax
incentives, funded by the MacArthur Foundation.

As the committee knows and as you have discussed in your
opening remarks, there are two main reasons why the opponents of
targeted tax credits for energy efficiency are suggesting that they
are no longer needed. The first is that, because of the capital cost
recovery provisions, legislation recently passed, the 10-5-3, the
capital incentives for business to invest in energy efficiency im-
provements already exist. Second, targeted tax incentives reward
investment behavior that would have been undertaken anyway.
even without these incentives. I will address myself to the first
point, and my colleague, Dr. Marc Ross, who is seated on my right,
will address the second point.

The accelerated cost recovery provisions will not in any way
particularly stimulate investments in energy efficiency. And I
would like to make four points concerning this.

The first is that, because-of the severe capital shortage witLin
industry currently, the moneys will have to compete-the addition-
al capital will have to compete-for a wide range of investments in
equipment, in new plants. Energy efficiency has received no special
priority in this legislation. And for all the reasons why energy
efficiency has not been regarded as a high priority in the Nation,
for these same reasons it will not get any special treatment within
a firm.

Second, 10-5-3 does not address itself to the national security
issues, which, again, Senator Wallop pointed out in his opening
statement, and which Professors Stobaugh and Yergin have ad-
dressed in Energy Future. This security premium or benefit ranges
from perhaps $10 to $100 per barrel of oil.

The third reason is that 10-5-3 will only allow companies to
recover-part of the-replacement cost of equipment and plant. It is
designed to take care of a lack of productivity investment which is
resulting from the severe inflation that the country has experi-
enced. So, again, there is no special subsidy for business implied in
10-5-3. And, again, it does not help energy conservation, per se.

The fourth and last point which I would like to make is that 10-
5-3 does not address itself to the replacement cost of either elec-

-.. tricity or natural gas, which are today undervalued because of
pervasive Federal and State regulation. So industry is really under-
investing in energy efficiency based on false price signals, distorted
price signals, which it is receiving due to these pervasive controls.

So for these four reasons the alliance believes that targeted tax
incentives are needed in addition to the 10-5-3 legislation that was
recently passed.

Now I would like to turn to Dr. Marc Ross to discuss the second
point.

Senator WALLOP. Thank you.
[The prepared statement follows:]



64

STATEMENT OF

Linda P. Gallagher and Dr. Marc Ross

of the

Alliance to Save Energy

before the

Senate Subcommittee on Energy and Agricultural Taxation

Good morning. My name is Linda P. Gallagher, I am the

Executive Director of the Alliance to Save Energy, a national

non-profit organization dedicated to promoting energy effici-

-ency and conservation. With me is Dr. Marc Ross, Professor

of Physics and an Energy Analyst from the University of Mich-

igan, who is participating in o e of the major studies con-

cerning energy efficiency that the Alliance is undertaking.

The Alliance is composed of representatives of the business

community, government, labor and the environmental and consumer

movements. Senators Charles Percy and Alan Cranston head our

organization. Through public advocacy, research, and demonstra-

tion projects, the Alliance promotes energy conservation and

efficiency as the most cost-effective method for the United

States to increase our energy supplies.

We very much appreciate the opportunity to appear before you

today to testify OnS. 750 and its provisions for tax incentives

for energy efficiency and conservation. The Alliance recognizes

the major impact the tax code has on energy supply and usage.

We believe that, in the short term, tax incentives for energy

efficiency and conservation can assist in implementing an
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overall energy policy designed to meet our energy needs at

least cost.

To analyze the impact of business energy tax credits, the

Alliance has undertaken a major study which is being funded

by the John D. and Catherine C. MacArthur Foundation. The

objective of the study is to obtain detailed information

about the amount and timing of investments in energy efficiency,

the energy saved by thesd investments, and the revenue impact

on the Federal Treasury from differing policy and tax incen-

tives for the industrial sector. Our study is not yet complete,

but we can offer some preliminary observations about the utility

of energy-efficiency tax incentives.

Two of the main concerns of those who oppose tax incentives

for energy efficiency investments are that special incentives

(1) are no longer needed because of the enactment of the new

accelerated capital cost recovery provisions (10-5-3), and

(2) give a "windfall" to corporations because these investments

would have been undertaken even without the tax incentive. We

question some of the assumptions behind these concerns.

The accelerate-d depreciation provisions will assist corpor-

ations to cope with a severe capital shortage. However, these pro-

visions apply uniformly to all categories of investment. Efficiency
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related investments receive no advantage compared with invest-

ments in new capacity or other potential projects being con-

sidered by the corporation. The myriad of reasons that cause

energy efficiency investments to receive low priority remain

unaltered by accelerated cost recovery. -Projects to rebuild

deteriorating facilities, to provide new products, or to meet

mandated environmental, safety and labor requirements will con-

sume most of the increased capital made available by acceler-

ated cost recovery.

Further, 10-5-3, because it treats all capital investments

of a particular class (e.g. "equipment") equally, does not

take account of the additional national security benefits

offered by investments in energy efficiency. As the Committee

knows, a number of prominent national energy policy studies,

including the widely acclaimed Energy Future, have estimated

that the "security premium" which the nation should be willing

to pay to reduce oil imports ranges from $10-$100/barrel.

Accelerated cost recovery was enacted, in part, to address

the problems corporations faced in coping with rapid inflation.

Without 10-5-3 the cost of replacement of equipment or other

property would be significantly in excess of the depreciation

expense that had been taken. Accelerated cost recovery enables

Scorporations to recover their capital within a reasonable period

of time in order to reflect the true replacement cost of equip-

ment. As such, it gives no special subsidy to business, and

certainly does not help energy conservation vestments per se.
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One final rationale to provide additional tax incentives for

conservation investment above and beyond 10-5-3 is the fact

that for at least natural gas and electricity, current energy

prices do not fully reflect replacement costs. Since the price

signals which energy users are receiving for these two fuels

do not fully reflect the true value of energy savings which

can be realized as a result of energy conservation investments,

these investments are not undertaken to the optimum degree.

For example, although new natural gas will be fully decon-

trolled in 1985 under the NGPA, "old" natural gas will remain

under controls indefinitely, unless Congress takes further

actions. Because pipelines "roll in--the higher cost of new

gas supplies with relatively low cost supplies from old wells,
F

it means that energy users pay only average prices for gas,

not prices which reflect the future replacement cost of gas.

Precisely the same situation exists with electricity. Old

power plants which were built before the rapid escalation in

electric utility construction costs can typically deliver

electricity at 1/3 to 1/2 of the cost of electricity generated

from new plants. Once again, because State PublIb Utility

Commissions roll in or average the cost of the electricity

generated from both old and new plants, the average electricity

user does not have to pay the full replacement cost of elec-

tricity and is not likely to pay that cost for some time. The

result of this is that, without additional tax incentives to
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encourage conservation investment, the full value of energy

conservation or efficiency investments is not signaled by

current prices to energy users.

A second frequently voiced criticism of special tax

incentives for energy efficiency investments is that

most corporations are receiving a "windfall" because they

would undertake energy efficiency improvement investments

in the absence of the tax incentives. In other words, it is

argued that the existing incentives, and obviously any addi-

tional incentives, simply reward behavior which would haft

taken place in any event.

While there is no question-that a certain amount of energy

conservation investment has taken place and will continue to

take place in the absence of energy conservation tax incen-

tives, there is a substantial amount of even short payback

energy conservation investment which can be influenced by the

availability of additional energy tax credits. As indicated

earlier, the capital shortage is so severe in most corporations

that the amount of capital available for even very attractive

energy conservation investment projects is extremely limited.

Based on the limited interviews we have conducted so far, we

can report that energy conservation investments with even a

one or two year simplL payback are still awaiting funding at

a number of major corporations.
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To an outside observer who is not familiar with the severity

of the corporate capital shortage, it may make little sense to

reward such short payback investments with an additional energy

tax credit. However, the fact is that even the short payback

energy conservation investments are competing with other forms

of investment within the corporation for the limited pool of -

discretionary capital which remains after investments to comply

with EPA and OSHA regulations and other investments needed to

maintain existing plant and equipment are made. In this set-

ting a tax incentive for energy efficiency may be able to raise

the rate of return on such projects sufficiently to give them

an edge over other-competing capital projects. In close cases,

we believe it can make the difference as to whether an energy

conservation project moves ahead of another competing capital

project.

A second way in which energy tax incentives can affect in-

vestment in energy is by generating additional cash flow which

is generally leveraged through a corporation's willingness to take

on additional debt. The added capital provided by the-tax

incentive, as well as the increased ,debt, may, at least in

p~irt, be reinvested in additional energy conservation projects.

Finally, the availability of the tax incentive can focus

the attention of corporate executives-on energy conservation

projects, leading to such developments as the establishment of a

special fund for e-ergy conservation projects and the acceler-

ation of major projects in order to qualify for an incentive
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before a deadline built into legislation expires.

I want to emphasize that we are not now in a position

to quantify the impact of any of these factors. We are

trying to measure each of these effects as part of the

MacArthur project, but do not expect to have the final results

available until late winter or early spring. Naturally, we

will provide these results to the Committee as soon as pos-

sible. To quantify at this time the precise degree to which

such credits have moved investments forward is beyond the

current state of our project. We are, however, able to make

some general observations regarding the existing and proposed

legislation.

A relatively small part of the potential investments which

would improve a manufacturer's energy efficiency qualify for the

existing energy tax credits. The current ligt of qualified

energy property is too short and somewhat arbitrary. At one of

the steel companies we visited, less than 10% of the available

energy-efficiency improvement investments qualify for the cur-

rent tax credit. The proposal in S. 750 to expand the list, as

well as have a category for "qualified industrial energy effici-

ency" property, would-increase energy efficiency related invest-

ment. The latter category encourages new design processes and

other energy-efficiency improvement projects which cannot now

be defined by specific inclusion on a list.
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However, the difficulty of determining if property is "qualified

industrial energy efficiency property" may inhibit some attractive

energy-efficiency investments from being made. Such detailed

provisions may not be effectively communicated to potentially

important decision-makers in the company. Moreover, such complex-

ity gives rise to uncertainty which becomes an important imped-

iment to the investment of scarce capital.

An important element of S. 750 is that it encourages invest-

ment in projects which improve general productivity at the

same time that significant energy savings are achieved. We

have observed that equipment such as continuous casters for

steel which achieve multiple productivity related objectives may

be as important to improving energy efficiency within a plant as a

project which is designed exclusively to increase energy efficiency.

We recommend that the minimum $10 Barrel of Oil Equivalent

(BOE) floor proposed in S. 750 to qualify for the full tax

credit be carefully reviewed. At many of the plants we have

visited, there are potential projects in the plant that would

realize significant energy savings at less than a $10 BOE cost.

Investment in these projects, however, is not proceeding because

of significant capital shortages. The assumption that industry

will undertake these projects, even without a full tax credit,

appears false. As we have stated, a tax credit may be the deter--

mining factor in deciding if these energy-efficiency related

investments are undertaken.
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Finally, it is important to recognize there is an attribute

of a tax incentive targeted at energy efficiency or conserva-

tion that is unlike most other tax incentives. __Conservation

incentives are aimed at productivity, helping manufacturers to

reduce costs per unit of output. Productivity improvement is

essential to the well-being of industry and of the American economy.

Indeed, such productivity improvements will be reflected in

an increase in Federal revenues. Since energy expenditures are

deductible from corporate income as an "ordinary and necessary"

business expense, a reduction in these expenses, other things

being equal, will cause corporate income, and consequently

corporate taxes, to increase. One of the analyses we are

performing as part of the MacArthur study will evaluate

whether the net effect to the Federal treasury from a tax

--credit for energy-efficiency investments is an increase or

decrease in revenues.

These general observations about tax incentives and energy

savings in industry are based upon our preliminary impressions

from the MacArthur Industrial Incentive Study, and an analysis

of tax incentives generally in the energy field. We hope to

have preliminary results of the study completed early this

spring to help the Congress and other policymakers as they

consider an extension or modification of the business energy

tax credits which expire on December 31, 1982.
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Due to- the interest expressed by Committee members in our

study,-I believe it may be useful to review the methodology

we have employed. The study is focused onthe industrial

sectors of the economy which consume the greatest amount of

energy -- chemicals, steel, aluminum, pulp and paper and

petroleum refining. These industries account for greater than

60% of all energy used in manufacturing or approximately 20% of

:tal energy use in the U.S.. We are now obtaining detailed

information from several corporations within each industrial

"category" about inVestment opportunities which save energy

and the effect of tax incentives on decisions about these

investments. We make visits to each corporate headquarters

and, in some cases, to plants to conduct detailed interviews.

We interview facilities planners, tax experts, energy man-

agers, engineers and investment decision-makers.

Our first step in a visit is to obtain the inventory of

energy conservation - related investment projects that are

underway, planned, or being considered. We analyze in detail

a small number of projects which are attractive to the cor-

poration but for which a decision to go ahead has not been

made. For these selected projects, the effect of existing

and proposed tax incentives on the return on investment is

examined. Issues directly related to tax incentives,

such as the importance of receiving tax credits during the

construction of the project, refundability, the complexity of

complying with the law, and the effect of uncertainty about
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the applicability of tax incentives, are explored.

Other factors which affect the decision-maker's evaluation

of each project are also considered. These would include,

for example, the relation of the proposed project to corporate

strategic plans or additional requirements for engineering

manpower in the project's design and construction.

The information obtained by us from a specific company and

our analysis of that company willbe kept strictly confidential.

However, the information will be used and released in the form

of aggregated results which we will extrapolate to determine

the-effect of tax incentives on each industrial "category" we

have studied.

Our analysis will include calculating for various levels of

tax incentives the amounts and timing of investments in energy

efficiency that would be undertaken, the amount of energy that.

would be saved by the investments, and the overall effect on

Federal revenues. The results of this study should signifi-

cantly assist in the design of a tax code that provides the necessary

incentive to insure that energy efficiency plays an appropriate

role in national energy policy. -I hope our preliminary observa-

tions have been helpful to the Committee. We would be glad to

answer any questions you might have.
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STATEMENT OF DR. MARC ROSS, CONSULTANT TO THE
ALLIANCE TO SAVE ENERGY, WASHINGTON, D.C.

Dr. Ross. Mr. Chairman, in the MacArthur industrial incentive
study we of the alliance are visiting energy-intensive manufactur-
ers and interviewing people in depth about their energy-conserva-
tion investments. And, although we don't have real results as yet, I
would like to give you some preliminary observations.

Perhaps the most surprising finding is that, while high-return
investments which conserve energy are being made, many high-
return investments which are very attractive are not-being made.
These are investments which in some cases fall below the $10 floor
in S. 750. They are investments, in many cases, which have a
simple pay-back of just 1 to 2 years.

Now it seems that these attractive investments are being delayed
because of capital shortages among these energy-intensive manu-
facturers and the tremendous competition for capital which occurs
within each firm, among mandatory projects, new acquisitions, new
products and maintenance kinds of projects.

It is too early in our study to provide quantitative res-u-lts, but we
have observed examples where incentives might really be helpful.
One is that among discretionary capital projects energy conserva-
tion projects would be given a competitive edge. And we hav4 seen
examples where that would be the case.

Furthermore, we have observed that the existing incentives have
increased cashflow, which has been leveraged by increased debt,
and is being reinvested in part in conservation projects. Now the
existing incentive, by the way, doesn't apply to very much of what
the corporations need to do; so I am not expressing enthusiasm
about it, as such.

Third, we have observed that the attention of top corporate
executives is a very important factor in decisionmaking. We have
seen examples of funds dedicated to conservation investments, and
we have discussed the very real possibility that for major projects a
decision to go ahead early might well be made in order to gain a
tax credit before the legislative deadline. And that, in my mind, is
one of the most important advantages.

Perhaps I could say a few more words about the study. We are
visiting about 15 firms both" at headquarters and in some cases in-
the plants. We are interviewing engineers, planners, decision-
Makers, energy people, and tax lawyers. We are finding out about
their inventory of projects, which projects are going forward, which
aren't, what is there in the decisionmaking process that leads to
those decisions, and what would the effect be of a variety of tax
incentives.

The study would involve an evaluation of the cost to the Treas-
ury of the incentives, but it would also involve an evaluation of the
gains in tax revenue which should arise because the incentive is a
irect encouragement of productivity improvement. Unlike most

tax incentives, it is aimed at reducing cost per unit of production.
We should have our report by late winter, early spring, and we

-will be communicating it to you as soon as it is available.
Thank you.
Senator WALLOP. Thank you very much, Dr. Ross.
Senator WAULOP. Bill Chandler.

87-648 0 - 82 - 6
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STATEMENT OF WILLIAM U. CHANDLER, WASHINGTON REPRE-
SENTATIVE, ENVIRONMENTAL POLICY CENTER, WASHING-
TON, D.G -
Mr. CHANDLER. Thank you, Senator Wallop.
The Environmental Policy Center strongly supports the Industri-

al Energy Security Tax Incentives Act, S. 750. The act combines
the cost effectiveness of energy conservation with the fiscal effi-
ciency of the investment tax credit. S. 750 would reduce a basic
bias in the tax code that encourages energy waste. It would save
money for industry, reduce stress on the environment, enhance
national security, and yet it would cost the Treasury very little in
lost revenues. The act would, if I may borrow a phrase from the
military, give us a great deal of "bang for the buck.'

The phrase "bang for the buck" describes how much firepower
you can buy for your money. Economists have applied this term to
compare the effectiveness of fiscal incentives, fiscal policy tools.
The investment tax credit, as I show in my written testimony, will
generate far more incremental investment per dollar of Treasury
revenue lost than would either accelerated depreciation or a cut in
the corporate tax rate. The effectiveness of tax credits can be even
greater, in my opinion, when targeted to initiate energy conserva-
tion.

Why would targeted tax credits for conservation work better
than general investment incentives? There are at least two rea-
sons: First, credits would provide the cash flow for firms to make
investments that have very favorable returns. Second the tax cred-
its would actually reduce revenue losses that normally result from
tax deductions for energy expenses. The second point is vital, I
think, for it shows that conservation not only can produce econom-
ic efficiency, environmental protection and national security but
can, to a large degree, pay for themselves. It also underscores the
bias in the tax code for energy waste: The Government makes
energy consumption cheaper by permitting a deduction of energy
expenses.

A brief example from my testimony will illustrate how conserva-
tion tax credits could save the Treasury money. From table I we
see that industrial evaporators can be upgraded to save energy at
an average cost of about $2 per million Btu's. If a firm uses
residual oil, it pays two and a half times this amount, or about $5
per million Btu's. The Treasury, since it permits expensing of
energy cost, loses, then, $2.30 per million Btu in reduced tax liabili-
ty.

If a tax credit equal to the entire cost of the conservation invest-
ment were provided, the Treasury would still save 30 cents per
million Btu's. If the firm used No. 2 oil instead of resid, Treasury
would save $2.60 per million Btu's. The potential is very large,
since about one-fourth of the energy used -in evaporation can be
saved at the above cost and since similar opportunities exist in
other industrial-unit processes.

Over the last year I have heard three or four objections to the
concept of conservation tax credits. These relate to whether credits
should be given for investments that already make sense, or to
whether targeted incentives distort the market, or, more common-
ly, to whether the Treasury can afford these -incentives. I believe
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each of these objections is based-on gross over-simplifications of the
problem.

First, as I believe you understand well, Mr. Chairman, these
attractive investments are being delayed. because of a lack of capi-
tal. When money is tight, managers rationally choose market-share
investments over cost-savings investments. The former are ephem-
eral, while the latter are less likely to slip away. And, as one
expert put it, the name of the game is cash flow. Even an attrac-
tive investment must be postponed if it will place too great a strain
on the firm's checking account, so to speak.

Second, some analysts believe that more conservation would be
stimulated by providing general incentives that would lead to the
scrapping and replacement of existing industry. To retrofit, they
believe, would be counterproductive. I would simply point out, how-
ever, that, even with the very-generous 10-5-3 bill just passed, half
of industry's existing plant and equipment will still be in use by
the year 2000, and we predict that half of this would not be retrofit
without further incentives. Moreover, the big winners in the 10-5-3
legislation were electric utilities and oil refiners, and, thus, the
disparity between conservation and production is only further in-
creased.

Third, the argument that the Treasury cannot afford these incen-
tives is a bit convoluted. As I have shown, credits would mostly pay
for themselves. But the argument goes beyond this to imply that
more conservation investment would be stimulated by bringing
down the cost of borrowing money. This means, then, forgoing the
tax credits and balancing the budget. Balancing the budget is
urgent, but it seems to me that it would be better to let industry
keep the money that it has already earned than to tax it away in
order tomake it easier to borrow.

Let-me conclude with two comments, if I may. First, we are not
seeking a handout for some theoretical concept; we are simply
seeking tax parity, more nearly equal treatment for energy conser-
vation and energy consumption. Given the bias in the tax code for
consumption and all the nontaxed subsidies for centrals and nucle-
ar power, we have a very long way to go.

Finally, the word security appearing in the title of this bill- is
most appropriate, for energy conservation can buy us an independ-
ence and security that no weapon can. And that is part of what I
mean when I say that this bill would give us a great deal of "bang
for the buck."

Senator WALLOP. Thank you very much, sir.
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Statement In Support Of S.750
The Indus.trial Energy Security Tax Incentives Act

by
William U. Chandler

Environmental Policy Center

1. Introduction

The Environmental Policy Center strongly supports the Industrial

Energy Security Tax Incentives Act, S.750. The Act combines the cost-

effectiveness of energy conservation with the fiscal efficiency of the

investment tax credit. It would reduce the bias in the tax code that

encourages energy waste. S.750 would save industry money, reduce environ-

mental damage, buy international security, and yet cost the Treasury little

in lost revenue. The Act would, to borrow a phrase from the military,

give us our best "bang for the buck".

This testimony shows why industrial energv conservation tax credits

would bring these benefits to the country. We describe the low cost of

energy conservation, the effectiveness of tax credits for spurring investment,

the justification for targeted incentives, and how the cost to the Treasury

could be quite low.

2. The Cost of Energy Saved

The cost of capital investments for saving energy is relatively

inexpensive. Industrial evaporators, for example, can be upgraded to saveV

energy at an average cost of only $2 per million BTU. Residual fuel, in-

comparison, costs more than twice as much, or about $5 per million BTU.

Up to one-third of the energy used in evaporation could be saved at
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the low cost cited above. Many such opportunities exist in industry, as

Table 1 indicates. The short-term energy conservation potential from

upgrading evaporators, distillation columns, insulating steam lines, using

preheating in furnaces,, and replacing inefficient electric motors alone

could save over 600,000 barrels of oil equivalent per day.
1

3. Bang-For-The-Buck

The investment tax credit, according to many analysts, provides the

most incremental investment per dollar of Treasury revenue foregone of any

fiscal policy tool. Cutting the corporate tax rate generates only about $.34
2

per dollar of revenue "lost". Ten-5-3, as-passed in the Economic Recovery

Tax Act, will provide about $.50 worth of additional investment per dollar

* 3of revenue lost. In contrast, the Investment Tax Credit can generate $.75

to $1 per dollar of revenue lost." 5  When investment credits are applied to

very cost-effectiveprojects such as conservation investments, "bang-for-

the-buck" is very favorable. (See Table 2.)

4. Conservation Credits Would Reduce "Tax Expenditures" For Energy Consumption

The tax code currently favors energy consumption. Energy consumption

thus reduces Treasury revenues, To the extent that conseration credits would

reduce energy consumption, they would also reduce revenue losses. Thus, to

some degree, conservation credits would pay for themselves.

Energy consumption may be Imnediately expensed; that is, energy costs

are deducted from corporate tax liability as a cost of doing business. Since

the corporate tax rate at the margin Is 46 %, the "subsidy" for energy waste

amounts to almost half the cost of energy. Conservation, which is accomplished

primarily with capital investment, is thus disadvantaged since capital must
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--- :be depreciated over time. Even with the generous changes in depreciation

allowances in the Economic Recovery Tax Act, this disadvantage persists. In

- fAct,-energy production and conversion industries were the big winners in the

recent tax act, as Table 3 suggests. This Act merely increases the disparity

between energy conservation and energy consumption.

S.750 would serve to reduce this disparity, and at a low cost. Consider

the following example. If we assume that Jorgenson is right and that the

ITC will generate one dollar of investment per dollar-of revenue lost, then

we can see how the credit would reduce "tax expenditures" for energy consumption.

The government would buy, for example, conservation in industrial evaporation

at viat--4L$ e million BTU, and this would save the industry $5 per

'million BTU in residual oil costs. It would also save the government $2.30

in tax deductions, and would therefore increase revenues by $.30. If the fuel

saved were No. 2 heating oil which costs $10 per million BTU, then the savings

to the Treasury would total $2.60.

Expensing energy consumption costs is, by no means, the-only element

of the tax code that promotes energy waste. Intangible drilling costs are

expenses at an annual cost to the treasury of more then $1 billion. Non-

tax subsidies for nuclear power and synthetic fuels, despite the fact that

these systems produce energy at costs of more than $15 per million BTU,

6
- add billions of dollars to the burden of taxpayers each year.

The simple benefit/cost calculation above ignores important external

costs. These include the fact that we will export more than $60 billion this

year to pay for our imported oil; that if we must resort to oil shale for

energy we will have to dispose of two tons of rubble for every barrel of oil

produced, and will consume 5 barrels of water per barrel of oil; and that

we are going to spend perhaps $100 billion on a Rapid Deployment Force
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to "protect" the oilfields in the Mid-East, despite the high probability

that such a force could not accomplish its mission.

Yet, some critics still do not appreciate the need for S.750. They

object that Congress should not subsidize cost-effective investments. They

believe that the market will accomplish the task; or else they are concerned

primarily to balance the U.S. budget. But as we shall see, these objections

are all based on serious over-simplifications of the problem.

5. Why Targeted Incentives Are Necessar,

"The name of the game is cash flow", as one financial expert put it.7

Industrial managers have grea difficulty financing conservation investments

during periods of "tight money". During such periods, and often in more

normal times, it is rational to make an investment that increases market

share before one makes a cost-savings investment. The former is ephetaeralo.

the latter less likely to slip away. Management simply cannot make an in-

vestment that will place too great a strain on the firm's "checking account,

as it were, even if the investment will pay off handsomely within a few years.

Other serious constraints which S.750 would help overcome include:

distorted energy price signals; imperfect market information; regulatory

constraints; and, of course, biased federal'incentives.

Some, however, argue that 'targeted' incentives are counterproductive,

that it is better to provide 'general' incentives such as "10-5-3" and let

the market-determine the most efficient use of capital. This argument

maintains that more energy would b6isaved by scrapping and replacing

existing industrial equipment, and that incentives f6t retrofittine cequi-:"?nt

will do more harm than good. Two facts are overlooked in this argunent,

however. The first is that It is very likely that half of all existing In-
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duatrial olant and aaI98u10nt wrill AiWII.bL.n use In CI year 2(8 This

equipment badly needs to be retrofit today. Secondly, S.750 would serve only

to offset some of the incentives for energy vaste.

More Importantly, the word "security" in the bill's title suggests

an overriding concern. For energy conservation can buy us an independence

and security that no weapon can. And that is part of what we mean when we

say that S.750 vould give us a great deal of "bang-for-the-buck".

6. SuMary

In conclusion, let us reiterate or belief that "The Industrial Energy

Security Tax Incentives Act" is a carefully crafted, intelligent piece of

legislation. It would contribute substantially to our national well-being.

We continue to enthusiastically support S.750, and maintain our optimism that

with Innovative federal policies such as this we in the United States can meet

the challenge of future energy demand.

I. -



TABLE 1: THE COST OF TYPICAL INDUSTRIAL ENERGY CONSERVATION RETROFITS

Investment
Cost per million Btu
of Energy Saved -1978)

Short-Term
EneEy SavinsPotential

1. Evaporators (upgrading)

2. Distillation (upgrading)

3. Insulation (23 inches)

4. Direct Heating (Preheating)

5. Mechanical Drive (Replace-
meat of Electric Motors)

$1.00 to 3.00

3.70

1.30

3.00

10.00*

Total m 1.3 (0% 600,000 bar-
(rels of oil equiva-1e:Rt per day)

* Compared with marginal electricity supplied @ $15.00/MBTU
** From these five categories of Invespments, alone.

Source: Reference 1

..05

.3

.4

.6

.01

i
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TABLE 2: ESTIMATES OF THE EFFECTIVESS OF FEDERAL INCENTIVES FOR
STIKULATING INDUSTRIAL ENERGY CONSERVATION

POLICY INVESTMENT PER DOLLAR OF 1rCE'.*TIVE
($ 1980)

Fiscal Policies.

1. Investment Tak-Credit

2. Corporate Tax Rate Reduction

3. "10-5-3" Depreciation Schedule

$ .68 to $1.o0

.34

.i3 .

source: references 2,3.4, and S
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Table 3

Table Ll,--Industry Tax Change Under the Accelerated Cost Recovery Bystem (H.l 2400)
e. Total Tax Change

* Caladue - Tear (mDIwas of dol.r,)

Jadasrf 198 1953 1993 1984 1t5 195" J9 s 1988 3#a 110

Avkqdsure...................... 173 -n -. 41 -,070 -2.1 -,29 -5 5 4 -,: ::: -..........................-175 -417 -- 76 -1,-11 - 6- -2009 -2,2 2 -, 303 -2.2 -2. 47
Coitnictoa.....................-807 -02-.7 146-,8 134 -. 8 143 -,7 1,95

(rala prodaci .................. -35 -78 -137 -20- -264 432 -476 -496 -403
_ftar -dOct$ .................. -10 -22 -38 -85 -77 -98 -113 -122 - -124- -121

.................... -t0 -22 -37 -52 -73 -92 -107 -117 -121 -120
Prepaed food ................... - -190 -345 -616 -750 -976 -1. 10 -3,211 -1,346 -1,339
Tobeo ...........................- 9 -23 -43 -64 -01 -116 -138 -146 -151 -144
Knield goods ................... -- 9 -21 -83 -43 -63 -o0 -65 -74 -84 -93
Yu, thrrad, woveaftbeies ....... -- 11 -32 -62 -103 -165 -223 -208 -93 -96 -281

a41t d5einj .................. . -6 -I6 -31 -46 -61 68 -72 -74 : -96
Ton yam .................. -4 -8 -13 -16 -1t -21 -23 -26 -
loewoveaf 1rks ................ -2- -4 -7 -9 -13 -16 -19 -20 -21 -24

Apparel .........................- 25 -6 -121 -171 -215 -137 -262 -268 -316 -365
-1 ...................... . : -7 -7 -7 8 -7 -8o -89 -102 -113. ............ :: :....... -24 -61 -$e -11 -to -12 •_8 -97 -n 2-w -230o

Wood produces and furniture..... -33 -82 -137 -192 -245 -1389 -3, -369 -397 -44S
lulp 48d paper .............. -89 -245 -424 -624 -899 -1,370 -,3 -1,421 -1,32 -1.232
Converted paper.................. -38 -66 -137 -38 -247 -2 -330 -346 -344 -385
Printing and publishing.............-78 -186 -324 -458 -634 -779 -693 -971 -999 -996
Chemlcals....................... -258 -750 -1402- -243 -1268 -2740 -2397 -2,915 -3,250143-3164 -- 48 --63'943- .26-.
Oiroleurn retain ............... .. -471 -1,315 - 3 ,M3 -2,364 -2.83 -34.53 -4.248 -4,317 14, 1PP
00 wwd sas prodosclon.............25 -655 -1:223 -1812 -2,39 -3,211 -3,.760 - 4099 -4,200 - 3961
Petroleuin markting ........... -25 -70 -143 -218 -2 -372 -440 -496 -669 -37
01 and gat drilling ................ -46 -- 312 -178 -228 -261 -263 -267 -292 -314 -347
tubhe ........................ -13 -- $3 -57 -80 -104 -123 -146 -163 -160 -IM

-.......................... 2 - -138 -210 -13 -93 -462 -618 -3 -71
Lether ......................... -7 -14 -38 -2 -39 -48 -6 -64 -71 -

lea........................... -30 -611 -352 -166 -210 -267 -296 -329 -348 -- 345

Cement..........................-- -23 -45 -70 -96 -121 -142 -159 -109 -172
Stone and eta 0...................... 8 -184 -262 -355 453 -639 -603 -639 -647
Ferrous metal ...................- 36 -117 -216 -337 -479 -611 -712 -773 -796 -742
Nonferrous metal .................- 19 -9 -113 -170 -229 -290 -339 -370 -38 -397
Fabricated metal ..................- 8 -144 -269 -397 -59 -693 -818 -926 -1,018 -1-S4
dmaehincry.......................-208 -- 59 -1,089 -1,753 -2,457 -2,978 -3.3$0 -. 632 -3162 -4,212

EMectrone --.......................- 59 -146 -249 -327 -381 -390 -411 -439 -56 -853
motor vehilee production......... -105 -5 -340 -593 - 1,56 -2,023 -2,293 -2.,434 -- 2,426 -2, ?2J
Aerospee .................. -34 -92 -66 259 -33 -378 -407 -42. -432 -4$
Shipbuilding .................... -13 -33 -58 -87 -12 -101 -196 -221 -235 -242
Locomotiver ansd railroad cars . -2 -4 -8 -13 -19 -25 -30 -32 -32 -31

ailrod teaaportAion .............- 47 -152 -332 -549 -a1l -1,044 -1,203 -1,263 -1,219 -1,045
Land pointer trn.porI ton..... -34 -93 -137 -141 -164 -1SI -196 -214 -239 -265
Laud freight tra .prtatn ....... -117 -214 -352 -426 -434 -443 -4S3 -53 -634 -- 79
Watertran-poltt=o n .............. -34 -143 -282 -442 -638 -824 -9'. -1,064 -. 1100 -- 1,Ot1

Airlines .................... -53 -31 -3S4 -739 -3,225 -1,691 --3,99 -2,105 _i - .1) 1..591
CHI and $as pipelines............... -29 -88 -237 -02 431 -1,147 1,.419 -639 1, -
Teeeo nmunitatlow............. -90 -226 -1,1is -2,563 -4,001 -5,127 59" -5,3M 8.49S 7.
Radio ahd T% ................... -18 -45 -6 - 5 -92 -1 -75 -1 - 94
Cle TV ................. ...... -6 -17 -33 -- 54 -74 -83 -3 -"4 -60 -6
Mloctric utility" .................. -603 -3,9" -2,977 -3,732 -4, A34 -6,072 -7.407- -t737 -9964 -11509oat utiltl. ................... .rt ISO .;.,., 6-- -- :;!o--.;

Trade .......................... -740 -,4% 5 -2,123 -2,393 -2,7I0 -3.192 -- 3733 -4,325 -4,943 -,-6S6--Ag -1169 -*30.1 "-371 -4M -,23 -s"l -6.29 --63.2 -- 062Awmu¢ments ......................- 6 -a 31 45 53 36~~ n5 8
Filnance, rILuraner. 3,4real t*t~e. -84 -230 -465 -702 -97 -1, 297 -1,8k31 --2,C'3 -2.,431 q ~.
Iefqonl| 61A proft-..l-ou.l ,nv|c".. - I -5-51 -540 -3,077 -1,322 - 15 .N -1,704 -5,879 -. 3

lad'tej total$ ................. .-. 37 -- 13,s 23.731 -33.913 -43,434 -53.334 - 63,864 -70.31 S 7. v

Grand ,-. ........... ..."3,0 -- ,941' 2,3.1 -35,958 -45,178 ,- 67 -64,12 -.-70.730 -76,10S -62*#.:

Sources Reference
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Senator WALLOP. Mr. Zukerman.

STATEMENT OF JACK ZUKERMAN, PRESIDENT, CSL ENERGY
CONTROLS, LOS ANGELES, CALIF.

Mr. ZUKERMAN. Good morning. My name is Jack Zukerman. I
am the chief executive officer of the CSL companies, a California
group of companies which is engaged in the manufacture of light-
ing equipment and automatic energy control systems. Our company
was established in the mid-1950's and has recently become actively
involved in a new field called energy construction management. At
the present time our manufacturing division has shipped over 8,000
automatic energy control systems throughout the world. Our new
division of energy construction management has developed energy
conservation plans for facilities at over 100 locations this past year,
and our clients number among some of the Fortune 500. -

We appreciate the opportunity to testify on S. 750, and we have
followed this legislation with great interest. We feel that it repre-
sents a major step forward. But, because of the limited time the
committee is available this morning, we intend to submit more
detailed particulars with regard to this in our written testimony.
But with the committee's permission, I would like to discuss this
morning the new category of eligible property as it relates to the
accurate measurement of the energy-efficient propry.

The current list of property eligible for the-credit is very restrict-
ed and, as the committee knows, the Treasury Department has
been reluctant to utilize its discretionary authority to add ddition-
al itemS-to-'Lhe statutory list. The result has been that, in some
industries, only a small percentage of the energy conservation op-
portunities actually qualify for the existing credit. Although the
list contained in S. 750 is an important step forward, we agree with
you, Senator, and the other cosponsors of the legislation, that the
addition of qualified industrial energy efficiency property is critical
if industry is to be encouraged to implement the full lanes of
available energy conservation options.

Although the accurate predictions and measurements of energy
savings is not a simple task,- I am going to confine our testimony
this morning strictly to the measurements. I would like to report to
the committee that our company, after 2 years of development, has
produced a computer-based, multiple linear regression model which
in most cases is capable of predicting energy savings within a
range of 1 to 2 percent of actual energy usage. This is rather
important to us, because any new program that we have in the
energy construction management division, our payments are based
on actual energy savings, so-we are talking about the real world.

What is a multiple linear regression model? It is nothing more
than a mathematical model which predicts future energy usage
based on past energy use, characteristic of a given facility. The
model employs production data such as kilowatt hours, kilowatts,
therms, operating hours, and everything else that goes into the
profile of a facility. This model was generated using multiple re-
gression equation techniques, and the results have correlated well
wth actual usage. At worst, we have been off by 5 percent. But,
perhaps most important, this model allows us to adjust the base-
line energy usage from-which we compute energy savings to take
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account of the changes in production levels, weather, and other
variables affecting energy usage.

As the committee recognizes, these factors must be considered in
any reasonable estimate of energy savings which would be pro.
duced by-,investment in conservation equipment. It is, therefore,
imperative for us to demonstrate accurately the amount of savings
our clients would achieve. Our index of this confidence which our
clients have in this is that they have agreed to dollar-based par-
ticulars in the contracts that we have existing with them.

In 1976 our company entered into an energy conservation pro-
gram with midwestern division of Lucky Food stores. At the pres-
ent time there are 108 stores in operation under this program, and
-to date we have saved 8,500,000 or translated into 350,000 barrels
of oil.

To achieve these kinds of results we begin by conducting thor-
ough audit of energy conservation opportunities in a facility. After
the opportunities are identified, we work with the client to isolate
those production variables which are likely to affect energy savings
in the targeted investment areas. Typically, we might-start with 10
or 15 different variables which can affect energy usage. These
include capacity, utilization, product mix, heating and cooling
degree days, and in some cases the amount of solar gain. We then
obtain information on each of these variables for the last 3 years.
Tentative coefficients are assigned to each variable, and through a
series of trial runs we are generally able to eliminate a number of
variables which simply-do not correlate with actual energy usage
during the preceding 3 years. Typically, the final equation utilizes
approximately five variables, certainly a'manageable number. Per-
haps most important, information on each of these variables is
generally already available from either the plant, the facility, or
the weather bureau.

In 90 percent of the cases no additional data gathering is neces-
sary.

I see that my time is-being rather cut short, so-I will go into
what we identify as the five pertinent issues that exist in this bill:

One, the ability to predict future energy savings, given uncer-
tainties about future product mix and capacity utilization rates;

Two, the ability to show that less energy is actually being used
per unit of output;

Three, the selection of a representative 1-year period for the
purpose of establishing a baseline;

Four, the ability to separate energy savings achieved by qualified
industrial energy efficiency property from those achieved by other
energy conservation investments; and

Five, the ability to discount energy savings which are achieved
as a result of a substantial change in the character of the input or
output of the facility.

Although there may be other energy measurement issues associ-
ated with -this legislation, we fp that these ar the important
ones. Based on our experience, Ib-ltee' I can assure the committee
that all of these issues can be successfully dealt with using the
.multiple linear regression program developed by our company. And
we would makethis complete program available to the committee.
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To determine whether an investment in qualified industrial
energy efficiency property would produce a minimum of a thou.
sand barrels of oil equivalent in savings per year, it is essential
that an energy user be able to predict these energy savings. We can
do this with our method.

The ability to demapntrate reduced energy usage per unit of
output, which is your second requirement of S. 750, can also be
done, because the model can account for changes in both capacity
utilization and product mix.

Three, the selection of a representative 1-year period for deter-
mining the energy baseline. Although we believe it is possible to
identify a representative 1-year period for establishing this base-
line, we feel that this requirement introduces the potential of
conflict between the IRS and the energy user over the issue of
whether the year selected was indeed representative. We feel that
the 3-year baseline would be much better.

The fourth is the ability to separate savings from qualified indus-
trial energy efficient- equipment from savings generated by other
types of equipment. Under this legislation an energy user must be
capable of separating the energy savings which result from instal-
lation of property. This means, for example, that an energy user
must be able to separate the savings from qualified industrial
energy efficient property from those achieved by installation of a
piece of specifically defined energy equipment which is listed in the
statute. Of the five measurement problems I have outlined, this is
probably the most difficult to overcome. However, -believe that
our model can be modified in such a way as to segregate the energy
saving from a particular piece of equipment if necessary. This
would require significant additional work to'isolate those produc-
tion variables which affect specific pieces of equipment rather than
the process in general. But I believe it can be done.If this approach is not-successful, it is always possible to install
individual metering equipment where it is need.

Last, but - not least, is the ability to discount energy savings
produced by a substantial change in the character of a facility's
input or output. A closely related requirement under this legisla-
tion is that an energy user be capable of discounting, energy sav-
ings which are produced by a substantial change to either the
input or output of his production process. The example frequently
cited by the Treasury Department, to illustrate this problem, is a,
change in an auto production line from producing small cor~pact
cars to large luxury autos. Once again, we faced this problem, and
we feel that it can be overcome easily. We faced the issue ourselves
in our own company with the Chrysler Corp., for example. We were.
asked what would happen if Chrysler suddenly switched -from the
production of automobiles to tanks, a product which certainly uses
more energy per unit of output than any automobile. To accom-
plish such a change in product output we would simply add a new
product variable to the model and, once again, estimate the praise
energy requirements by fuel type to produce one. type of that
product. This new variable would then be incorporated in the
multiple regression equation. The same procedure can be utilized
to handle significant changes in product input.
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In short, we do not believe that any of the measurement prob-
lems presented by the proposed legislation are inseparable. In fact,
we have the capability to deal with virtually all of them at the
present time. It requires significant effort on the part of the user
and of the company doing it, but in our opinion they can all be
accomplished.

Thank you.
Senator WALLOP. Thank you very much, sir.
[The prepared statement follows:]
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STATEMENT OF MR. JACK J. ZUKERMAN,
CHIEF EXECUTIVE OFFICER
-OF THE CSL COMPANIES

BEFORE THE SUBCOMMITTEE ON ENERGY
AND AGRICULTURAL TAXATION

OF THE
SENATE FINANCE COMMITTEE

October 19, 1981

Good Morning. My name is Jack Zukerman. I am the

Chief Executive Officer of the CSL Companies, a California

group of companies which is engaged in the manufacturing

of lighting equipment and automatic energy control systems.

CSL was established in the mid-1950s and has recently

become actively involved in a new field of energy

construction management. At the present, our manu-

facturing division has shipped over 8,000 automatic

energy control systems throughout the world. Our

new division of energy construction management has developed

energy conservation plans for facilities at over 100 loca-

tions. Among our clients are Aerojet, a division of General

Tire; Lear Siegler; American Bakeries Companies; and other

companies of similar status.

We appreciate very much this opportunity to testify

on S. 750, The IndustiLa. Energy Security Tax Incentive

Act of 1981. We have followed this legislation with great

interest and feel that it represents a major step forward

in expanding both the level and scope of the existing

business energy tax credits. Because of the limited time

which the Committee has available this morning, I intend

87*48 0 - 62 - 7
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to limit my oral remarks to issues surrounding the

measurement of energy savings. particularly as they apply

to investments in "qualified industrial energy efficiency

nronerty." With the Comittee's permission, I intend

to -bmit a longer written statement which will cover

other issues related to the legislation.

As Senator Wallon and others have already pointed

out, one of the principal benefits of S. 750 is the

increased coverage of eligible investments offered

by the addition of "qualified industrial energy efficiency

property" to the existing statutory list of specially

defined energy property. The importance of this addition

cannot be overestimated. The current list of property

eligible for the credit is very restricted, and as the

Committee knows,_the Treasury Department has been reluctant

to utilize its discretionary authority to add additional

items to the statutory list. The result has been that

in some industries only a small percentage of the energy

conservation investment opportunities actually qualify

for the existing credit. Although the expanded statutory

liSt contained in S. 750 is an important steel forward, we

agree with Senator Wallop and the other cfsponsors of the

legislation that the addition of qualified industrial

energy efficiency property is critical if industry is to

be encouraged to implement the full range of available

energy conservation investment options
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While the addition of this new category of eligible

property is very significant, it does raise a number of

issues regarding the ability of energy users to accurately

measure the expected energy savings from items of qualified

industrial energy efficiency property. As the Committee

knows, the Treasury Department has raised serious questions

as to whether energy savings can be accurately measured.

Naturally, the IRS is concerned whether objective standards

are available to measure the actual energy savings achieved

by certain types of energy conservation equipment.

Although accurate prediction and measurement of

energy savings is not a simple task, I can report to you

that CSL, after over two years of development, has'

produced a computer-based multiple linear regression model

which, in most cases, is capable of predicting energy

savings within a range of one to two percent of actual

energy usage. At worst, we have been off by five percent.

Perhaps most important, this model allows us to adjust the

baseline energy usage from which we compute energy savings

to take account of changes in production levels, weather,

and other variables affecting energy usage. As the Comittee

recognizes, these factors must be considered in any reason-

able estimate of energy savings which will be produced by

investment in conservation equipment.

Accurate prediction of expected energy savings is

particularly important to CSL and its industrial clients

because our program is based on a return on investment

formula. It was therefore imperative for us to demonstrate
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accurately the amount of savings our clients could achieve.

We have developed various methods of determining these

savings among which is our multiple linear regression

model. One index of the confidence which our clients have

in this model is their willingness to incorporate it as

---pt of the contract and to rely on it for measuring actual

energy savings under a range of production and weather conditions.

In 1976, CSL entered into an energy conservation program

with the Midwest division of Lucky Food Stores. At the present

time, there are over 108 automatic energy control systems

in operation which since 1976 have saved $8.5 million worth

of energy. If we assume an average price of $25 per barrel

of oil equivalent during this period, this means that these

systems have saved 340,000 barrels of oil equivalent.

To achieve these kinds of results, we begin by

conducting a thorough audit of energy conservation oppor-

tunities in a client's facility. After the opportunities

are identified, we work with the client to isolate those

production variables which are likely to affect energy

savings in the targeted investment areas. Typically,

..... we might start with 10 or 15 different variables which can

affect energy usage. These include capacity utilization,

product mix, heating and cooling degree days, and in some

cases, the amoUnt of solar gain. We then obtain information

on each. of these variables-for the last three years. Tentative

coefficients are assigned to each variable, and through

a series of trial runs, we are generally able to eliminate

a number of variables which simply do not correlate with
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actual energy usage during the preceding three years. Typically,

the final equation utilizes approximately five variables, cer-

tainly a manageable number. Perhaps most important, informa-

tion on each of these variables is generally already available

from either the plant or the Weather Service. In 90 percent

of the cases, no additional data gathering is necessary.

Once the key variables have been selected, we do

additional trial runs on the computer during which we alter

the magnitude of the coefficient for each variable until

we achieve a good "fit" between actual energy usage for the

preceding three years and predicted energy usage under the

model. As I indicated earlier, we have generally been able to

predict energy usage within one to two percent of actual energy

usage for the past three years. Our current average is 1.2

percent. I have appended to my written testimony a number

of graphs showing the predicted versus actual energy usage

in a ntunber of the facilities which are owned by our clients.

To illustrate this procedure, it might be helnful

if I review the approach we have used to estimate energy

savings in a bakery. As the Conmittee recognizes, a bakery

normally produces a number of different products, each

of which consumes varying amounts of energy in its production.

Naturally, the mix of these products changes depending on

the time of the year and the relative demand for each

of the products. To account for this, we estimate the

amount of energy, by fuel type, for one unit of production

of each product. For example, to produce one hot dog. roll

requires that a certain temperature be maintained in an
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oven for-a set period of time. This is then translated

into a fuel requirement for each roll, Once we know the

energy requirements for each product, we can estimate the

amount of energy that is used to produce a given quantity

of that product, even if the quantity produced varies on

a daily baaJ,.

With this type of information, as well as weather

data on the number of heating and cooling degree days,

it is possible to predict energy consumption quite -

accurately even if the capacity utilization rate and the

product mix of the bakery changes frequently.

With this background, I would now like to turn to

some of the specific measurement issues presented by

S. 750. After carefully reviewing the proposed legislation,

we have identified five key problems which must be success-

fully addressed in order for the legislation to operate as

planned. These are:

(i) The ability to predict future energy
savings given uncertainties about
future product mix and capacity
utilization rates;

(2) The.ability to show that less energy
is actually being used per unit of
output;

(3) The selection of a "representative"
one-year period for the purpose of
establishing a baseline;

(4) The ability to separate energy savings
achieved by qualified industrial energy
efficiency property from those achieved
by other energy conservation investments; and
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(5) The ability to discount energy savings
which are achieved as a result of a
substantial change in the character of
the input or output of the facility.

Although there may be other energy measurement issues asso-

ciated with the legislation, we feel that these are the

important ones. Based on our experience, I believe I can assure

Comittee that all of these issues can be successfully

dealt with using the multiple linear regression program

developed by CSL. I will briefly review each one in turn.

Ability to Predict Energy Savings Given
Future Changes in Capacity Utilization
and Product Mix

To-determine whether an investment in qualified

industrial energy efficiency property will produce the

minimum 1,000 barrels of oil equivalent savings per year,

it is essential that an energy user be able to predict

expected savings given a certain amount of uncertainty

concerning future capacity utilization and product mix.

As the Committee knows, in many industries a drone in

capacity utilization is often accompanied by a significant

drop in the efficiency with which energy is utilized.

Therefore, a company must be able to predict with reasonable

certainty the impact of such capacity changes on the expected

savings from a prospective energy conservation investment.

The same is true of future changes in product mix.

This can be accomplished relatively easily by running

several "scenarios",utilizing the multiple regression

equation developed to estimate energy savings. For example,

if the company expected that the "worst case" estimate for
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plant utilization was a reduction in 20 percent over current

capacity utilization, this could be factored into the model.

The same is true of various changes in product mix. Once

these scenarios were run, the company would be in a good

position to judge whether, in fact, it can achieve the

minimum 1,000 barrels of oil equivalent savings required

for qualification under the proposed law.

Ability To Demonstrate Reduced Energy

Usage per Unit of Output

The second key requirement of S. 750 for qualified

industrial energy efficiency property is that the invest-

ment actually reduce energy usage per unit of output.

Because the model can account for changes in both capacity

utilization and product mix, it is relatively easv to

determine the amount of energy used per unit of output

even if the amount of output varies from month to month,

or even day to day. At the end of the test year following

installation of the qualified industrial energy efficiency

property, it should be possible for each unit of output to

measure the average energy usage required across the year

to produce that unit. This would be done by arithmetically

averaging the energy requirements for a unit of output

for each month or week of production. This data can be

obtained directly from the model and then compared with

the energy usage per -unit of output prior to installation

of the qualified industrial energy efficiency property.
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Selection of a "Representative" One-Year
Period for Determining the Energy
Baseline

Although we believe it is possible to identify a

"representative" one-year period for purposes of establishing

baseline energy usage, we feel that this requirement intro-

duces the potential for conflict between the IRS and the

energy user over the issue of whether the year selected was

indeed "representative." The IRS might argue that an energy

user had selected a year in which capacity utilization

was very low, and hence, energy efficiency as well. This

would make it easier for the energy user to demonstrate

the needed savings, assuming capacity utilization

increased in the future.

To avoid this problem, we suggest the bill be

modified to utilize the approach we have developed at

CSL which is to take the orior three years of energy usage

in determining the baseline. We have had very good results

with this approach and have not encountered the type of

problems which would be expected by a requirement to pick

a "representative" year of energy usage.

Ability to Separate Savings from Qualified
Industrial Energy Efficiency Equipment from
Savings Generated by Other Types of
Conservation Investment

Under the proposed legislation, an energy user must

be capable of separating the energy savings which result

from "installation of Droperty other than qualified industrial

energy efficiency property." This means, for example, that
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an energy user must be able to separate the savings from

qualified industrial energy efficiency property from those

achieved by. installation of a piece of specially defined

energy-equipment which is listed in the statute.

Of the five measurement problems I have outlined, this

is undoubtedly the most difficult to overcome. However,

I believe that our model can be modified in such a way

as to segregate the energy savings from particular pieces

of equipment, if necessary. This would require significant

additional work to isolate those production variables

which affect specific pieces of equipment, rather than

the process in general, but I believe it could be done.

If this approach is not successful, it is always possible

to install individual metering equipment where it is

needed, I want to emphasize that I do not think this will

be necessary in most cases, and in no case to date has

CSL found it necessary to install such equipment to accurately

predict savings. We have installed individual meters

occasionally just to check our model results. -In general,

individual meters should not be necessary for successful

implementation of the proposed legislation.

Ability to Discount Energy Savings Produced
by a Substantial Change in the Character
of a Facility's Input or Output

A closely related requirement under the legislation

is that the energy user be capable of discounting energy

savings which are produced by a substantial change in either

i
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the input or output of his production process. The example

frequently cited by the Treasury Department to illustrate

this problem is a change in an auto production line from

producing small compact cars to large luxury autos.

Once again, CSL believes this potential problem

can be overcome relatively easily. We have faced this

issue ourselves. In our discussions with the Chrylsler

Corporation, for example, we were asked what would happen

if Chrysler suddenly switched from the production of

automobiles to tanks, a product which certainly uses more

energy per unit of output than any automobile.

To accommodate such a change in product output, we

would simply add a new product variable to the model and

once again estimate the precise energy requirements, by

fuel type, to produce one unit of that product. This new

variable would thah be incorporated in the multiple

regression equation. The same procedure can be utilized

to handle significant changes in product input.

CONCLUSION

In short, we do not believe that any of the measure-

ment problems presented by the proposed legislation are

insuperable. In fact, we have the capability to deal with

virtually all of them at the present time. I am not

suggesting that'gathering the necessary data and developing

the model is always easy. It does require significant

effort on the part of both CSL and the energy user. However,
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we have been able to refine the model and its data require-

ments to the point where development of the multiple

regression equation can be accomplished at a reasonable

cost and within a reasonable period of time. If this

were not the case, we would not have been successful in

utilizing the approach in our own business.

Thank you for your attention, and I would be happy

to answer any questions you may have at this time.
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Senator WALLOP. Mr. Zukerman, the committee would be grate-
ful for any specific counsel you might have as to favor the legisla-
tion a little bit.

I worry-jabout lists. I sort of didn't want a list in the first place,
because that is one of the reasons why we are backed around
where we are, as the original tax credits were so constrictive that
people simply couldn't take advantage of them. Less than half of
what we had anticipated would be claimed by way of tax credits
has been, and I think it is because of the list. I guess I don't know
quite where we will go on that. My preference would be not to have
a list; on the other hand, I have expressions from Treasury which
tell me that at least some things had better be there or nobody will
have anything to work on, on that.

But you are confident that a company could demonstrate reliably
and satisfactorily to the IRS the savings that they claim?

Mr. ZUKERMAN. I don't know that you can ever demonstrate
anything comfortably to the IRS.

Senator WALLOP. I would rephrase that slightly. [Laughter.]
Mr. ZUKERMAN. In our company we have had to do it, and do it

successfully, in order to make the savings real, because the compa-
nies that we are involved with are sophisticated engineering-type
companies who have on staff very capable people, and they want to
know that when we give them a formula that they agree with or
they disagree with that we work it out, and in the final analysis it
does work. I mean it is the real world. We have been doing it for 2
years and havtrbeen doing it successfully. So we would make all of
this data available to the committee and work with them in some
way or another to help refine it.

Senator WALLOP. The 3-year baseline, you think, is the more
reliable and perhaps less challengeable?

Mr. ZUKERMAN. Absolutely. When we started out, we originally
started out with a 1-year baseline. And it doesn't work. It is not
that it doesn't work, it doesn't work as well as you do with a 3-year
baseline. What we really try to do, which is kind of difficult, we
like to take 5 or 6 or 7 years. The longer we can get, the better it
becomes, and the less it can be challenged. But I would say 3 years
is a representative and good example of what should be done.

Senator WALLOP. Of course, that is in keeping with the concept
of this bill, which is less involved with the creation of new factories
than it is with the restructuring of the existing industrial plant,
which I think is realistic in America, when we are capital-short,
anyway. You are not going to be talking about scores and scores of
approved plant installation; you are just talking about refurbished,
remodeled, and more efficiently organized plants within the exist-
ing industrial structure.

Mr. ZUKERMAN. Well, I can tell you, Senator, that in our dkperi-
ences in dealing with the Fortune 500 companies, they don't have
money for energy conservation; they have it for the first easy thing
that pays them back their return on the investment in the first 6.
months or the first year. But the large companies, even with the
money that they have that is capital-intensive, they are investing it
in other things and not in energy -conservation measures. We do
away with this with the tax situation that exists today, and I think
it is going to hurt the energy program tremendously.
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Senator WALLOP. Would you or any other member of the panel
care to comment? I think, in part, it is a fair characterization of
Treasury's attitude that many of these things will just come about,
anyway, that the market forces-will propel them to the top of
corporate planning. I would ask any of you to comment on that, or
perhaps all of you.

Dr. Ross. Well, as I mentioned, we have been observing that
many very attractive investments are not being made. They are
being delayed. These companies are very capital-short, and they
have a lot of things that come first in their minds before this type
of investment. So I think your remarks about acceleration are
exactly to the point. Those investments- would be made at some
time, but many of them are not being made now.

Ms. GALLAGHER. Senator Wallop, I might just elaborate by saying
that many of the basic industries that use 70 percent of the energy
used in industry were built when energy was very, very cheap; so
the enormous magnitude of investment to be made in energy
efficiency are really gigantic and the capital to do that just does
not exist to do that today.

Mr. CHANDLER. I think both Linda and Marc are right, and I
think the issue is, further, that if a market share investment is
available, you want to take that investment before it slips away.
Whereas, a cost-savings investment will be around for a little
while. So if you have to choose one over the other, you choose the
one that won't slip away.

Senator WALLOP. Bill, I was interested in your testimony. And I
would ask all of you if you have any means by which you would
challenge the revenue assumptions of Treasury, which I think are
extraordinary. They talk about up to $5 billion a year by 1986.
That would mean that this program was successful, I think, beyond
&H-r-d-eams. [Laughter.]

Have you given any revenue estimates to it?
Give them one thing. Try as we will, and I guess there is ade-

quate reason for it, the Treasury Department never looks at the
dynamic in revenue. They necessarily look at static revenue loss.
They don't run the country as a business, and won't. I think that is
not highly challengeable, because they are not sort of involved in
guestimating as much as people in private business are. Nonethe-
less, given even static revenue, have you done any work as to what
you think it might be?Mr. CHANDLER. I was told by a former boss, Alvin Weinberg,
never to make a prediction until I am very old. He- said I might
live to see it not come true. But I think that the Treasury esti-
mates can be challenged on the grounds that they did not take into

---accnt the offsetting reduction in the amount of energy expenses
that can be saved by reducing energy consumption. And this ap-
plies, also, to many of the other tax incentives as well as nontax
incentives that the Federal Government offers. So to the extent
that those are reduced and the Treasury revenue losses will also be
reduced, and as I show in my testimony, it is conceivable, plausible,
that the Treasury could actually save money by accepting S. 750.

Senator WALLOP. Ms. Gallagher, do you agree with that? Has the
alliance done any revenue estimating?

87-648 0 - 82 - 8
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Ms. GALLAGHER. We have. Our estimate showed that it would be
perhaps between $2 and $3 billion a year, not $5, for the 6-year life
of the credit. I would agree with Bil1 Chandler's remarks that the
offsetting expensing of energy would be reduced. You know, it is
unclear as to exactly how much of an impact that is going to make,
but it is something that the Treasury Department is low in
estimating.

Senator WALLOP. I wonder if you would do one last thing for me,
and that is expand a little bit on the distortions that you see now
in the Btu market that are Government induced.

Ms. GALLAGHER. Well, I think the first would be natural gas
controls. It is an issue that the Congress may have an opportunity
to address this session. In our opinion, the more quickly we address
it, the better. The alliance is in the process of formulating a posi-
tion on the decontrol of natural gas.

Senator WALLOP. I would say this, that the closer we get to
winter and then the closer we get to 1982, the less likely I see that
event. I think we may have delayed that a year, at least.

Ms. GALLAGHER. Which is very unfortunate.
Senator WALLOP. I agree. But, nonetheless, I think that Congress

is not actually known for its ferocious periods in the face of an--
election year.

Please go on.
Ms. GALLAGHER. I will skip over that one. [Laughter]
The second one would be the pricing of electricity, in that elec-

tricity is also not priced currently at its replacement cost value. Oil
now is. And I think that conservation is being reflected in the
marketplace; 20-percent savings since oil decontrol came about in
imported oil. And I think we could see a similar reaction with
natural gas and replacement-cost pricing of electricity. So those-are
the two primary distortions in the marketplace.

Senator WALLOP. Are those savings from fuel -to fuel, when you
factor out other things, are they as easily demonstrable for Btu
unit? How would you appropriate it?

Mr. ZUKERMAN. Yes. Actually, the savings that we measure are
in every measurement of usage. In other words, if it is steam, we
will show the measurement savings in steam; if it is in electricity,
we will show it in electricity; or gas, whatever it has. We have now
done approximately 100-plus projects, all the way from a $14 mil-
lion annual utility bill papermill in Virginia to about 30 bakeries.
Now, when we think of a bakery, we think of a very interesting
category. It is not a Mom and Pop situation, it is a commercial
bakery like Sara--Lee, where they are making different types of
products in which you have a utility bill of $2 and $3 million
annually. So the measurements that come out depend on what is
going in; but it is very simple, basically. It looks difficult, but after
the trial and error we have had over the past 2 years, it is pretty
simple today.

Senator WALLOP. Thank you all very much. I much appreciate
your testifying this morning.

I see Mr. Glickman has arrived. We will have his testimony next.
Mr. GLiCKMAN. Thank you very much.
Senator WALLOP. Good morning.
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STATEMENT OF DAVID G. GLICKMAN, DEPUTY ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY

Mr. GLICKMAN. Mr. Chairman, I want to first apologize to you
and to the committee for our late arrival. I wish that I could tell
you that I was at the Treasury Department making some impor-
tant decision, but it is simply not the case. Apparently, looking at
the size of the audience, we were the only ones who didn't get the
word that it had been moved from 9:30 back to 9, and I do apolo-
gize for that.

I am pleased to appear before you today at your hearings on
S. 750 and S. 1288. Since the committee is obviously aware of what
is in these bills, I will not go through the summary, although our
statement does summarize each one of these bills.

The administration has a number of concerns with tax credits for
energy conservation, but for the reasons I will mention hereafter
we are not prepared to comment at this time on the specific propos-
als before this subcommittee.

Congress recently enacted the largest tax reduction in the his-
tory of this Nation. This landmark tax act contains significant
provisions, specifically the accelerated cost recovery system
acres) , that will increase business investment in new plant and
equipment and will result in the revitalization of our economy.

Consistent with our philosophy of reliance on the operation of
the marketplace to allocate capital efficiently targeted tax incen-
tives were generally rejected. Subsidies for a narrow class of eligi-
ble investment in favored resources can interfere, in our judgment,
with the business decisionmaking and divert capital, workers' ini-
tiative, from what may be more productive uses elsewhere in the
economy.

A significant amount of the business investment stimulated by
ACRS will be for energy-conservation equipment and equipment
designed to produce alternate fuels. Thus, in large part, it would
seem, the tax incentives provided by these bills duplicate the ef-
forts of the Economic Recovery Tax Act. In our view, the effect of
the existing energy credits must be examined in combination with
ACRS in the regular investment tax credit.

The original reasons for providing tax incentives for conservation
in 1978 have, to a great extent, been reduced significantly. For the
most part these incentives were proposed and enacted when price
and allocation controls were in effect on both crude oil and natural
gas. Because price controls artificially depress energy prices below
what the market would have charged, business firms and house-
holds had insufficient incentives to invest in energy-conserving
assets or alternate energy sources other than oil and gas and to use
alternate fuels such as alcohol, wood, biomass, et cetera.

-Therefore, an argument could be made that in the absence of
market forces tax incentives for conservation and production of
renewable energy should be provided. At that time there was sub-
stantial political resistance to decontrol and an apparent prefer-
ence to retain price controls and provide tax incentives to conserve.

The decontrol of crude oil prices completed in January of this
year, and the scheduled partial decontrol of natural gas prices,
significantly reduced the strength of this argument for tax incen-
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tives, since the cost of energy is at the world market price levels
for oil and is approaching those levels for natural gas.

For these reasons we question whether it is desirable to expand
the present energy tax credits. Indeed, these same considerations
have led the President to direct the Treasury to review the existing
credits. In this process we are continuing to meet with representa-
tives of all affected taxpayers and others with an interest in this
area. We are also studying measures such as S. 750 and S. 1288 as
part of our analysis. We do note that S. 750 contains a credit for
qualified industrial energy efficiency property, which we under-
stand is an attempt to target the tax credit to the industrial
conservation projects where the incentive effect will be the great-
est. We will provide our detailed comments on this approach'as
well as the other features of both bills for the record, when our
analysis has been completed.

Sez ator WALLOP. Thank you, Mr. Glickman.
I would say this: That the bill does -not seek to expand the

existing tax credit. I think if the administration's concept of it is
that it seeks to expand the existing tax credit, it is basically wrong
as a concept. What we intend to do is to make the existing tax
credits accountable. It is not that we want to go through that "buy
a car and get a check" concept any longer, but you have to be able
to demonstrate.

This would appear to be, in my estimation and I think for a lot of
people in the country, an overall benefit to America from the
standpoint of security. I can appreciate your remarked attitudes
within the administration I have sat here and, in many instances,
expressed my own. But even now you cannot believe that the
energy market is a free market in this country. And I think to that
extent it still has to have some attention paid to it.

You were here, I think, when I commented on gas. I think it
would be a very reluctant Congress to do it as you go into winter.
And, as you get out into the sowing season next June, I think it is
even less likely. That is regrettable, but I think it is there. And I
think electricity is kind of distorted all across the country, depend-

on where you are or what you are paying.
I hope that-the administration holds an open mind on this and

will at least be willing to-listen to Mr. Zukerman when we begin to
demonstrate that we think it is possible to make those meas-
urements, before getting sealed off into a position that would be
embarrassing to retreat from. I hope that you will stay open on it
until the record is complete, because I believe that we can demon-
strate that this is part and parcel of President Reagan's personal
philosophy of restoring productivity to the American scene and of
restoring security to a country which is insecure on more than just
the military level. We are insecure on the energy level, too. That
seems to me to be part and parcel of Government's obligation to
the people, to provide as-secure an economy and as secure a nation
as you can.Really, they have done a lot by way of opening up exploration

and by providing incentives for exploration with the decontrol of
oil. There are a number of things out which are creative on that
scene, but this would be a stroke in balance, I think, to put energy
policy into a security policy for the country. It would really be-
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hoove the administration to take a careful look before rejecting it. I
would hope that that would be the case.

Mr. GLICKMAN. Mr. Chairman, obviously the administration's
desires concerning the economy and the security of this country
are totally consistent with yours. We are familiar with your views
as to how this proposal interplays with that goal. As I said, we are
trying to talk to as many people as possible to make sure that
whatever action the administration finally recommends to the Con-
gress, that we will have taken everything into consideration; thus,
I can assure you that we are going into this with an open mind.

Senator WAUOP. I hope that if I send some folks down to talk
they will get to be heard, too.

Mr. GLICKMAN. They will, sir.
Senator WALLOP. All right. Thank you very much. The next

panel consists of Thomas K. Singer, vice president of human re-
sources and public affairs at the Kaiser Aluminum & Chemical
Corp.; Clay Poole, vice president, corporate energy, Owens-Corning
Fiberglas; and Richard Hughes, executive vice president, Union
Carbide Corp.

Tom, would you please proceed?
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DAVID G. GLICKMAN

DEPUTY ASSISTANT SECRETARY (TAX POLICY)
DEPARTMENT OF THE TREASURY

BEFORE THE SUBCOMMITTEE
ON ENERGY AND AGRICULTURAL TAXATION

SENATE FINANCE COMMITTEE

Mr. Chairman and Members of the Subcommittee:

I am pleased to appear before you today at your hearings on
S. 750, the "Industrial Energy Security Tax Incentives Act of
1981" and S. 1288, the "Commercial Business Energy Tax Credit
Act of 1981.0

S. 750 would expand the energy tax credit definition of
alternative energy property, specially defined energy property,
recycling equipment and cogeneration equipment, double the
energy credits for such property from 10 percent to 20 percent,
and extend these credits through 1986. These credits generally
are scheduled to expire on December 31, 1982. The bill also
would provide a new credit for certain energy efficiency and
fuel conservation expenditures computed by reference to the
amount of energy saved by the investment.

S. 1288 would/modify the definition of specially defined
energy property to include eleven new devices, double the level
of the credit from 10 to 20 percent, and extend the credit
through 1986. Eligibility would be extended to property
installed in connection with any existing industrial, retail or
commercial process, activity, facility, building or equipment.
Present law limits the credits to installations in existing
industrial or commercial processes. The bill also would provide
a 20 percent energy credit for insulation installed in or on an
existing industrial, retail, or commercial building.
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The Administration has a number of general concerns with
tax credits for energy conservation, but for the reasons stated
hereafter we are not prepared to comment at this time on the
specific proposals before this Subcommittee.

Congress recently has enacted the largest tax reduction in
the history of this nation. This landmark tax act contains
significant provisions that will increase business investment in
new plant and equipment and will result in a revitalization of
our economy. Consistent with our philosophy of reliance upon
the operation of the marketplace to allocate capital
efficiently, targeted tax incentives were generally rejected.
Subsidies for a narrow class of eligible investments and favored
resources can interfere with business decision making and divert
capital, workers# and initiative from what may be more
productive uses elsewhere in the economy.

A significant amount of the business investment stimulated
by ACRS will be for energy conserving equipment and equipment
designed to produce alternative fuels. Thus, in large part, the
tax incentives provided by these bills duplicate the effects of
the Economic Recovery Tax Act. In our view, the effect of
existing energy credits must be examined in combination with
ACRS and the regular investment tax credit.

The original reasons for providing tax incentives for
conservation in 1978 have, to a great extent, been-reduced
significantly. For the most part, these incentives were
proposed and enacted when price and allocation controls were in
effect on both crude oil and natural gas. Because price
controls artificially depressed energy prices below what the
market would have charged, business firms and households had
insufficient incentive to invest in energy-conserving assets or
in alternative energy sources (other than oil or gas), and to
use alternative fuels, such as fuels derived from alcohol, wood
or biomass. Therefore, an argument could be made that in the
absence of market forces tax incentives for conservation and the
production of renewable energy should be provided. At that time
there was substantial political resistance to decontrol and an
apparent preference to retain price controls and provide tax
incentives to conserve.

The decontrol of crude oil prices, completed in January,
1981, and the scheduled partial decontrol of natural gas prices#
significantly reduce the strength of this argument for tax
incentives, since the cost of energy is at world market price
levels for oil and is approaching those levels for natural gas.
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For these reasons, we question whether it is desirable to

expand the present energy tax credits. Indeed, these same
considerations have led the President to direct the Treasury. to
review the existing credits. In this process, we are continuing
to meet with representatives of all affected taxpayers and
others with an interest in this area. We also are studying
measures such as S. 750 and S. 1288 as part of our analysis.

We understand that S. 750 contains a credit for qualified
industrial energy efficiency property, which is an attempt to
target the tax credit to industrial conservation projects where
the incentive effect will be the greatest. We will provide our
detailed moments on this approach as well as the other features
of both bills for the record when our analysis has been
completed.

STATEMENT OF THOMAS K. SINGER, VICE PRESIDENT OF
HUMAN RESOURCES AND PUBLIC AFFAIRS AT THE KAISER
ALUMINUM & CHEMICAL CORP.
Mr. SINGER. Good morning, Mr. Chairman. I am Tom Singer, a

vice president of Kaiser Aluminm & Chemical Corp. With me this
morning is Ron Richart, director of energy policy for Union Car-
bide; Clay Poole, who-is vice president of Owens-orning Fiberglas;
and Stew Van Scoyoc, with Charls Walker and Associates.

We are here this morning, Senator Wallop, representing a group
of 11 companies. In addition to the three here testifying this morn-
ing, our members include Alcoa, American Can, Ashland Chemical,
Container Corp. of America, Lone Star Steel, Owens-Illinois and
Weyerhaeuser.

I will summarize our written statement which I have submitted,
and I request it be made part of the record. -

Senator WALLOP. Yes. All statements will be included in their
entirety in the record. Thank you.

Mr. SINGER. Now Mr. Glickman has just testified, and I think we
can say that we agree with him on one point: Substantial progress
certainly has been made toward developing an overall economic
policy which recognizes the need for increasing productive invest-
ment. The new Tax Act greatly improves the prospects for econom-
ic revitalization through its incentives for savings and investment.

Of particular importance to companies such as ours are the tax
depreciation rules, which will increase the amount of capital avail-
able for investment for our companies.

It is very essential, Senator Wallop, that the fundamental compo-
nents of this new act be left in place and be given time and
opportunity to prove their effectiveness.

Now, turning to energy policy, we support-the administration's
efforts toward decontrol of energy prices and removal of enery-use
restrictions. And we agree with you, Senator Wallop, that in the
long run the soundest Federal policy is to rely on market prices to
govern energy supply and consumption. However, in the short
term, temporary measures are needed to manage this transition
from artificially low prices to market-priced energy. Now, the
energy tax credits embodied in S. 750, we think, are an essential
component of a transition strategy.

As you know, Senator Wallop, we in industry have already made
substantial progress in energy conservation, but the next steps
require extremely large capital investments. Targeted tax credits
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for investments in energy conservation and in fuel switching will
accelerate these investments. The acceleration effect will be en-
hanced by limiting the credit to a fixed period. S. 750, I think, adds
4 years, and it would then come to an end.

So, I would like to emphasize that the energy tax credits are
needed as a short-term strategy. Once energy prices are decon-
trolled and once 10-5-3 is fully phased in, which takes time, and
once industry has had sufficient time to implement major energy
investment programs, then I think we can afford to look at moving
away from energy tax incentives? In our opinion, all of this would
occur by the mid- to late-1980's.

Turning to specifics, our group fully supports the principal com-
ponents of S. 750. We are particularly supportive of the provisions
which establish a new category of eligible investment called
QIEEP, qualified industrial energy efficiency property. This catego-
ry permits energy-saving investments to qualify if the projects
meet certain qualifications and show an actual reduction in energy
consumption per unit of output. The amount of the credit is de-
pendent upon the amount of energy saved. This provision would
stimulate a large number of energy-saving investments that do not
qualify under the existing law, the 1978 law.

The 20-percent credit in S. 750 was proposed prior to the enact-
ment of 10-5-3. Now that 10-5-3 is in place, and in view of the
current budgetary considerations before the Nation, our group feels
it would be appropriate to consider revising S. 750 to put a 10-
percent limit.

In conclusion, as a group we urge enactment of some legislation
which will include the essential features of the bill, S. 750.

Now, turning for a minute to my company, to the Kaiser Alumi-
num situation. We have developed an energy-conservation plan
that, if fully implemented, will require a capital investment of
between $1 billion and $11/2 billion in the next 10 to 15 years. This
conservation plan, combined with the energy improvements that
we have already undertaken since the mid-1970's, will reduce our
energy requirements by -more than 25 percent by 1990.

What does this mean? It will result in an energy savings equiva-
lent to approximately 8.6 million barrels of oil per year for Kaiser
Aluminum alone, and, of course, for the Nation.

Following enactment of the Energy Tax Act of 1978, our board of
directors met and approved the largest single energy-conservation
project ever undertaken by our company, which involved the ex-
penditure of $154 million, exclusively for energy conservation, at
our plant in Baton Rouge, La. Shortly thereafter we issued a letter
to all of our plant managers, pointing out that the 10-percent
energy credit was available, and we asked them to review all of our
projects to determine which, if any, could be accelerated. A number
of our energy-conservation projects were indeed accelerated as a
result of this legislation.

Let me give you a more recent example of the effectiveness of
tax credits in accelerating energy projects. This is our program for
computer control of aluminum reduction cells, and it is called
microprocessors. Earlier this year Kaiser Aluminum decided that
$15 million of accelerated spending for microprocessor installation
should be approved and initiated immediately. I can tell you the
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energy tax credit was a significant factor in our reaching that
decision. As a result of accelerating this investment the corporation
will save a little over 100 million kilowatt hours in electricity per
year by 1983. Our cost, our investment for this project, represent
under $1,300 per kilowatt of electricity saved, which compares with
about half the price for building a new nuclear or a new coal
powerplant.

With energy prices continuing to escalate at a rapid rate, we at
Kaiser will do everything feasible to reduce our energy consump-
tion, and, of course, our costs. However, energy-conservation invest-
ments must compete with all other investments, as Professor Ross
pointed out earlier, and the opportunities for conservation invest-
ments far exceed our means to implement them on a timely basis.
The incentives in S. 750 are needed, and they will produce substan-
tial'benefits for the Nation.

Now, Clay Poole will comment for Owens-Corning Fiberglas.
Senator WALLOP. Thank you.
[The prepared statement follows:]
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TESTIMONY OF THOMAS K. SINGER

VICE PRESIDENT

KAISER ALUMINUM & CHEMICAL CORPORATION
BEFORE THE

SENATE FINANCE COMMITTEE

SUBCOMMITTEE ON ENERGY & AGRICULTURAL TAXATION

OCTOBER 19, 1981

MR. CHAIRMAN, I AM TOM SINGER, VICE PRESIDENT OF

KAISER ALUMINUM & CHEMICAL CORPORATION. KAISER ALUMINUM

IS PLEASED TO HAVE THIS OPPORTUNITY TO TESTIFY BEFORE THIS

DISTINGUISHED COMMITTEE ON AN ISSUE OF CRUCIAL NATIONAL

ENERGY IMPORTANCE.

KAISER ALUMINUM IS A LARGE ENERGY-CONSUMING COMPANY

IN THE UNITED STATES. WE HAVE 79 PLANTS LOCATED IN 30 STATES

AND CONSUME THE EQUIVALENT OF APPROXIMATELY 34 MILLION

BARRELS OF OIL PER YEAR. THE FEA SURVEY OF A FEW YEARS AGO

PLACED OUR CORPORATION IN THE TOP 25 ENERGY-CONSUMING COM-

PANIES IN THE COUNTRY. OUR PRODUCTS INCLUDE ALUMINUM,

INDUSTRIAL AND AGRICULTURAL CHEMICALS AND HIGH-GRADE

REFRACTORIES FOR INDUSTRIAL FURNACES. ENERGY COSTS ARE A

HIGH PERCENTAGE OF THE MANUFACTURING COSTS OF THESE PRODUCTS.

ENERGY IS, THEREFORE, A PRIMARY COMPETITIVE FACTOR IN OUR

BUSINESS AND ONE OF OUR FOREMOST CORPORATE PRIORITIES IS TO

IMPROVE ENERGY EFFICIENCIES IN OUR MANUFACTURING PROCESSES
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AS RAPIDLY AS POSSIBLE. WE HAVE RESPONDED TO THE ENERGY

CRISIS BY SIGNIFICANTLY ESCAL6T ING OUR R&D ACTIVITIES ON

NEW PROCESS DEVELOPMENTS, SYSTEMATICALLY EXAMINING OUR

EXISTING PLANTS AND PROCESSES TO TUNE UP OUR OPERATIONS,

AND MAKING MAJOR SHIFTS IN OUR CAPITAL SPENDING PROGRAMS TO

TARGET IMPROVEMENTS IN ENERGY EFFICIENCY AND-FUELS CONVERSION.

OF THE OPPORTUNITIES FOR IMPROVEMENTS IN ENERGY USE WE

HAVE EXAMINED, THE MOST SIGNIFICANT IMPROVEMENTS REQUIRE

LARGE CAPITAL EXPENDITURES. WE HAVE IDENTIFIED NEW TECH-

NOLOGIES IN THE PAST FEW YEARS WHICH COULD SIGNIFICANTLY

IMPROVE THE ENERGY EFFICIENCY IN OUR PLANTS. HOWEVERp AS

IS THE CASE WITH MOST BASIC INDUSTRIES, THE AMOUNT OF CAPITAL

REQUIRED TO MAKE THESE CHANGES IS STAGGERING. WE HAVE DEVELOPED

AN ENERGY CONSERVATION PLAN WHICH WILL REQUIRE A CAPITAL INVEST.

MEANT OF OVER A BILLION DOLLARS. WE BELIEVE WE CAN IMPLEMENT

THESE; PROGRAMS DURING THE NEXT 10 TO 15 YEARS, DEPENDING ON

BUSINESS CONDITIONS AND THE ECONOMIC FRAMEWORK PROVIDED BY THE

GOVERNMENT. TO PUT THESE ENERGY CONSERVATION INVESTMENTS IN

PERSPECTIVE FOR YOU, I SHOULD POINT OUT THAT THE TOTAL ASSETS

OF OUR CORPORATION ARE NOW SLIGHTLY MORE THAN $3 BILLION.
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THE COST OF THIS PROGRAM IS HIGH AND IT WILL BE DIFFICULT

TO IMPLEMENT, BUT THE REWARDS IN ENERGY SAVINGS FOR KAISER

ALUMINUM AND THE COUNTRY ARE VERY ATTRACTIVE. OUR CURRENT

PROGRAM, COMBINED WITH THE ENERGY IMPROVEMENTS WE HAVE BEEN

MAKING SINCE THE MID-1970'S, WILL REDUCE OUR ENERGY REQUIREMENTS

BY MORE THAN 25 PERCENT. BY 1990, THIS WILL RESULT IN AN ENERGY

SAVINGS EQUIVALENT TO APPROXIMATELY 8.6 MILLION BARRELS OF OIL

PER YEAR FOR KAISER ALUMINUM AND THUS FOR THE COUNTRY.

I WOULD NOW LIKE TO TALK MORE ABOUT THE SPECIFIC ENERGY

SITUATION WITHIN KAISER ALUMINUM AND, IN SO DOING, EMPHASIZE

FOUR POINTS THAT WE BELIEVE ARE HIGHLY PERTINENT TO THIS HEARING

AND TO S. 750.

I. THE EXISTING 10 PERCENT ENERGY INVESTMENT

TAX CREDIT PASSED IN 1978 HAS BEEN VERY

EFFECTIVE IN STIMULATING INDUSTRIAL ENERGY

CONSERVATION INVESTMENTS.

2. ADDITIONAL FEDERAL INCENTIVES, SUCH AS THOSE

INCLUDED IN S. 750, WILL GREATLY ACCELERATE

ENERGY EFFICIENCY AND FUEL SWITCHING INVESTMENTS.

3. IMPROVEMENTS IN ENERGY EFFICIENCY ARE THE

CHEAPEST AND QUICKEST WAY FOR THE COUNTRY TO

SUBSTANTIALLY REDUCE ITS OIL IMPORT DEPENDENCE.
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4. FEDERAL INCENTIVES TARGETED TO THE

INDUSTRIAL SECTOR WILL SAVE TREMENDOUS

QUANTITIES OF ENERGY IN THE 1980tS.

IN OCTOBER OF 1978, CONGRESS PASSED THE ENERGY TAX ACT

OF 1978. THIS PROVIDED AN ADDITIONAL 10 PERCENT INVESTMENT

TAX CREDIT FOR CERTAIN INDUSTRIAL ENERGY CONSERVATION INVEST-

MENTS. THERE WERE TWO IMMEDIATE REACTIONS WITHIN MY COMPANY.

FIRST, ON OCTOBER 24, 1978, OUR BOARD OF DIRECTORS APPROVED THE

LARGEST SINGLE ENERGY CONSERVATION PROJECT EVER UNDERTAKEN

BY OUR COMPANY; A $154 MILLION MODERNIZATION OF OUR BATON

ROUGE, LOUISIANA ALUMINA REFINERY, EXCLUSIVELY FOR ENERGY,

CONSERVATION PURPOSES. THIS PROJECT HAD BEEN HELD IN ABEYANCE

FOR SEVERAL MONTHS PENDING TH E SHAPE OF THE FINAL TAX CREDIT

LEGISLATION. A SUBSTANTIAL PORTION OF THE PROJECT QUALIFIED

FOR THE ADDITIONAL 10 PERCENT CREDIT.

ALSO, IN DECEMBER OF 1978, OUR CORPORATE ENERGY AND TAX

DEPARTMENTS ISSUED A LETTER TO ALL PLANTS AND DIVISIONS POINTING

OUT THAT THE 10 PERCENT ITC WAS NOW AVAILABLE FOR CERTAIN TYPES

OF PROPERTY. THE LETTER DIRECTED THAT ALL REQUESTS FOR CAPITAL

APPROPRIATIONS INCLUDE THE IMPACT OF THIS ITC AND CALLED FOR A

REVIEW OF ALL PROJECTS TO DETERMINE WHERE THE TAX CREDIT COULD
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BE UTILIZED AND WHICH PROJECTS SHOULD BE ACCELERATED. IN

ORDER TO TAKE FULL ADVANTAGE OF THE CREDIT. WITHIN A MATTER

OF MONTHS A NUMBER OF PRIORITY SHIFTS TOOK PLACE AND PROJECTS

AIMED AT UTILIZING THE TAX CREDIT WERE BEING SUBMITTED TO THE

HEADQUARTERS.

THERE IS A MORE RECENT EXAMPLE WHICH ALSO DEMONSTRATES

THE EFFECTIVENESS OF THE EXISTING TAX CREDIT IN RAISING THE

PRIORITY OF ENERGY CONSERVATION PROJECTS. FOR SEVERAL YEARS

THE CORPORATION HAS BEEN DEVELOPING TECHNOLOGY FOR COMPUTER

CONTROL OF OUR ELECTROLYTIC ALUMINUM REDUCTION POTS USING

MICROPROCESSORS. TEST WORK WAS DONE ON POTLINES IN SEVERAL

PLANTS; HOWEVER, THE FULL IMPLEMENTATION OF THESE MICRO-

PROCESSORS HAD BEEN HELD PENDING AVAILABLE CAPITAL AND COM-

PLETION OF OTHER PRIORITY MORK. THE :MICROPROCESSORS QUALIFY

UNDER THE EXISTING 10 PERCENT ENERGY TAX CREDIT AS AN ENERGY
/

CONTROL SYSTEM EARLY IN 1981, WE DECIDED THAT ALL MAJOR

DIVISIONS SHOULD REVIEW THEIR PROJECTS TO SEE IF THERE WERE

LOGICAL CANDIDATES FOR ACCELERATED SPENDING. FOLLOWING

EXTENSIVE REVIEWS, IT WAS CONCLUDED THAT $15 MILLION OF ACCEL-

ERATED SPENDING FOR MICROPROCESSOR INSTALLATIONS AT TWO OF
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OUR REDUCTION PLANTS SHOULD BE APPROVED AND INITIATED

IMMEDIATELY. A SIGNIFICANT FACTOR IN THAT DECISION WAS

THE FACT THAT THESE INSTALLATIONS QUALIFIED FOR THE

ADDITIONAL TAX CREDIT. THE PROJECTS WERE APPROVED AND,

AS A RESULT, THE CORPORATION WILL SAVE OVER 100 MILLION

KILOWATT HOURS OF ELECTRICITY PER YEAR BY THE END OF 1982.

IN ADDITION, THE PLANTS WILL PRODUCE MORE ALUMINUM BECAUSE

OF THE IMPROVED REDUCTION CELL OPERATIONS. NATURALLY, THIS

--MEANS THE COUNTRY WILL ALSO REALIZE THESE ENERGY SAVINGS

AND AT A CAPITAL COST FAR MOR'E ATTRACTIVE THAN THE CAPITAL

WHICH WOULD BE REQUIRED TO PRODUCE THE SAME QUANTITY OF

ELECTRICITY FROM A NEW CENTRAL STATION POWER PLANT. THE

TOTAL COST FOR THIS INVESTMENT IS UNDER $1,300 PER KILOWATT

OF ELECTRIC POWER SAVED WHICH IS ABOUT HALF THE INVESTMENT

REQUIRED FOR A NEW COAL OR NUCLEAR POWER PLANT. WE BELIEVE

THIS CLEARLY DEMONSTRATES THE EFFECTIVENESS OF TH9 EXISTING

ENERGY TAX CREDIT. IT IS ALSO INDICATIVE OF THE KIND OF INVEST-

MENTS THAT CAN BE MADE IF THE GOVERNMENT RECOGNIZES THE

POTENTIAL FOR ENERGY CONSERVATION AND PROVIDES ADEQUATE

INCENTIVES FOR ACCELERATING CONSERVATION.

--THE QUESTION BEFORE THIS SUBCOMMITTEE TODAY IS WHETHER

OR NOT THE FEDERAL GOVERNMENT SHOULD PROVIDE TAX INCENTIVES

TO PROMOTE THE EARLY COMPLETION OFENERGY SAVINGS PROJECTS. WE
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BELIEVE A FIRM COMMITMENT ON THE PART OF THE FEDERAL

GOVERNMENT THAT ENERGY CONSERVATION IS AN IMPORTANT

ENERGY STRATEGY, THROUGH ENACTMENT OF LEGISLATION LIKE

S. 750, WILL HAVE A MAJOR IMPACT ON THE RATE AT WHICH U.' S.

INDUSTRY CAN IMPLEMENT ENERGY EFFICIENCY PROJECTS.

LAST YEAR THE ALUMINUM ASSOCIATION UPDATED ITS BOOK
it to

ENTITLED, ENERGY AND THE ALUMINUM INDUSTRY. THIS BOOKLET

DISCUSSES THE ENERGY PROGRESS OF THE ALUMINUM INDUSTRY

AND STRATEGIES THE INDUSTRY FEELS ARE MOST IMPORTANT FOR

THE NATION. ATTACHED TO MY TESTIMONY IS A PAGE FROM THAT

PUBLICATION SHOWING THE ACCELERATION IN NATIONAL ENERGY

SAVINGS WHICH WE BELIEVE THE INCENTIVES IN S. 750 COULD

ACCOMPLISH.

INVESTMENTS IN ENERGY EFFICIENCY ARE THE CHEAPEST

AND FASTEST WAY FOR THE COUNTRY TO REDUCE ITS'DEPENDENCE

ON OIL IMPORTS. IF OUR CORPORATION IS ABLE TO COMPLETE ALL

THE INVESTMENTS WE HAVE IDENTIFIED IN A 10-YEAR PERIOD, WE

ESTIMATE WE WILL SAVE THE EQUIVALENT OF APPROXIMATELY

29 MILLION BARRELS OF OIL DURING THAT 10 YEARS. ONCE THE

ENERGY SAVINGS FROM EACH OF OUR CAPITAL PROJECTS BEGIN, THE

BENEFITS WILL CONTINUE TO ACCRUE YEAR AFTER YEAR. IN ADDITION,

87-648 0 - 82 - 9
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SOME OF OUR PROJECTS HAVE OTHER NON-ENERGY BENEFITS.

SUCH AS IMPROVED LABOR PRODUCTIVITY OR IMPROVED PRODUCT

OUTPUT.

WE BELIEVE KAISER ALUMINUM IS TYPICAL OF MANY LARGE

ENERGY-CONSUMING INDUSTRIES IN THE COUNTRY. WITH ENERGY

PRICES ESCALATING AT AN INCREDIBLE RATE, WE WILL DO EVERY-

THING FEASIBLE TO REDUCE OUR ENERGY CONSUMPTION AND COSTS.

HOWEVER, ENERGY CONSERVATION INVESTMENTS MUST COMPETE

WITH ALL OTHER INVESTMENTS FOR OUR CAPITAL DOLLARS. OUR

OPPORTUNITIES FOR CONSERVATION INVESTMENTS FAR EXCEED OUR

MEANS TO IMPLEMENT THEM ON A TIMELY BASIS. WE ARE CONVINCED

THAT AT KAISER ALUMINUM, AND FOR INDUSTRY GENERALLY, THE

INCENTIVES IN S. 750 WILL ACCELERATE ENERGY EFFICIENCY AND

FUEL SWITCHING PROJECTS AND THEREBY PRODUCE SUBSTANTIAL

BENEFITS FOR THE NATION.

WE AT KAISER ALUMINUM WANT TO THANK THIS COMMITTEE

FOR ALLOWING US TO PRESENT OUR ANALYSIS AND WE REMAIN READY

TO CONTINUE OUR WORK WITH THE FINANCE COMMITTEE AND OTHERS

IN SHAPING THIS IMPORTANT NATIONAL ENERGY STRATEGY. I WILL BE

HAPPY TO ANSWER ANY QUESTIONS YOU MAY HAVE.

THANK YOU.
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INDUSTRIAL ENERGY SAVINGS
FROM FINANCIAL INCENTIVES

Energy Savings
with Incentives

Energy Savings
without Incentives

1980 1990 2000

The major U.S. heavy process Industries, including aluminum, consume over 60% of
the energy In the Industrial ector. With R&D, improved technology and very large
sums of capital, aluminum and other process Industries can substantially Improve
energy efficiency. Rapid progress is already being made and most of these savings
will be achieved by the year 2000, but they could be Increased or accelerated greatly
If strong government financial Incentives were applied to assist with capital'and
economic problems. The aluminum Industry believes these Incentives are in the
national Interest In achieving this accelerated objective.

Source: Kaeiw Aluminum and Chemical Corp.

24

I

I
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Statement of the Ad Hoc Energy Conservation

and Fuels Conversion Group on S. 750

before the

Senate Finance Committee

Subcommittee on Energy and Agricultural Taxation

October 19, 1981

Mr. Chairman and Members of the Committee, it is a pleasure

to be here today to discuss with you the vital subjects of energy

conservation and fuels conversion. I am, Thomas K. Singer (Vice

President, Human Resources and Public Affairs, Kaiser Aluminum and

Chemical Corporation), and I am here today representing an Ad Hoc

group of eleven large industrial users of energy (list attached).

This group has been working together for over a year and a half to

-develop ways to provide appropriate incentives to encourage

industrial conservation and conversion to alternative energy

sources. A list of the companies participating in this effort and

supporting this statement appears below.
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I am accompanied today by Richard Hughes, Executive Vice

President Union Carbide and Clay Poole, Vice President Corporate

engineering, Owens-Corning Fiberglas.

The eleven companies supporting this statement are broadly

representative of a number of important industrial energy

consuming sectors of our economy. We are here to lend our support

to this Committee and particularly to you, Senator Wallop, as you

continue your discussion on the vital topic of energy conservation

and fuels conversion incentives.- We strongly support the basic

principals of S. 750 and urge that this Committee report out such

legislation. As you know, the current business energy tax credits

are scheduled to expire on December 31, 1982. In order-to assure

continuity in planning it is important that a decision be made to

continue and improve these credits as early as possible.

- Our group had its genesis during the windfall profit tax

debate when it became apparent that the need for incentives for

industrial energy conservation was not being adequately addressed.

Our group has devoted considerable attention to the feasibility of

accelerating such investments through programs of federal grants,
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loans and loan guarantees, tax credits or other measures. Our aim

is not to suppress or grossly pervert market decisions, Rather it

is to speed tip those projects which though worthy on their own In

a financial sense, are never-the-less postponed. Our goal, in

short, is t.o encourage * enactment of a limited term program to

accelerate the rate at which energy efficiency and fuels

conversion investments are made. Through this, the industrial

sector can play an important role in helping to preserve oiur

energy security throuqh the 1980's while we continue to develop

new sources for the 1990's and beyond.

We testified before this Committee slightly more than one

year ago in support of earlier legislation that you had

introduced, Mr. Chairman, (S. 3006). We did, however, urge that

some changes be made in the legislation and we are glad to see

that many of our suggestions have been incorporated in the latest

version currently before this Committee. additionally, an I know

you will recall, the Treasury Department at that time, did suggest

some changes in the legislation. Many of the suggestions of the

Treasury Department were meritorious, we believe. We are pleased
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that the new legislation before us addresses the most significant

of Treasury's earlier concerns.

We continue to support extension and clarification of energy

tax incentives. We believe energy tax credits are consistent with

the economic and energy policy needs of the nation.

ECONOMIC POLICY

Much has happened since we were here slightly more than a

year ago. Much progress has been made toward developing an

overall economic policy which recognizes the need for productive

investment together with the need for sufficient savings to

finance that investment. We dertainly don't need to remind the

members of this panel of the long-standing. bias in our tax code

towards consumption and against saving. President Reagan, due in-

no small part to the strong support he received from this

Committee, was recently able to sign into law the Economic

Recovery Tax hct of 1981, legislation that directly attacks that

bias through a variety of provisions to encourage saving and

promote productive investment.

Of critical importance for us and for all of the industrial
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sector was the enactment in that legislation of an accelerated

cost recovery system (ACRS). Our group, while principally devoted

to energy conservation incentives, has consistently supported a

two-pronged policy approach. Our first priority, before enactment

of improved targeted incentives, has always been the enactment of

an effective across-the-board capital cost recovery system. Our

member companies worked hard in support of the President's

proposal in that area and were most gratified that this Conmittee

and the Congress enacted that proposal. We also worked hard, as

did many members of this Committee, to keep the President's

proposed legislation relatively free of a variety of secondary

measures, with the hope that that would help speed its passage

through the Congress. In that regard, we specifically counseled

supporters of legislation such as S. 750 that such proposals

should not be promoted as part of the first tax bill, but rather

that they deserved more careful consideration after the Congress

had enacted the Administration's basic economic program.

As we all know, others were riot so patient in advocating

their particular programs, and the Economic Recovery Act did
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become somewhat encumbered. In any case, it Aid get enacted in

relatively timely fashion and we are strongly supportive of it.

The ACRS proposals contained within that legislation will

have a significant impact on the ability of our companies to

expand and invest in the coming years. Effective cost recovery

will significantly expand the "pie" of available capital for all

investments across-the-board. It will have a major positive

impact on our operations. We heartily/commend the President and

this Committee for your efforts to secure the timely enactment of

this proposal.

It is our firm belief that due to passage of the Rconomic

Recovery Tax Act, the country now has an effective overall

economic policy framework which will help guide the business

decision-making process over the next five to ten years. It is,

important that that policy be allowed to operate and that its

fundamental components not be significantly altered before they

have had an opportunity to prove their effectiveness. We cannot

stress strongly enough the need tn avoid a "start-stop" program.
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EMIMGYPOLICY

Consistent witl-that approach, we believe that it is now

appropriate for the Administration and this Congress to focus more

closely on an effective overall energy policy. Until recently,

most of our energy policy apparatus was the result of hastily

conceived reactions to crisis situations. We-now have an

opportunity to adjust thos6 policies in a more considered fashion.

This is due largely to the current, unexpected but highly

fortuitous energy situation we now find ourselves in. With all the

bad news we seem to face each day, there has been one consistently

good piece of news throughout all of 1981. That has been the

excess in worldwide supply of oil over worldwide demand. While

that excess in supply has been attributed by various experts to

Saudi Arabian policy, the worldwide recession and energy prices

leading to energy conservation, One

fact is undeniable. We currently have an excess of worldwide

supply over demand, on the order of two million or more barrels

per day-..

That excess in supply has lead to a stabilization, relative

to recent history, in oil prices. This in turn has had a
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significant salatory effect on U.S. inflation andi on our balance

of payments. We must now make full use of this probably hrief

hiAt-Is to rationalize our energy policies.

It is important to pitt this current surplus in perspective.

If there was one thing that the decade of the seventies should

have proved to us it is that no matter how-much we view ourselves

as being independent of other nations, in fact, we are critically

*enendent upon them. vowhere is this more evident than in the

energy area. While we are currently importing slightly below six

millionn barrels of oil Per day, it was only slightly more than a

year igo that we were importing about eight million barrels per

day. Nt that level we were spending the equivalent of S1O million

each and every hour, or $90 billion dollars per year for imported

oil.- Iri fact, we need only go back to 1977 to get to our peak

yeac if crude oil dependency. in that year we imported on avervue

9.8 Ail1ion barrels of crude oil per day from abroad or a total of

over 4.5 percent of our cride oil consumption.
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The news is not all good, however. As we will show later,

industry has not yet been able to adjust to the crushing energy

price increases delivered in the seventies. There simply has not

been enough time or capital to replace or remodel equipment

deigned for lower cost energy.

Looking to the future, we believe that the President's

program for economic recovery will work. Our economy will rebound

and we will move into a period of significantly increased economic

activity along with reduced inflation. Inevitably, such a period

of increased economic activity will lead to increased energy

consumption.

The clear issue for policy makers is whether or not we can

expect the current excess of world supply over demand to continue.

,.- If we can not, then 'e must be concerned about our own energy-use,

and how we can best prepare ourselves for that time when there is

no longer a surplus.

Increasing energy efficiency is viewed by many as the

quickest, most effective, least expensive and most environmentally

sound way of reducing American dependence on foreign oil. The
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potential savings are dramatic. Stobaugh and Yergin in their

widely read book, Energy Future, estimate that a balanced energy.

conservation program--one aimed at all sectors of government,

business and households--could by the late 1980's save the energy

equivalent of our oil imports, an amount equal to 8 million

.barrels a day. They further point out that the industrial sector,

which currently consumes about 36 percent of the nation's energy,

could provide a significant portion of these savings. While we do

not underestimate the importance of, and need for, conservation in

other sectors of our economy our focus is on the potential for

increased industrial conservation.

We cannot afford to be lulled into a sense of temporary

security based on the current transitory stability in world energy

prices. Continuing instab.4lity in the oil producing regions

leaves-us no choice but to continue to reduce our level of

dependence on non domestic energy sources. We must move as

rapidly as practicable to increase our domestic sources of supply

-pf==wt-forms of energy while at the same time moving to increase

the efficiency with which we use that energy.
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We support the Administration's efforts toward decontrol of

energy prices and removal of energy use restrictions. The

soundest Federal energy policy over the long run is to rely on

market prices to govern our activities for both energy supply and

consumption.

We also recognize however that in the short term, certain

temporary, transitional measures are needed.

Energy conservation tax incentives are an important

transition measure to assist American industry during the

transition from artificially low energy prices to market pricing

of. energy.

The federal government, through past and in some cases

continuing practices, has kept energy prices significantly below

their free market levels. Such actions in effect served as

incentives for investments in inefficient plants and equipment.

Additionally, these low prices were such that they failed to -

provide the economic Justification for investment in improving

energy efficiency. The effects of years of price controls cannot

be turned around overnight. Appropriate incentives can cause an

acceleration in the rate at which retrofits and replacement

investments are made however.
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Second$ by providing an additional targeted incentive for

conservation and fuels conversion the government would be

recognizing that there are benefits external to an individual tax

payer that accrue to the nation as a whole from a reduction in oil
i

imports. These "extra-market" effects do not show up on a

corporate balance sheet, but they do show up on the nation's

balance sheet. Principal among them are the expenditures

necessary -for national security reasons due to our continuing

dependence on insecure sources of foreign energy, together with

the flow through effects of balance of payments deficits caused by

the large outflow of energy dollars.

We strongly believe that a carefully designed program of

limited term, targeted Federal incentives can have a significant

positive impact on industrial investments in increased energy

efficiency and fuels conversion in the near term.

THE ROLE OF S. 750

We think that S. 750 is an excellent attempt to construct

such a program. It attempts to build on, extend, and improve the

existing categories of industrial efficiency and conversion
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- iti..Itiva enacted by Congress in the late 1970's.

In 19R0, both the Republtcan and Democratic platforms

ceaognized the important role industrial conservation could play

In the coming decade. Furthermore, both recognized the advantages

of providing incentives for conservation and f,,els conversion, to

accelerate investments in these areas.

We would like to make it clear that we a" not talking about

industrial conservation through minor changes in operations.

P merican industries have a good record in making such adjustments.

Operations are continuously re-examined for energy savings

opportunities: energy efficiency in day-to-day operations is good

business. For example, by 1978 the ten most energy intensive

industries had already achieved energy efficiency improvements of

14 percent over 1972 usage. These savings are impressive. It

stans to reason, however, that the easiest things have been done

and that future reductions will be more difficult anti costly t

achieve.
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Business investment in energy efficient plants and equipment

must be increased sharply in order to succeed in taking the

necessary giant step towards reducing energy dependence in the

1980's. As stated in the Department of Energy's conservation

objectives for calendar year 1980, "studies of energy intensive

Processes with multi-industry application, as well as processes

unique to particular industries, have suggested a large potential

for energy conservation within the industrial sector." Such

efforts--will involve extensive retrofitting, alterations of

processes, and acquisition and installation of major new plants

and equipment. In the vast majority of cases, the technology

currently exists to make these investments. The primary reason

they are not being made is the shortage of investment capital that

exists generally in industry today.

While the expected energy savings to be realized from such

investments may eventually cause them to be made when capital

becomes available, the issue for government policy makers is

whether such investments should be accelerated through government

87-648 0 - 82 - 10
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:.Icentives. In today's capital short environment, many of the

investments so important to this nation's interests will Likely be

postponed or not made at all. This could be the result, if, as

the case is today with most industrial firms, the list of

desicrble capital investment possibilities is so Long that only

projects of the highest priority can be funded.

After making those investments mandated by government

regulations in areas stich as environmental control, as well as

those with a higher financial return, or which serve a more

immediate business purpose, many company's cash flow, even with

the recently enacted accelerated cost recovery scheme, will not be

sufficient to permit- them to fully take advantage of the available

energy saving investment opportunities. This is often true even

where there is a long range monetary bene.i-from doing so. What

is needed is a mechanism to make energy efficiency investments

more attractive if done now, rather than at some later date.

"he needed boost to energy efficiency and fuels conversion

investments will not be sufficiently encouraged solely by the

recent enactment of capital cost recovery legislation./

/
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We believe, however, that combining the recently enacted

acceler ted cost recovery system with energy tax credits, such as

those contained in S. 750, will be highly effective. We also

believe that such credits are entirely consistent with the

Administration's overall economic program.

In fact, as we have stated earlier, if this Committee

believes, as we do, that the Administration's program will work

to spur a revitalization of industrial activity, then you must

be concerned about that increase in activity leading to an in-

crease in energy consumption. Tax incentives to promote effi-

cient use of energy can thus be viewed as an important comple-

ment to the economic revitalization sought by the Administration.

While one could suppose, as some in the Administration have done,

that from a tax policy point of view such incentives are outmoded,

we believe that sound economic and energy policies would indicate

to the contrary.
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"othing could do more to hamper our next ro,.nd Of industrial

.-. th than a renewed round of major increases in energy prices.

As the following table indicates, energy prices, even before the

Iranian crisis run-up, were exerting considerable pressure on

corporate profits. In the decade of the 70's, the cost of

purchased fuel and power as a proportion of pretax profits

increased by more than 30 percent. This is money that comes

directly out of the cash available for reinvestment. We must

reverse that trend, while we continue to enjoy the current

short-term respite from energy price increases. In the short

'en, effective energy conservation and fuels conversion

itnientives- have a significant potential to accomplish such a

reversal and thus minimize the potential for further economic

isrvption.
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Energy Pressure
On Profits ed

NEW YORK-I tIe bedt f th
a=o0td tocl a ecnSI tht

billion). aord to e perut.

tic of pret proftA:loribi lam .... re ise%

LMrr .......... nM~
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I'I..... *.... 1.I%
XIM/ ......... .0,%197 .......... .7%
19 .......... 1.0%

I .......... 1,7%

1ow .......... .%1M07... ....... it.11%

1N# .......... 0.4%

.3.7%

1 6.......... .4%
lo0 .......... 2.2%

lw .......... 0.4%
IO6 .......... U.9%

For types of mandacturiag,
before and after tOe 1W3 wa-tershed data mitatlos rMuffsthat Iel be conmpred with IM.
Hem is Mr eaery pe asa proportion at pretax proi7s

Primary metals..217.6 %
Glass, b . ....... II %.
Pap... ......... 6.%Teill .............. "l.I%
Texti ......... 1.1%r ...... a.............. 1.l%
Foodu .............. V.0%

Wood prdae .......pr4. .%
Mel proves ...... 1.1%

D e ............... .s%

mot"h"weg.. .... TICA

Leatlwr........... 14.2%Instruments........... 11.%
Publications ........... 10.%
Cigarettes .............. 4.0%

Elevm years earlier (the
needed 104 breakouts aM't
available), the same ratio looked
like is:

PrIma'y metas.....U.0%
Glass, brick .......... 7.%
P a& P e r .. ................ 4 . 1%
Te3iles...... 1.0%
Rubbw, plastc..14.l%
Cbemicals ............ J.4%
Food .................. 31.2%
Furniture .............. 14.0%

Wood products ....... 0.4%
Meta products._..14.2%
Elec., electronics.. 9.7%.
Clothing.. .... 115%Petroleumn, ca.1

. No ee. mach'ry.. 8.2%
Motor vehicles ...... 7.2%
Letter ............ 1&4%
Instruments ........... 30%
Publications ........... 7.2%
Cigarette ....... 2 ..... 2.1%

Let me re-emphasis that what we are talking about is a

short-term strategy. Once energy prices are fully decontrolled,

once CRS is fully phased in, and once industry has had sufficient

time to implement investment programs in response to those energy

U

I
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and tax policies, then we :*- .,.!foc.M to .ove away from energy tax

incentives. Until that time, however, continuation and

improvement of the existing energy tax credit program is critical

to our national-vell-being.

SPP.(:TFIC CO.4,,N'rTs O. S. 750

As Senator Wallop has indicated, S. 750 was drafted before

the Administration's accelerated cost recovery program was enacted

"nile it is apparent to us that the 20 percent credit level called

for in S. 750 would provide a significant additional incentive for

the covered investments, current budgetary realities are such that

it might well be appropriate to consider revising the legislation

t-. provide for a credit at a level of 10 percent as contained in

existing law.

Beyond that, we have no other major suggestions for change in

the legislation. Obviously, however, there are concepts within

taie bill which require further development through legislative

history.

we are most supportive of the provision in the legislation

calling-for establishment of a new category of covered
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;. estments termed "qualified industrial energy efficiency

- erty" ((QIP). establishmentt of this category, in, additi6n,

of course, to extending the terms for all the credits, is the

single most important feature of the legislation. It gets us away

from relying entirely on the list approach and allows the

inventive genius of American engineering talent to loo% at a broad

range of activities designed to yield process changes resulting in

production of products using less energy per unit of output. We

suspect that this new section will have the greatest stilulattve

affect on energy efficient investments of all of the provisions of

the legislation.

1:'7'CLUSION

Again, I would like to express my appreciation to the members-

. this Committee, and especially to you, senator Wallop, for the

leaders p you have shown in this area. ?ir. Chairman, you have

skillfullypursued this concept for over two years, beginning back

before we ourselves were involved. Your persistence is greatly

appreciated.
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We will be happy to do whatever we can to work with you, this

::onmittee and the Treasury Department to assure that any

.%!dnistrative problems with the legislation can he resolved prior

to its enactment. We cannot overstate our appreciation for your

leadership.

T".";K YOU.

ENERGY GROUP

Aluminum Company of America

American Can Company

Ashland Chemical

Container Corporation of America

Kaiser Aluminum & Chemical Corp.

Lone Star Steel Company

Olin Corporation

Owens-Corning Fiberglas

Owens-Illinois

Union Carbide Corporation

Weyerhaeuser Company
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STATEMENT OF CLAY POOLE, VICE PRESIDENT, CORPORATE
ENERGY, OWENS-CORNING FIBERGLAS

Mr. PoOLz. My name is Clay Poole. I am vice president of corpo-
rate engineering for Owens-Corning Fiberglas.

Owens-Corning manufactures glass fiber for insulation for indus-
trial, commercial and home use, as well as glass textile fibers
which are used in the reinforcements of plastics and other materi-
als. My responsibility includes evaluating the economics and the
technical feasibility of energy-conservation projects for our manu-
facturing plants.

Owens-Crnming supports Senate bill 750, both as a large industri-
al user of energy as well as a manufacturer of insulation designed-
to conserve energy. The thrust of Senate bill 750 is to encourage
U.S. business to invest in energy-conservation projects through the
granting of additional investment tax-credit,

For Owens-Corning, the goal of energy conservation is of critical
importance. We share concern about the transfer over the past
decade of hundreds of billions of dollars to--the OPEC nations for
oil. The result has had an adverse impact on our balance of pay-
ments, our inflation rate, our national security and our general
standard of living.

The key feature of this bill is to provide an investment tax credit
for that portion of capital expenditures which saves oil and gas,
without limiting the availability of the credit to a finite list of
equipment. Under this approach, our engineers would feel free to
apply the full range of their innovative talents to design processes
and new types of equipment which would save energy.

At the same time, industry is not simply given a blank check. If
the claimed energy saving is not actually achieved, the tax credit

-. will be lost.
I would like to comment on some of the testimony that was given

earlier about measurement. A key part of our energy program at
Owens-Corning-and I think in most of our industries-is addition-

* al metering down to lower sublevels within the process, over and
above what we have done in the past, on the theory that, if it isn't

* measured down to a low enough level of supervisory responsibility,
then it simply can't be managed like other resources. Owens-Cor-
ning is poitioned to take advantage of this key feature. We have
organized - tvak force whose mission is to analyze the energy
consumption of our plants. We identify energy-conservation oppor-
tunitieo, recommend, innovations in manufacturing processes, and
we plpn for tbh* design or adaption of new energy-saving equip-

int.
Project. generated by this task force compete with all other

capital requirements in the company. Due to the downturn in
housing and in the automotive markets the availability of funds
within Owens-Corning is severely limited. As a result, a significant
number of these pro Lcts from the energy task force cannot meet
the cost j*stification criteria.

I would like to give you an example of the type of projet that I
am t lking about. Owens-Coming has suCessfully developed and
are abxut to prototype a method for preheating the glass-batch
materl.prior to introducing them into a gla-melting furnace,
using th heat t is normally exhausted and wasted through the
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furnace stacks. If our projections are -correct, this method could
save anywhere from 15 to 25 percent of the energy required to melt
glass, which, of course, is the lion's share of the energy we use in
that type of an operation.

The enactment of S. 750 will escalate in priority many of these
proposals. In light of the lowered tax cost, some of the major
proposals will undoubtedly be approved for implementation.

The second feature of the bill is to breathe some life into the
current law which would otherwise expire at the end of 1982. The
bill extends its effective date to 1986 and gives reasonable meaning
to the list of specific equipment designated in section 48L of the
code.

In summary, Owens-Corning believes that S. 750 Will assist in
the achievement of a number of national goals; it is designed to
prevent tax revenue loss without a corresponding benefit in the
conservation of oil and gas; and it is a necessary incentive to make
funds available for these national goals.

Thank you very much.
Senator WALwP. Thank you. ,
[The prepared statement follows:]
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TSIwnMONY o CLAY A. POOLz

Mr. Chairman, Members of the Committee:

'ty name is Clay A. Poole. I am Vice-President of Enqineering Services

;-or Owens-Corning Fiberqlas Corporation. Owens-Corning manufactures

11ass fiber insulation for industrial, commercial and home use, as well

as glass textile fibers which are used in the reinforcement of plastics

nd other materials. My responsibility includes evaluating the economics

.-and feasibility of energy conservation projects for our manufacturing

plants.

Owens-Corning supports Senate Bill 750, both as a large industrial

V---4onjier of energy and as a ma.lor supplier of industrial insulation

used to conserve energy.

The thrust of Senate Bill 750 is to encourage U.S. business to invest

in energy conservation projects through the granting of additional

investment tax credit.

For Owens-Corning, the goal of energy conservation is of critical

importance. We share concern about the transfer oVer the past decade

of hundreds of billions of dollars to OPEC nations for oil. The result

--has-had adverse impact upon our balance of payments, our inflation

rate, our national security, and our general standard of living.
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The key feature of the bill is to provide an investment tax credit for

that portion of capital exoenditures which save oil and gas without

limiting the availability of the credit to a finite list of equipment.

Under this approach, our engineers would feel free to apply the full

range of their innovative talents to design process changes and new

types of equipment which save energy. At the same time, industry is

not simply given a blank check; if the claimed energy saving is not

actually achieved, the tax credit will be lost.

Owens-Corning is positioned to take advantage of this key feature.

We have organized a task force, whose mission is to analyze the energy

consumption of our plants. They identify energy conservation oppor-

tunities, recomend renovations in manufacturing processes, and plan

for the design or adaptation of new energy saving equipment.

The projects generated by this task force compete for capital funds

with all other capital requirements of the company. Due to the

downturn in the housing and automotive markets, the availability of

funds within Owens-Corning is limited. As a result, a significant

number of projects from the energy task force can not meet cost

Justification criteria.
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I want to give you an example of the kind of project I am talking about.

We have developed and are- about to prototype a process by which we use

normally wasted energy from the glass furnace stack to preheat glass

batch materials prior to their introduction into the furnace. The

indications are that 20% to 30% of the energy required to melt the

glass will be saved.

The enactment of S.750 will escalate in priority many of these pro-

posals. In-light ofra lowered tax cost, some of the proposals would

undoubtedly be approved for implementation.

I also want to comment about the issue of Industry's ability to measure

and verify the results of energy conservation projects. An important

part of Owens-Corning's energy conservation program is additional

metering. Energy usage can be better managed if it Is metered down

to the lowest practical level of supervision. It will greatly enhance

our ability to measure results of energy conservation projects. Other

industry managers that I have talked with are taking a similar approach.

The second feature of the bill is to breath some life into current

law which would otherwise expire at the end of 1982. The bill extends

its effective date to 1986 and also gives reasonable meaning to the

list of specific equipment designated in Section 48(1) of the Code

as eligible for the investment credit.

In summary, Owens-Corning believes that S.750(1) will assist in the

achievement of a number of national goals, (2) is designed to prevent

tax revenue loss without a corresponding benefit in the conservation

of oil and-gas, and (3) is a necessary incentive to make funds avail-

able for these national goals.
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STATEMENT OF RONALD RICHART, DIRECTOR OF ENERGY AND
TRANSPORTATION POLICY FOR UNION CARBIDE CORP.

Mr. RICHART. I am Ronald Richart, director of energy and trans-
portation policy for Union Carbide Corp. I am pleased with the
opportunity to give our views on, particularly, S. 750 and, more
generally, on the place of conservation in the national energy
policy.

I wish to commend you, sir, for introducing this bill. Creation of
QIEEP, qualified industrial energy efficiency property, clearly rec-
ognizes that our greatest energy-saving opportunities lie-in innova-
tive process changes. And it complements specially defined energy
property which is applicable to the simpler energy-savings projects.

Polyethylene is the most widely used, produced, largest-volume
plastic material in the world, familiar to all of us in many forms.
Union Carbide has developed and is licensing an improved process
for the manufacture of polyethylene. This is called the Unipol
Process, and it is revolutionary. It operates at low pressures and
temperatures and uses 75 percent less energy than conventional
high-pressure processes per unit of outpUt. In addition, the plastic
produced is stronger, weight-for-weight, than conventional polyeth-
ylene. If all this country s obsolete capacity were replaced by the
Unipol Process, the savings in barrels of oil equivalent would equal
1 day's input into the United States; so, about 6 million barrels of
oil a year.

Under Senator Wallop's proposal, there will be an increased
incentive to replace existing polyethylene facilities with Unipol on
the same sites. And continuing to use existing sites is clearly a
benefit to established communities and minimizes environmental
concerns associated with new green field's plants.

We sincerely believe-that energy conservation, or, more accurate-
ly, the more efficient use of energy, must be recognized in a well-
considered, rounded national energy policy. While we do not quar-
rel with the concept of encouraging energy supply, it is very clear
that addressing energy productivity will yield larger benefits to the
Nation more quickly and more cheaply than any other approach.

I have attached to my testimony Xeroxes of a couple of pages
from the recentExxon report, "Energy Outlook, 1980 to the Year
2000." I think you have it there. If you examine that, you observe
that conservation, the avoidance of the use of petroleum, is by rar
the largest factor in their forecast of oil demand by the year 2000,
compared with pre-1973 trends. That section at the top represents
47 percent of the total. It is a 47-percent reduction in the pre-1973
trend line in oil demand. Evaluation of our own individual opportu-
nities in Union Carbide to conserve, to use energy more efficiently,
lends credence to Exxon's estimate. While, as a corporation, our
goal is a 80-percent reduction used per pound of product compared
with the 1972 base line, by 1985 we are sure we can do better than
that if cash flow permitted funding of all of the opportunities we
see. The key is capiil formation. And the energy tax credits as
described in your bill will add to that and promote greater commit-
ment in the near term to this particular category of investment.
And as has been pointed out by earlier witnesses, the real benefit
of this approach is accelerated investment and quicker results.

Thank you.
[The prepared statement follows:]
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TESTIMONY BY UNION CARBIDE CORP.

STATEMENT TO SENATE FINANCE COHITTEE
ON ENERGY TAX CREDITS

The processes that Union Carbide employs to manufacture chemicals and

plastics, industrial gases, graphite electrodes, and other products are very

energy Intensive. We spend almost a billiorn dollars a year for energy and

are, therefore, committed to using energy as efficiently as we can.

For that reason, we have had a Corporate - a worldwide - energy conser-

vation program for over sevenqyears. This has been a successful effort and we

now use almost 22% less energy per unit of output than we did in 1972. Perfor-

mance of individual divisions varies from 12 to over 30 per cent improvements

not because of differing commitments to energy conservation but because the

opportunities for saving vary considerably by process.

Several years ago we established a corporate goal of a 30% savings in

1985. as compared to the base year 1972, and we will make that goal.

As good as this performance is, and we are proud of it, this program has

been limited by availability of capital funds. This year we will spend about

40 million dollars on retrofits alone for energy conservation but, unfortunately,

there were additional savings opportunities we were not able to fund.

Our problem is not in our commitment to using energy ever more efficiently

but with capital formation. The funds we generate from profits and depreciation,

coupled with prudent borrowing, are not adequate for all worthy projects. Capital

is required for environmental protection, health and safety, new capacity to main-

tain market shares, new products to maintain the long-term viability of the business,

and cost reduction. Unfortunately, forced choices have to be made and cost reduction

is more easily deferred than are many cf the other needs for capital funds.

You may ask, won't the Accelerated Cost Recovery that you provided in this

year's tax legislation help or obviate the need for Energy Tax Credits. Yes, the

ACR will be of major capital formation assistance and we are very happy that It
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was enacted, but it is phased in over five years and we don't get the full

benefit until 1986. 1 would like to point out that energy conservation invest-

ments are of a catch-up nature, rather than replacement or renewal investments,

and require supplemental cash flow.

Energy Conservation investments are very important to us - to'maintain

our competitive capabilities - and we will continue to make them, but not as

rapidly as we would like because of these capital limitations. There is no

,question that a tax credit,-which is available for only a limited time, is a

definite and useful Incentive for corporations to make energy conservation

investments sooner rather than later.

We believe strongly that it's not only in our own interest but in the

national interest that these energy conserving Investments be made more rapidly

-than they would be otherwise. They are the quickest, most reliable, and econom-

ically satisfactory source of added energy supply for the nation. The impetus

given to this investment by targeted tax benefits is greater than the impact rf

the additional funds alone - it is a psychological boost to the hundreds of

engineers involved in our plants to find more useful projects because they are

not only in UCC's but the national interest

I-wish to comend Senator Wallop for introducing Senate Bill 750. Creation

of Qualified Industrial Energy Property clearly recognizes that our greatest

energy saving opportunities lie in innovative process changes and it complements

Specially Defined Energy Property which is applicable to the simpler energy savings

.projects.

Polyethylene is the most widely produced largest volume plastic material in

the world, familiar to all of us in many forms. Union Carbide has developed and

is licensing an improved process for manufacture of polyethylene. This Unipol
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process is revolutionary. It operates at low pressures and temperatures, and

uses 251 as much energy as conventional high pressure processes.- In addition

the plastic produced is stronger, weight for weiht, than conventional poly-

ethylene. If all of this country's obsolete -capacity were-replaced by the Unipol

process the savings in barrels of oil equivalent would equal one day's imports

Into the U.S., or about 5-6 million barrels of oil per year. Under Senator

Wallop's proposal there will be an increased incentive to replace existing

polyethylene facilities with Unipol on:;the same sites - and continuing to use

existent sites is clearly of benefit to established communities, and minimizes

environmental concerns associated with new greenfield plants.

We iincerely believe that Energy Consirvation - or more accurately -

the more efficient use of energy - must be recognized in a well considered,

rounded n&-nml energy policy. While we ao not quarrel with the concept of

encouraging energy supply, it is very clear adfressing energy productivity

will yield larger benefits to the nation, more quickly and cheaply than any

other approach.

One has only to examine the recent Exxon publication, uENERGY OUTLOOK -

1980-2000" to observe that "Conservation".- the avoidance of 'the use of petroleum -

is by far the largest factor in their forecast of oil demand by the year 2000,

compared with pre-1973 trends. (See attached) By the year 2000 the "Conservation"

sector amounts to a 47% reduction from the pre-1973 trend line in oil demand.

Evaluation of our own individual opportunities to conserve - to use energy

more efficiently - lends credence to Exxon's estimate. While as a corporation

our goal is a 301 reduction in energy use per pound of product compared with 1972

by 1985, we are sure we can do better than that if cash flow permitted funding of

the opportunities we see.

The key is capital formation - and the energy tax credits as described

in Senator Wallop's bill will add to that and promote greater commitment in

the near term to this particular category of investment.

87-640 0 - 82 - 11
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Senator WALLOP. I- would like to play the devil's advocate here
for a minute and inquire of all three of you, and especially Mr.
Richart, why wouldn't market forces trigger a sort of mass move to
your new process, just for competitive reasons alone?

Mr. RICHART. Well, I think they will, no question about it. We.
have just started up a plan based on this-process, and one of our
major competitors has licensed it, and other licenses will-go ahead.
I see two benefits in it, though. Because it is such a significant
energy-saver and would enjoy, under your concept, some additional
credit, p6ople who are confronting the problem that their old,
existing, inefficient capacity costs so much less to build per pound
than does any new contruction-the inflation in new construction
is involved here-they will have a greater incentive to invest more
quickly. Second, they will have an incentive to replace their facili-
ties in the present plantsite, because that is, of course, a restriction
in the bill. And I think that is an important point to consider.

S-hator WALLOP. Mr. Singer.
Mr. SINGER. I pointed out in my testimony, Senator Wallop, that

acceleration is the main feature of this bill, as far as our company
is concerned. We have got that billion and a billion and a half that
we should spend. We will spend more of it, should your bill be
passed and if we have this deadline of 1986 or 1987, whatever it
turns out to be. And I think that there is no question that we can
document that we accelerated some-of our projects as a result of
the last bill.

The problem with the last bill, as you pointed out, it was a list.
And many of the things that were most productive from an energy

-efficient standpoint weren't on the list, because they were process
innovations. And that is why I think your QIEEP is a very impor-
tant feature and should not in any case be-discarded.

Senator WALLOP. What do you think about lists? Would any of
you care to comment on it? It bothers me that we have one.

Mr. SINGER. Well, for simplicity it is kind-of nice to have a list, if
it happens to be on there. I donT think that this should be--

Senator WALLOP. That is what bothers me. If it doesn't happen to
be on there, then we--

Mr. SINGER. Stew, would you care to make a comment on that?
Mr. VAN SCOYoC. Yes. The comment I was going to make was, if

you represent people in Washington, the list approach is a very
nice way to do business. It helps business in Washington quite a
bit. I am not sure it is a very good policy for the country.

Senator WALLOP. I think, not only in energy but certainly in the
environmental world, Congress, upon creating lists, does much to
discourage the creative ingenuity of America. In the environmental
world, it seems to me, the national purpose is the environmental
goal, and how- anybody gets there is up to them as long as it
achieves that goal. But we seem bound and determined to create by
law not only the goal but the means of getting there.

Mr. VAN ScoYoc. If I can harken back to some environmental
experience I had, that was the big complaint that the engineering
people that I used to work with had about the environmental laws.
They were so prescriptive in their content that it was all of this
sort of hang-on equipment at the end of a plantsite or at the end of
an automobile tailpipe. And, reallythe engineering talent that you
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had out in the private sector did not have the opportunity tozse
their talents to the fullest ability. They were so much restricted by
this list kind of approach in the environmental area, and I think it
would carry over to the same thoughts in the-energy area.

Senator WALLOP. What would happen, then, tailoring this legisla-
tion, if we would change when the credit was available from on the
commitment to purchase and install the energy-saving equipment
to after the savings had been demonstrated? You know, there is a
question as to when you adjust that, if it doesn't create the savings
to their forecast.

Mr. SINGER. Well, I will make a comment, and then maybe some
of my colleagues would add to it. Certainly, the further you extend
that, the more you discount the value of the additional incentive
and, therefore, diminish the effectiveness of what we are trying to
do, which is to accelerate the energy-conservation projects. And
some of the really big ones that are going to save the most energy
are projects that are going to take 2, 3, or 4 years to produce and
then get onstream. And if you wait out to the end of all that
period, the value of that credit has come down very, very much.
And if you were going to do something like that, I would like to
withdraw my remarks about saying that we should reconsider the
20 percent and go down to the 10, because you are going to take
away the incentive that is needed here to achieve acceleration.

Senator WALLOP. But what would happen if we approached it
from a different standpoint and said that if it did not achieve the
forecast saving, that there would be some interest penalty on the
use of the Federal dollars in the interim?

Mr. VAN ScoYoc. Just to comment on that, and this came up
fairly recently, the IRS has changed their treatment of underpay-
ment of taxes; so, the way the bill is now drafted, you would in
effect have a very substantial interest penalty if you overestimated
your energy savings. As I understand the way the bill is drafted
now, you come back and do a recomputation period within 18
months after placing the investment in service. If you find that you
are not qualified for all of the credit that you took, that is essen-
tially an underpayment of taxes, and you pay the prime rate of
interest oh that money.

Senator WALLOP. Well, I thank you all for taking the time to
come here. We need your continued support, as you can obviously
surmise by what has taken place today, and we will continue to
work on it.

Mr. VAN Scoyoc. If I may make just one comment, very quickly,
on the revenue estimates. You did ask the previous panel about
that, I think I can probably fairly safely say for this group that,
No. 1 we don't believe the estimates we saw this morning. That
was the first time-we had seen them.You had been in the revenue-estimating game, I think, when the
Kennedy amendment was on the Senate floor. The estimates that
we had at that time, for that proposal, which included several
residential features-these came from the Joint Tax CQmmittee-
the commercial features were $1.2 to $1.4 billion. I think I can also
say, given the oppo.-unity to modify those comments at a later
date, I don't think the group that we represent here is very anx-
ious to supjiort a proposal if it is going to cost $5 billion, and we
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would be anxious to work with people to define those and see what
makes sense and what doesn't.

Senator WALLOP. Well, we have our commitment, as I gather you
heard, of that-ability, and I would appreciate it. -

Thank you all very much.
The next panel consibs of George L. Cobb, vice president of

supply, Pittsburgh Plate Glass Industries, Pittsburgh, Pa.; Gerald
W. Houck, director of energy and critical material, American Iron
and Steel Institute, Washington; Terry Gallagher, chairman of the
board of American Petroleum Refiners Association and president of
Asamera Oil, Inc., representing the American Petroleum Refiners
Association of Washington; Dennis Bedell, Chairman of the Ameri-
can Mining Congress -ax Committee, Washington, D.C.

Would you please come forward and proceed, gentlemen.

STATEMENT OF GEORGE L. COBB, VICE PRESIDENT OF
SUPPLY, PPG INDUSTRIES, INC., PITTSBURGH, PA.

Mr. COBB. Thank you, Mr. Chairman. My name is George L.
Cobb, vice president of supply for PPG Industries. My responsibil-
ities include the development of the energy policy and the manage-
ment of the energy supply. I appreciate this opportunity to present
PPG's views and request that PPG's written statement, as previ-
ously submitted, be included for the record.

Senator WALLOP. It will be.
Mr. COBB. Thank you. PPG is a major manufacturer of glass,

chemicals, coatings and resins, and Fiberglas. It employs some
28,000 people domestically in 41 manufacturing and research facili-
ties in 17 States. PPG is a substantial user of all forms of energy in
its manufacturing process. In 1980 it consumed 105 trillion Btus of
energy. This was down from 1976 consumption of 139 trillion Btu's.
Overall, the corporation has improved its energy efficiency by more
than 23 percent since 1972, while increasing production in sales.
This process has been achieved in many ways, including substan-
tial investment in energy-saving technology.

PPG spent approximately $186 million for energy in 1980. This
represents some 5 to 7 percent of the company's total sales dollar.
The point here being that competition for corporate investment
dollars, energy-saving projects, or other types of investment, is
considered in light of the ultimate cost to the corporation. There-
fore, the blind pursuit of energy conservation for conservation's
sake is a luxury PPG, and I suspect most companies, cannot afford
in their highly competitive markets.
-The use of tax credits to stimulate investment in energy-saving

modernization as contained in the legislation before this subcom-
mittee is a proven, effective way of improving energy efficiency.
The result is less dependence on foreign oil.Congress recognized the value of energy tax credits when it
enacted the Energy Tax Act of 1978 with the emphasis on industry
spending more money and spending it sooner. The act also pro-
vided a basis for insuring that industry would receive equal- treat-
ment, either as defined in the statute or under the Secretary of
Treasury's authority to qualify additional energy property. To date
the Secretary has not qualified any additional energy property, nor
has the Treasury acted as intended by Congress to issue regula-
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tions defining types of property that qualify as a guideline for
applying for specification.

Industry still has no clear-cut signal that management can use to
make energy-saving investment decisions. The positive results of
the 1978 act envisioned by Congress simply have not occurred. One
exception to this is the modification of alumina electrolytic cells. I
would point out that the addition of that energy-saving technology
for the aluminum industry, as an amendment to the 1980 Windfall
Profit Tax Act, was the result of legislative action, not the authori-
ty as originally granted to the Secretary of Treasury.

PPG has requested from Treasury a listing of its electrolytic cell
technology as qualified energy property. The technology is a com-
ponent of our chlorine and caustic soda process, is presently being
installed at one of our chlorine plants and is almost identical to the
alumina electrolytic cell process which was specified by an amend-
ment in the 1980 Windfall Profit Tax Act. To date no ruling on
PPG's project has been forthcoming from Treasury. The current
PPG project at this facility represents an investment of more than
$100 million. We anticipate this modernization project will result
in approximately a 25-percent reduction in energy usage and con-
serve the equivalent of more than 400,000 barrels of oil per year.
Without a favorable ruling or legislative action and the extension
of the time to qualify property beyond December 31, 1982, the
current project will be denied the tax credit anticipated when it
was funded.

Also, the installation of electrolytic cell technology at PPG's
other facilities may give way to other corporate investments for
several years to come.

PPG supports the energy tax credit concepts in both bills as well
as the January 1, 1981, effective date. The addition of qualified
energy-efficient property -based on energy savings contained in
Senate bill 750 allows the industry to identify qualified projects
under the energy tax credit system. We also believe the 4-year
extension of the time for qualifying expenditures is a necessary
incentive to encourage investment by industry to conserve energy.

As we understand S. 750, PPG's current project and similar
modifications of other company facilities after December 31, 1980,
Would be treated equally with other energy property such as the
legislatively qualified alumina electrolytic cells.

Simply stated, we believe that the bill provides taxpayer equity
based on energy conservation performance, irrespective of the
uniqueness of the industry. PPG sincerely appreciates this opportu-
nity to testify. I would be happy to try and answer any of your
questions.

Accompanying me today are PPG specialists from our tax and
energy supply department who may be helpful in responding to
your questions.

Thank you.
Senator WALLOp. Thank you very much, Mr. Cobb.
[The statement follows:]
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STATiMENT Or GORG L. CoBB, VICE PRESIDENT, SUPPLY, PPG INDUSTRIES, INC.

Mr. Chairman and Members of the Suboommittee, my name is George L. Cobb,

Vice President, Supply for PPO Industries, Inc. Included in my responsibility

is the development of energy polioles and management of energy supplies. PPO

sincerely appreciates the opportunity to express its views in support of the

energy tax credit concepts embodk9d in 3.750, the Industrial Energy Security

Tax Incentives Act of 1981 and 3.1288, the Coemercial Business Energy Tax

Credit Act of 1981.

PP(G is a major manufacturer of glass, mbemioals, coatings and resins,

and fiberglass products headquartered in Pittsburgh, Pa. The company operates

in the United States, 41 major manufacturing and research facilities in 17

states, employing same 28,000 people. Aaan industrial manufacturer, for

which energy is a substantial portion of our operating needs and costs, we

have a great interest in energy tax legislation which will encourage invest-

ment in property reducing the energy consumed in our existing industrial

processes.
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In 1980, PPO consumed about 105 trillion BTU's of energy in the manufac-

ture of its products, down trom a 1976 total of 139 trillion BTU's. In 1980

our energy effiolenoy as a corporation had improved more than 23 percent oom-

pared to 1972. The primary reason for this reduction of absolute energy con-

sumption and marked improvement in efficiency was based on two major factors,

energy cost and the marketplace. The cost increases PPO has faded over the

years have been the same or greater than those experienced by the general

public.

While energy is a substantial Cost item to PPO (in 1980 it totaled about

$186 million), it is not our only cost and represents some five to seven per-

cent of total sales dollars. Therefore, although energy costs have soared and

are expected to increase further, they are still only one important cost itdm

among many. Within a corporation, competition for the capital expenditure

dollar requires management to consider the ultimate cost. As such, the blind

pursuit of energy conservation for conservation's sake is a luxury we cannot

afford to pursue in our highly competitive markets.

Value-of Tax Credits

The use of tax credits as an incentive to stimulate thi modernization of

industrial processes used by industry, is a concept that is well established

in our tax system. The use of tax credits were first approved by Congress as

part of the 1962 Tax Reform Act. 'The Tax Reform Act of 1969 repealed the use

of credits. However, the Revenue Act of 1971 reinstituted the tax credit

system as incentive for investment in the modernization of industrial processes.
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The continued use of the tax credit system, its expansion through energy

tax credits and current credits for research and development, indicate the

effectiveness of the credit system in encouraging industrial investment. The

two bills currently before the Subomemittee present a proven, effective way of

encouraging industry to promote energy efficiency in their plants, thereby

reducing dependence on foreign oil. The proposed legislation amending our

-cur-r ent energy tax credit system, would provide industry with Incentives to

modernize its currently inefficient energy processes.

Congress recognized the problems of industry when it enacted legislation

in 1978 to provide incentives to encourage industrial energy conservation. It

realized that the energy marketplace, with its myriad of price controls, was

ro- n the proper price signals to consumers, and, therefore, offered an

incentive to reduce U.S. dependence on foreign oil supplies and bring energy

supply and demand into balance. The incentive provided industry with a tax

credit to install certain specified items which would reduce energy

consumption.

The concept was clear. Oven the incentive, industry would spend more

funds sooner to reduce its energy dependence. The emphasis was on more and

rl -sooner, for given the importance of energy supply and the rising cost of

energy, there is little doubt that the funds would be spent eventually. The

benefit of spending more sooner, however, was clear to Congress. Energy

savings would be realized on an accelerated schedule, thereby reducing oil

_jinrts, and inflationary pressures resulting from increasing energy prices.

Congress wa-orreot-inits wisdom in enacting the Energy Tax Act of 1978.
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Current Ener= Tax Law,

The Energy Tax Act of 1978 included a tax credit for specifically

defined energy property. The defined property included a list of 11 specified

items in addition *,o authority given to the Secretary of Treasury to specify

additional qualifying property. To date the Secretary has not qualified any

additional property. The Crude Oil Windfall Profits Tax Aot of 1980 added

"modifioltions to alumina eleotrolytic cells" to the list of specifically

defined energy property. It appears that this property was added legisla-.

tively as a result of the Treasury's failure to act under its discretionary

authority in the 1978 Act.

Under the legislation, Congress considered three main factors. First,

they put a limit ono the number and types of expenditures that would qualify

for the credits. Secondly, focusing on achieving energy savings quickly, a

short time period was imposed for realizing the incentive and, thirdly, they

limited the incentive to a relatively conservative 10 percent tax credit.

Unfortunately, the favorable -results anticipated by Congress have not been

fully realized to date. For example, PPO has received only about $325,000

worth of credits through 1980. There is a reason for this problem. -

Under the current law, expenditures for specifically defined items will

not qualify for the energy tax credit unless and until the Secretary desig-

.nates them through regulations, or separate legislation involving the particular

energy-saving expenditure is passed, as was required for the alumina electro-

lytio cell. Unfortunately, to date, the Secretary has not exercised his

authority to issue regulations defining what types of property qualify or
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how to apply for speoifioation, which was the intqnt of Congress. The problem

Is further complicated by an expenditure deadline of December 31, 1982. The

lack of guidelines as to what qualifies, coupled with the approaching deadline

gives industry no real signals for making major energy-saving expenditure -

decisions. In the competition for investment capital, energy saving projects

are competing with other investment opportunities. Management must receive

clear signals on what tax oreditrwill or will not be available in order to

make these judgments.

PPO's Experience/Regulatory Delay

It is our understanding that the Secretary has stated that no additional

specifications will be designated until final regulations are published. A

chronology of events puts the-8ignifioance of this statement into perspective.

On January 7, 1981, two years after the legislation was signed into law, the

first proposed regulations addressing the ability to specify additional items

were published for comment. On April 30, 1981, PPO testified at a Treasury

Department hearing regarding the proposed regulations.

The testimony emphasized the inadequacy of the regulations as they

related to industrial processes, the intent of Congress, the Energy Tax Act of

1978, and-modifioations thereto under the Windfall Profits Tax Act of 1980.

As of this date, no new or amended regulations have been proposed regarding

guidance for specifying- additional industrial property under the Energy Tax

Act.



166

Because the time period for qualified expenditures runs out on

December 31, 1982, and lead time is required to develop a project and modify

processes, the publication of regulations at this time would still not allow

industry to effectively utilize the tax incentive intended by Congress.

A PPO Energy Saving 4LroJeot

An example of the unworkable situation facing industry Is PPO

Industries, Inc.'s modernizatf-n program for certain chemical processes. PPO

has requested, through a ruling submission to the Treasury Department, a

listing of this process modernization as a specified item under the 1978

Energy Tax Act. Although the project, an electrolytic cell, is nearly iden-

tical in technology to the modification of alumina electrolytic cells which

Congress specified under the 1980 Windfall Profits Tax Act, no ruling on PPO's

project has been forthcoming. Considering the fact that the current project

will not be completed by the Deoember%31, 1982 out-off date, and the company's

desire to install this technology in other plants, the current circumstances

preclude PPO from knowing whether or not the existing project or further use

of the technology will qualify under the Energy Tax Act. The current project,

which represents a single expenditure at one plant of more than $100 million,

would benefit PPO and the nation by saving in excess of 400,000 barrels of oil

per year, or an estimated 25 percent reduction in energy usage. However,

without a favorable Treasury Department ruling, or legislative action to ape-

oifically qualify the electrolytic cell, and a bill extending the time to

qualify for a credit, the project will be denied the tax oedits which were

anticipated when it was funded. In addition, further installation of this

technology at other PPO plants may give way to less risky corporate expen-

ditures for several years.
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Th -electrolytic cell is a component of the chlorine and caustic soda

production process of PPO. In the manufacture . of these product, energy costs

represent a major operating expense, in some oases as much as forty percent.

We presently have chlorine and caustic soda production facilities In Ohio,

West Virginia, and Louisiana. We formerly operated a facility in Texas, which

was closed when energy costs skyrocketed by a factor of twelve in the early

1970's. The old technology plus the energy cost simply rendered the Texas

plant non-competitive. Our remaining plants with somewhat newer technology

survived in large part because the marketplace accepted the energy cost pass

through and because substantial amounts of capital were invested to improve

the facilities' efficiency.

PPO Position/Recoomnended Aotion

PPO supports the energy tax credit concepts in S.750 and 3.1288. If the

energy marketplace were free of all price controls, we believe that adequate

incentives would exist to allow energy conservation projects to compete on an

equal basis with other investment opportunities. This is not the situation

before us. Therefore, we find it appropriate for Congress, who prescribed gas

price controls through 1985 and beyond, to correct this distortion by main-

taining an effective, efficient incentive in the form of tax credits to

encourage energy conservation.

The addition of qualified energy efficient property based on energy

savings contained in 3.750 allows industry a more definite method of iden-

tifying those projects that would qualify under the energy tax credit system.

As a project for the modernization of processes in industry requires not only
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lead tim but also extended construction periods, the additional four year

extension of time for qualifying expenditures provided by both bills being

discussed today by the Suboomittee, must be considered a necessary part of

any Incentive to encourage industry to move toward more energy efficient faci-

lities. With the restrictive definitions in the law and lack of guidance by

regulations under the statute, energy tax credits are not currently available

to industry as an incentive to modernize energy inefficient facilities.

Without this legislation, the energy saving benefits Congress intended to be

generated by the industrial oomunity will not occur.

Therefore, the definitions and extended time for qualifying expenditures

suggested in the legislation are critically needed to complete Congressional

intent in the 1978 Energy Tax Act, and as reemphasized in the Windfall Profits

Tax Act of 1980.

Although the speoification of modernization of alumina electrolytic

cells was made retroactive to 1978, and the fact that expenditures were made,

on PPO's current electrolytic cell project during 1980, we support the

legislationts effective date of January 1, 1981. It is our understanding that

provisions in S.750 regarding the addition of qualified energy efficient pro-

perty based on energy savings would enable PPG's current project and similar

modifications at other facilities after December 31, 1980, to be treated

equally with other energy properties such as the legislatively qualified alu-

Mina electrolytic cells, a similar technology used in the aluminum industry.

We feel the language also provides generally for taxpayer equity based on

energy saving performance Irrespective of the uniqueness of an industry.
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STATEMENT OF GERALD W. HOUCK, JR., DIRECTOR OF

ENERGY AND CRITICAL MATERIALS, AMERICAN IRON AND
STEEL INSTITUTE, WASHINGTON, D.C.
Mr. HOUCK. My name is Gerald Houck, Jr., and I am director of

energy and critical materials of the American Iron and Steel Insti-
tute, which I will refer to as AISI. I am appearing today on behalf-
of AISI to testify in support of S. 750.

The 65 domestic member companies of AISI are involved in all
aspects of the iron and steel industry. AISI member companies
account for about 91 percent of the raw steel made in the United
States and employ approximately 400,000 people.

The steel industry is one of the Nation's largest energy consum-
ers. Within the industry there are substantial oppotunities to save
energy through energy conservation, waste utilization and the in-
creased use of advanced steelmaking technology. There are also
opportunities to substitute coal or coal-derived energy for natural
gas or oil. As this committee again begins to consider legislation to
provide tax incentives for energy conservation and the develop-
ment of alternative sources of energy, careful consideration should
be given to the need for incentives to encourage those investments
which will reduce energy consumption in the steel industry.

S. 750 would extend the energy tax credits to a wide spectrum of
investments which conserve energy in addition to a specifically
enumerated list of items of equipment, as is the practice under.
current law. Accordingly, it would provide a significant incentive
for energy-related investments which cannot be specified on a par-
ticular list of qualifying property.

The utilization of energy in the steel industry involves a vast
number of processes and a wide variety of fuels. AISI will supple-
ment this testimony with additional written comments and recom-
mendations pointing out the special impact of certain provisions of
S. 750 on the steel industry.

AISI endorses the efforts of Senators Wallop, Durenberger, and
the other members of this committee to preserve and expand the
energy tax credit. When combined with other incentives for capital
formation, the energy tax credits proposed under S. 750 would
p]rovide- a stimulus for energy conservation in all segments of
American industry, including the iron and steel industry.
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SUPPLEMENTARY STATEMENT OF THE
AMERICAN IRON AND STEEL INSTITUTE

ON S. 750

This statement is submitted by the American Iron

and Steel Institute for inclusion in the Finance Com-

mittee's record of the hearings on S. 750--the Industrial

Energy Security Tax Incentives Act of 1981. At the hear-

ings which were held last week, the American Iron and

Steel Institute (AISI) endorsed the Finance Committeets

efforts to preserve and expand the energy tax credit.

It believes the energy tax credits and other tax incentives

are necessary for an effective energy policy. However,

it was noted in AISI's testimony that there are several

technical changes which would improve the incentive effect

of S. 750 on industry in general, and on the iron and steel

industry in particular.

GENERAL RULES

Replacement equipment: Under S. 750, the energy tax

credit would not be available with respect to qualified



171

industrial energy efficiency property or other items of

energy property which replace existing property if the

replaced property is not retired from service (except

for temporary use while the replacement equipment is

inoperable). However, there are circumstances under

which, notwithstanding the installation of energy saving

equipment to replace some of the functions of the equip-

ment at an existing facility,-it may not be possible

"to completely retire the existing equipment. For ex-

ample, it may be nessary to continue to use the exist-

ing equipment because the replacement equipment does

not have as much capacity as the existing equipment,

or because it cannot be used to make- all of the produc s

that were made by the existing equipment. Because the

retirement rule is extremely broad, it could deny the

energy tax credit to certain items of replacement equip-

ment which would otherwise qualify for the credit.

Continuous casters are an example of the kind of

energy saving equipment in the steel industry which

could be adversely affected by the replacement rule.

Continuous casters process molten steel into semi-finished

products in a single operation. They replace a number

of energy consuming steel processes, including soaking

pits and primary breakdown mills. It has been estimated

that continuous casting results in energy savings of as-

much as 3 million BTU's per ton of steel cast--the

67-64 0 - 82 - 12-
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equivalent of more than 1/2 barrel of oil per ton. Tfls

represents almost 10 percent of the total energy used to

make finished steel products. However, continuous

casters cannot be used for all grades of steel. Moreover,

A single continuous caster may not be able to process

all of the hot metal that was previously processed by

the steel mill's ingot casting and rolling equipment.

Accordingly, even if a continuous caster is installed

at an existing mill, it may be necessary to continue

to use the existing equipment for a portion of the mill's

output.

Under the replacement rule, continuous casters and

other items of replacement equipment which would other-

wise be eligible for the energy tax credit but which

cannot completely-replace the existing equipment at a

facility could be ineligible for the credit. This would

substantially diminish the impact of the credits on

precisely those investments that they are designed to en-

courage. Because of its potentially exclusionary impact,

this test should be clarified to indicate that it does

not apply to the situation described above, or should

be dropped entirely from S. 750._ AISI would be pleased

to provide specific clarifying language for this provision.

Increased capacity: S. 750 provides that the energy

tax credit for qualified industrial energy efficiency prop-
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erty is to be reduced if the property increases the capa-

city of the existing process, processes, or facility in

connection with which it is installed. This rule does

not apply if the capacity increase is less than ten per--

cent, or if the caprAcity increase results from reduc-

tions in intermediate or finished product waste. A

similar rule, in the form of the "incremental cost

rule," would apply to other items of energy property.

Like the replacement rule discussed above, this rule

could have the unintended effect of denying the full

energy tax credit for certain types of energy conserving

equipment which should qualify for the credit.

Continuous casters are also an example of the kind

of energy saving equipment that could be affected by

this rule. The installatijon of a continuous caster would

not necessarily increase the overall capacity of a steel

mill, even if the existing ingot casting and rolling

equipment remains in use. The mill's overall capacity

would continue to be limited by the capacity of preceding

stages in the steel making process (such as the mill's

hot metal capacity) or by the capacity of subsequent'-

stages (such as the mill's finishing capacity). Neverthe-

less, if the existing ingot casting equipment is not

replaced, the installation of a continuous caster would
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increase-the theoretical capacity of the casting por-

tion of the mill. As currently proposed, the increased

capacity rules could result in a partial loss of credits

for such a continuous caster, even though its installation

does not increase the overall productive capacity of the

steel mill. Accordingly, as with the retirement rule,

the increased capacity rule should either be clarified

to provide that it does not apply under these circumstances,

or should be deleted from S. 750. AISI would be pleased

to provide specific clarifying language for this pro-

vision as well.

QUALIFIED INDUSTRIAL ENERGY

EFFICIENCY PROPERTY

Calculation of energy savings: S. 750 provides

that, for purposes of determining whether an item of

equipment is qualified industrial energy efficiency prop-

erty, energy savings that result from "substantial changes

in the character of either the output or input of the

facility" will be disregarded. This is an ambiguous pro-

vision, and should either be defined more carefully or

should be deleted from the bill. Otherwise, in the hands

of the administering agency, this provision could be used
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to substantially diminish the incentive effect'of the--

credit for qualified industrial energy efficiency prop-

erty.

Sixty dollar per-B.O.E. ceiling: The credit for

qualified industrial energy efficiency property is subject

to a maximum of sixty dollars per barrel of oil equivalent

saved by the property. AISI recommends that this maximum

figure be adjusted periodically to offset the effect of

inflation on the cost of energy and energy related invest-

ments. Otherwise, even though the credits provided by

S. 750 will in some cases by available through 1994,

the fixed sixty dollar per B.O.E. limit could render

the credit-meaningless for capital intensive energy

conserving projects long before that date.

ALTERNATIVE ENERGY PROPERTY

Definition of alternate substance: The alternative

energy property category generally consists of equipment

which uses an alternate substance as a fuel or feedstock.

The Energy Tax Act of 1978 defined the term "Alternate

substance" as any substance other than oil, natural gas,

-r a product of oil or natural gas. Mwever, the regula-

tions on the Energy Tax Act of- 1978 provided that syn-

thetic fuels and other products that are produced from an

alternate substance and that have undergone a chemical
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change during the course of their production are also

excluded from the alternate substance category. We

believe this position is completely contrary to the ex-

pressed language, the legislative history, and the under-

lying policy of the Energy Tax Act. S. 750 would super-

sede the definition in the regulations and would redefine

the term "alternate substance" to include those items

erroneously excluded from the category. AISI supports

this.amendment. Moreover, in order to address fully

the problems caused by the definition in the regulations,

this portion of S. 750 should be made retroactive to

-October 1, 1978.

If this provision cannot be made retroactive', then

at the very -east, the statute or its legislative history

should expressly provide that in changing the definition

of the term "alternate substance," Congress does not

mean to create any inference that the Treasury Department's

original interpretation of that term was correct. Other-

wise, taxpayers who intend to challenge the IRS position

for years prior to the enactment of S. 750 could be placed

at a substantial disadvantage.

Electricity as an alternate substance: Under S. 750,

electricity would be treated as an alternate substance

for purposes of the energy tax credit for alternative

energy property under certain circumstances. Electricity

generated by the taxpayer would be treated as an alter-
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nate substance if it is generated primarily from an al-

ternate substance. Electricity purchased by the taxpayer

would be treated as an alternate substance if- the taxpayer

establishes that more than 50 percent of.the electricity

__purchased by the taxpayer is generated from an alternate

substance, and that the electricity reduces the need

for on-site use of oil or gas.

Treating electricity as an alternate substance if

It is produced primarily from an alternate substance is

consistent with national energy goals, and AISI endorses

this proposal. However, it is a mistake to require that

purchased electricity reduce the need for on-site use of

oil or gas in order to qualify as an alternate substance.

,- -hat requirement would substantially diminish the signifi-

cance of the provision for certain energy conserving invest-

ments. It would also create an undesirable bias in favor

of self-generated electricity in situations where it could

be more energy efficient to purchase electricity from the

.. local utility. Accordingly, both purchased and self-produced

electricity should qualify as an alternate substance if

they are produced primarily from an alternate substance.

The requirement that purchased electricity reduce

the need for oil and gas use is not conceptually consistent

with the alternative e1wergy property category. Currently,

I-
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items of alternative energy property generally qualify

for the energy tax credit if they use an alternate sub-

stance as a fuel or feedstock, regardless of whether the

property also reduces the need to use oil or gas. Thus,

the oil and gas reduction requirement introduces a new

and inappropriate requirement to this category.

As a practical matter, the reduced oil and gas use

requirement will not create substantial problems for

certain items of replacemen property, since alternative

energy property is often used to replace property which

burns oil or natural gas. For example, under S. 750,

melt furnaces, such as electric arc furnaces, which use

an alternate substance as their primary fuel would be

added to the alternative energy property category. Since

electric arc furnaces are often used to replace open hearth

furnaces which use oil or gas as a fuel, an electric-arc

furnace which -replaces an open hearth furnace would qualify

for the credit if it uses purchased electricity which is

produced primarily from an alternate substance. However,

this requirement could result in the loss of the credit

for alternative energy property which uses purchased elec-

tricity and which'is part of a new facility or of an ex-

pansion of an existing facility, because in that case



179

there would be no existing oil or gas use to be reduced.!/

Since the alternative energy property category is intended

to apply to new facilities and to the expansion of exist-

ing facilities, in addition to the replacement of existing

equipment, the credit should be available for equipment

which uses purchased electricity which is produced from

an alternate substance, regardless of whether the elec-

tricity reduces the need for on-site oil or gas use.

There are other questions which arise as a result

of the treatment of purchased electricity as an alternate

substance. For example, purchased electricity will only

be treated as arralternate substance if the taxpayer

establishes that more than 50 percent of the purchased

electricity is generated from an alternate substance.

Since it-is impossible to trace the exact source of elec-

tricity purchased from a utility grid, it should be.

clarified that this test can be satisfied by reference

to the average mix of energy sources used to generate

electricity in the area in which the equipment is located.

In-addition, since taxpayers have no control over the_

mix of energy sources used by a utility to produce elec-

*1 This rule could be construed to mean that any al-
ternative energy property which does not use oil or gas but
which performs a function which might have performed by oil
or gas fired equipment reduces the "need" for on-site use
of oil or gas. However, it would be much simpler to merely
delete the reduced oil and gas use requirement.

I -
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tricity, the bill should provide that recapture will

not be. required merely-because there is a subsequent

shift in the mix of energy sources used to produce glec-

tricity in the area.

Other problems are caused by the fact that some

steel mills both produce and purchase electricity. Be-

cause it is difficult to trace the source of electricity

under these circumstances as well, the bill should also

contain a presumption or some other means to determine

the source of electricity for equipment used at such

mills. Finally, the bill should clarify that electricity

produced from nuclear power, hydropower, wind power, and

other such sources will be considered to be electricity

produced from an alternate substance.

Primary fuel requirement: Most items of alternative

energy property do not qualify as alternative energy

property unless their primary fuel is an alternate sub-

stance. Under current law, if an item of alternative

energy property ceases to use an alternate substance

as its primary fuel in a later year for.any reason, any

previously claimed credits may have to be recaptured.

This could create serious hardships for taxpayers which

are unable to obtain an alternate substance for reasons

beyond their control.
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S. 750 would remedy this problem by providing that

the primary fuel requirement need not be satisified "if

the taxpayer is unable to obtain the alternate substance

for reasons (other than the cost thereof) beyond his con-

trol." AISI supports the general concept behind this

provision. However, AISI recommends that it be clarified

to indicate that the exception is available under certain

circumstances even though the alternate substance can be

obtained at an increased cost. This exception is apparently

intended to excuse compliance with the primary fuel require-

ment when the alternate substance is unobtainable for

reasons beyond the taxpayer's control, but to require

continued compliance with .the primary fuel-requirement

where the fuel is available but has become more expen-

sive. However, even where a substance is commercially

unavailable for a reason other than cost--such as a

strike or a natural disaster--it can frequently still

be obtained at some price. For example, if coal is

commercially unobtainable due to a railroad strike,

taxpayers may still be able to obtain some coal by

having it delivered by truck. Taxpayers should .

not be required to pay commercially impracticable

prices to purchase an alternate substance solely

to avoid recapture of the energy credit. Accordingly,
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this provision should be revised to provide that the

exception is available unless the alternate substance

is unobtainable due solely to increases in the general

market price of the alternate substance.

Melt furnaces: Under S. 750, a-melt furnace would

qualify as alternative energy property if it uses no

fuel or if its primary fuel would be an alternate sub-

stance. AISI understands that the reference to melt

furnaces which use no fuel is intended to extend the

credit to basic oxygen furnaces (BOFs), which may be used

as an integral part of the steelmaking process. To

avoid any possible misunderstanding regarding the quali-

fication of BOFs under this category, BOFs should be

specifically identified in the legislative history of

this provision.

In a BOF, oxygen is injected as a feedstock to oxi-

dize the carbon contained in the hot metal feedstock.

However, in certain types of installations, small amounts

of oil and gas may be used in a BOF. While this oil And

-gas is needed primarily as a cooling agent, its BTU content

is ultimately consumed in the furnace. The statute or the

legislative history should clarify that BOFs will not be

disqualified merely because of this minimal use of oil or

gas.

0
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SPECIALLY DEFINED ENERGY PROPERTY

Batch operation conversion equipment defined: S. 750

would add "batch operations conversion equipment" to the

list of specially defined energy property. Batch operations

conversion equipment is defined as equipment which-permits

the conversion from batch operations to one or more con-

tinuous processes. Batch operations are defined in part

as operations where temporary storage of material in process

results in heat transfer to the surrounding environment.

However, heat transfer can result not only from temporary

storage of materials in process, but also from handling

of materials in process even where no temporary storage

is involved. Other portions of the definition of batch

operations conversion equipment refer to "handling or

temporary storage of material in process," and the defi-

nition of batch operations (page 22, line 20 of the bill)

should be modified to refer to "handling or temporary

storage of materials in process" as well.

AISI understands that the batch operations conversion

equipment category is expressly intended to extend the

energy tax credit to continuous casters. In order to avoid

any possible misunderstanding regarding the qualification

of continuous casters, continuous casters should be spe-

cifically identified in the legislative history of this

provision.
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Principal purpose requirement: Under S. 750, as

under existing law, the energy tax credit for specially

defined energy property is not available unless the

principal purpose of the property is reducing the amount-

of energy consumed in an existing industrial or commer-

cial facility. Recent experience of members of the iron

and steel industry demonstrates that it is extremely

difficult to establish the principal purpose of an invest-

ment to the satisfaction of the IRS. Accordingly, AISI

recommends that this requirement either be deleted from

the statute, or that specific standards for its applica-

tion be provided. Otherwise, the principal purpose re-

quirement could continue to be used by the IRS to restrict

the incentive effect of the energy tax credit.

ADMINISTRATION OF THE CREDIT

Under the Energy Tax Act of 1978 and the Windfall

Profit Tax Act, the Treasury Department and the IRS were

given primary authority to issue regulations and make

other determinations regarding the ultimate eliqjibility

of particular items or classes of property for the energy

tax credit. Unfortunately, this has resulted in substan-

tial delays in the implementation of the energy tax credit

and in questionable-interpretations regarding the scope

of the credit. S. 750 recognizes these problems and
r

has made several specific changes in the energy tax credit
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in response to the Treasury regulations. In addition, the

bill would give initial discretion in recommending ad-

ditional items to be included in the list of specially

defined energy property to the Secretary of Energy.

AISI approves of this proposal, and recommends that

it be expanded by giving the Secretary of Energy the

authority to issue all regulations defining the scope-

of property eligible for the energy tax credit. This

will avoid the substantial problems caused by the Treasury

Department's administration of the energy tax credit.

The Energy Tax Act of 1978 was enacted on November 9,

1978, and the energy tax credits provided by that bill

were only available for the relatively short period of

4 years and 2 months. Nevertheless, the Treasury Depart-

ment did not issue proposed regulations on the business

energy tax credits provided by that act until September

9, 1980, more than one year and 10 months after it was

enacted. Final regulations were not issued until January

19, 1981, two years and two months after the date of

enactment. Thus, more than half of the effective period

of the business energy tax credits provided under the

Act had expired before final regulations implementing the

credits were sued.

The Windfall Profit Tax Act, which substantially ex-

panded the energy tax credits for various items of energy
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property, was enacted on April 2, 1980. Now, more than

a year and a half later, the Treasury Department has yet

to issue proposed regulations on the incentives provided

under that act. Because many of the credits provided

under the Windfall Profit Tax Act will also expire by-.

the end of 1982, it is entirely possible that the credits

will have expired before the Treasury Department issues

any regulations on the credits. This substantial delay

is in sharp contrast to the record of other agencies,

such as the Federal Energy Regulatory Commission (FERC)

in implementing other elements of the National Energy

Act of 1978 and the Energy Security Act. If regulatory

authority over the qualification of property for the

energy tax credit is transferred to the Department of

Energy, delays such as have been experienced in the imple-

mentation of prior credits need not be repeated.-.

In addition to delays in the issuance of final

regulations on the energy tax credit, the Treasury Depart-

ment has substantially diminished the impact of those

credits through questionable interpretations of their

provisions. For example, the term "alternate substance"

is defined in the statute as any substance other than oil,--

natural gas or a product of oil or natural gas. However,

the Treasury regulations provide-that synthetic fuels
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and other products that are produced from an alternate

substance and that have undergone a chemical change

during-the course of their production are also excluded

from the alternate substance category. As indicated above,

this position is completely contrary to the expressed

language, the legislative history, and-the underlying

policy of the Enerqy Tax Act. In adopting this position,

the IRS haj not only denied the energy tax credit to

several classes of equipment which should otherwise

be eligible for the credit, but it has also created sub-

stantial uncertainty in the energy community regarding

how the IRS will address other issues which arise in the

future.

AISI recommends-that regulatory authority over the

qualification of property for the energy tax credit be

given to an agency, such as the Department of Energy,

which has the expertise to administer the energy tax credit.

By placing such regulatory authority in the hands of an

agency whose primary concern is energy conservation and

alternative energy development, rather than the production

and protection of federal revenue, the energy tax credit

will be allowed to reach its full, incentive effect. In

addition, and particularly, if such a transfer of au-

thority is not made, AISI econuends that at the very

least the bill contain a deadline for the issuance of

87-648 0 - 02 - 13
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final regulations on the energy tax credits. To enforce

this deadline, it should be specified that the credits

Will remain in effect for at least five years after the

issuance of the final regulations. While a deadline

for the issuance of regulations would probably not affect

the substantive content of the regulations, it would at

least reduce the substantial periods of uncertainty

surrounding the existing credits.

AISI appreciates the opportunity to submit these

comments, and urges the Committee to accept these recom-

mendations as consistent width the development of a com-

prehensive and meaningful industrial energy policy for

the United States.

AISI appreciates this opportunity to-testify at these hearinge-and
urges this committee to continue its efforts to develop a compre-
hensive aid meaningful industrial energy policy for the United
States.

Senator WALLOP. Thank you very much, Mr. Houck.
[The prepared statement follows:]
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Amcw*an Iron and Steel Institute

STATEMENT OF GERALD HOUCK, JR.
ON BEHALF OF THE AMERICAN IRON AND STEEL INSTITUTE
BEFORE THE UNITED STATES SENATE FINANCE COMMITTEE

SUBCOMMITTEE ON ENERGY
AND AGRICULTURAL TAXATION

My name is Gerald Houck, Jr., and I am Director of

Energy and Critical Materials of the American Iron and

Steel Institute (AISI). I am appearing today on behalf

of AISI to testify in support of S. 750.

The 65 domestic members of AISI are involved in all

aspects of the iron and steel industry. AISI member

companies account for about 911 of the raw steel made in

the United States, and employ approximately 400,000 people.

SUMMARY

The steel industry is one of the nation's largest

energy consumers. Within the industry, there are substan-

tial opportunities to save energy through energy conserva-

tion, waste heat utilization, and the increased use of

advanced steelmaking technology. There are also opportuni-

ties to substitute coal or coal-derived energy for natural

gas or oil. As this Comuittee again begins to consider

legislation to provide tax incentives for energy conser-

vation and the development of alternative sources of energy,
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careful consideration should be given to the need for in-

centives to encourage those investments which will reduce

energy consumption in the steel industry.

AISI supports Senator Wallop, Senator Durenberger,

and the other members of the Finance Committee in their

efforts to preserve and expand the energy tax credit.

The energy tax credit would be an important and effective

incentive for energy conservation. Accordingly, AISI

endorses S.-750, which would substantially expand the

scope of the energy tax credit, thus making it an even

more effective incentive for energy conservation.

The utilization of energy in the steel industry in-

volves a vast number of processes and a wide variety of

fuels. AISI will supplement this testimony with additional

written comments and recommendations pointing out the

special impact of certain provisions of S. 750 on the steel

industry.

ENERGY USE AND ENERGY CONSERVATION
IN THE IRON AND STEEL INDUSTRY

The iron and steel industry is the second largest

industrial energy consumer in the United States. During
/ ,/

1980, the industry consumed 2.3 quads.- This represents

almost 4% of all direct energy consumption in the United

States during that year (net of electricity generating

losses). 64 percent of the energy consumed by the steel

*/ A quad is equal to one quadrillion BTU's.

f
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industry is derived from coal. 25 percent of the in-

dustry's energy comes from natural gas, and 5 percent

comes from petroleum products. The remaining energy

needs--about 6 percent of the total--are satisfied with

purchased electricity.

Since 1950, energy consumption in the industry has

declined from an average of 43 million BTU's per ton of

finished steel to an average under 30 million Bwrsper

ton. This represents an overall reduction in energy con-

sumption of 30 percent, or the equivalent of more than

two barrels of oil per ton of finished steel.-/ Recent

studies have concluded that there is still a significant

potential for further reducing energy consumption by the

steel industry.-/ These studies indicate that increased

practice of techniques such as continuous casting and com-

bustible gas and waste heat recovery could result in sub-

stantial additional energy savings. However, the reali-

zation of these energy savings will require substantial

capital investments by members of the industry.

*/ One barrel of oil is equal to 5.8 million BTU's.

**/ See, for example, Research, Development & Demonstra-
tion-for Energy Conservation. Preliminary Identification of
Opportunities for Iron and Steel Making, Arthur D. Little,
Inc., January, 1978.
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Capital availability is a major constraint on the

steel industry's ability to invest in new equipment, in-

cluding equipment which will reduce the amount of energy

used in the steel making process. The depreciation re-

forms contained in the recently enacted Economic Recovery

Tax Act will, in the long run, substantially facilitate

capital formation in the steel industry. However, even

with these reforms, there is still an insufficient amount

of capital available for investment to modernize the steel

industry. In addition to general measures to improve

the climate for capital formation and investment, Congress

should also extend and expand the specific tax incentives

to encourage energy conservation. Such incentives would

ensure that energy conservation-related investments are

accorded the highest possible priority by industrial com-

panies as they evaluate the allocation of their limited

capital resources among competing investment opportunities.

IMPACT OF S. 750 ON THE STEEL INDUSTRY

S. 750 would provide an additional twenty percent

non-refundable energy tax credit through the end of 1986

for certain items of energy property. The credit would

be available for property which is currently included in

the alternative energy property category (other than geo-
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thermal and ocean thermal property), in the specially

defined energy property category, in the recycling

equipment category, and in the cogeneration equipment

category. The bill would also improve and clarify

the definitions of the types of equipment which qualify

under each of these categories. In addition, the credit

would be available for a new category of energy property--

"qualified industrial energy efficiency property."

As defined in S. 750, qualified industrial energy

efficiency property is property which modifies or replaces

equipment used in an existing manufacturing, production

or extraction facility; and which results in the use of

less energy per unit of output without increasing the

amount of oil or gas used per unit of output. The new

credit would be reduced if the adjusted BOE (Barrel of

Oil Equivalent) cost is less than $10 per barrel of oil
*/

saved during a representative one year period,- and

would be sub-ject to a maximum of $60 per barrel of oil

saved during that period.

S. 750 represents an important and commendable step

toward the development of meaningful incentives for indus-

trial energy conservation. S. 750 would extend the energy

*/ For the first two years, the credit would only be
reduced if the adjusted BOE cost is less than $5 per barrel
of oil saved.
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tax credit to a wide spectrum of investments which con-

serve energy--in addition to a specifically enumerated

list of items of equipment, as is the practice under

current law. Accordingly, it would provide a signifi-

cant incentive for energy related investments which

cannot be specified on a particular list of "qualifying

property."

While S. 750 is generally a well conceived and a

highly desirable proposal, it contains several features

which could diminish its overall impact, and which could

particularly affect its impact on the--ste~l industry.

Briefly, the most important of these features are as fol-

lows:

1. The bill contains a rule which would limit the
energy tax credit for equipment which replaces
existing equipment if the existing equipment is
not retired (except for emergency or standby
capacity). The bill also contains a rule which
would reduce the credit if the property increases
the capacity of the existing facility or process
in connection with which it is installed. These
rules could create problems for steel companies
which invest in qualifying property which does not
increase overall plant capacity but which also
cannot be accompanied by the complete ret4r-ment
of the existing equipment. These rules should
be modified to prevent the loss of the energy tax
credit under these circumstances.

2. The bill continues to leave administrative author-
ity for the qualification of property for the
energy tax credit in the Treasury Department and
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the IRS. This administrative authority should
be assigned to an agency which has expertise
in energy conservation, such as the Department
of Energy or an appropriate successor agency.

It is not necessary to use the limited time available in

these hearings for a discussion of these points. Accord-

ingly, these and other technical comments on the bill

will be discussed in a separate submission for the record.

AISI urges this Committee to give careful consideration

to these comments before taking any final action on S. 750.

AISI endorses the efforts of this Committee to pre-

serve and expand the energy tax credit. When combined

with other incentives for capital formation, the energy

tax credits proposed under S. 750 would provide a stimu-

lus for energy conservation in all segments of American

industry, including the iron and steel industry. AISI

appreciates the opportunity to testify at these hearings,

and urges this Committee to continue its efforts to develop

a comprehensive and meaningful industrial energy policy

for the United States.
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Senator WALLOP. Mr. Gallagher.

STATEMENT OF TERRY P. GALLAGHER, CHAIRMAN OF THE
BOARD OF AMERICAN PETROLEUM REFINERS ASSOCIATION
AND PRESIDENT OF ASAMERA OIL, INC., REPRESENTING THE
AMERICAN PETROLEUM REFINERS ASSOCIATION, WASHING.
TON, D.C.
Mr. GALLAGHER. Thank you, Mr. Chairman. My name is Terry

Gallagher. I am the president of Asamera Oil, an independent
refiner in Colorado, which operates a 45,000 barrel a day refinery.
Today I am appearing before the subcommittee in my capacity as
the chairman of the board of the American Petroleum Refiners,
which has 40 members and approximately 1 million barrels of
throughput capacity per day. APRA appears before the committee
to support the continuation of business energy tax credits for in-
vestments which have as a principal purpose the conservation of
energy used in industrial or commercial processes. We support
early enactment and passage of Senator Wallop's bill, S. 750. In our
view, Senator Wallop's approach will both clarify existing law on
the use of energy tax credits and provide the additional incentive
necessary for US. industry to make even greater strides toward
conservation.

I am going to break my prepared testimony down to about four
comments: The need to continue conservation tax credits, the po-
tential for energy savings in the petroleum refining industry, the
need for energy tax credits in the refining industry, and, lastly, the
status of energy tax credits under the Energy Tax Act of 1978.

U.S. industry consumes approximately 40 percent of total U.S.
energy requirements, with major process industries such as refin-
ing, steel, chemicals, cement, aluminum, and paper accounting for
over 70 percent of this industrial energy use. Energy efficient
investments in major U.S. process industries can have a great
impact on U.S. conservation efforts. In President Reagan's Pro-
gram for Economic Recovery, the President stated that the "decon-
trol of oil prices and the continuation of tax credits can be expected
to accelerate the decrease in energy consumption" that began in
1973. Likewise, support for industrial energy credits is found in the
1981 National Energy Policy Plan.

During the consideration of the Windfall Profit Tax of 1980, the
Congress earmarked approximately 15 percent of estimated total
Windfall Tax revenues, or some $30 billion for energy conservation
programs. In APRA's view, continuation and expansion of existing
energy tax credits for business represent the most efficient use of
these earmarked funds. Recognition of this fact has been most
recently expressed in a House resolution endorsed by over 220
Members, urging the administration not to abandon tax incentives
for energy conservation and renewable energy systems. The Senate
resolution sponsored by Senator John Chafee illustrates a similar
concern about the need to continue energy tax credits.

It is APRA's hope that the committee will focus on what we
believe to be a serious imbalance in existing energy incentives
provided by the Federal Government. According to the Treasury
Department, the incentives for energy production in 1980 were
nine times greater than that for energy conservation. In 1980 the
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Federal Government provided subsidies of over $12 billion to
energy producers in this country but allocated only $1.3 billion to
energy conservation efforts. This imbalance is even furthered by
production incentives contained in the recent bill signed into law
by the President. This is certainly not to say that existing incen-
tives for energy production are too generous. \his country needs
and requires incentives for new energy production; however,
energy conservation must be given its proper emphasis as well.

A recent Harvard Business School energy project concluded that
energy tax credits as large, as 40 percent were economically justi-
fied.

The American Petroleum Refiners Association has long advocat-
ed the need for energy tax credits. We have previously testified
before both the Ways and Means Committee and this committee
concerning the need for expansion of the credit and suggested
revisions in existing law to simplify procedures for claiming the
credit. We particularly wish to express our appreciation to Senator
Wallop, who has long been an advocate of industrial energy conser-
vation. Last year the Senator introduced the predecessor of S. 750
which is now before the committee. We feel this bill has come a
long way and has the potential, if enacted, to bring about energy
savings on a secondary level, which would be difficult if not impos-
sible to achieve in today's capital markets.

Petroleum refiners are large consumers of energy. Depending on
the complexity of a refinery, from 6 to 16 percent of a barrel of
crude is lost in the process of refining that barrel into petroleum
products. In a refinery like ours we can use as much as 15 percent
of the Btu of the total crude inputs in that barrel; however, we
went through a $30 million revision and expansion of new units,
and we reduced this level in our refinery, to something like 6
percent.

Using the more conservative figure of 10 percent for a refinery,
this represents an annual crude oil savings well in excess of
200,000 barrels.

Senate bill 750 represents a major improvement over existing
law. With regard to specifically designed energy property, it clari-
fies certain definitions which will encourage installation of more
efficient refining equipment. In addition, it adds items of equip-
ment such as industrial insulation, industrial heat pumps, and
modifications to burners and combustion systems to the list of
specifically designed energy property.

Again, like the others testified, we like the QIEEP concept which
qualifies for this credit.

In closing, APRA would like to submit an appendix to our testi-
mony from Mr. Bill Hunter, a well-known refinery consultant who
is very familiar with the potential for energy savings in smaller
petroleum refineries.

Mr. Chairman, this concludes APRA's testimony, and we appreci-
ate the opportunity to testify before you.

Senator WALLOP. Thank you very much, Mr. Gallagher. I appre-
ciate your testimony.'

[The prepared statement follows:]
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STATEMENT OF TERRY P. GALLAGHER CHAIRMAN OF THE BOARD OF AMERICAN

PETROLEUM REFINERs ASSoCIATION

MR. CHAIRMAN: MY NAME IS TERRY GALLAGHER. I AM PRESENTLY

SERVING AS PRESIDENT OF ASAMERA OIL, INC., AN INDEPENDENT

ENERGY COMPANY THAT OPERATES A 45,000 BBL/DAY REFINERY IN

COMMERCE CITY, COLORADO. I AM APPEARING BEFORE THE SUBCOMMITTEE

TODAY IN MY CAPACITY AS CHAIRMAN OF THE BOARD OF THE AMERICAN

PETROLEUM REFINERS ASSOCIATION, A TRADE ASSOCIATION REPRESENTING

40 U.S. BASED INDEPENDENT REFINERS WITH A COMBINED THROUGHPUT

CAPACITY OF APPROXIMATELY ONE MILLION BARRELS PER DAY. APRA

APPEARS BEFORE THE COMMITTEE TO SUPPORT THE CONTINUATION OF

BUSINESS ENERGY TAX CREDITS FOR INVESTMENTS WHICH HAVE AS A

PRINCIPAL PURPOSE THE CONSERVATION OF ENERGY USED IN INDUSTRIAL

OR COMMERCIAL PROCESSES- WE SUPPORT EARLY ENACTMENT AND

PASSAGE OF SENATOR WALLOP'S BILL, S. 750. IN OUR VIEW,

SENATOR WALLOP'S BILL WILL BOTH CLARIFY EXISTING LAW ON THE

USE OF ENERGY TAX CREDITS AND PROVIDE THE ADDITIONAL INCENTIVE

NECESSARY FOR U.S. INDUSTRY TO MAKE EVEN GREATER STRIDES

TOWARD ENERGY CONSERVATION.

I. THE NEED TO CONTINUE CONSERVATION TAX CREDITS

UoS. INDUSTRY CONSUMES APPROXIMATELY 40 PERCENT OF TOTAL

U.S. ENERGY REQUIREMENTS WITH MAJOR PROCESS INDUSTRIES

SUCH AS REFINING, STEEL, CHEMICALS, CEMENT, ALUMINUM, AND
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PAPER ACCOUNTING FOR OVER 70 PERCENT OF THIS INDUSTRIAL ENERGY

USE. ENERGY EFFICIENT INVESTMENTS IN MAJOR U.S. PROCESS

INDUSTRIES CAN HAVE A GREAT IMPACT ON U.S. CONSERVATION

EFFORTS- IN PRESIDENT REAGAN'S PROGRAM FOR ECONOMIC RECOVERY,

THE PRESIDENT STATED THAT THE "DECONTROL OF OIL PRICES AND

CONTINUATION OF TAX CREDITS CAN BE EXPECTED TO ACCELERATE THE

DECREASE IN ENERGY CONSUMPTION" THAT BEGAN IN 1973. LIKEWISE,

SUPPORT FOR INDUSTRIAL ENERGY CREDITS IS FOUND IN THE 1981

NATIONAL ENERGY POLICY PLAN.

DURING CONSIDERATION OF THE WINDFALL PROFITS TAX OF 1980,

THE CONGRESS EARMARKED APPROXIMATELY 15 PERCENT OF ESTIMATED

TOTAL WINDFALL TAX REVENUES OR SOM4t30 BILLIOlt 1 WS FOR

ENERGY CONSERVATION PROGRAMS. IN APRA's VIEW, CONTINUATION

AND EXPANSION OF EXISTING ENERGY TAX CREDITS FOR BUSINESS

REPRESENT THE MOST EFFICIENT USE OF THESE EARMARKED FUNDS.

RECOGNITION OF THIS FACT HAS BEEN MOST RECENTLY EXPRESSED IN

A HOUSE RESOLUTION ENDORSED BY OVER 220 MEMBERS URGING THE

ADMINISTRATION NOT TO ABANDON TAX INCENTIVES FOR ENERGY

CONSERVATION AND RENEWABLE ENERGY SYSTEMS. THE SENATE RESOLU-

TION SPONSORED BY SENATOR JOHN CHAFFEE (R-R.I.) ILLUSTRATES

A SIMILAR CONCERN ABOUT THE NEED TO CONTINUE ENERGY TAX

CREDITS.

IT is APRA's HOPE THAT THE COMMITTEE WILL FOCUS ON WHAT

WE BELIEVE TO BE SERIOUS IMBALANCES IN EXISTING ENERGY INCEN-

TIVES PROVIDED BY THE FEDERAL GOVERNMENT. ACCORDING TO THE

TREASURY DEPARTMENT' THE INCENTIVES FOR ENERGY PRODUCTION IN

1980 WERE 9 TIMES GREATER THAN THOSE FOR ENERGY CONSERVATION.
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IN 1980, THE FEDERAL GOVERNMENT PROVIDED SUBSIDIES OF OVER

12 BILLION D TO ENERGY PRODUCERS IN THIS COUNTRY BUT

ALLOCATED ONLY4 1.3 BILLION-eA'L-A. TO ENERGY CONSERVATION

EFFORTS. -THIS IMBALANCE IS EVEN FURTHER EXACERBATED BY

PRODUCTION INCENTIVES CONTAINED IN THE RECENT TAX BILL SIGNED

INTO LAW BY PRESIDENT REAGAN. THIS IS CERTAINLY NOT TO SAY

THAT EXISTING INCENTIVES FOR ENERGY PRODUCTION ARE TOO GENEROUS.

THESCOUNTRY NEEDS AND REQUIRES INCENTIVES FOR NEW ENERGY

PRODUCTIONV'HOWEVER, ENERGY CONSERVATION MUST BE GIVEN ITS

PROPER EMPHASIS AS WELL. N RECENT HARVARD BUSINESS SCHOOL

ENERGY PROJECT CONCLUDED THAT ENERGY TAX CREDITS AS LARGE AS

40 PERCENT WERE ECONOMICALLY JUSTIFIED-

AMERICAN INDUSTRY, AS WELL AS OTHER SECTORS,
IS SUBJECT TO A CONTINUING CONSUMPTION BIAS."

THIS BIAS HAS VERY SERIOUS IMPLICATIONS FOR BOTH
THE INDIVIDUAL COMPANY AND THE NATION- IT MEANS
THAT CONSERVATION IS NOT BEING ACHIEVED AT ANY-
THING LIKE AN ECONOMIC RATE. IN EFFECT, THE
INDUSTRY SECTOR IS SERIOUSLY UNDERINVESTING IN
ENERGY EFFICIENCY.

THE 1978 NATIONAL ENERGY ACT PROVIDED A
LIMITED 10 PERCENT CREDIT FOR CONSERVATION IN-
VESTMENTS. BUT, GIVEN THE FINANCIAL HURDLE, THIS
CREDIT SEEMS MUCH TOO LOW. SIGNIFICANTLY GREATER
TAX CREDITS. UP TO 40 PERCENT. PLUS ACCELERATED
DEPRECIATION OR DIRECT FINANCIAL PAYMENTS ARE
E. IR LD IN ADDITIONs ENERGY CONSERVATION LOANS

AND GRANTS FOR SMALL BUSINESSES, WHICH ARE OFTEN
CASH STRAPPED, ARE NEEDED-- (EMPHASIS ADDED)

THE AMERICAN PETROLEUM REFINERS ASSOCIATION HAS LONG

ADVOCATED THE NEED FOR ENERGY TAX CREDITS. WE HAVE PREVIOUSLY

TESTIFIED BEFORE BOTH THE WAYS AND MEANS COMMITTEE AND THIS

COMMITTEE CONCERNING THE NEED FOR EXPANSION OF THE CREDIT

AND SUGGESTED REVISIONS IN EXISTING LAW TO SIMPLIFY PROCEDURES

FOR CLAIMING THE CREDIT. WE PARTICULARLY WISH TO EXPRESS

I

f
J
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OUR APPRECIATION TO SENATOR MALCOLM WALLOP WHO HAS LONG BEEN

AN ADVOCATE OF INDUSTRIAL ENERGY CONSERVATION. LAST YEAR,

SENATOR WALLOP INTRODUCED S. 3006 WHICH WAS THE PRECURSOR TO

S. 750 WHICH IS NOW BEFORE THE COMMITTEE. WE FEEL THAT THE

BILL HAS COME A LONG WAY DURING THIS TIME AND HAS THE

POTENTIAL, IF ENACTED, TO BRING ABOUT ENERGY SAVINGS ON A

SECONDARY LEVEL WHICH WOULD BE DIFFICULT IF NOT IMPOSSIBLE

TO ACHIEVE IN TODAY'S CAPITAL MARKETS WITHOUT ADDITIONAL

INCENTIVES. THE LARGE NUMBER OF COSPONSORS OF S. 750

INCLUDING SENATORS FROM BOTH PRODUCING AND CONSUMING STATES

EMPHASIZES THE IMPORTANCE OF THESE CREDITS FOR EVERYONE

CONCERNED.

11. THE POTENTIAL FOR ENERGY SAVINGS IN
THE PETROLEUM REFINING INDUSTRY

PETROLEUM REFINERIES ARE VERY LARGE CONSUMERS OF ENERGY-

DEPENDING ON THE COMPLEXITY OF A REFINERY, FROM 6 TO 16

PERCENT OF A BARREL OF CRUDE OIL IS LOST IN THE PROCESS OF

REFINING THE REMAINDER OF THAT BARREL INTO USABLE PETROLEUM

PRODUCTS. IN A MEDIUM SIZED, FAIRLY SOPHISTICATED REFINERY

SUCH AS THE ASAMERA FACILITY IN COMMERCE CITY, ENERGY USAGE

CAN EQUAL 15 PERCENT OF THE BTU VALUE OF TOTAL CRUDE INPUTS

TO THE REFINERY. APRA ESTIMATES THAT, THROUGH MAXIMUM USAGE

OF ENERGY EFFICIENT REFINING EQUIPMENT, ENERGY SAVINGS OF 10

TO 25 PERCENT CAN BE ACHIEVED. USING THE MORE CONSERVATIVE

FIGURE OF 10 PERCENT, THIS REPRESENTS AN ANNUAL CRUDE OIL

SAVINGS WELL IN EXCESS OF 200,000 BARRELS OF OIL PER YEAR IN

JUST ONE MEDIUM SIZED PETROLEUM REFINERY*

K
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III. THE NEED FR4ENERGY TAX REDITS IS
THE REFIN5N INDUSTRY

WITH THE POTENTIAL FOR SAVING SO MUCH ENERGY THROUGH THE

INSTALLATION OF THIS EQUIPMENT, ONE WILL UNDOUBTEDLY ASK WHY

THE ENERGY TAX CREDIT IS SO NECESSARY IN THE FIRST PLACE.

CERTAINLY, SOME ENERGY SAVING INVESTMENT HAS ALREADY BEEN

UNDERTAKEN IN THE REFINING INDUSTRY. MOST OF THIS INVESTMENT

HAS OCCURRED IN LARGER, MORE SOPHISTICATED REFINERIES OPERATED

BY THE MAJOR OIL COMPANIES. MUCH OF THIS INVESTMENT HAS

QUALIFIED FOR THE EXISTING 10 PERCENT CREDIT. THERE, ARE

THOSE WHO MAINTAIN THAT RISING ENERGY COSTS CONSTITUTE A

NATURAL INCENTIVE FOR INDUSTRY TO INCREASE CURRENT LEVELS OF

SPENDING FOR ENERGY SAVING EQUIPMENT. BUT WITH THE WORLD OIL

GLUT AND FALLING PETROLEUM PRICES, THE LIKELIHOOD OF INCREASED

INVESTMENT SEEMSMUCH LESS CERTAIN.

THE PETROLEUM REFINERIES IN THE UNITED STATES THAT

DESPERATELY NEED TO SPEND LARGE AMOUNTS OF MONEY ON UPGRADING

ARE THE SMALL TO MEDIUM SIZED REFINERIES OPERATED BY INDEPEN-

DENTS. LACKING PROFITS FROM CAPTIVE CRUDE OIL PRODUCTION,

THESE REFINERIES MUST JUSTIFY ANY NEW INVESTMENT ON POSITIVE

REFINERY MARGINS''WHICH TO DATE HAVE BEEN FLAT IF NOT NEGATIVE

IN MANY CASES. A POOR PROFIT PICTURE DOWNSTREAM, COMBINED

WITH VERY HIGH INTEREST RATES, PUTS ANY NEW ENERGY EFFICIENT

INVESTMENT LAST ON A REFINER'S PRIORITY LIST. GIVEN THE

PHYSICAL PLANT CONFIGURATION OF MOST INDEPENDENT REFINERS,

IF ANY MONEY IS AVAILABLE FOR INVESTMENT, IT WILL FIRST GO

INTO REFINERY PROJECTS WHICH STRETCH A BARREL OF CRUDE OIL
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INTO LIGHTER PRODUCTS SUCH AS UNLEADED GASOLINE, JET FUEL,

OR DIESEL.

CERTAINLY, THE ACCELERATED DEPRECIATION PROPOSALS CONTAINED

IN THE RECENT TAX BILL IMPROVE THE CLIMATE FOR NEW INVESTMENT~

BUT PRIMARILY FOR THAT INVESTMENT WHICH PROVIDES THE MOST

IMMEDIATE RETURN FOR AN INDIVIDUAL COMPANY. IF ENERGY EFFICIENT

INVESTMENT IS TO PROCEED AT A DESIRABLE PACE, THE EXISTING

10 PERCENT CREDIT MUST BE RETAINED, AND IN CERTAIN AREAS

MUST BE CLARIFIED SO THAT A REFINER CAN MAKE THESE INVESTMENTS

KNOWING, WITH SOME DEGREE OF CERTAINTY, WHAT HIS TAX POSITION

WITH THE INTERNAL REVENUE SERVICE IS LIKELY TO BE.

IV. STATUS OF ENERGY TAX CHEITS UNDER
THE ENERGY TAX ACT OF 1978

THE ENERGY TAX ACT OF 1978 FIRST GAVE RECOGNITION TO

THE NEED FOR ENCOURAGING ENERGY EFFICIENT INVESTMENT. UNFOR-

TUNATELY, REGULATIONS PURSUANT TO IRC S48(L) WERE NOT FINAL-

IZED UNTIL JANUARY 23, 1981--OVER TWO YEARS AFTER THE EFFECTIVE

DATE OF THE ENERGY TAX ACT. As I AM SURE ALL OF THE MEMBERS

OF THE SUBCOMMITTEE ARE AWARE, THE IRS TOOK A VERY RESTRICTIVE

INTERPRETATION ON MANY OF THE DEFINITIONS CONTAINED IN THE

ACT. THE JOINT COMMITTEE ON TAXATION HAD ORIGINALLY ESTIMATED

THAT OVER 600 MILLION DOLLARS iN ENERGY INVESTMENT TAX CREDITS

WOULD BE CLAIMED DURING THE TWO YEAR PERIOD SUBSEQUENT TO

OCTOBER 1, 1978. IN FACT, ONLY 310 MILLION DOLLARS IN CREDITS

HAVE BEEN CLAIMED. WHILE U.S. ENERGY CONSERVATION DURING

THIS TIME HAS SHOWN A DESIRABLE TREND TOWARD MORE EFFICIENT

USE OF OUR NATURAL RESOURCES, WE WOULD BE MUCH FURTHER-ALONG

87-649 0 - 82 - 14
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THIS ROAD IF THE ENERGY TAX ACT HAD BEEN ALLOWED TO PLAY THE

ROLE THAT CONGRESS HAD ORIGINALLY INTENDED.

S. 750 REPRESENTS A MAJOR IMPROVEMENT OVER EXISTING LAW.

WITH REGARD TO SPECIALLY DEFINED ENERGY PROPERTY, IT CLARIFIES

CERTAIN DEFINITIONS WHICH WILL HELP ENCOURAGE INSTALLATION

OF MORE EFFICIENT REFINING EQUIPMENT. IN ADDITION, IT ADDS

ITEMS OF EQUIPMENT SUCH AS INDUSTRIAL INSULATION, INDUSTRIAL

HEAT PUMPS, AND MODIFICATIONS TO BURNERS AND COMBUSTION

SYSTEMS TO THE LIST OF ESPECIALLY DEFINED ENERGY PROPERTY."

SEC. 3 OF THE BILL CREATES A CATEGORY OF QUALIFIED

INDUSTRIAL ENERGY EFFICIENCY PROPERTY (QIEP) WHICH QUALIFIES

FOR THE CREDIT. THE QIEP REPRESENTS AN INNOVATIVE CONCEPT

WHICH WILL SOLVE MANY OF THE DISAGREEMENTS THAT CURRENTLY

EXIST OVER WHETHER OR NOT A GIVEN PIECE OF EQUIPMENT FALLS

WITHIN THE DEFINITION OF "SPECIALLY DEFINED ENERGY PROPERTY."

THE QIEP ALLOWS NEW ADVANCES IN ENERGY EFFICIENT TECHNOLOGY

TO QUALIFY FOR THE CREDIT IF DEMONSTRATED ENERGY SAVINGS CAN

BE SHOWN.

IN THIS REGARD, I WOULD POINT OUT THAT THERE MAY BE A

POTENTIAL PROBLEM ASSOCIATED WITH THE APPLICATION OF QIEP IN

THE REFINING INDUSTRY WHERE REFINERY RUNS HAVE TO BE REDUCED

BECAUSE OF INTERRUPTIONS IN CRUDE SUPPLY. FOR EXAMPLE, IF A

REFINERY INSTALLED AN ITEM OF EQUIPMENT WHICH REDUCED ENERGY

USE PER UNIT OF OUTPUT, A REFINER WOULD WANT TO HAVE-THE

ASSURANCE THAT THE QIEP WOULD BE AVAILABLE IF A CRUDE OIL

EMBARGO OR OTHER SIMILAR EVENT FORCED THE INVOLUNTARY

REDUCTION OF REFINERY RUNS DURING A SUBSEQUENT PERIOD.
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HOWEVER, THIS IS THE KIND OF PROBLEM THAT COULD BE WORKED

OUT IN REPORT LANGUAGE, FOR THERE WILL BE OTHER INDUSTRIES

WITH SIMILAR PROBLEMS REGARDING RECOMPUTATION OF THE QIEP

INVESTMENT CREDIT. APRA SUPPORTS THE QIEP AND HOPES THAT

THIS COMMITTEE WILL RECOMMEND ITS INCLUSION IN THE BILL THE

COMMITTEE MARKS UP.

IN CLOSING, APRA WOULD LIKE TO SUBMIT AS AN APPENDIX TO

OUR TESTIMONY A LETTER FROM MR. WILLIAM K. HUNTER, A WELL-

KNOWN REFINERY CONSULTANT WHO IS VERY FAMILIAR WITH THE

POTENTIAL FOR ENERGY SAVINGS IN SMALLER PETROLEUM REFINERIES.

MR. HUNTER'S LETTER DETAILS SOME OF THE AREAS WHERE ENERGY

SAVINGS CAN4 BE ACHIEVED THROUGH THE INSTALLATION OF ENERGY

EFFICIENT EQUIPMENT.-

MR. CHAIRMAN, THIS CONCLUDES APRA'S TESTIMONY. WE

APPRECIATE THE OPPORTUNITY TO APPEAR BEFORE THE SUBCOMMITTEE

TODAY. THANK YOU- I
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WILLIAM K. HUNTER
21274W Boschome Circle

Kideer, Illinois 60047
Telephone (312) 438.2096

October 14, 1981

Mr. Ray F. Bragg, Jr.
Executive Director
American Petroleum Refiners Association
607 Ring Building
1200 18th Street, N. W.
Washington, D. C. 20036

Subject: Refinery Energy Usage

Dear Ray:

In accordance with your request, I am writing to summar-
ize my views on the subject with respect to the small refiners.

Reftneries are substantial consumers of energy. In
previous communications, I have shown, based upon the work of
the late Dr. W. L. Nelson, the following pattern of energy
requirement:

Energy Consumed (1,000 Btu/bbl.)
Refinery Complexity Total Heat Total Energy

3 340 370
6 500 540
9 -655 720

12 820 920

Using the value of 5,800,000 Btu/BOE one may then estimate the
percentage of the crude barrel that is equivalent to energy con-
sumed by refineries of various complexities as follows:

Energy Consumed (As a % of Crude)
Refinery Complexity Total Heat Total Energy

3 5.9% 6.4%
6 8.6 9.3
9 11.2 12.4
12 14.1 15.9

The difference between the total heat and total energy numbers-
above represents the level of electrical power consumption.

The least complex of the small refineries will consume
energy in an amount corresponding to about 6 to 9 percent of
oil throughput. Such consumption will range upward to the vic-
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inity of 16 percent for the more complex among the small refin-
eries. The complex nature of crude oil (comprised of thousands
of difference compounds) requires high energy input to separate
and/or convert the constituents involved to produce useful
products. Process heaters are used to heat crude oil up to the
range of 700 F to separate naphtha and distillate oils from
the heavy oils and asphaltic material. Process heaters are
further used to heat the fractions which have been separated
from0 the crude oil up. to temperatures in the range of 700 to
1000 F. This is done in order to upgrade these fractions to
useful products using such processes as hydrodesulfurization,
catalytic reforming, hydrocracking and catalytic cracking.
Boilers are used to make steam to assist in processing and, of
course, electrical power is used to operate the many pumps,
compressors and blowers required.

Energy losses in refineries occur for the most part in
four principal ways:

1. Discharge of high temperature gases from com-
bustion in such equipment as boilers and pr-oes
heaters.

2. Discharge of heat to cooling water and cooling
towers.

3. Loss of heat from the walls of vessels, types
and other equipment.

4. Loss of product gas to the refinery flare system.

An extremely important facet of refinery energy loss
is the fact that it represents high quality energy. In other
words, the energy loss at its source point is either at high
temperature or is concentrated (as is the case with product
gas loss) and, therefore, it is much more recoverable than is
the case with such losses in the majority of industrial situ-
ations.

While energy recovery is practiced to a large extent in
existing refineries, the economic parameters which justified
the equipment and installations involved were mainly derived
on the basis of lower cost crude oil and/or energy. Consider-
able opportunity remains in existing refineries to reduce
energy consumption. Included with these opportunities are the
following:
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To improve heat losses to a level consistent with
current high energy costs:

1. Additional refinery insulation.
2. Modifications to burners, combustion systems,

or process heaters.

To reduce energy requirements of refinery processes:

1. Automatic energy control systems including
heating firing controls, analytical systems
and blending optimization equipment.

2. Product separation and dewatering equipment.
3. Energy efficient pumps, motors, compressors

and process facilities.
4. Improved catalysts and catalytic processes.

To recover available energy:

1. Combustible gas recovery systems.
2. Heat exchangers.
3. Industrial heat pumps.
4. Use heat boilers and economizers.
5. Pressure recovery turbines.

Such opportunities are present in many forms in most of the
processes which comprise the petroleum refinery.

The above conservation opportunities offer significant
potential for reduction of the crude oil and other energy
consumed in the refinery. While such reduction represents
lower costs, the refiner (and particularly the small one) is
faced with many items which compete for his available capital.
Major among these competitors is the necessity to maintain
significant inventories of crude oil and product to insure the
continuity of his operation. The cost of these inventories
has escalated rapidly in recent years. Other competitors
for capital are the mandatory environmental controls which
involve pollution control systems and more complex process
equipment.

It is my opinion that encouragement in the form of in-
vestment credits would enable the refiner to undertake expendi-
tures for energy conservation that might otherwise be relegated
to a back seat in the competition for his working capital. At
the same time I consider that the potential crude oil and
other energy savings which could accrue would be most beneficial
to the national interest.

If you have any questions or would like me to elaborate
on any of the above, Ray, please let me know.

Kindest regards,

William K. Hunter
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Senator WALLOP. Mr. Bedell.

STATEMENT OF DENNIS P. BEDELL, CHAIRMAN, AMERICAN
MINING CONGRESS TAX COMMITTEE, WASHINGTON, D.C.

Mr. BEDELL. Thank- you, Senator Wallop. I am Dennis Bedell. I
am chairman of the Tax Committee of the American Mining Con-
gress, and I appear before you today on behalf of the American
Mining Congress; We appreciate this opportunity to testify in-sup-
port o S. 750 which you have introduced.

The American Mining Congress has a great interest in the tax
provisions relating to energy production and conservation from the
perspective both of producers of energy and of substantial consum-
ers of energy. Our membership includes companies engaged in the
extraction of coal, our most abundant domestic source of energy.
Our membership also includes companies engaged in energy inten-
sive mining and minerals processing activities, particularly in the
production of metals and cement.

There continues to be a compelling national need to promote
domestic energy conservation to lessen dependence on uncertain
foreign sources, to reduce substantial balance of payments deficits
attributable to energy imports, and to minimize the inflationary
impact of the frequent price increases for foreign oil imports.

The record will show that there has been some progress made by
industry in achieving energy savings. However, although there has
been progress made, not enough has been achieved and more needs
to be done. Therefore, we agree that the energy tax credit provi-
sions should be strengthened and improved to adequately promote
energy conservation and greater energy savings.

It must be recognized that in many instances, particularly in the
case of the mining industry, the capital expenditures required to
make further progress will be of a very substantial magnitude. The
American Mining Congress believes that S. 750 and the approach
embodied therein is an important step in the right direction, )and
we commend you for your continued interest in this area.
- We have some suggestions in our statement for the committee's
consideration. One I would like to comment on is not an item for
change in the legislation itself. In moving to supplement the ap-
proach of present law with its listing of items. and the inherent
problems contained in that type of approach with the broader
conceptual approach that is embodied in the qualified industrial
energy efficiency property concept, we believe that it is important
that the concept be given as much guidance in the legislative
history-as is possible. Obviously, the capital expenditures required
of industry will be of substantial magnitude. And, therefore, to the
extent certainty of eligibility for-the energy credit can be provided,
that is extremely desirable. So we strongly recommend that in the
legislative history, the committee reports, guidance be given as to
the meaning and the content of some of the new definitional terms
that are contained in the approach of S. 750.

Again, Senator Wallop, we appreciate this opportunity to appear
and to comment on the legislation. We commend you and Senator
Durenberger for your efforts in the development of meaningful
energy tax incentives.

Thank you.
Senator WALLOP. Thank you, Mr. Bedell.
[The prepared statement follows:]
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STATEMENT

OF THE ..

AMERICAN MINING CONGRESS

TO THE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

OF THE

COMMITTEE ON FINANCE

U. S. SENATE

BY

DENNIS P. BEDELL

CHAIRMAN, AMERICAN MINING CONGRESS TAX COMMITTEE

OCTOBER 19, 1981

Mr. Chairman and Members of the Subcommittee:

My name is Dennis P. Bedell. I am Chairman of the Tax

Committee of the American Mining Congress and a member of the

Washington, D.C. law firm of Miller and Chevalier, Chartered

I am appearing before you today on behalf of the American

Mining Congress, and we appreciate this opportunity to testify

with regard to S. 750, introduced by Senator Wallop, and S. 1288,

introduced by Senator Durenberger. The subject of energy tax

credits, with which these bills deal, is one of importance to

the American Mining Congress.

The American Mining Congress is an industry association

representing .all segments of the mining industry. It is composed

of (1) U.S. companies that produce most of the nation's metals,

coal and industrial and agricultural minerals; (2) companies that
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manufacture mining and mineral processing machinery, equipment

and supplies; and (3) engineering and consulting firms and

financial institutions that serve the mining industry.

The American Mining Congress has a great interest in tax

provisions relating to energy production and conservation fzom

the perspective both of producers of energy and of substantial

consumers of energy. Our membership includes companies engaged

in the extraction of coal, our most abundant domestic source of

energy. Our membership also includes companies engaged in energy

intensive mining and minerals processing activities, particularly

in the production of metals and cement. According to one article

relating to the energy requirements for primary materials producers,

ten of the twelve major high-energy-intensity materials were metals.

(Kellogg, "Sizing up the Energy Requirements for Producing Primary

Materials," Engineering and Mining Journal, page 61 (April 1977).)

As strongly as in the days of an oil embargo, there remains

a compelling national need to promote domestic energy production

and conservation to lessen dependence on uncertain foreign sources,

to reduce substantial balance of payments deficits attributable to

energy imports, and to minimize the inflationary impact of the

frequently increasing prices for foreign oil imports.

In its third annual report issuedin January 1981, the

Department of Energy reported that the top ten group of industrial

users was found to produce more using less fuel. This encouraging

trend was undoubtedly the result of many factors, notably including'
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the economic justification of incurring energy saving capital

expenditures. However, we strongly believe that the tax incentives

provided under present law were also effective in contributing to

this development.

The performance of the aluminum industry is a fairly

representative example of industrial energy savings progress.

In a January 1980 report published by the Aluminum Association,

entitled "Energy and the Aluminum Industry", steady progress

for improved smelting efficiency is cited. Since the 1920's,

the average kilowatt hour of energy used to produce one pound

of metal has decreased from greater than 12 to approximately 8

as of 1979. Further, the newest plants use about 6 kwh/lb. In

one pilot commercial installation coming on stream in 1976,

consumption id under 5 kwh/lb. of metal produced. For more

recent performance, the aluminum industry reported cumulative

energy savings equivalent to 57 million barrels of oil since the

inception in the mid 1970's of a voluntary program under-which

the industry committed improvements in energy efficiency to

the Department of Commerce, the Federal Energy Administration,

and the Department of Energy. For the future, it is acknowledged

that the aluminum industry has substantial potential for long-range

energy conservation. However, extremely high capital requirements

and low returns may preclude the installation of present best

available technology. For example, in 1980, replacing smelter

capacity with the best available technology was estimated to cost

$16 billion. At that time, that cost represented up to 140 percent
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of the total capitalization of the 12 U.S. primary producers. Thus,

the report demonstrates significant progress by this industry but

also demonstrates the enormously expensive cost of attaining

maximum energy savings.

As another example, similar energy savings progress and

enormous capital requirements for maximizing energy savings for

the steel industry are set forth in a January 1980 report

published by the American Iron and Steel Institute, entitled "Steel

at the Crossroads: The American Steel Industry in the 1980s".

- Thus, in spite of the progress achieved, we readily agree

that not enough has been achieved. Therefore, we believe that

the energy tax credit provisions should be strengthened and

improved to adequately promote energy conservation and production.

Clearly, sufficient incentives should be provided for costly

energy savings and coal conversion projects that are not

economically justifiable without sufficient tax incentives.

Provision of energy incentives through the tax laws may be the

most efficient approach. The creation of a separate bureaucracy

is unnecessary. Properly drawn and administered incentives have

a proven track record of successfully promoting desired private

sector responses.

General Position With Respect to S. 750

In-general, the American Mining Congress supports the

provisions of S. 750 which would:

1. Increase the energy tax credit rate under the present

law to 20 percent for alternative energy property, specially
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defined energy property, recycling equipment, and cogeneration

equipment.

2. Expand and clarify the definitions of property eligible

for the credit under present law.

3. Extend the credit to qualified industrial energy

efficiency property.

Suggestions Concerning the Proposed Qualified Industrial Energy

Efficiency Property Credit -- S. 750

Our general suggestion is that the proposed provisions

should be simplified to avoid, whenever feasible and consistent

with the objectives sought to be achieved, difficult definitional

and compliance problems. Our specific areas of concern are as

follows:

1. Existing facility requirement. Under the bill, the

credit is available only with respect to property used in the

modification or replacement of one or more processes carried on

at a facility on January 1, 1981. We believe that the credit

should be available for otherwise qualified property which is

used in connection with a new facility. This is particularly

important for a new facility when the credit would make a more

energy-efficient process economically feasible in a choice

between alternative processes. Because an energy savings test

could not be applied to a new facility, eligibility for the

credit could be limited to capital costs for property used in a

process demonstrated to be more energy-efficient than alternative

processes. Other limitations, such as the capacity increase

limitation, obviously should not apply in the case of a new

facility.
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2. Waiver of energy savings tests for costs attributable

to conversions from oil to coal. Under the bill, a modification

of an existing facility must satisfy several energy savings tests.

First, the modification must result in utilization of less energy

per unit of output. Second, there must be an annual aggregate

decrease in energy consumption of not less than 1,000 barrels of

oil equivalent.

We believe that these tests should not apply to costs

attributable to "process changes" involved in converting from

the use ot-ehl to coal.

3. Capacity increase limitation. Under the bill, the

credit is reduced whenever otherwise eligible property results

in a more than a 10 percent increase in the capicity of a

facility, process or processes.

We recommend the deletion of this provision for several reasons.

First, the provision adds significant complexity and would undoubtedly

foster administrative, compliance, and audit problems. For example,

there may be serious definitional problems in comparing premodifica-

tion units of production with slightly different units of production

after the modification to determine if there has been a change in

capacity. Moreover, determination of the postmodification capacity

may be difficult depending on whether it is based on actual production,

engineering estimates, ideal or average conditions, etc. Second, the

limitation might discourage the acquisition of property having a

twofpld benefit; increasing energy savings and also increasing

productivity. It is well known that U.S. productivity increases have

been lagging in recent years. The limitation based on capacity
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increases could have the unintended effect of unfavorably treating

process modifications which would increase productivity as well as

achieve energy savings.

4. Items for legislative history. We believe that explicit

guidance in the legislative-history should be provided concerning

some of the proposed definitions and typical process modifications

that are to qualify. In this case, certainty of eligibility for

capital expenditures may be especially important in making sure

that the proposed legislation will achieve its desired energy-saving

objectives. ""

With respect to definitions and limitations, explicit

guidance, with appropriate examples, should be provided for the

meanings of (1) modification of a facility, (2) property used as

part of a modification, (3) unit of output, (4) a substantial

change in "character" of output, and, if retained in the legislation,

(5) an "existing" facility, (6) capacity increases, and (7) energy

savings attributable to nonqualified property.

With respect to typical process changes intended to

qualify, we would recommend consideration of inclusion of legis-

lative history explicitly stating that. conversion of a cement

plant from a wet process to a preheater/precalciner dry process

is the kind of modification intended to qualify if the requirements

for energy 3avings, etc., under the bill are satisfied.
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5. Termination date. Under the bill, the credits would

be terminated at the end of 1986. We recommend that the energy

credits be made permanent.

General Position With Respect to S. 1288

In general, the Americah Mining Congress supports the

provisions of S. 1288 which would:

1. Expand the definition of specially defined energy

property eligible for the energy tax credit.

2. Extend the energy tax credit to insulation installed

in an industrial or commercial building.

3. Increase the rate of the credit to 20 percent for

specially defined energy property and insulation property

installed in an industrial or commercial building.

Suggestions Concerning Present Law

The existing energy investment credit also should be made

available to investments which improve the energy efficiency of mininq

and mineral processing operations and should be applicable without

regard to whether the investments are made with respect to existing

or new facilities.

In addition, we would like to note our belief that the

regulations adopted by the Treasury Department (Fed. Reg.,

Jan. 23, 1981, p. 7287 et seq.) to implement the energy credit

provisions of the Energy Act of 1978, are too restrictive and do
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not adequately carry out Congressional intent. Specifically- we

believe that the regulations are too restrictive in (1) disqualify-

ing certain derivatives from coal as an alternate substance,

(2) disqualifying equipment used beyond the point at which first

product marketable as a feedstock has been produced, (3) providing

that only the incremental cost for certain property qualifies, and

(4) disqualifying certain combinations of alternative substances.

Conclusion

We appreciate the opportunity to comment on this very

important proposed legislation, and we commend Senators Wallop

and Durenberger for their interest in the subject of energy tax

incentives.

Senator WALLOP. I will just throw this out to the panel, but it
seems that the list is troubling in one way or another to all of us.
You, Mr. Cobb, defined the problems that you have had by not
being on the list.

Did any of you conceive of a means by which we can force a
decisionmaking process? In other words, instead of your fruitless
efforts to get your process qualified. Should there be a timeframe
and a list of things to submit rather than going to the details of
lists? Do you have any ideas at all how we might sidestep the list,
because I don't think any of us here are capable of drawing a list
that is complete, and if we did it would be out of date before the
ink was dry on the legislation, given ordinary American ingenuity.
Do you have any ideas on how we might force a decision?

Mr. GALLAGHER. It seems like, Senator, that you are trying to do
that with this QIEEP.

Senator WALLOP. Well, that is the purpose of it, but I am not
sure that we have achieved it.

Mr. GALLAGHER. Basically, the QIEEP imposes criteria that re-
quires demonstrated energy savings. I think the concept is broad,
and that is something that is greatly needed. It eliminates the list.

Senator WALLOP. Do you think it goes far enough? I am uncom-
fortable with it. I guess I like the idea of it.

Mr. GALLAGHER. It seems to us it is certainly broad.
Senator WALLOP. It was better than where we were.
Mr. GALLAGHER. We don't want to go back to a list. This is just

the opposite of a list. Obviously, you don't want something that can
be abused, too.

Senator WALLOP. No, we don't. I don't think anybody in here
wants that.

Mr. GALLAGHER. I think thr- gives you that protection, in this,
what you are trying to do here.

Mr. COBB. I think if the criteria is set up, like we are trying to do
here, and then we don't have to wait for someone like the Secre-
tary of the Treasury to comment or approve, if we can prove that
we are saving and are meeting the criteria in the bill, then we
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ought to be allowed to go forward or at least know where we stand
within there. -

Senator WALLOP. Go ahead.
Mr. HOUCK. Senator, one recommendation that is contained in

our written testimony, that I didn't cover in the summary, is the
idea that the responsibility for determining what is qualified prop-
erty be assigned to the Department of Energy or some other ad-
ministrative unit outside the Department of Treasury where we
think there might reside more expertise in the area of energy
conservation and a better ability to evaluate what type of equip-
ment should qualify.

Senator WALLOP. Of course, if we put it in the Department of
Energy, and then it goes away, we will have to trace it down
somewhere. [Laughter.]

Mr. Houcx. I would assume that someone would be assigned that
responsibility, following that.

Senator WALLOP. I agree with that.
Do you know what is interesting? I see a budding inconsistency

in the administration, which causes me some concern. I have been
and continue to be a strong supporter of incentives for energy
production in this country. I think the country needs it. We ought
to be producing our own to the extent that we possibly can. But to
say that we should have no incentives for conservation is as much
as to say that whatever we have produced has no tomorrow, even if
we were to gain self-sufficiency in production of our own resources.
It is almost an attitude as though that is limitless.

The other side of it, which really worries me, is that conservation
is production of energy. It ought to be equated in some manner.
Would any of you disagree with that or care tQ. comment?

Mr. COBB. Well, I don't disagree with it. I think if we can get the
marketplace established, then it takes some of the incentive off of
it. But I think that is going to be a long time off before we get to
that.

Senator WALLOP. Well there is bound to be. As long as we are in
the business of making incentives to produce, we are going to have
a distortion at that level in some way. Again, it would seem the
balance would dictate that you would have a broadfront approach
through incentives for energy at every level. -

Mr. Houck, in the iron and steel world are there as well environ-
mental benefits that go along with your energy conservation effort?

Mr. HOUCK. I would say that I can think of examples where
improvements in environmental quality would accompany energy
installations. And, of course, as you know, whenever anything new
is put in it has to come up to the latest in environmental require-
ments.

Senator WALLOP. But most of these energy efficient processes
generally mean, don't they, that there is less of an environmental
consequence? You use more of what you have got in any given
instance.

Mr. HOUCK. Well, clearly, if you are burning less fuel you are
putting out less of something.

Senator.WALLOP. Or even if you burn it more completely, gener-
ally speaking don't you produce less byproduct?

Mr. HoucK. That is correct.

87-648 0 - 82 - 15
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Senator WALLOP. We ought to be able to find some benefit at
that level, too.

Senator Durenberger, I welcome you here. Do you have a state-
ment that you would care to make?

Senator DURENBERGER. I can hold it.
Senator WALLOP. All right. Sure.
Well, again, I thank you all, and I would again tell you that we

need your continued support here. We will look at the various
recommendations that are in your complete testimony and may
call on you again for advice as we try to change it, because it is
clear that some of this will have to be changed in some ways. I
hope that the change is just toward progress. Thank you all very
much.

Mr. COBB. Thank you.
Senator WALLOP. Next is a panel consisting of -James A. Harris,

vice president of synthetic fuels, Koppers Co., Inc., representing the
Tennessee Synthetic Fuels Association; and Michael S. Koleda,
executive director of the National Council of Synthetic Fuels, ac-
companied by Mr. William Boardman, tax attorney for Wheelabra-
tor-Frye, representing the National Council of Synthetic Fuels,
Washington, D.C.

Good morning, gentlemen, and please proceed, Mr. Harris.

STATEMENT OF JAMES A. HARRIS, VICE PRESIDENT, SYN-
THETIC FUELS, KOPPERS CO., INC., REPRESENTING TENNES-
SEE SYNFUELS ASSOCIATES, WASHINGTON, D.C.
Mr. HARRIS.-Mr. Chairman, I appreciate this opportunity to dis-

cuss with you this morning tax incentives for energy independence.
My name is James A. Harris. I am vice president for synthetic
fuels for Koppers Co. Joining me today are McGee Grigsby and Bill
Kelly, who are partners in Latham, Watkins & Hill and who are
representing us as general counsel in two of the projects that we
are investing in.

Koppers and our partners in these projects have already invested
over $25 million of private funds in the development of three
synthetic fuels projects. These projects will convert coal and peat to
liquid transportation fuels. The largest of these projects is a 20,000-
barrel-per-day Hampshire project in Wyoming.

We undertook these investments because we believe that Con-
gress and the Nation have reached a consensus that it is important
to reestablish our energy independence. In 1970 this Nation import-
ed only 10 percent of its crude oil, but in 1979 we imported 42
percent. This consensus to increase our energy independence was
reflected in the Energy Security Act and the related tax incentives.
The investments that we have made in these projects have now
brought us to the point that we must proceed with construction or
abandon the projects. Without the tax incentives we expected when
we initiated the projects we cannot justify the large investments to
proceed.

Three things must be done -to insure that the tax incentives will
result in the production of synthetic fuels:

First, the 10-percent energy tax credit now scheduled to expire at
the end of 1982 must be extended. Senate bill 750 will accomplish
this.
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Second, the scope of coverage of energy tax credits must be
clarified to bring it in line with what we understood to be the
original congressional intent. That intent, as we understand it, was
to allow the credit for the major onsite capital items for synthetic
fuels projects. Current regulations disqualify from 30 to 40 percent
of the investment required for a synthetic fuels facility. In its
present form Senate bill 750 does not address this problem.

The third point is that progress depreciation provisions, which
were a part of all the capital-recovery proposals over the last 2
years, were not included in the legislation that Congress has just
passed. Progress depreciation still remains essential to the econom-
ic viability of many of these projects, and it should be included in
Senate bill 750.

Under current tax law there is a major disadvantage for long-
'-term capital projects versus short-term projects. Most of the syn-

thetic fuels projects, as you are well aware, are long-term type
projects. The allowance of progress depreciation would eliminate
this incentive.

Mr. Chairman, we appreciate your continuing efforts to insure
that the necessary tax incentives are in place for the development
of the synthetic fuels industry. We would be pleased to work with

ou and your staff to prepare appropriate amendments to Senate
ill 2L51._i' thank you again for the opportunity to testify on a

subject of great importance to our national security, that is the
development of alternative fuel sources.

Senator WALLOP. Thank you, Mr. Harris.
[The prepared statement follows:]
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STATEMENT OF JAMES A. HARRIS

ON S. 750

BEFORE THE

SENATE FINANCE COMMITTEE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

October 19, 1981

Mr. Chairman and Members of the Committee, I

appreciate this opportunity to discuss the energy tax

incentives necessary for energy independence. My name is

James A. Harris, and I am Vice President for Synthetic Fuels

of Koppers Company, Inc. I also serve as President of

Tennessee Synfuels Associates, a joint venture of Koppers

and Cities Service, that has developed plans to construct

a 50,000 barrel per day coal-to-gasoline facility near Oak

Ridge, Tennessee. In addition to the Tennessee project,

Koppers is an equity investor in two other planned coal

conversion projects: Hampshire Energy, near Gillette,

Wyoming, and First Colony Farms in North Carolina. Koppers

and its equity partners have invested in excess of $25

million of private funds to determine the feasibility of

the projects and to begin the engineering and environmental

work necessary for construction.
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Koppers also has a long history of involvement

with the technology for converting coal into synthetic gas.

Koppers built its first gasifier for the Bureau of Mines

in 1948. Last year, Koppers launched a joint venture with

Babcock Wilcox, known as KBW Gasification Systems, Inc. -

This venture combines Koppers' expertise in coal gasifi-

cation with Babcock & Wilcox's expertise in boilers and

heat transfer technology.

ENERGY INDEPENDENCE AND NATIONAL SECURITY

Our extensive involvement in synthetic fuel develop-

ment has shown us the sad consequences of a national energy

policy that changes with each day's or year's news. When

mideast oil became available in extensive amounts in the

1950's, our nation abandoned its nascent efforts to develop

synthetic fuels. When the 1973 oil embargo cut off supplies,

Vice President Rockefeller proposed the $100 billion Project

Independence, which was then abandoned. After the price

of imported oil began to soar again in 1977, Congress in

1978 enacted a 10% energy tax credit for alternative energy

property and in 1980 passed the Energy Security Act, which

established the Synthetic Fuels Corporation to provide addi-

tional financial incentives, principally loan and price

guarantees, to stimulate development.
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What the press has called the "oil glut" threatens

to turn our national policy on its head again. Current

optimistic forecasts of future long-term supply and price

stability for imported crude oil ignore at least three

factors:

(1) that we had a 50% price increase from 1979

to 1980 and thi-s could well happen again;

(2) that in order to return to the relationship

between oil prices and prices for other goods

and services that prevailed in 1972, oil

prices would have to remain at current levels

for the next ten years;

(3) that the current price stability is due not

only to the reduced demand reflecting low

economic activity but depends upon fragile

political stability.

Because of the recent strength of the dollar and

because oil is priced in dollars, countries such as Japan

and West Germany have experienced a substantial increase

in their oil import bills. When the mark and the yen

stabilize against the dollar, pressure will build again

for an OPEC price increase.

Our present dependence on imported oil is simply

unacceptable as a matter of national security and foreign
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policy. In 1970, we imported 10_4f the crude oil wecon-

sumed, but in 1979, we imported 42% 6f our crude oil. Even

with substantially reduced consumption, we are far removed

from even the energy security we enjoyed in 1970.

Now is not the time to discontinue or reduce our

nation's commitment to the development of a reliable source

of synthetic fuels. The development of this industry will

require many years of continued investment and construction.

A policy of reduced national commitment will simply put us

farther away from our goal.

THE ECONOMIC RECOVERY TAX ACT OF 1981

The Economic Recovery Tax Act of 1981, to which

President Reagan, the Congress, and this Committee in par-

ticular made major contributions, laid the foundation for

a general economic recovery. There is, however, a major

area of unfinished business. That area is the continuation

and expansion of appropriate energy tax incentives, prin-

cipally energy tax credits and depreciation of qualified

progress expenditures for alternative energy projects.

These are issues which you, Mr. Chairman, the Majority

Leader, and the Chairman of the Finance Committee recognized

on the Senate floor were appropriately reserved for treatment

in a second tax bill this year.
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In this context, the provisions of S. 750 are a

constructive step toward extending the tax incentives

necessary to reduce our dependence on imported energy.

Energy conservation i- an important and cost-effective

aspect of a sensible energy policy. Even more important,

however, is a need which is not fully addressed in S. 750:

the need to extend and rationalize the tax incentives for

alternative energy production as part of our comprehensive

national energy tax policy.

TAX INCENTIVES FOR SYNTHETIC FUEL DEVELOPMENT

Our projects and a limited number of other projects

have moved forward quickly over the last year. Two principal

additions to S. 750 are essential if the projects in which

we are involved are to proceed to construction.

The Energy Tax Credit

The 10% energy tax credit available to synthetic

fuel projects should be extended in time and broadened

slightly in scope to correct anomalies in the original

legislation. The credit is presently scheduled to expire

on December 31, 1982, except for projects which meet the

"affirmative commitment" rules, in which case the credit

is available until December 31, 1990. To permit the first

generation of projects now in the development stage to have
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a firm economic basis to proceed to construction, the credit

should be extended for five years to the end of 1987 and

to the end of 1995 for projects that meet affirmative commit-

ment rules.

The affirmative commitment rules themselves, which

now require that "all permits" be applied for by a date

certain, should be modified to provide that substantially

all permits have been applied for. This change would simply

recognize that some permits are not appropriately sought

until construction is nearly complete and that permitting

requirements are subject to constant flux. The change would

permit greater confidence that the credit will be available

in appropriate cases and will not be subject to loss because

of a technical error or regulatory change.

Finally, the coverage of the credit should be

expanded to cover equipment essential to the completeness

of a synthetic fuel facility. This modification would permit

application of the credit to oxygen plants, which are essen-

tial to a coal conversion project and are a' major item of

capital expense which can exceed $100 million.

The Advisory Committee to the House Science and

Technology Committee has urged that 'the credit be extended

and expanded. The Research and Policy Committee of the

Committee for Economic Development reached the same conclusion
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after thorough study of the financing requiredto stimulate

a first generation of commercial scale synthetic fuel plants,

concluding that

"the kind of new synthetic fuel plants that
are needed will, in most if not all cases,
take years longer to construct. Accordingly,
if the tax credit is to be effective at all,
the period in which it can be taken should
be extended."

Progress Expenditure Depreciation

Under current law, the .investment tax credit can

be taken with respect to qualified progress expenditures

for equipment having a normal construction period of two

years or more. However, depreciation deductions cannot be

taken until a project is placed in service. For a synthetic

fuel project involving more than a billion dollars invested

over a four to six year construction period, a major penalty

is imposed by deferral of the depreciation deduction. The

penalty is particularly pronounced in periods of inflation,

when capital costs are paid in current dollars, but deprecia-

tion deductions must be taken several years later in inflated

dollars.

Since the fall of 1980, the principal depreciation

reform and "capital cost recovery" proposals would have

extended this qualified progress expenditure concept-to

the depreciation of costs incurred in the construction of
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qualified property. Provisions for the commencement of

depreciation deductions on a progress expenditure basis

for assets with a normal construction period of at least

two years were included in the original Jones/Conable

"10-5-3" proposal introduced in mid-1979. The "2-4-7-10"

proposal reported out favorably by the Senate Finance

Committee as part of H.R. 5829 on August 21, 1980, likewise

contained such a provision, largely due to your efforts,

Mr. Chairman. This feature was also included in President

Reagan's proposed "Economic Recovery Tax Act of 1981" as

introduced by Representative Conable and Senator Dole on

March 10, 1981. However, the Administration's revised

proposal as introduced on June 9, 1981, and the Economic

Recovery Tax Act of 1981 as enacted deleted the provision

for the write-off of qualified progress expenditures.

Elimination of the depreciation allowance for

qualified progress expenditures has a profound impact on

the economics of a typical synthetic fuel project. Whether

calculated in terms of real rate of return to equity

sponsors or in terms of present value of tax benefits,

nearly two-thirds of the tax incentive for synthetic fuel

projects provided by the Administrat'ion's original proposal

arose from the progress expenditure feature.
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This effect Is also reflected in fuel prices

necessary to maintain a baseline rate of return for synthetic

fuel projects. In the case of a coal-to-casoline plant, to

attain a satisfactory rate of return in the absence of progress
/'

expenditure depreciation, the price of the product, gasoline,

would have to be more than 20% higher than would be required

with the progress expenditure feature. Because of the diffi-

culty of-predicting gasoline prices several years in advance,

the required price increase would add major uncertainties as

to the economic viability of these projects.

The depreciation allowance for qualified progress

expenditures was a central feature of earlier capital cost

recovery proposals for good reason. It is important-to-

reemphasize that progress expenditure depreciation is a

matter of timing, that is, of moving forward the period in

which the depreciation is claimed. It is not a new deduc-

tion and does not change the amount of the deduction. By

moving the depreciation allowance forward, investors in

long-term construction projects can receive some "return"

of capital during the construction period, through removing

the present disincentive for investment in large scale

projects with multi-year construction schedules.

CONCLUSION

There have been suggestions that energy tax

incentives have-already served their purpose. At least
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with respect to large scale synthetic fuel projects, it is

clear that this is not the case. In reliance upon the

energy tax credit and in anticipation of a capital cost

recovery system that would permit progress expenditure

treatment, the prospective sponsors of our nation's first

generation of commercial-scale synthetic fuel plants have

done extensive engineering, have acquired sites and permits,

and have assembled teams of experts. With appropriate tax

incentives and, in some cases, contingent forms of financial

assistance from the Synthetic Fuels Corporation, American

industry will proceed to construct these plants. Our

investment bankers have repeatedly advised that tax incen-

tives are essential to attract the equity capital to build

large scale synthetic fuel projects and that in their absence,

the momentum that has been generated will be destroyed.

We will again face an oil supply disruption without having

demonstrated to the world our capacity ano determination

to utilize our vast reserves of coal, oil shale, and tar

sands to restore our energy independence.

Thank you again for the opportunity to offer these

comments on S. 750 and the direction of energy tax policy.

Mr. Chairman, we applaud your commitment to energy tax

incentives. We would be pleased to assist you and the

Committee to prepare appropriate amendments to S. 750.
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Senator WALLOP. Mr. Koleda.

STATEMENT OF MICHAEL KOLEDA, 'EXECUTIVE DIRECTOR, NA-
TIONAL COUNCIL OF SYNTHETIC FUELS, ACCOMPANIED BY
WILLIAM BOARDMAN, TAX ATTORNEY, WHPELABRATOR.
FRYE, INC., REPRESENTING NATIONAL COUNCIL OF SYN.
THETIC FUELS, WASHINGTON, D.C.
Mr. KOLEDA. I am the executive director of the National Council

on Synthetic Fuels Production, and with me today are two gentle-
men, Mr. William Boardman and Mr. Carl Bates, tax attorneys
here in Washington and members of the council's tax advisory
committee.

Mr. Chairman, your hearings on S. 750 are timely and welcome.
The council opposes any cuts in the energy investment tax credit
and fully supports the provisions of S. 750 that would make the
energy investment tax credit a more effective instrument of energy
policy. Mr. Chairman, you are to be commended especially for your
reco-hition of the important role of conservation credits and the
innovative approach suggested by the qualified industrial efficiency
property in section 3&of S. 750.

Tax incentives are also an essential element- in the Nation's
commitment to accelerate the development of synthetic fuels as an
alternative to imported petroleum. It is extremely difficult to at-
tract financing for synthetic fuels projects because of their long/
ter-m and Their uncertain payouts. Investments in synthetic fuels
plants are becoming less attractive each day because of the very
recent and the likely temporary stabilization of world oil prices;
historically, extremely high long-term interest rates, and the lure
of likely faster payout investment opportunities in conventional
energy sources.

One purpose of the energy investment tax credit is to balance
out these disincentives and to increase the attractiveness of syn-
thetic fuels projects to the financial community. Nothing has
changed since the enactment of the energy investment tax credit to
obviate the need for this invaluable tool. We must not conclude
that the energy investment tax credit is obsolete or ineffective. As
a practical matter, because of the leadtimes involved, few if any of
the projects now under development reached the stage to
benefit from the energy investm nt tax credit. This is not to say,
however, that the availability o the energy ITC is not a critical
element in financial planning for these projects.

Mr. Chairman, on behalf of the large membership of the synthet-
ic fuels industry represented, I can categorically state that without
the 10 percent energy investment tax credit, the national synthetic
fuels effort will be seriously delayed, if not fatally crippled.

In addition, the council supports S. 750 because it would rectify
certain inequities in the tax treatment of synthetic fuels plants.
Specifically, the council fully endorses and supports section 2(B) of
S. 750, which would extend the affirmative commitment dates by 4
years each. Unless the dates are extended, few- projects will qualify
for the energy investment tax credit because of the extensive time
required to complete the design and construction of a commercial
scale synthetic fuels plant and because of the complexity, uncer-
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tainty, and delays imposed by permitting requirements for such
plants.

The second important contribution, Mr. Chairman, of S. 750 is
section 5, which deals with the treatment of associated property.
Under present law, many categories of equipment which are essen-
tial and integral parts of a synthetic fuels production plant have
been ruled ineligible for the tax credit because of unduly restrictive
interpretations of the law by the Internal Revenue Service. As a
result, other equipment at a synthetic fuel or substitute feedstock
plant-hydrogen, oxygen equipment, and the like-is excluded
from eligibility for the energy credit where the equipment is not
directly in the conversion stream.

This interpretation of the present law reduces the effective rate
of the energy investment tax credit from 10 percent to perhaps 6 or
8 percent for the typical large coal conversion facility. S. 750 recti-
fies this situation by defining property associated with alternative
energy property as being "reasonably necessary to enable the utili-
zation of an alternate substance."

Finally, Mr. Chairman, let me raise an issue not addressed by S.
750 that warrants serious consideration by this subcommittee. The
administration had originally proposed and the Finance Committee
had previously supported a payment rule and cost recovery legisla-
tion which would have allowed cost recovery for payments made on
long leadtime projects to begin in the year in which the expendi-
ture is made during the construction period for the project. Howev-
er, this provision allowing cost recovery of qualified progress ex-
penditures was dropped before final passage.

Mr._ Chairman, in concluding, let me say that the cost of money
today is high, the future path of world energy prices is uncertain,
other projects with faster, more predictable payout are at hand. In
such a climate it is very difficult for the energy corporations to
make the $3 to $5 billion per copy commitment to the construction
of a synthetic fuels project. But these projects must proceed, the
private sector must maintain the lead, and Government must play
that sensitive role.
_ The twin financial pillars on which the Government role rests
are the Tax Code and the synthetic fuels corporation. Each is
required, each complements the other, and both must be main-
tained if this national effort is to go ahead. And in the event of a
third oil shock, as many of the observers of the world scene predict
we are inevitably going to face, we can look back and say we did do
at the time what was necessary to enable the private sector to do
the job.

Thank you, Senator.
Senator WALLOP. Thank you very much, Mr. Koleda.
[The prepared statement follows:]
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TEwTIMONY OF MICHAEL S. KOLEDA, ExctrnivE DIRECTOR, NATIONAL COUNCIL ON
SYNTHETIC Fuuns PRODUCTION

-MR- CHAIRMAN, MY NAME IS MICHAEL KOLEDA AND I AM

EXECUTIVE DIRECTOR OF THE NATIONAL COUNCIL ON SYNTHETIC FUELS

PRODUCTION. THE COUNCIL REPRESENTS 60 MEMBER COMPANIES WHO

ARE EITHER EQUITY PARTICIPANTS IN SYNTHETIC FUELS PROJECTS, OR

WHO WILL SUPPORT THE INDUSTRY THROUGH PROJECT DESIGN AND

CONSTRUCTION, EQUIPMENT MANUFACTURE, RESEARCH AND DEVELOPMENT,

OR PROJECT FINANCE.

YOUR HEARINGS ON S. 750 ARE TIMELY AND WELCOME, NOT ONLY

TO DISCUSS WAYS OF IMPROVING FEDERAL ENERGY TAX INCENTIVES,

BUT ALSO TO FULLY ADDRESS THE CONSEQUENCES OF REPEAL OF THE

ENERGY INVESTMENT TAX CREDIT-

-THE COUNCIL OPPOSES ANY CUT IN THE ENERGY INVESTMENT TAX

CREDIT AND FULLY SUPPORTS THE PROVISIONS OF S. 750 THAT WOULD

MAKE THE ENERGY ITC A MORE EFFECTIVE INSTRUMENT OF ENERGY

POLICY. MR. CHAIRMAN, YOU ARE TO BE COMMENDED ESPECIALLY FOR

YOUR RECOGNITION OF THE IMPORTANT ROLE OF CONSERVATION CREDITS

AND THE INNOVATIVE APPROACH SUGGESTED BY THE QUALIFIED

INDUSTRIAL ENERGY EFFICIENCY PROPERTY IN SECTION 3 or S. 750.

THIS MORNING I WOULD LIKE TO ADDRESS THE NEED FOR THE

ENERGY ITC FROM THE PERSPECTIVE OF THE SYNTHETIC FUELS

INDUSTRY. TAX INCENTIVES ARE AN ESSENTIAL ELEMENT IN THE

NATION'S COMMITMENT TO ACCELERATE THE DEVELOPMENT OF SYNTHETIC
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FUELS AS AN ALTERNATIVE TO IMPORTED PETROLEUM. ANY PROPOSAL

TO REPEAL THE ENERGY ITC REFLECTS A MISUNDERSTANDING OF THIS

FACT.

IT IS EXTREMELY DIFFICULT TO ATTRAkCT FINANCING FOR

SYNTHETIC FUELS PROJECTS BECAUSE OF THEIR EXTREMELY LONG-TERM

AND UNCERTAIN PAYOUTS. INVESTMENTS IN SYNFUELS PLANTS ARE

BECOMING LESS ATTRACTIVE BECAUSE OF A STABILIZATION OF WORLD

OIL PRICES, EXTREMELY HIGH LONG'TERM INTEREST RATES, AND THE

LURE OF MORE ATTRACTIVE INVESTMENT OPPORTUNITIES IN

CONVENTIONAL ENERGY SOURCES.

ONE PURPOSE OF THE ENERGY ITC IS TO BALANCE OUT THESE

DISINCENTIVES AND TO INCREASE THE ATTRACTIVENESS OF SYNFUELS

PROJECTS TO THE FINANCIAL COMMUNITY. NOTHING HAS CHANGED

SINCE THE ENACTMENT OF THE ENERGY ITC TO OBVIATE THE NEED FOR

THIS VALUABLE TOOL. IT IS NAIVE TO CONCLUDE, AFTER LESS THAN

THREE YEARS, THAT THE ENERGY ITC IS OBSOLETE OR INEFFECTIVE.

AS A PRACTICAL MATTER, BECAUSE OF THE LEAD TIMES INVOLVED,

FEW, IF ANY OF THE PROJECTS UNDER DEVELOPMENT HAVE REACHED THE

STAGE TO BENEFIT FROM THE ENERGY INVESTMENT TAX CREDIT. THIS

IS NOT TO SAY, HOWEVER, THAT THE AVAILABILITY OF THE ENERGY

ITC IS NOT A CRITICAL ELEMENT IN FINANCIAL PLANNING FOR

PROJECTS. MR. CHAIRMAN, ON BEHALF OF THE LARGE SEGMENT OF THE

SYNTHETIC FUELS INDUSTRY REPRESENTED BY OUR MEMBERSHIP, I CAN

67-646 0 - 82 - 16
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INVESTMENT TAX CREDIT, THE SYNTHETIC FUELS EFFORT WILL BE

SERIOUSLY DELAYED, IF NOT FATALLY CRIPPLED.

THE COUNCIL SUPPORTS S. 750, NOT ONLY BECAUSE IT WOULD

RETAIN THE ENERGY ITC, BUT ALSO BECAUSE IT WOULD RECTIFY

CERTAIN INEQUITIES IN THE TAX TREATMENT OF SYNTHETIC FUELS

PLANTS. FIRST, S. 750 WOULD AMEND THE SO-CALLED 'AFFIRMATIVE

COMMITMENT RULE" THAT GOVERNS ELIGIBILITY FOR THE ENERGY ITC.

To COMPLY WITH THAT RULE PROJECT SPONSORS MUST HAVE COMPLETED

ALL ENGINEERING STUDIES NECESSARY TO BEGIN CONSTRUCTION, AND

ALSO MUST HAVE FILED APPLICATIONS FOR ALL FEDERAL, STATE, AND

--LQCAL ENVIRONMENTAL AND CONSTRUCTION PERMITS BY DECEMBER 31,

1982. BY DECEMBER 31, 1985 THE SPONSORS MUST HAVE SIGNED

BINDING CONTRACTS FOR ACQUISITION AND CONSTRUCTION INVOLVING

AT LEAST 50 PERCENT OF THE COST OF ALL SPECIALLY DESIGNED

EQUIPMENT FOR A PROJECT.

THE COUNCIL FULLY ENDORSES AND SUPPORTS SECTION 2(B) OF

S. 750, WHICH WOULD EXTEND THESE AFFIRMATIVE COMMITMENT DATES

FOR FOUR YEARS EACH. UNLESS THE DATES ARE EXTENDED, FEW

PROJECTS WILL QUALIFY FOR THE ENERGY ITC, BECAUSE OF THE

EXTENSIVE TIME REQUIRED TO COMPLETE THE DESIGN AND

CONSTRUCTION OF A COMMERCIAL SCALE SYNTHETIC FUELS PLANT AND



237

BECAUSE OF THE COMPLEXITY, UNCERTAINTY, AND DELAYS IMPOSED B!

PERMITTING REQUIREMENTS FOR SUCH PLANTS.

THE SECOND IMPORTANT CONTRIBUTION OF S. 750 IS SECTION 5,

DEALING WITH THE TREATMENT OF 'ASSOCIATED PROPERTY*. UNDER

PRESENT LAW, MANY CATEGORIES OF EQUIPMENT WHICH ARE ESSENTIAL

AND INTEGRAL PARTS OF A SYNTHETIC FUELS PRODUCTION PLANT, HAVE

BEEN RULED INELIGIBLE FOR THE TAX CREDIT. THIS ARISES BECAUSE

EXISTING STATUTORY RULES DETERMINING ELIGIBILITY OF EQUIPMENT

USED IN THE PRODUCTION OF SYNTHETIC FUELS OR SUBSTITUTE

FEEDSTOCKS DEFINE SUCH EQUIPMENT BY USING THE PHRASES

EQUIPMENT FOR CONVERTING' AND 'EQUIPMENT TO CONVERT.' THE

INTERNAL REVENUE SERVICE HAS TAKEN AN UNDULY RESTRICTIVE

INTERPRETATION OF-THESE TWO PHRASES IN ITS REGULATIONS. AS A

RESULT, OTHER EQUIPMENT AT A SYNTHETIC FUEL OR SUBSTITUTE

FEEDSTOCK PLANT IS EXCLUDED FROM ELIGIBILITY FOR THE ENERGY

CREDIT WHERE THE EQUIPMENT IS NOT DIRECTLY IN THE CONVERSION

STREAM-

EQUIPMENT MADE INELIGIBLE FOR THE ENERGY INVESTMENT

CREDIT UNDER THIS INTERPRETATION INCLUDES OXYGEN OR HYDROGEN

PLANTS EQUIPMENT TO RECOVER BY-PRODUCTS; EQUIPMENT TO TREAT

OR RECOVER WATER, CATALYSTS OR OTHER REACTANTS USED IN THE



238

PROCESS EQUIPMENT TO STORE AND TRANSFER BY-PRODUCTS OR

ENDPRODUCTS AFTER PRODUCTION OR RECOVERY SPECIAL PURPOSE

STRUCTURES TO SUPPORT AND HOUSE QUALIFYING EQUIPMENT; AND

EQUIPMENT TO TRANSMIT PROCESS HEAT TO THE ON-STREAM EQUIPMENT

OR TO GENERATE AND TRANSMIT ELECTRICITY.-TO THE ON-STREAM

EQUIPMENT. ALL OF THESE TYPES OF EQUIPMENT ARE ESSENTIAL

PARTS OF A SYNTHETIC FUEL OR SUBSTITUTE FEEDSTOCK PANT AND

THIS INTERPRETATION OF PRESENT LAW REDUCES THE EFtECTIVE RATE

OF THE ENERGY ITC FROM 10 PERCENT TO ONLY 6 TO 8 PERCENT FOR

THE TYPICAL COAL CONVERSION FACILITY.

S. 750 RECTIFIES THIS SITUATION BY DEFINING PROPERTY

ASSOCIATED WITH ALTERNATIVE ENERGY PROPERTY AS BEING

"REASONABLY NECESSARY TO ENABLE THE UTILIZATION OF AN

ALTERNATE SUBSTANCE." THIS MERITORIOUS PROPOSAL WILL CLARIFY

ELIGIBILITY FOR THE ENERGY ITC TO INCLUDE THESE ESSENTIAL

PARTS OF THE SYNTHETIC FUEL OR SUBSTITUTE FEEDSTOCK PLANT AND

WILL REFLECT WHAT I PERCEIVE TO BE THE ORGINAL CONGRESSIONAL

INTENT OF THE PROVISIONS. FROM A TECHNICAL STANDPOINT, IT

ALSO WOULD BE CONSISTENT TO EXTEND' THIS ASSOCIATED PROPERTY

- RULE TO COVER ESSENTIAL EQUIPMENT IN A SHALE OIL FACILITY,

INCLUDING THAT NECESSARY TO UPGRADE SHALE OIL TO THE

EQUIVALENT OF PETROLEUM-
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FINALLY, MR. CHAIRMAN, LET ME RAISE AN ISSUE NOT

ADDRESSED BY S. 750 THAT WARRANTS SERIOUS CONSIDERATION BY

THIS SUBCOMMITTEE. UNDER THE RULES ENACTED IN THE 1981 TAX

CUT LEGISLATION, CAPITAL COST RECOVERY BEGINS ONLY AFTER THE

PROPERTY IS PLACED IN SERVICE BY THE TAXPAYER. DUE TO THE

LARGE CAPITAL COSTS OF SYNTHETIC FUELS PLANTS AND THE LONG

LEAD TIME INVOLVED IN THE PLANNING, DESIGN AND CONSTRUCTION OF

--SUCH FACILITIES, A COMPANY DECIDING TO INVEST IN A SYNFUELS

FACILITY WILL SPENfD SUBSTANTIAL SUMS OF MONEY OVER AN EXTENDED

PERIOD OF YEARS BEFORE THE PLANT IS PLACED IN SERVICE AND COST

RECOVERY BEGINS. THE ADMINISTRATION HAD ORIGINALLY PROPOSED

AND THE FINANCE COMMITTEE HAS PREVIOUSLY SUPPORTED, A

#PAYMENT RULE IN COST RECOVERY LEGISLATION WHICH WOULD HAVE

ALLOWED COST RECOVERY FOR PAYMENTS MADE ON LONG LEAD TIME

PROJECTS TO BEGIN IN THE YEAR IN WHICH THE EXPENDITURE IS MADE

DURING THE CONSTRUCTION PERIOD FOR THE PROJECT. HOWEVER, THIS

PROVISION, ALLOWING COST RECOVERY OF QUALIFIED PROGRESS

EXPENDITURES WAS DROPPED BEFORE FINAL PASSAGE.

MR. CHAIRMAN, ANALYSIS OF A TYPICAL COAL CONVERSION

PROJECT INDICATES THAT THE EXCLUSION OF A PAYMENT RULE FOR

QUALIFIED PROGRESS EXPENDITURES ON SYNTHETIC FUELS AND

SUBSTITUTE FEEDSTOCK INVESTMENT REDUCES THE EFFECT OF COST

RECOVERY BY ALMOST 40 PERCENT. THIS WILL CAUSE INCREASES IN

PRODUCT PRICES TOTALING APPROXIMATELY $450 MILLION OVER THE

LIFE OF THE PROJECT.
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THE COUNCIL CONSEQUENTLY SUPPORTS THE ADOPTION OF A

PAYMENT RULE THAT WOULD PERMIT SYNTHETIC FUELS PROJECT

SPONSORS TO MAKE USE OF THE ENHANCED CAPITAL COST RECOVERY

PROVISIONS OF THE ECONOMIC RECOVERY TAX ACT OF 1981.

1 WOULD LIKE TO CLOSE, MR. CHAIRMAN, WITH AN OBSERVATION

ON THE ROLE OF THE ENERGY INVESTMENT TAX CREDIT IN EFFORTS TO

REDUCE OIL IMPORTS. THE CONGRESS HAS CREATED, PRESIDENT

REAGAN HAS MODIFIED AND ENDORSED, AND WE SUPPORT A NATIONAL

POLICY ON COMMERCIAL SYNTHETIC FUELS DEVELOPMENT STRESSING

MAXIMUM RELIANCE ON THE PRIVATE SECTOR. THE FEDERAL ROLE IN

THIS POLICY HAS TWO ELEMENTS: TAX INCENTIVES SUCH AS THE

ENERGY INVESTMENT TAX CREDIT, AND CONTINGENT PROJECT SUPPORT

THROUGH THE U. S- SYNTHETIC FUELS CORPORATION. EACH ELEMENT

IS NECESSARY; EACH COMPLEMENTS THE OTHER. IT WAS NOT THE

INTENT OF THE CONGRESS, NOR IS IT REALISTIC TO EXPECT, THAT

FINANCIAL SUPPORT FROM THE SFC SHOULD BE THE SOLE INSTRUMENT

FOR DEVELOPING THIS NEW INDUSTRY. YET THIS WOULD BE THE

EFFECT OF A REPEAL OF THE ENERGY INVESTMENT TAX CREDIT. THE

SFC HAS AN IMPORTANT ROLE TO PLAY AS A CATALYST TO HELP BRING

THE FIRST COMMERCIAL PLANTS ON LINE. BUT THE ENERGY

INVESTMENT TAX CREDIT AND CAPITAL COST RECOVERY PROVISION OF

THE TAX CODE HAVE AW. EQUALLY IMPORTANT ROLE TO HELP ASSURE AN
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EVEN GREATER PRIVATE SECTOR INVOLVEMENT IN SYNFUEL

DEVELOPMENT* THE REMOVAL OF EITHER CONTINGENT PROJECT SUPPORT

OR TAX INCENTIVES WILL EFFECTIVELY DELAY THE RATE OF SYNFUEL

DEVELOPMENT THAT THE CONGRESS AND THE AMERICAN PEOPLE FEEL IS

NECE$SA-R-Y AND A MATTER OF HIGHEST NATIONAL IMPORTANCE.

THAT ELEMENT OF NATIONAL SYNFUEL POLICY REPRESENTED BY

TAX INCENTIVES CAN BE EFFECTIVELY NEUTRALIZED IN ONE OF TWO

WAYS EITHER THROUGH OUTRIGHT REPEAL OF THE ENERGY

INVESTMENT TAX CREDIT OR BY INTERMITTENT ATTEMPTS AT REPEAL.

THE INDUSTRY CANNOT BE EXPECTED TO MAKE THE MULTIBILLION

DOLLAR INVESTMENTS NECESSARY FOR SYNTHETIC FUELS DEVELOPMENT

IF PROJECT SPONSORS ARE UNCERTAIN THAT TAX INCENTIVES WILL BE

AVAILABLE AFTER CAPITAL HAS BEEN COMMITTED TO THE PROJECTS.

SOME DEGREE OF CERTAINTY IS NECESSARY FOR FINANCIAL PLANNING

FOR PROJECTS. THE APPEARANCE OF A LACK OF RESOLVE ON A

NATIONAL SYNTHETIC FUELS PROGRAM WILL EFFECTIVELY BLOCK

DEVELOPMENT OF THE SYNTHETIC FUELS INDUSTRY AT A PACE

CONSISTENT WITH THE DANGERS POSED BY OUR CONTINUED RELIANCE ON

IMPORTED OIL.

THE CHALLENGE TO THE CONGRESS AND TO THE EXECUTIVE BRANCH

IS CLEAR: YOU MUST PROVIDE A STABLE INVESTMENT ENVIRONMENT,

SO THAT PRIVATE INDUSTRY CAN UNDERTAKE SYNFUELS PROJECTS WITH

AN EXPECTATtON OF A RETURN COMPETITIVE WITH OTHER INVESTMENT

OPPORTUNITIES.

MR. C{M-Rj >, I WOULD BE HAPPY TO ANSWER ANY QUESTIONS

THAT YOU MAY HAVE*
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Senator WALLOP. It reminds me of the Yogi Berra quote, "You

can't think and hit at the same time." This seems to be a moment
when we could indeed think, if we would. When you get in the
middle of one of those crises, everybody is having to hit. It is a
scramble.

The lack of thinking in the past has put this country in a
position where it more and more interferes with the marketplace
that it seeks to support in a hands-off way. At this moment in time,
if we could just get the country to a position where it has some
sense and some purpose in these areas, because an industrial soci-
ety is not going to live long without energy. It seems to me that in
many respects the fabric of the democracy itself depends on stabil-
ity, because in the absence of reasonably plentiful energy to make
the threads of the society function, then the certainty of the guar-
antees of freedom that we have will be simply removed from us by
the scramble to either provide equity or priority, or a combination
of those things that may take place. A lot of individual freedoms, a
lot of corporate freedom, a lot of the predictability of the American
democracy will go in a major crisis. Each one seems to be slightly
more troublesome and distorting than the one behind it. I would
simply hope that we would have balance in our approach to
energy.

Mr. Boardman.
Mr. BOARDMAN. Yes.
Senator WALLOP. Did you have a statement to make?
Mr. BOARDMAN. No.
Senator WALLOP. Senator Durenberger?
Senator DURENBERGER. No.
Senator WALLOP. A little off the line of your testimony, Mr.

Harris. Is that Hampshire project dependent not only on these but
on the loan guarantees as well? Or if this were to pass, would that
be sufficient to your various commitments in that area?

Mr. HARRIS. Yes. And as I understand, the legislation that was
originally drafted, the Energy Security Act, -it contemplated the
energy tax credits.

Senator WALLOP. Yes.
Mr. HARRIS. All of the economics that we have put together have

been based on that. So it would still require the provisions of the
Energy Security Act. If the tax credits are eliminated, then we
would require something more than is presently covered for and
provided for in the Energy Security Act.

Senator WALLOP. More than the loan guarantees?
Mr. HARRIS. Yes, that is correct.
Senator WALLOP. If this were to pass and the loan guarantees

weren't to be forthcoming, what would that do?
Mr. HARRIS. I don't believe that the project will move ahead. As I

understand, the energy tax credit in most of these projects would
amount to about a 20-percent difference in the price required.

Senator WALLOP. I am sure you have heard from what I have
said and what others have said this morning that 20 percent is
probably too rich for the palate now, in light of the 10-5-3 ACR.
Does that bother you? Obviously, anybody would rather have 20
percent than 10 percent.
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Mr. HARRIS. I think the key there would be the resolution of
those items to be included. In fact, the 10 percent credit has been
reduced to about 6 percent, because the oxygen plant and various
other equipment items have not been included. If that gets squared
away so that most of the investments are included, then we can
live with the 10 percent, I believe.

Senator WALLOP. And the price of service goes up. We keep
seeming to have that happen over here, but it always dies a death
in the hours of early morning conferences. I do believe that that is
a necessary thing. I don't believe that it is a costly thing.

Senator Durenberger, do you have a statement that you would
care to make?

Senator DURENBERGER. When the panel is finished.
All right. We will excuse this panel, and I want to express my

appreciation very much.
Mr. HARRIS. Thank you, Mr.Chairman.
Senator WALLOP. The next panel consists of Paul Coats, director

of engineering, the Kahler Co., representing American Hotel and
Motel Association, Washington; Mr. Fred Krautkramer, Boder's,
representing the National Restaurant Association, Washington;
Mr. David Freedman, director of services, Giant Food, Inc., repre-
senting Food Marketing Institute; Endicott Peabody, general coun-
sel, National Mass Retailing Institute, New York; Frank D. Regis-
ter, president-of the National Association of Retailer Grocers of the
United States in Reston, Va.; John Bailey, vice president of public
affairs, Honeywell, Minneapolis, Minn.

STATEMENT OF HON. DAVID DURENBERGER, U.S. SENATOR
FROM THE STATE OF MINNESOTA

Senator DURENBERGER. Mr. Chairman, thank you. I know this
panel is going to speak specifically to 1288 and other things, but I
wanted to start out by thanking you for scheduling the hearings on
these two bills which will expand the energy conservation tax
credits for industrial and commercial consumers. Iln the face of
proposals by the administration to reduce or eliminate the conser-
vation tax credits which are already a part of the Internal Revenue
Code, it takes some wisdom on your part, some courage, and a
great deal of persistence to spend a morning like this considering
legislation that would expand the conservation credit.

Rather than reviewing the specific provisions of S. 1288, though,
I would like to put in perspective the feelings of a number of
people on the Senate side, and I think particularly some pf us who
lived with you through the windfall profits tax-bil and the whole
process of oil decontrol, and take the opportunity of this opening
statement to comment on energy tax credit generally and on the
President's proposal that they be repealed or reduced; because
there is some significance to the fact that he even made the propos-
al, whether we enact it or not) that I think it is important that we
take into consideration.

This administration clearly believes that the American energy
consumer should rely on a marketplace, not the Government, for
the proper signals as to future energy prices and energy resources.
And that is a philosophy that I can agree with, but I think in a
1981 setting it is a terribly wrong-headed policy. It is a head-in-the-
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sand policy, and I mean that literally, that does not serve the
American public well. It is a policy which diminishes our security
and virtually guarantees severe economic dislocations in our
future, and we have heard some of that testimony already this
morning. /

There is no current marketplace for energy resources. This ought
to be apparent to anyone who can read the headline. Later this
month OPEC is expected to get together and agree on a unified

ice of $34 a barrel for crude oil, and this decision will set a
nchmark for energy prices all over the world. The decision will

be a victory for Saudi Arabia. It is a victory for the long-term
interests of Saudi Arabia.

There are some who believe that conservation and the resistance
to higher prices has put a burden on the world oil market and that
OPEC is somehow in disarray or about to go out of business.
Nothing could be further from the truth. There is a difference-of
interests in OPEC. The Saudis have a lot of oil, enough oil to
produce at current levels well into the next century. And they have
a long-term interest in our dependence on those oil reserves. Con-
servation and conversion to renewables are a direct threat to that
future. Prices so high that consumption is reduced threatens that
long-term interest.

Other OPEC nations, however, have smaller reserves. They want
all the revenues that they can get, and they want it today, because
they are afraid we might take over control of our own energy
future. High prices now are in their interest. Our gradual conver-
sion is no threat to them, because their wells will soon run dry.

So, as I say, I believe there is a difference in the interests in
OPEC. The Saudi interest, however, has prevailed and will contin-
ue to prevail. The Saudis have used their-excess production capac-
ity and a price of $32 a barrel to force other OPEC nations with
higher prices out of the market. And now that prices have been
unified at $34 a barrel, OPEC will return to a plane of stability.
The world oil glut will be reduced. Each member of OPEC will be
given a share of the contract market, and the cartel will be in
control once again.

I suppose these events can be read by the so-called free market
types as a confirmation of their policy, but to me the headlines say
that Saudi Arabia has the power to unilaterally in, pose a world oil
policy that serves their interests to the exclusion of the-market and
other nations.

Meanwhile, we are busy here in Washington, unilaterally repeal-
ing energy policies that took us several years to construct. We turn
not to a marketplace but to a prayer that over the long run our
interests will coincide with those of Saudi Arabia. Well, they won't.
Our long-term goal must be to reduce our dependence on imported
oil. Current Saudi policy, price moderation, is designed to continue
our dependence on them and their production of 812 million bar-
rels a day. And who- can say what that policy might be in the
future?

So there is no marketplace today, only a continuing need to
safeguard the economy of the United States of America and our
secuiity against the seduction of momentary lulls in the energy
crisis. Along with the strategic petroleum reserve and the emergen-
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cy petroleum allocation legislation-which you, Mr. Chairman, by
the way, have been working on so hard in the Energy Committee-
the energy tax credits play an important and an essential role in
our policy of energy independence. We designed them that way,
and that is the role that they have been playing. They provide, or
they did provide until President Reagan made his statement, clear
signals to energy consumers and producers about our energy
future. These signals are not provided by the marketplace on which
the administration would have us rely.

If you consider the price of oil over the last decade, it went from
$3 a barrel to $14 in just a couple of months in 1973 and 1974.
People in this country took conservation seriously for a few more
-months after the Arab embargo. We also experienced, however, the
deepest recession since World War II. But we recovered. And oil
prices have leveled off. People forgot about the energy crisis, forgot
about it until-the Iranian revolution in 1979. The price then went
up to $40 a barrel, again in a few short months, and once again we
in America had a recession.

Major American industries now are on the brink of collapse.
Detroit did not anticipate the Iranian revolution, and neither did
their consumers. There we,-en't any signals anywhere in the energy
marketplace. In fact, the marketplace was reducing inventories
right up until the day of the revolution. Is that the kind of energy
future that this administration would prescribe for our economy? I
hope not.

We can admit, Mr. Chairman, that Government policy was part
of the problem in 1979 and that a decade of price controls masked
the true danger of OPEC, even after the embargo. But the failure
of one policy does not mean that every policy that we enact is
doomed to failure. We began the process of decontrol in 1979 when
we started to correct the errors of past policy. The Finance Com-
mittee, in designing the windfall profits tax, replaced the price
controls with a different policy. Rather than keep the low prices of
the past, -we enacted the credits to anticipate higher prices in the
future.

We will never break OPEC. Oil is a limited resource that will
continue with or without further disruptions to get more expensive.
And rather than wait for the roller-coaster effects of the energy
marketplace to triple the prices again, we in this committee and
this Congress chose to subsidize those conservation and renewable
fuel technologies that have promise of immediate benefits.

The subsidies are designed to take us on a smoother path to an
energy future that does not include the oil reserves of Saudi
Arabia. The tax credits are designed to do what the marketplace
does not do: send signals to rational consumers and rational pro-
ducers about future energy prices.

It is not that I don't believe in the marketplace. I do. That's why
we supported decontrol, the windfall profits tax, and credits i-
nanced thereby. I just don't think that this administration under-
stands the marketplace. No financial institution is going to loan
money for alcohol plants today. The price of alcohol is still above
the price of gasoline. And we just heard about synthetic fuel. We
all know that this price relationship is going to change but no one
can say with any certainty when that change will occur. The
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energy marketplace sends us no signal, because the change awaits
the outcome of political events.

The price of this policy in the short run, to me, is the price of our-
security, and it is an insurance policy for our economy. So, Mr.
Chairman, whatever we do about S. 750, which I support strongly,
and S. 1288 which I have authored, I hope we get them in the Code
in the next Revenue Act, because we must resolve the status of the
existing credits quickly.

A proposal by the President does not eliminate the credits, but it
can make them largely ineffective. Few companies are going to
take the risks with alcohol plants, new businesses in solar and
wind energy, or plan new hydro- and geothermal facilities if there
is any possibility, to say nothing of-one that comes from the Presi-
dent of the United States, that the credits may soon be repealed. So
the President's proposal, unanswered, can be the kiss of death.

The investments that the credits are designed to encourage will
evaporate if we don't make it clear that our commitment to them
remains stronger than ever. A resolution has been introduced in
the House and one is circulating currently on the Senate side to
express the sense of the Congress that the existing conservation
and solar credits should be continued. And I think, Mr. Chairman,
that we ought to get those resolutions passed before the end of this
session. And I hope that you and other members of this subcommit-
tee will join me in making this our highest priority over the next
few weeks.

I thank you for patiently listening to that recitation of my sense
of frustration, I guess, with those who pretend to make energy

--policy at the governmental level in this country. And I thank you,
in particular, for scheduling these hearings and for giving me the
opportunity to express these views.

Thank you very much.
Senator WALLOP. Senator, thank you very. much. I appreciate

your words. I think it should be in, by looks at the energy market-
place. Even if the world,price of oil were a marketplace price and
not a contrived price, we still would have a domestic distortion in
our own energy marketplace with subsidies for production in some
areas, and subsidies for consumption in some areas. Natural gas is
the most obvious, but there are others.

I support the production incentives, but I view this as a produc-
tion of energy as an incentive. I thank you for your words.

Mr. Coats.

STATEMENT OF PAUL COATS, DIRECTOR OF ENGINEERING,
KAHLER CO., REPRESENTING AMERICAN HOTEL AND MOTEL
ASSOCIATION, WASHINGTON, D.C.
Mr. COATS. Mr. Chairman and members of the subcommittee, my

name is Paul Coats, and I am director of engineering for the
Kahler Corp. out of Rochester, Minn. I appear here today before
you as a representative of the American Hotel & Motel Associ-
ation. A.H. & M.A. is a federation of hotel and motel associations
located in 50 States and representing 7,500 hotel and motel proper-
ties, accounting for over 1 million rentable rooms. The association
strongly supports the enactment of S. 1288, the commercial busi-
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ness energy tax credit bill introduced by Senator Durenberger of
Minnesota.

Prior to the Arab oil embargo, A.H. & M.A. instituted programs
aimed at educating its members about the wisest use of energy.
Since those early days the association has created an executive
engineering committee, an energy task force, the Hospitality, Lodg-
ing & Travel Research Foundation, and an energy-technical center.
Through the efforts of these organizations have come manuals,
periodicals, detailed studies of energy news in the hotel/motel in-
dustry. I have copies of these manuals and these various publica-
tions with me, Mr. Chairman.

We feel that as a result of the publication of these energy-
management manuals, and so forth, that the energy consumed in
the hospitality industry was decreased by 25.6 percent since 1977,
according to information compiled by the Energy Technical Center
and reported to the Department of Energy.

While everything we have done so far is for the good, much more
can be done by a greater reliance on the energy-saving equipment
that is on the market. S. 1288 will provide the needed incentives,
especially to our smaller properties, to save even greater amounts
of energy.

It should be remembered that the average size of the properties
in the hotel/motel industry is approximately 135 rooms. Seventy
percent of the A.H. & M.A. membership are 150 rooms or less. As
we all know, the present economic climate which is stifled by- high
interest rates makes it nigh impossible for the m-ajority of our
small operators to justify needed capital investments. S. 1288 pro-
vides some relief for our operators to purchase energy-saving equip-
ment.

In reviewing S. 1288, we are gratified to see that with respect to
the automatic energy-savings devices the bill would make that type-
of equipment available for energy tax credits. The decision by the
IRS hot to permit such equipment a credit has, in our view, gone
contrary to the congressional intent. While everything in S. 1288
has applicability toward industry, let me discuss two areas to show
you energy savings to be realized by properties in our industry.-

Reset controls are used in constant-volume systems serving mul-
tiple zones. There are many of these constant-volume systems serv-
ing public lobbies, meeting rooms, and so on, which at other than
designed times cause overcooling of conditioned space, which in
turn will require energy to compensate for the overcooling. The
reset controllers measure individual space temperatures and,
through an analyzer, reset the discharged air temperatures from
the central air handling unit to prevent overcooling. This new
energy- technology would be useful in our properties because indi-
vidual studies for facilities with the older type of systems indicate
that an average of 10" F. of reheat would be required for air supply
to these systems. Assuming the system operates 12 hours a day and
365 days per-year, and assuming that the boiler efficiency is at 70
percent, approximately 67,600 cubic feet of natural gas or 492
gallons of No. 2 oil will be retired to compensate for the 10" F. of
overheating per 1,000 square feet of space served.

Next is the oil burner replacement. Replacement of the old-type
rotary cup power boilers with a new pressure-atomizer type burner,
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and adding combustion controls would help in our industry by
changing the operating efficiency from approximately 60 percent to
the area of 80-percent-plus efficiency. Assuming that the existing
boiler operates at 60-percent efficiency, and that with the new
controls and burners the efficiency will be increased to 80 percent,
this 20-percent increase represents a 25-percent reduction in the
amount of fuel required to produce 1 million Btu's of usable heat.

In conclusion, we feel that S. 1288 is a bill that would definitely
promote energy conservation and is in the national interest. The
hotel/motel industry, which is an employer of over a million work-
ers, also believes that the type of equipment which qualifies for a
credit under this bill would not result in any loss of jobs, rather it
would serve to provide jobs in manufacturing, in installation of the
equipment, and-in keeping our properties operating efficiently.

Senator WALLOP. Thank you very much, Mr. Coats.
[The prepared statement follows:]
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1. Will better industry's energy conservation programs

2. Help especially smaller properties

3. Discussion of newly defined property which holds
most promise for us

III. Conclusion

I. Bill is in the national interest

2. Will not result in any dislocation of employment
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Mr. Chairman, Members of the Subcommittee:

My name is Paul Coats and I am the Director of Engi-

neering for The Kahler Corporation, Rochester, Minnesota.

I appear before you this morning as a representative of

the American Hotel & Motel Association.

The American Hotel & Motel Association is a federation

of hotel and motel associations located in the fifty states, the

District of Columbia, Puerto Rico and the Virgin Islands,

having a membership in excess of 7,500 hotels and motels

accounting for over one million rentable rooms. Inclusive in

our membership are all of the major hotel and motel chains.

We appreciate the opportunity you have afforded us to

appear and present views on the bill, S. 1288.

AH&MA strongly supports S. 1288.

As an industry acutely affected by energy, we believe

that S. 1288 will help us to continue to improve in the

important area of national concern,-namely, energy conserva-

tion.

AH&MA has, even prior to the Arab Oil Embargo, been

working diligently to educate its members about the importance

of wisely using energy.

Within the Association, we have an Executive Engineers

Committee, Energy Task Force and the Hospitality, Lodgitng and

Travel Research Foundation.

I am Chairman of the Executive Engineers Committee. This

Committee consists of engineers representing:
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Hilton International -

Inter-Continental Hotels

Rockresorts, Inc.

Westin Hotels

Stouffer Corporation

Hershey Entertainment & Resort Company

Sheraton Corporation

Quality Inns International, Inc.

AMFAC Hotels

Howard Johnson Company

Radisson Hotel Corporation

Affordable Inns, Inc.

Marriott Hotels

Hyatt Hotels Corporation

Harley Hotels, Inc.

Days Inns of America

Winegardner & Hammons, Inc.

Econo-Travel Motor Hotel Corporation

Hilton Hotels Corporation

Americana Hotels

Holiday Inns, Inc.

and

The Kahler Corporation

As you can see all sizes of hotels and motels are

included within this group.

Today, the role of the Energy Task Force is essentially

that of providing support to the states and at the national

level on matters relating to energy policy, regulation and,

87-648 0 - 82 - 17
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utility hearings. The membership of the Committee provides a

_cross-cut of the industry, with an expression of concern for

management and technical aspects of energy management.

The Hospitality, Lodging & Travel Research Foundation is

an affiliate of the American Hotel & Motel Association and was

established as a non-profit organization on May 12, 19712, for

inaugurating and implementing management research, program-

ming. education and on-premise operating techniques.

In 1975, the Foundation took responsibility for devel-

oping an energy management program which further seeks to

involve both employees and guests in a commitment to energy

conservation through a personal involvement and concern.

An energy conservation manual "A Tool of Energy Manage-

ment" was developed by the Foundation in conjunction with the

Energy Task Force and was distributed through the American

Hotel & Motel Association in October 1976 and was revised in

1977. Over 3,000 copies have been sold through four printings.

This revision includes.an energy inventory and review appendix

and the copy was available to the industry in early 1978.

A second volume of this publication, "Energy Maintenance

Manual" was published in November 1979.

Energy conservation tent cards and decals were initially

available under the Energy Task Force. Currently, the Founda-

tion has designated this as a function that will continue at the

individual hotel and motel level, with the item developed in

accord with specific needs.

In June 1977, the Foundation established and funded the

Energy Technical Center. This Technical Center serves the

industry, government agencies and other interested parties

with energy data as requested.
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The Energy Technical Center is providing energy manage-

ment information as a "Department" of LODGING magazine on a

regular basis.

The Center has contributed significantly to the devel-

opment of the energy inventory review section; the Blueprint

for Energy Management in the Smaller Hotel or Motel; Energy

Maintenance Manual-Volume II and special reports including:

"Analysis of the Energy Use of 327 Hotels & Motels - 1978"

"Analysis of the Energy Use of 284 Hotels & Motels - 1979"

The Energy Technical Center collects, evaluates and

completes an annual report on loding industry consumption for

presentation to the Department of Energy and othek~nterested

parties.

While all the efforts primarily alluded to have been

important and will be continued, the time is now to foster the

purchasing of new energy saving equipment which is on the

market. S. 1288, we believe, is the impetus the commercial

sector needs.

The Energy Tax Act of 1978, was good legislation and in

the national interest;_but unfortunately, too narrow in scope

as to afford any real opportunity for those of us in the

commercial sector to take advantage of. -

In fact, the one area which showed promise, the area

dealing with "automatic energy control systems", has been

denied us by the Internal Revenue Service.

We wrote the Commissioner on November 17, 1980, re-

garding a proposal for comment by IRS on his issue setting

forth our view that it was Congress' intent in the Conference

Report on the Energy Tax Act of 1978 to make "automatic energy

control system" equipment eligible for a credit.
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The Congressional Research Service, had prepared a re-

port for the House Committee on Energy and Commerce (Committee

Print 97-Q), which clearly pointed out the energy saving

usefulness of such systems.

Unfortunately, IRS action denying the credit has made a

difference in our industry with respect to purchasing such

equipment especially among'our smaller members. It should be

noted that smaller properties have less public space and

virtually all room areas. Therefore, savings would be appre-

ciable for properties of this type.

In reviewing S. 1288 as it relates to Section 2 "Spe-

cially Defined Energy Property" we can see applicability to our

industry in all newly defined property especially the fol-

lowing:

A(i))

Reset controls are used in constant volume systems

serving multiple zones. There are many of these constant volume

systems serving public lobbies, meeting rooms, etc., which, at

other than design times, causes over-cooling of a conditioned

space, which in turn will require energy to compensate for the

over-cooling. New reset controls measure individual space

temperatures and, through an analyzer, reset the discharge air

temperature from the central air handling unit to prevent over-

cooling. This new technology would be useful in our properties

because individual studies for facilities with the older type

of system indicate that an average of 10 degrees fahrenheit of

reheat would be required for air supplied by these systems.-

Assuming the system operates only 12 hours per day and 365 days

per year, and assuming that the boiler efficiency is at 70
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percent, approximately 67,600 cubic feet of natural gas, or 490

gallons of No. 2 oil will be required to compensate for 10

degrees fahrenheit of over-cooling per 1,000 square feet of

space served. /
(K(ii))

Economy cycle is a system in which outside air is

utilized for cooling at times when the outside air temperature

is below that of the occupied space. Considering, for instance,

that in Chicago only 988 hours of the normal 3,672 hours per

cooling season have temperatures of 75 degrees fahrenheit and

above, indicates that there are many hours when outside air can

be used to reduce the mechanical refrigeration requirements.

The above data is based on U.S. Air Force Publication AFI4-88-

29. Assuming the average outside air temperature of 65 degrees

fahrenheit and 75 percent relative humidity, a conservative

estimate of savings that may be realized through an economy

cycle will be approximately 16,240 BTU's per hour, per 1,000

square feet of condition space.

Enthalpy control is a device which measures total heat

content, both sensible and latent heat and when this control is

utilized in air handling systems, it automatically controls

when outside air should be utilized for the air conditioning and

would be useful to hotels and motels.

(M(iii))

Radiation control has applicability to our industry

because it can provide for individual room control, which, in

turn, will reduce over-heating. Over-heating is caused by such

factors as solar gain, occupancy level in the space, lights,

etc. Based on the normal heating season from October 1 through



256

April 30, a room with an exterior wall surface of 120 square

feet, including a 20 square foot double-glazed window and a

central boiler operating at 70 percent efficiency, and an

average of 5 degrees over-heat, will consume approximately

1,380 cubic feet of natural gas or 10 gallons of No. 2 fuel oil

per heating season.

(M(vi))

Variable speed motor controls are utilized to reduce air

supplied and/or exhausted from facilities, pumping systems,

etc. As an example, if at off-periods the fans supplying and/or

exhausting air could be reduced t supply only half of the

design CFMand based on the variable speed control, the horse-

power will be reduced to approximately 1/8 of the design

horsepower required for the design CFM. The above is based on

the fan laws. It should be noted that each horsepower requires

approximately 1 kilowatt hour. Hotels and motels believe that

this type of equipment would contribute to significant energy

savings.

Replacement of the old type rotary cup power burner with

new pressure atomizing type burners and adding combustion

controls would help in our industry by changing the operating

efficiencies from approximately.60 percent to the area of 80

percent plus efficiency. Assuming that an existing 'boiler

operates at 60 percent efficiency and that with the new controls

and burner, the efficiency will be increased to 80 percent, this

20 percent increase represents a 25 percent reduction in the

amount of fuel required to produce one million BTU's of usable

heat.
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Additionally, we very much believe that Section 3

dealing with insulation will rectify a problem with the 1978 Act

wherein only residential property qualified for an insulation

credit.

Prior to the energy crisis in this country, it was a

common practice to delete insulation on domestic hot water

heaters and on hot water heating service piping. At the time,

this practice appeared to many to be viable in that energy costs

were relatively cheap when compared to the cost of the instal-

lation1 etc. Facilities in which these piping systems have not

been insulated are consuming energy due to the loss from the

piping systems and then consuming energy again to compensate

for the heat gain in areas in which these losses occur. Example

of potential energy savings by adding 1 inch thick insulation

on 1 1/2 inch steel pipe operating at 180 degrees fahrenheit is

11,500 BTU's per 100 lineal feet of pipe. Potential savings

from adding insulation to 1 1/2 inch copper pipe conveying 120

degrees fahrenheit domestic water is approximately 4,500 BTU's

per hour per 100 lineal feet of pipe.

While I have listed a few of the energy management

techniques which are specified in S. 1288, it is my feeling that

all the various conservation techniques and management systems

will, most certainly, provide an incentive to all our industry

especially to the small property managers to proceed with the

installation of Detter and more energy efficient equipment and

systems within their property.

In conclusion, we feel that S. 1288 is a bill that would

definitely promote energy conservation and is in the nation's

best interest. The hotel/motel industry which is an employer

of over one million workers also believes that the type of

equipment which qualifies for a credit under this bill would not

resultjn any loss of jobs. Rather it will serve to provide jobs

in manufacturing, the installation of the equipment, and

keeping our properties operating efficiently.
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Senator WALLOP. Mr. Krautkramer.

STATEMENT OF FRED KRAUTKRAMER, BODER'S, REPRESENT.
ING THE NATIONAL RESTAURANT ASSOCIATION, WASHING-
TON, D.C.
Mr. KRAUTKCRAMER. Thank you, Mr. Chairman, Senator Duren-

berger and members of the subcommittee. It is an honor to appear
before you this morning. My name is Fred Krautkramer. I am part
owner of a family-operated restaurant located in Mequon, Wis., a
northern suburb of Milwaukee.

Today I am representing the National Restaurant Association.
They have approximately 10,000 members who operate more than
110,000 establishments across the country. Basically, most of these

/operations are small businesses. In fact, some 87 percent have sales
under $500,000. As you probably know from your dining out experi-
ences here in Washington-I ate her last night-you have a lot of
small operations, too, and a lot of good restaurants. Many of these
structures were built before the big energy crunch in the early-
1970's, and many of them have outdated equipment. It may be
perfectly good equipment, but it is outdated as far as energy con-
sumption goes.

Every one of these operations is aware of the need to conserve
energy. Energy costs for the average restaurateur have risen from
I to 2 percent of gross sales in 1972 to around 5 to 7 percent at
present, and some much higher. And that is why I am here today,
to encourage enactment of legislation that will help the individual
entrepreneur make investments to retrofit his operation.

We think the energy tax credit concept that you are proposing,
sir, is the best approach because it allows the individual operator a
nondirective approach, and he can select the equipment that could
help him the most. This is particularly important for our oper-
ation, because we are a lot of different types of people. And we
thank you for cosponsoring this legislation.

This morning I would like to give you a brief description of what
I have done in my small restaurant and how your tax credits would
be needed by me, and how I could use them. I also plan to quickly
summarize my longer statement which I request be placed in the
hearing record.

I represent the third generation of a 52-year-old family-operated
restaurant, the same family. I am the son-in-law of the second
owner. By all definitions, we are a small business. We gross ap-
proximately $1.3 million annually and have 70 to 80 employees.
Basically, we became involved in energy conservation because we use
as much energy in our restaurant-and mind you, we are not that
big-as the 70-home subdivision that is right next door to me. And
I lve in that subdivision.

Approximately 5 years ago I had an electric bill that hit $3,000 a
month, and I said "Wait a minute. That's it. That's enough." And
we began to conserve. Now, fortunately for me, I am an electrical
engineer. And what I am doing in the -restaurant business, we
could discuss that for a long time.

But that has helped me considerably with a lot of our energy
conservation efforts. I talked our Wisconsin Gas Co. into using
their infra-red scanner for a~ program I put on. for our local restau-
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rant association. So they came in and scanned my whole building,
thank God, for nothing, because of the program, and we subse-
quently insulated, caulked, and regasketed. That was quite a job
considering we had an 1840 building to start with. From there we
went on to sophisticated efforts such-as preheating our hot water
with heat taken off the refrigeration compressors, and we use timer
controls for our dishwasher. We became involved in balancing the
air flows in the kitchen and the dining room. I personally designed
economizers for our air conditioners and designed a makeup system
for our kitchen hood. We extensively relamped the entire restaurant
and installed energy-saving dimmers which are now on the market,
and other things, but all basically small, simple, low-cost things that
I could do as we went along.

The total cost of these modifications was approximately $6,000
over a 3- to 4-year period. We achieved savings of double that. Now,
I know that is not $100 million, but for me and 500,000 other small
operators like me, that is a lot of money. In fact, we lowered our
energy use per customer 30 percent. Per customer.

Now the only major expense I got involved in was one black box,
OK, a load-shedding device that actually paid for itself in 8V2
months. Now I was able to achieve much greater savings than the
local operators because of my expertise in electrical engineering.

Future significant energy savings in my restaurant can only be
achieved now with a very great cost in equipment and long pay-
back periods. We remodeled our kitchen in late 1975. I wish we had
done it 4 years later, but we did it in 1975. We spent $179,000. For
us it was a big chunk of the dollars. Now I've got a 6-year-old, top-of-
the-line dishwasher, for example, which operates perfectly, and yet I
should replace it with a more energy-efficient model. I would not be
replacing it because it doesn't work right; I would be replacing it
with a more energy-efficient model. Unfortunately, it is going to
cost me $10,000 plus installation to do that. And that is difficult for
me, as a conservative businessman, to justify that kind of a choice.
It is marginally unaffordable, or marginally affordable.

Another example we have is a $24,000. 6-year-old stainless steel
hood which should be replaced with a real energy-efficient model
that cleans the air and pumps it back in to heat the restaurant.
And yet that is a $30,000 to $50,000 expense for me. And that is a
lot of money. I could go on, with ovens, roll warmers, fryers, all
kinds of things.

Taking my one small establishment-and I will try to conclude
briefly, gentlemen--we estimate that we can save a minimum of 20
and possibly 50 percent of all the energy used in commercial estab-
lishments, just based on what we have done. That is the equivalent
of approximately 60 million barrels of oil.

The commercial sector was overlooked in the 1978 legislation,
and S. 1288 corrects that inequity. I think all small operators, as
you gentlemen have both said earlier, support energy independ-
ence, and we would be willing to go along with gas decontrol and
all, the rest of it if we had a little help in getting over the hump on
replacing equipment that is 10 or 12 years old and getting it so we
can function, so we don't go bankrupt, essentially.



260

In our small suburb of 30,000 people there are 6 out of 10
restaurants that are for sale today. Part of the reason they are for
sale is that they can'tkeep up with the costs, and part of those costs
are energy, and they can t a ord to replace the items. I heard the
Treasury statement earlier this morning. I think having 6 restau-
rants go bankrupt costs us more money in taxes-6 out of 10-than it
costs us in energy tax credits.So our statement describes the things we support and the equip-

ment that we believe dovetails into your proposal, Senator. And I
thank you very much for listening to me today.

Senator WALOP. Thank you, Mr. Krautkramer.
[The prepared statement follows:]
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STATEMENT PRESENTED BY
THE NATIONAL RESTAURANT ASSOCIATION

TO THE
SENATE FINANCE SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

ON S. 1288
"THE COMMERCIAL BUSINESS ENERGY TAX CREDIT ACT OF 1981"

OCTOBER 19, 1981

I.

A;- Introduction

Mr.; Chairman, members of the subcommittee. it is an honor to be
here before you this morning. My name Is Prid Krautkramer. I am
the third generation owner of a 32-year-old, family operated
restaurant located in Mequon, Wisconsin, a suburb of Milvaukee. The
restaurant is housed in a building, part of which was constructed in
1840, in one of the colder regions bf the United States. I also, by
training, am an electrical engineer. Today I am representing the
National Restaurant Association and am accompanied by members of the
Association's staff, Ms. Sheila Damberger, Legislative
Representative, and Mr. Kent Howard, Energy Consultant.

The National- Restaurant Association is a trade group
representing 10,000 members who operate more than 110,000
foodservice establishments of every type, site and menu assortment
in the United States and 37 foreign countries. The association,
with- headquarters in Washington, D.C. and offices in Chicago,
Illinois, offers programs in public affairs, education and research
to its member companies. The industry is composed of 559,000
separate units, 386,000 of which are eating and drinking places.
These eating and drinking establishments represent smaller
enterprises with 94 percent having sales under $500,000. The
foodeerviceIndustry employs about 8 million persons and total sales
for 1981 are 'estimated to be $125.6 billion, or nearly 5 percent of
the Gross National Product.

Since the oil embargo of 1973 and the Iranian crisis of 1978.
the foodservice industry has had an intense interest in energy
availability and in private and government programs to encourage
development of new supplies, conservation and appropriate planning-
for emergencies.

Today I am here to talk about the conservation aspects of the
energy equation and to encourage you to enact legislation that will
spur a more rapid conversion to energy efficiency in the commercial,
sector of the economy. The "Commercial Business Energy Tax Credit
Act of 1981," S.1288, introduced by Senator David Durenberger and
cosponsored by seven -of his distinguished colleagues, Senators
$ymms, Weicker, Specter, Boschwits, Cochran, Heflin, and Goldwater,
would help assure this rapid conversion to energy efficient
operations.
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I.

S. U.S. and Commercial Sector Energy Usage

Source for energy data: Energy consumption and production data
used in this statement is based on figures taken from the Federal
Energy Data System (FEDS) Statistical Summary Update published
yearly by the Energy Information Administration and from the U.S.
Department of Commerce. Any calculations and/or assumptions will
appear as appropriate, and years will be indicated in parentheses.

United States Energy Usage (1977):

To provide some perspective on commercial sector, then
foodservice energy usage, we need to look at total U.S. energy
usage. In 1977, the U.S. consumed 76.33 quadrillion (10 to the
fifteenth) BTUs from al-t- energy sources. Petroleum and petroleum
products accounted for 37.12 quadrillion BTUs or 6.73 billion
barrels of oil per year. Domestic production of petroleum and
petroleum products came to 17.45 quadrillion BTUs in 1977. Imports
amounted to 18.76 quadrillion BTUs or more than half the oil
-supply. According to U.S. Department of Energy statistics, usage on
a percentage basis for that year by the four major sectors of the
economy was as follows:

Industrial - 36.0 percent
Transportation - 28.0 percent
Residential - 21.2 percent
Commercial - 14.8 percent

Us I9nW9Y the: tl71 10 A
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In Section 11 of this statement 1979 figures are used and show
commercial businesses using almost 16 percent of total U.S. energy.
Statistics indicates that commercial energy use is on the increase
as a percentage of the whole. (See Appendix I for consumption of
energy by the U.S. commercial sector ).

Identification of the commercial sector: There Is a great deal
of confusion about what makes 'up the commercial sector of the
economy. The U.S. Department of Energy's (DOE) Energy Information
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Administration classifies the commercial sector as everything that
consumes enery exclusive of the residential, Indust risl, and
transportation sectors. The American Gas Association uses another
configuration. For the purposes of this bill, S. 1288, tho: U.,
Department of Commerce's Standard Indust riaI ClassIfication Code
(SIC Code) 50 - 99 which cover wholesale and retail trade
establishments, finance, insurance, and real estate establishments,
rental apartments, and the service establishments. (See Appendix
II ).

SIC Code Business (Commercial) Enterprises (1.9I75).

To give you an idea of the number of buildings that could
benefit from the tax credits, the following statistics are offered
breaking out commercial establishments from the total, and then
identifying a portion of the foodservice industry that is identified
as eating and drinking places.

Number of industrial and commercial proprietorships,
partnerships, and corporations:

Total 13,978,000
Commercial Businesses 8,261,000

E&D Places 291,052

Commercial enterprises account for 39.12 of the total U.S.
enterprises. Eating and drinking place enterprises make up 3.5% of
the commercial group.

Business receipts of all Industrial and commercial proprietorships,
partnerships and corporations:

Total 3,605,630 (3.6 trillion)
Commercial 1,717,213 (1.7 trillion)

E & D places 46,241 (46 billion)

Commercial enterprises account for 47.62 of total business
receipts. Eating and drinking places constitute 2.72 of total
commercial receipts. (See Appendix III for total cost valuation of
buildings in .the United States) The numbers and varieties of
commercial sector buildings under a non-directive tax credit program
offers an excellent strategy to provide incentives for conservation
that can be carried out on an Individual basis.

Est mate of the amount of the energy wasted in the commercial
sector:

The U.S.-Department of Energy estimates that approximately 402
of the energy used in commercial buildings is energy that is
wasted, This figure is the result of testing done by the DOE on
energy consumption in buildings (for restaurants, the JOLLY TIGER,
Colonie, New York) and was phase 1I of the Department's Building
Energy Performance Standards (BEPS) program.
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It is important to note that DOE has identified four major
options to reduce the 402 waste factor. These options and their
estimated savings potential are listed below:

Efficient Energy Management
(black boxes)

Energy Efficient Equipment
Retrofit (HVAC included)
Construct New Facility

15? savings
52 savings

102 savings
102 savings

Of these four approaches, tax credits in S. 1288 would apply to the
retrofit, energy efficient equipment and energy management (black
boxes) categories which could account for a 15-25? savings depending
on the configuration chosen by the individual facility operator.

I. Foodservice Energy Usage

Again, as background, specific statistics are provided on the
types of energy used by foodservice establishments and what that
energy is used for.

A. The types of energy used by the foodservice industry are
shown in the following tables taken from a February 1981 survey
by Restaurant Business Magazine (50% response rate in 1,000
questioned.)

The Primary Source of Restaurant Energy Table I

Natural Propane
Source of Energy. Gas Ga Oil Electric

Are& of Utilizution: (percent of operators)

Kitchen
Cooking 66 11 - 23
Make-Up Air' 22 1 1 77
Main Hot Water' 64 7 5 23
Booster Hot Water 32 13 - 2 63
Room Heating 60 4 9 26
Room Air Conditioning 11 - - 89

Dining Room
Heating'- 60 5 9 27
Air Conditioning 10 - - 89

The difference in energy use by function is shown for full
service and fast food operations in the following table:

Energy usage by function
Full • Fast

Service Food
Food
Preparation 45.1% 27.0%
Sanitation 12.6% 5.0%
Lighting 8.2% 26.0%
Refrigeration 2.0* 6.0*
HVAC 32.1% 36.0%

Total 1001 100%
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3. Estimate of the foodservice Industry's potential to save
dollars and ITUs with S. 1288. Restaurants and Institutions
Magazine 1981 Equipment Use Study completed in June 1981 makes
the following Introductory statement:

i ~~~....'....-...........-.........m;...........................--,...',:

.-... • ' . )j\ 4 - *• -.1 . , ' . ,, . " . . -.. . - _,

This table compares 1979 and 1980 energy cost compared to total

cost for various types of foodeervice establishments. The trend
"'t increased energy cost is unmistakable.

EhERGY TAKES A BIGGER SITE OF TOTAL COSTS
The cot enery I Amercan oodservte has been nV steay kcating hPgher percentags o otal cOM PerceO*tgs 1W 1979 are
1W "he past several years. Across the total Wdustry. opators re in parentheses below.

mrvl case 4Pat FUll Hotel, Health Ccaeg06' Employee

ervie Gsts Tout food service motel Retail Recreation care School universities feding

1t10% 42 % &1.6% 4$9% 26.1% * 266% 25.6% 37.5% 467%
(61) (63.5) (56) (37.5) (37) (25.6) (47.6) (38.5)

6110 10% 26.0 3.6 26.4 30.4 25 23.1 2 I 3.3
(21.7) (22.2) (17.4) (41.7) (18.6) (202) (19) (15.4)

11 1015% 1.4 4.6 4A 34. 0 7.1 12.0 7.5 6.7
(1.6) (4) (9.2) (0.3) (11.1) (20.6) (9.6) (7.7)

111 10.? 3.2 .9 0. . IL 12.5
(3.4) () (3.7) (.6) (11.1) (2.6) (4.) (15.4)

km ceton 20% or 19 11.0 10.4 ILI *32.2 35.9 175 -33.3
o respoe (153) (10.3) (13-7) (5.) (303) (23.1) (1.1) (23)

"Samp" 9' si W oo to r e y p aarospc SY VaNE ets

SAlM 1. Wesi
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If we take the $140 billion annual sales as estimated in this
survey and assume a conservative 52 of sales is spent on energy,
then we can estimate that the foodserivce industry will spend --

52 of $140 billion or approximately $7 billion on
energy in 1981.

With cost ef-fective investments in energy conservation improvements
such as those listed in S. 1288, it Is estimated that one-half of
the wasted energy or 202 of utility costs can be saved. Energy
Savings in the foods-irvice industry could then equal --

20% of $7 billion or approximately $1.4 billion
dollars per year.

If you assume $34 per barrel of oil today, then --

$1.4 billion savings is equivalent to 40 million
barrels of oil equivalent (BOE) could be saved per
year by the foodservice industry.

It is estimated that the foodservice industry uses approximately
22 of the nation's energy. In 1979, according to DOE this would
represent:

Total US Energy Foodservice Industry
1979 Usage 1979 Usage

-78.2 quads* 1.5 quads*

If we apply the S. 1288 202 savings factor to 1 1/2 quads of energy,
the foodservice industry alone in the commercial sector, could
probably save approximately 1/3 of a quad of energy which is
equivalent to approximately:

60 million barrels of oil equivalent (BOE)

Thus we can approximate that the energy dollar and energy BTU (S.
1288) savings from enactment of S. 1288 by the foodservice. industry
has the potential to save between 40 to 50 million barrels of oil
equivalent per year and approximately 1 1/2 billion dollars per year
in energy costs at today's prices.

*a quad a 10 to the fifteenth power BTU which is the approximate
energy used by a metropolitan area such as San Francisco and Oakland
in one year and also equal to the energy equivalent of 172.4 million
barrels of oil.
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C. The Foodservice On-going Energy Conservation Programs

As part of an overall conservation effort the foodservice
industry hs instituted a number of conservation programs for the
industry. These programs teach the operator how to-take the initial
steps to energy efficiency. S. 1288 would help take them to the
next step by rroviding incentive for capital investment.

The Foodiervice Industry Is a very energy intensive activity.
During che last two years the National Restaurant Association
has pioneered major national programs in energy conservation for
the foodservice industry.

The first phase was the development of a two day educational
seminar on energy conservation designed -to train the
restaurateur in the practice and procedures for saving energy in
a restaurant. A train the trainer program prepared instructor
teams in 33 states and started energy conservation programs
throughout the hospitality industry.

The second phase of the program was our Consumer Awareness
Program on Energy Management (CAP-EM). In this program the
foodservice industry used its daily contact with the public
(over 500 million contacts per week) to pass on the energy
conservation message to the consumer through placemats,
brochures for the homeowner, coasters, a"nd other items of
I nt ere st

The third phase of the program was our Restaurant Operators
Program on rne rgy Conservation (ROPEC) which developed a
low-cost/no-cost program which through good maintenance, good
housekeeping and employee awareness could save a restaurant
operator between 10% and 152 of his utility costs.

The next, or fourth phase of our energy conservation program
Involves retrofit of high energy consuming equipment and
correction of high energy loss conditions in restaurants. The
major thrust of this phase of our program is the energy tax
credit program, -specificallys S. 1288. Our problem in getting
the individual small business restaurant to invest in energy
efficient equipment Is directly r elated * to his economic
situation and availability of cash to mode-nize his operation.
The Commercial -Business Energy Tax Credit Act of 1981, S. 1288,
will give the individual small business the financial incentive
to make the next step in energy conservation - that is, to
retrofit his equipment and operation to modern energy efficiency
standards, thereby saving half of the energy that he is now
wast ing.

87-64 0 - 02 - 18
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.The fifth phase of our energy conservation program is the
National Restaurant Association's P- oject on Restaurant Energy
Performance (PREP), a national program jointly funded by the
foodiervice industry and the U.S. Department of Energy which is
metering the energy use profiles in nine restaurants for two
years. The objective of the PREP project Is to accurately
define the basic energy usage parameters for integration into
construction and design characteristics to become a part of the
most energy efficient restaurants in the future. This program
will also set the baseline for follow-on energy conservation
programs and energy-efficient equipment.

At this time,the key to energy conservation in the foodservice
industry is the availability of energy tax credits for modernization
and retrofit of existing facilities. These energy tax credits are
needed now and through 1986 in order to establish a conservation
base in our industry which will continue into the future and
eliminate today's unnecessary waste.

III. Specific Conservation Efforts by a Small Eqtrepreneur

I have been asked to give you a description of what one

restaurateur has done in taking the initial less-costly steps to
make my building and kitchen more energy-efficient. Of course, as a

trained engineer, I can take the initial steps more easily and
faster than others, but in order to continue my energy efficiency
quest, major capital investments will be required. And for the
smaller entrepreneur, a bill like S. 1288 is essential to spur that
investment.

I represent the third generation of a 52-year-o.d family

/ operaJted restaurant located in Hequon, Wisconsin, a suburb of
Iflivaukee. By all definitions, this is a small business operation,

grossing approximately $1.3 million annually with 70 to 80 employees.

We became involved in energy conservation because restaurants are
heavy users of energy, the second highest user after hospitals in

the commercial sector. We use as much electricity in our restaurant

as the 70-home subdivision next door. Approximately five years ago
when our electric bill hit $3,000 In one month, we began to conserve

in earnest. Hy being an electrical engineer has helped that effort
as well.

We offer a unique situation for energy conservation because we
operate a restaurant with parts of our building dating back to
1840. This structure has continually been-remodeled over the years.
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We began our conservation efforts with an infrared scan by the
Wisconsin Gas Company as part of a local restaurant association
energy seminar. In that scan we Identified serious insulation gaps
in our buildIng and equipment, which we subsequently insulated,
caulked and regasketed. From there we w.nt on. to more sophisticated
efforts. We began to preheat our hot water using our refrigeration
compressors. We Installed time controls for our dishwasher. We
became involved in balancing the air flows in the kitchen and the
dining rooms. I designed economizers for our air conditioners and
designed a make-up al-r system for our kitchen hoods. We also
extensively relamped the entire restaurant and installed energy
saving dimmers and other minor items such as this.

The total cost -o*-t"ie modifications approximated $6,000 over a
three to four year period. We achieved savings of double that; in
fact we have lowered our energy use per customer approximately 30
percent over the last four to five years. The only major expense at
any one time has been a load-shedding device, in other words a black
box that costs approximately $7,000 and has paid for itself in eight
and a half months. My electrical engineering experience has allowed
us to achieve greater savings per dollar invested than cost other
small operators. For example, our economizers for the two dining
rooms were quoted at approximately $7,000 each by a heating,
ventilating and air conditioning specialist. I designed and had
them installed with manual controls for only $1,200 total.

Future significant energy savings at our operation can now only be
achieved with greater costs in equipment and long payback periods.
We remodeled our kitchen in late 1975 at a cost of approximately
$179,000. This was before the real cost crunch in energy. Now we
have a six year old, top-of-the-line dishwasher which operates
perfectly and yet should be replaced with a more energy efficient
model. Unfortunately, it would cost $10,000, not including
installation, and that is just too much for a small businessman like
me. I can't afford to throw away a perfectly good piece of
equipment.

Another example is a $24,000 six-year-old stainless steel hood we
have that should be replaced with a new energy efficient hood which
cleans the grease-laden air and reintroduces fresh hot air back" into
the building for heating. But this means a $30-50,000 investment.
I can go on with ovens, roll warmers, fryers, and other pieces of
equipment. However, without energy tax credits, tese are -all
unaffordable for us.

It is Important to note that because of my background, we have
already achieved greater savings than 90 to 95 percent of our fellow
small independent operators. (Typical energy costs for our
restaurant run from 2.2 percent to 2.,6 percent of our total gross
sales.) What is to happen to all these other small busInessevNOff"
cannot achieve such energy savings in this period of ever Increasing
energy costs and shrinking profits? S. 1288 holds part of the
answer and should be enacted to help bring down total U.S. energy
usage.
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IV. Need for Commercial Business Energy Tax Credit Act

The purpose of the proposed "The Commercial Business Energy Tax
Credit Act of 1981" (S.1288) is to encourage commercial businesses
to conserve energy in existing facilities. Congress recognized the
need to invest in energy saving equipment and materials when it
enacted the Energy Tax Act of 1978 (P.L. -95-618). This law
encouraged the residential and Industrial sectors to invest in-such
Items, but generally little was provided by way of tax incentives
for the commercial sector. S. 1288 seeks to fill that void over a
six year period.

Current law: In the 1978 law a new 10 percent tax credit for
listed new energy property was provided to industrial or commercial
businesses. But commercial businesses were not able to take
advantage of this because the properties specifically listed in the
statute are used primarily by the industrial sector:

Types of Property that are included as energy property in
current law:

(1) Alternative energy property including biomass property
(1i) Solar and wind energy property
(iii) Specially defined energy property

(see items listed below)
(iv) Recycling equipment
(v) Shale oil equipment, or
(vi) Equipment for producing natural gas from

geopressured brine;
and

Cogeneration equipment
Qualified intercity buses
Qualified hydroelectric generating-equipment
.Ocean thermal equipment
Geothermal equipment

Specially defined energy property: The above list Includes an
item "specially defined energy property" that allows other equipment
to be eligible for the 10 percent tax credit if the principal
purpose is to reduce the amount of energy consumed in any existing
industrial, agricultural, or commercial process, and that is
installed in connection with an existing industrial, agricultural,
or commercial facility.

The following property currently qualifies as specially defined
energy property:

1. Recuperator;
2. Heat wheel;
3. Regenerator;
4. Heat exchanger;
5. Waste heat boiler;
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6. Heat pipe;
7. Automatic energy control system;
8. Turbulator;
9. Preheater;
10. Combustible gas recovery syst..;
11. Economizer; or
12. Modifications to alumina electrolytic cells.

Notes As can be discerned most of the above items have
Industrial applications, although commercial businesses expected
to claim Item 7 (energy management systems "ENS") but in 1981,
IRS issued a rule stating that commercial processes, such as

-space heating, the main application for EMS, vere not eligible.
This meant that tax credits, other than for specific commercial
processes, examples being cooking or laundry functions, were not
covered.

Residential Tax Credits: The current law also allows a 15
percent_ tax credit (up to $2,000 in costs) for the purchase of
qualified energy saving- items by a homeowner. Among the items
qualifying for the residential tax credit is insulation. Industrial
and commercial businesses are not allowed to take tax credits for
insulation under-the 1978 act.

Expiration: The Energy Tax Act of 1978 expires for residences
on December 31, 1985 and for industrial users on December 31, 1982.

Why Basic Elements of "The Commercial Business Energy Tax Credit
Act of 1981" (S. 1288) are necessary for commercial energy
conservation.

1) S. 1288 vould provide a 20 percent energy tax credit for
purchasing of equipment and insulation for an "existing industrial,
retail, or commercial process, activity, facility, building or
equipment." (Pee Item "X" of S. 1288) This language Is key because
it includes all existing commercial and retail processes ind would
correct the narrow -interpretation of IRS of the meaning of.
"commercial process". In addition, the credit level of 20 percent
is derived from a discounted cash flow calculation based -on an
equipment life of seven years. Without any tax credit, a company
investing in equipment would find such-an investment economical only
when its annual energy savings approached 40 percent of the
investment.

2) The tax credit would be available for energy property and
insulation purchased after 1980 and before 1987 for existing
structures. The commercial sector is seeking a six year period to
convert to more energy efficient operations, since it has been
overlooked by prior legislation, it lacks the capital resources of
other sectors and because all parts of the American economy need to
become energy efficient as part of a total energy program of the
future.
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3) The bill would extend existing (1978) -tax credits (Items A
through L, P.L. 95-618) for Industrial businesses through 1986.

4-) Equipment eligible for a tax credit would have to save some
kind of energy, not Just oil and natural gas. This bill is aimed at
conserving all energy resources, since use of one affects the costs
and availability of others, and because prices are rising for all
energy sources.

5) To obtain a tax credit an owner would have to show that a
principal purpose, rather than the principal purpose, of equipment"
purchased is to save energy. Obviously, equipment has many
purposes, and tax credits should be offered for those that will
reduce consumption of energy by a substantial amount. This change
to "a principal purpose" is found in Item "X" of S. 1288.

6) Tax credits would be extended to commercial businesses by
adding to the list of specially defined energy property items
specifically used by the commercial business sector. (The credits
would &s be extended to Industrial concerns if the same equipment
Is purchased.) In S. 1288 items "M" through "W" list the specially
defined energy property proposed for tax credit eligibility by this
legislation. The foodservice Industry's comments will center around
items M, 0, U, W, and INSULATION PROPERTY. The other items listed
in S. 1288 will be addressed by other members of the coalition that
helped draft the bill.

The items listed in S. 1288, have been selected by engineers
because of their potential for energy savings. The foodservice
industry, which after hospitals, is the most energy intensive in the
commerclil sector, can be expected to save 20 percent or more energy
if the tax credits are offered and the expected conversions and
changes are made in restaurants. Seventy percent of the energy
consumed in a restaurant is "process energy" and thirty percent Is
"comfort energy". In 1980 energy costs accounted for an average of
5-6 percent of a restaurant's gross annual sales up from "1 - 2
percent just ten years ago. The foodservice Industry's conservation.

- goals can be achieved more quickly if investments are made in the
items described below.

V. Specific Sections of S. 1288 as they relate to the foodservice

industry

1. FOODSERVICE EQUIPMENT

Section "W": "equipment used in the preparation, storage,
cooking, display or serving of food or cleaning of dishware
which incorporates design features specifically engineered' to
reduce energy consumption, and which replaces similar equipment
of the taxpayer purchased before January 1, 1976."
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This section "V" Is the moot important requirement for the
foodnervice industry. After a restaurant has done all the
"no-cost/low-cost, management and maintenance control Items
available to conserve energy he must improve his operating equipment
efficiency and move into an area of major expense--equipsent
modification, equipment retrofit and equipment replacement.

Referring once again to the Restaurants and Institutions 1981
Equipment Use Studyt

The greatest part of thee d-ollars spent for foodservice
equipment will be spent on remodeling and renovating.
Their survey shoved 442 of the respondents expect to
replace existing equipment.

We note from the following table the specific major energy
saving equipment purchases made du'rlng 1980 and in particular ye
note the fact that 752 of the approximate 3 billion dollars spent in
1980 was not for major energy saving equipment.

I M ! M PI INT
FODERVC 1E . EN PUCAE'HOLV 9 6016 M *4981

IlJYING TIMSN

AN -ENERGY FL HBACK-WHAT WERE 19M0 EQUIPMENT PURCHASES
The convection oven, dishwshe, and nVcMrOwsvweM e th ee on energy cos This same to heads ft ofequijpntm optOr
Ow CO equipment 10 *Wdc opeaors turne MoM ~fe 10 Cut bec o uldW mos ks lo add.

Feet FUN o/Hat Collees. EmployeeTIal ood service moist stsl no ecwret ,,n care School univerSm 19-ing
Did pxcas 24.4% 22.7% 27.0% 34 % 33.3% •19.4% 231% 26.5% 25.3%
Did noi purchase 75.6 77.3 72.4 66 66.7 80.8 76.9 73.5 74.7
Mjor energy 5lng equ~pmen purchase:

= v9l 143 5.3 9.1 13.3 ' 11.5 27 21.7 16.7
113 2.6 11.4 13.3 A 15.4 13.5 21.7 5.6

bicowahe 7.9 6.3 9.1 6.7 * 19.2 2.7 4.3 11.1
Ughbn t9 10.6 9.1 13.3 , 2.7 4.3
Thermostt ".4.t 7.9 4.5 6.7 & 5.4 11.1
WateheWate 4.4 2.6 .6.5 13.3 * * * 5.4 *
Fryrdepfryer 4.4 7.0 2.3 . . 17 1
SteaMr .4.4 • 2.3 " 3.800.156.
T~mer 4.4 5.3 6.8 6.7 " 3.8 15.1
*SO",e group as 1oo sMea to yetr 9a1ftat#y vabo isvPa
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It 18 most interesting to see in the next chart the fact that energy
availability and cost leads the list of areas of concern with
greatest effect On future purchases;

I3UYL40 R :IINI a _

-ARE" OF CONCERN WITH GREATEST EFFECT ON FUTURE PURCHASES
Food9sr" oPerar gat Oe tough a cryhAblo predi c t Ehe En. yccets Emd wavelsuy m0g as Ut Prime Ias "e. *m bor CoM
d COMM ta Ml hv ferest eect on kM purcham a stog seond.
Anea of oonws Feat pus Holel/ Het Collees Eplye
lON Uwe TOMi 100d servics mOWe ReN tell eetion aem Schoole u~*nivrhe loadin" Eneryel ebily

oo 23.7% 23.4% U6.4% 26 % 25% 27.9% 17.7% 26.9% 14.1%Labor cost
av lsblily 17.4 13.3 13.5 22.7 33.5% 25 18.9 21.3 11.6 26.8

Spwe kts 13.1 13.3 0.5 9.1 * 12.3 Wt4 14 2.7Finc g 11.9 10.1 11.. 0 .1 * 11.S 19.1 1S.1 2.6increased uAu 8.6 12 &.5 4.5 4.9 4.3 11.8 12.7
DownWam

mailenare 7.1 6.5 8.1 11.4 * 4.1 5 6.5 99Here euimated -
sqOMin 5.7 5.7 .7 6 33.3 25 5.7 9.2 4.3 42

safety 5.3 2.5 4.1 4.5 S 11.5 4.3 32 090mom&non 4.4 5.7 9.5 4.5 * 1.6 0.7 5.4 2.8
Product kabobty 1.0 3.2 2.7 2.3 33.3 * A * 1.1 -2.8

In ._rder for the -foodservice industry to improve its energy
efficient equipment investment practice of 252 In 1980 -- the credit
incentives are necessary so that a realistic dollar payback can be
realized*

The National Association of Food Equipment Manufacturers (NAFEH)
presents the following docusnted cases of foodservice energy
savings equipment that has been developed since 1976 ant- is
available In today's market. These are typical examples of.
foodservice equipment that will become-available for the 202 energy
tax credit under S. 1288.

During the past five to six years, foodservlce equipment
manufacturers have developed and are continuing to develop new and
modified foodservice equipment that will-provide significant savings
in energy and water for their customers, the foodservice industry.
These savings were unheard of nine or ten years ago, mainly due to
relatively low energy prices prior to the 1973-1974 energy crunch
which drastically altered prices upward.

As a result of this energy c-runch, fooaservice equipment
manufacturers have incorporated a number of significant energy
efficiency improvements in their foodservice equipment.
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Today, refrigerator manufacturers provide a feature, consisting
of a hot refrigerant gas evaporator coil, that uses the waste heat
from hot refrigerator compressor Sas to evaporate refrigerant coil
condensate. This development replaces an electric 200 watt
evaporator heater which must operate 24 hours a day and uses 4.8 KH
per day or 1,752 KWH per year. For the average commercial kitchen
which uses four single section refrigerators, use of a hot
refrigerant gas evaporator coil provides an annual savings of 7,008
KWH per year.

- Another significant energy efficiency development which
manUfacturers have introduced during the past five or six years is a
natural gas heated, recirculated hot air, convection oven which can
save up to 402 of the energy used by standard natural gas heated
convection ovens. Potential energy savings arf-approximately 40,000
$TVs per hour. Annually, using the recycling oven four hours per
day, 365 days per year, potential energy savings approach 58,400,000
NTUs or 58,400 cubic feet of natural gas.

The third area of real energy and water savings includes a
development of two low-temperature chemical sanitizing dishwashers.
One is a single tank door type dishwasher and the other is a two
tank conveyorized model.

(a) The single tank door type dishwasher will save .72 gallon.
of water per rack of dishes when washed and rinsed. With the
typical restaurant washing 200 racks of dishes per day for 365
days, the potential manual water savings Is 52,800 gallons which
translates into a savings of 113,834 cubic feet of natural gas
or 16,672 KWH annually. This singli"tank door type' dishwasher
requires 50% less energy to heat dishwasher water.

(b) The two tank conveyorized dishwasher provides . for annual
savings in water and energy costi of $12,198. This savings is
based upon' actual field testing which compared the amount of
water and energy needed to operate the hot water dishvasher
which uses 2.32 gallons of 180 degree t. water per rack of
dishes to the 'new two tank model vhlqh uses .6 gallons at 140
degrees F. per rack of dishes.

In addition to these product developments, *the steam pressure
cooker is another example of energy efficiency improvements in the
commercial food equipment market. The steam pressure cooker is able
to thaw and cook' 10 pounds of frozen vegetables two and a half times
faster with twQ ties less energy and 24 to 60 tines less water than
a pressureless atmospheric convection type steam cooker. During the
thawing and cooking process, the pressureless steam cooker utilizes
2.45 KWH and 7.44 gallons of water while the pressure cooker only
utilizes 1.37 KWH and .393 gallons of water. This represents an
energy savings of 1.08 KWH.

While improvements, in energy efficiency have been made in other--
products, such as toasters and the cook-and-hold convection oven,
the aforementioned product improvements provide a clear indication
that t4*re indeed have been significant strides made in energy
efficiency of -commercial f~pA eqtaSaent since 1976.
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2. ENERGY MANAGEMENT SYSTEMS (EMS)

section "H" an energy management or control system or
device, including but not limited to--

"(1) a mixed *iri- cooling coil discharge, and hot
deck temperature reset device,
"(it) any economizer or enthalpy controls,

K "(1i1) a thermostatic radiator valve,
"(iv) a computer or microprocessor control system
which adjusts lighting, or which adjusts the supply of
heating, cooling, and ventilation to meet illuminating
or space conditioning requirements,
"(v) automatic equipment seUings controls, load
shedding devices and. relay devices, including
associated hardware,
"(vi) variable speed motor control packages combining
a microcomputer with kn alternating current inverter,
and
"(vii) equipment required to operate or convert to
variable energy supply systems,"

Every foodservice establishment has a requirement to use an energy
management system to optimize the energy efficiency of the
mechanical systems relating to heating, ventilating, air
conditioning and/or lighting systems. More sophisticated . EMS
controls are being developed which 'can be used to control energy
utilization to satisfy the dynamic complex energy requirements of
the kitchen area of a restaurant.

January 21. 1981 IRS Rule Makes Energy Management Control
Systems Ineligible for certain commercial applicationst When the
1978 Energy Tax Act was enacted, commercial businesses, including
foodservice operators, found one item among the A to L leting of
specially defined energy property for which they believed a credit
could be claimed. This was the Automatic Energy Control Systems
(Section (F) (10)), also called Energy Management Systems (EMS).
These systems are used in commercial buildings primarily to regulate
environmental space conditioning, lighting and other systems that
use more u*Iform energy loads.

For-Instance, in restaurants, although 70 percent of the energy
is used in the kitchen for on-agaln/off-again processes, today EMS
are applied to the 30 percent of energy that is used in non-process
space conditioning.

But the IRS, January 23, 1981 ruled against tax credits for EMS
applied to non-process commercial applications. This was done by
giving a narrow interpretation of the term "commercial process".
The IRS also ruled that tax credits could be claimed only for that
part of a multi-use EMS that was used for the narrowly defti -d
process energy functions. The National Reltaurant Association and
numerous commercial groups protested this IRS action. (See attached.
comments, submitted November 18, 1980, Appendix IV).

Several bills have Seen introduced in Congress that would
rictify this IRS ruling, including 5. 475 (Durenbarger, R-MN) and
R.R. 1378 (Frensel, R-MN). S. 1288 also would clarify that tax
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credits could be claimed for INS that were used throughout
commercial and retail establishments to control total energy usage.

3. ENERGY REDISTRIBUTION SYSTEMS

Section "0" "an energy redistribution system, device or
component for heating or cooling, Including- a duct, pipe,
vent, pump or fan which exchanges the air, gas or fluids
within or between rooms to increase or decrease temperature
or humidity."

There is a requirement for major investment in the foodservice
industry for energy redistribution system modification. This
involves vents to direct air to different zones of the facility and
the redesign or remodeling or replacement of the kitchen air
exhaust-ventilatlon systems to include the introduction of outside
make-up air in place of inside air which has required energy to
become-heated, cooled, or dehumidified.

The Sational Association of Food Equipment Manufacturers (NAFZM)
reports the following typical experience from one of their members:
"In November 1978 an existing commercial kitchen ventilation system
was replaced in a Rhode Island restaurant. In the remodeling
process, the size of the system coverage was increased by
approximately 10? - weather patterns in this location were
consistent between 1978 and 1979. Sales were up or increasing
during the same period. One year after the installation of the new
system the restaurant owners reported that their gas and electric
bills for 1978 and 1979 were down 152 in KWH electric consumption
and 242 down in cubic feet of gas consumption. This is an example
of the major energy savings potential of a single energy system
replacement in a kitchen ventilating and exhaust system.

4. IMPROVING THE EFFICIENCY OF REFRIGERATION EQUIPMENT.

Section "U" "a device which modi fles refrigeration
equipment, including--

"(L-) a compressor or humidity control,
"(ii) a device for automatically defrosting
refrigerator or freezer equipment,
"(III) a demand waste heat or ambient air defrost
syst em,
"(iv) a heat reclaim coil,
"(v) a temperature- compensated evaporator pressure
regulator, and
"(vi) a refrigerator fixture cover or door,

There Is a universal requirement for refrigeration and freezer
capability in the foodservice area. The items outlined in section U
can improve the efficiency of the mechanical equipment and reclaim
the heat extracted from items that are refrigerated and frozen.
This reclaimed heet can be used in many ways to reduce the energy
requirements of the overall operation. Thus 3  there is a double
savings, improving efficiency and reuse of heat energy for secondary
requirementse. ..
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5. INSULATION

Section "18" "INSULATION PROPERTY -- The term 'insulation
property' means property which is specifically and
primarily designed to reduce when installed in or on an
existing industrial, retail or commercial building or
facility the heat loss or gain of such building or
facility, including, but not limited to --

"(A) insulation materials installed as part of the
building envelope including the wall, ceiling, floor, and
roof,
"(3) insulation materials Installed in connection with
mechanical system equipment, ducts and piping,
"(C) heat reflecting and heat absorbing window and door
materials and reflective and heat absorbing window and door
films and coatings,
"(D) storm or thermal windows or doors for the exterior of
a building,
"(E) thermal curtains which separate areas of different
temperatures,
"(F) vestibules,
"(G) exterior skylights which have one or more sheets of
glazing or other type of panel, and
"(H) caulking or weatherst ripping of an exterior door,
window, or skylight."

A major percentage of the over 530,000 foodservice facilities now
being utilized were built more than ten years ago. Prior to the
'72-'73 oil embargo period, the United States' insulation standards
were not based on the energy conservation practices being used in
the industry today. Therefore, some of the most important items
that needs attention today is proper and sufficient insulation in
all of our foodiervice facilities.

6. OTHER ENERGY PROPERTIES DEFINED IN S. 1288

Although other energy properties described for energy tax credits in
S. 1288 will not have a -major impact on energy savings in every
foodservice facility, the foodservice industry will save a
significant percentage of its wasted energy by across-the-board
modifications, retrofits, and replacements where appropriate to meet
the energy conservation requirements of- the Individual facility,
equipment and process being employed in the operation. The
additional energy properties are the Jollowing:

Section "(N)" " a heat pump apparatus, cooling tower,
condenser or evaporator which modifies or replaces existing
components in heating, ventilating , air-conditioning or
refrigeration systems,"
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Section "(F)" a furnace or boiler replacement burner
designed to achieve a reduction in the amount of fuel
consumed as a result of Increased combustion efficiency,"

Section "(Q)" "a device or control package retrofitted to
an electric motor to improve its efficiency,"

Section "(R)" "a mechanical or programmable timer or motion
detector to turn on or off energy using equipment,"

Section "(S)" "a meter or submeter which display. or
records the cost or quantity of energy usage,"

Section "(T)" "a replacement, modification or conversion of
a lighting system," and

Section "(V)" " an energy 'storage system, including a heat
sink."

VI. Usage of the tax credit by the foodservice industry

In order to estimate the foodservice industry tax credit usage
over the six year life of S. 1288 ve must first estimate the
foodservice industry market for eligible energy property. To do
this we can use- the economic analysis developed for S. 1288 and
refer to Table #1. This churt provides an estimate of the
commercial and industrial 1981 market size for -eligible energy
property. TABLE 1

1981 MARKET SIZE FOR ELIGIBLE EQUIPMENT WITHOUT ANY TAX CREDIT
S (Millions)

8.1288 Subparagraphs

A-L *
N Energy Management Systems (EMS)
11 Oeat Pumps/Condensors/Evaporators
0 Energy Redistribution Systems
P Furnace/Boiler Replacement Burner
O- Device Retrofitted to Electric Motor
St Timer/Motion Detector
8 Meter/Submeter
T Lighting Systems
V Refrigeration modifications
V Energy Storage Systems
V Foodservice Equipment

insulation Proerty- - " TOTAL.. .

Commercial

$ 0
375

40
20
40
20
40
20

375
125
40

39S
335

industrial Total

$2,400 $2,400
es 375

40 . 80
20 40

10S 145
60 80
60 100
60 so

400 775
125 250

-10S 14S
0 395

_ 00 1170
S4,6!0

I items A-L are currently eligible for a 10t
618. The estimated market for these items
$2.4 billion.

credit under P.L. 9S-
without this credLt*-is

i* industrial sector Is eligible for this equipment under letterO
of P.L. 95-618.
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As noted in Section 11 of this statement relating to foodeervice
energy usage, it is stated that the foodservice industry uses
approximately 22 of the nation's total euergy. The Depao'tment of
Energy estimates that the commerc+el sector used 162 of the U.S.
energy in 1979, thus the foodservice industry uses approximately
one-eighth of the energy used in the total commercial sector. We
also have shown in section II that a dollar analysis and an energy
analysis are essentially equivalent. -Therefore, we can take
one-eighth of the market estimates in the commercial sector as a
good approximation of the foodservice Industry market for general
energy property. This will york in all cases except in item "W"
(Foodservice Equipment) which is speclflcally related to the
foodservice industry.

Applying these factors to table fl, we can show that the foodservice
industry is estimated to contribute approximately $600 millIou
dollars in 1981 to the commercial market for energy poperty as
defined in S. 1288. Using a 302 market increase due to the tax
credit and a 7 year lifetime for the analysis, we can show the
following annual responses as related to the foodservice industry:

a. Incremental Increise in Market $180 million
b. Total Annual Level of Market $780 million
c. 7 year Lifetime Tax Credit (202 of b) $156 million
d. 7 year Tax return to Treasury 8 90 million
e. Lifetime cost to Treasury (c-d) $ 66 million

In Section II, part 8, we estimated that S. 1288 has the
potential, because of the foodservIce Industry's energy conservation
capability to.: .

1. Reduce the United States annual requirement for energy by
approximately 40 to 50 million barrels of oil equivalent per
year, and

2. S. 1288 has the potential of saving the foodservice industry
an annual energy cost equivalent to approximately one-percent
of their annual sales or one and one-half billion dollars in
energy costs per year at today's prices.

The energy property listed in S. 1288 will not contributee to
unemployment as no labor saving devices are -involved. However,
there will be a significant increase in employment for additional
equipment and materials to be manufactured and labor for
Installation.



281

VII. Summary

6 Energy availability and cost vii continue to be a concern of
all nations. The United States has-been the moat energy consumptive
country in the world per unit of output. The "Commercial Business
Energy Tax Credit Act of 1981" will help propel a sector of the
economy that has been overlooked by prior tax legislation to more
rapid energy efficiency. If 20 percent of the energy consumed by
the commercial sector could be saved, it would save .8 percent of
the total energy used in the U.S. based on 1979 figures.

• If tax credits have been made available to the industrial
sector, which has more ready access to capital markets than smaller
enterprises, and to the residential sector which does not provide

'Jobs or tax payments, it seems that the same incentives should be
made available to the commercial sector for equity reasons.

0 The U.S. Civernment in the past has used the tax system to
achieve certain priorities. The need for energy conservation and a
reduction of energy usage per unit of output is an essential goal if
we want to remain competitive In an increasingly competitive world.
S. 1288 would allow commercial businesses credits for a six year
period.

* An economic analysis of the cost impact of Senator
Durenberger's bill has been developed by his staff and technical
experts representing the coulltion backing the legislation. The
analysis has been discussed with the Joint Committee on Taxation.

The analysis provides the following estimates of the costs of
S. 1288 on an annual basis:

On an annual basis, it is estimated that S. 1288 will

1. Spur an annual investment in energy conserving equipment of
30%, increasing the growth of the market from $6 billion to $7.8
billion.
2. Save approximately 715 million barrels of oil equivalent
over the life of the bill.
3. Provide an annual credit to business of $1.6 billion.
4. *Return to government $895 million each year.

*(In the economic analysis of S. 1288, only the most elementary
dollar values have been calculated. Specifically, the figure
given on return of dollars to the government Is low. The 1895
million figure Is based on an increase of taxes paid to the
government because of reduction of tax credits claimed by by
businesses when energy usage declines. - However, no effort was
made to calculate the by-product tax benefits from increased

.. investment made by business, the added stimulus to the economy,
nor the added employment resulting from the manufacture,
distribution,.jnd Installation of such energy prbp*_rty.)\

5. Subtracting the basic figures results in an annual total net
revenue cost of $665 million, but if the by-product tax revenue
Increases were considered, the total probably would be closer to
zero.

'%..~... \
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The 20 percent energy credit is sought to make investment
feasible. --It is recognized that there would have been investment in
energy saving property without the provision of an energy tax
credit. Such a credit, when added to the available 10 percent
investment credit, will propel commercial businesses to energy
efficiency more rapidly. An argument made against the investment
t~x credit, when it was under initial consideration in 1962, was
that a certain amount of investment would occur without an
incentive. However, the purpose was to encourage and accelerate an
overall total increase in investment. Experience with the
investment tax credit has been that after periods of eliminating the
credit and then restoring it, there has been a definite increase in
Investment by business in equipment and machinery. Increasing the
credit rate has produced a similar increase in total investment.

Although we have focused primarily on foodservice industry
issues, I would like to conclude by quoting from a recent
Congressional Research Service Study "U.S. Energy Outlook, A Demand
Perspective for the Eighties" "Commercial Consumption", which states
that:

"the commercial sector's rapid growth in energy consumption
suggests that this sector should receive more policy interest
that might be generated by the relative share of energy use
presently going to the commercial sector."*

The report continues that "given the dynamic over expanding nature
of the commercial sector this situation is unfortunate." About 13
percent of the primary energy consumption of the U.S. is consumed by
the commercial sector. Much of this is inefficiently used with some
suggestifik that up to 30Z could be saved[

I have tried to develop the rationale for the commercial
sector's effort -to seek energy tax credits. I believe that the
energy conservation potential is clear, and in this statement we
have tried to show what the foodaervice Industry's needs are, and
how S. 1288 would help in the effort to conserve energy. I urge you
to think of the smaller, entreprenurial business when you make your
recommendations on this tax credit legislation.

I would be happy to answer questions when the rest of the
witnesses complete their presentations.

*Oak Ridge National Laboratory. The CommerclaX Demand for Energyt A
Disaggregated Approach. ORNL/CON 13. April 1978.
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APPENDIX I

Table 1--Consumption of Energy by the Commercial Sector
United States (Trillion btu)

Year Coal Gas Petroleum Electric Electric Total Total minus

Losses Losses

1960 0.63 1.06 2.61 0.54 1.36 6.19 4.83
1961 0.57 1.11 2.63 0.57 1.40 6.29 4.89
1962 0.57 1.25 2.71 0.62 1.50- - 6.64 5.14
1963 0.48 1.31 2.71 0.69 -1.65 6.84 5.19
1964 0;41 1.42 2.72 0.74 1.76 7.05 5.29
1965 0.39 1.49 3.03 0.79 1.89 7.60 5.71
1966 0.40 1.68 3.07 0.86 2.07 8.07 6.00
1967 0.34 2.02 3.17 0.93 2.22 8.67 6.45
1968 U.31 2.14 3.24 1.02 2.43 9.14 6.71
1969 0.29 2.32 3.32 1.11 2.66 9.71 7.05
1970 0.25 2.47 3.47 1.20 2.92 10.31 7.39
1971 0.24 2.59 3.4R 1.29 3.14 10.73 7.59
1972 0.18 2.68 3.64 1.41 3.40 11.31 7.91
1973 0.17 2.6-5 3.77 1.52 3.68 11.79 8.11
1974 0.17 L:62 3.46 1.50 3.70 11.45 7.75
1975 0.14 2.56 3.17 1.59 - 3.92 11.38 7.46
1976 0.14 2.72 3.44 -1.67 4.08 12.05 7.97
1977 0.14 . 2.55 3.46 1.75 4.32 12.22 7.90
1978 0.16 2.64 3.55 1.80 4.41 12.56 8.15

Source: DOE State Energy Data Report, April 1980

87-648 0 - 82 - 19
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a VEND tX II

scTIT CO mu

AGRICULTURI URVMCS. - TRANSPORTATION AND PUSIC UTIUTlES.
FORESTRY. AND FI8HWG EXCEPT RAILROAOS-Co*W , d

1Ezc, Arc u"Ne CropslLvessowP ip Lin". SOW Natural an
07 Agricuft" SerAces 47 Transportation Serties
as Foewy As C-w-uication
a Fing. Hunting. end Trpping n Electic. Gs, end S t Sevice

MINING WOLISALE TRADE
to Mnn 10 Wholosle Trade-Durale Goods
11-12 Coal Mining 61 Wholesale Trade - Nondcelde Good.
13 Ol and Gas Extraction
14 Norifullic Minerals. except Fues 12 suldinge Materials and Garden Supplie

53 General Merchandise Stores
CONSTRUCTION 14 Food SWe

Is* GenaI l Contctors B Automoti Dealers and Service SWtons

to HoaV Co etruciton Contractors - 6 Apparel " Accessoty Stores
17 Special Trade Comroors 7 Ftritutr W4d Home Furnihhings Stores

W Eing and Drik Places
MANUFACTURING Miscellaneous A

20 Food and Kinrod Products FINANCE. INSURANCE. AND REAL ESTATE
21 Tobacco M"actutes
22 Teutile Md Products so Banking
23 Apparel and Other Textile Products at Scrit'A Corinod Othe T and Banks
24 Lumbr end Wood Products - B2 Socurt, COMM14otv Broker& and Sorvces
25 Furnituro a Fixtures 163 Insurance Ce rrrs
26 Pawend Alie Produc 64 Insur4ncO Agents. Brokers. and So"@,le
p Printing and Pubio o A0" a Estate
U Chemicals and Aied Produc s C Redal l fe,1, 8nSuro1. sic

I9 Ptfroleul and Coal Products Holdin a Other Invtmtnr4t COmnhies
30 Rubber and Miscellaoneus Plaics Products
31 Leather and Leather PeoendO t r AvIC S
32 Stone. Cia y nd Gass Products 70 Hotels Pnl Other Lodgaices
3- Primary Metal Industries 72 Personal Service

34 Fabricated Metal Products 73 Business Services
36 Machinery. except Electrical 76 Auto Repair. Serve ces, and Garages
36 Electrical and Electronic Equipmeont 75 Miscellaneous Repair Services
37 Transportation Equipennt 73 Motion Pictures•
3B Instruments and Related Peoducts 79 Amuse n rid Rece aion SerVies
36 "sceaeous Manufacturing Indusnes S0 Health Sernces

51 Legal Sevc
TRANSPORTATION AND PUBLIC UTILITIES. 82 Educational Services

EXCEPT RAILROADS 83 Soae SaOraos tnso Mornbrnft Or atios
41 Local and Interub Passenger Trensit a Miscellneoos Se v ces
42 Trucking an Warehousng U Noclasaiabl Enterprises
43 U.S. Postal Service
44 Water Transportation
46 Transporton by Air

*SIC Code 6602 Included vvith Mago Group 15

** COMMERCIAL SECTOR BUSINESSES IN THE 50 - 99 SIC range
-that would be-covered by S. 1288 "The Commercial Business
Energy Tax Credit Act of 1981"



28M

APPENDIX III

Total Cost Valuation of Buildings in U.S.,
1977 (Current 6)

Industrial
Commercial
Religious
Educational
Hospital
Farm
Residential
Other*

Billions
$ 230.1

376.1
61.2
47.4
79.3

50.5
2,591.6

80.2
$3,516.4

* Other includes terminals, movie theaters, etc.
Note: Buildings owned by public utilities are excluded.
Source: BEA# U.S. Department of Coiuerce.

Commercial buildings represent nearly 11 percent of the
total cost valuation of all buildings in 1977, accounting for
a far greater proportion than the 6.5 percent contributed by
industrial buildings.

Percent
6.5

10.7
1.7
1.3
2.3
1.4

73.7
2.3

100.O%
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Novembler 18, 1980

COMMENTS OF THE NATIONAL RESTAURANT ASSOCIATION
ON

PROPOSED IRS RULE OF SEPTEMBER 19, 1980

regarding

"INVESTMENT CREDIT FOR ENERGY PROPERTY"

Introduction

The National Restaurant Association (NRA) is a business league

of approximately 10,000 corporate members plus an estimated 100,000

individual entrepreneurs and partnerships operating all types of

foodservice establishments in 50 states. Our industry employs

about eight million persons with total sales for 1980 estimated to

be $112 billion. The industry is composed principally of small

unit firms. Ninety-seven percent of individual eating places

had sales of less than one million dollars in 1977.

The foodservice industry is a component of the commercial

sector of the economy. This sector is estimated to use 15 to 16

percent of the nation's energy, while the industrial sector uses

35 to 36 percent, residences 20 to 21 percent, transportation 28 per-

cent. Within the commercial group hospitals are estimated to be

the most energy consumptive, followed by restaurant operations.

Rough calculations indicate restaurants consume from one, but not

more than two percent, of total annual U.S. energy usage. Of the

energy used in foodservice operations it is estimated that 30

percent goes to environmental space conditioning, the other 70

percent to processing, storing or holding of food. Because of

this high energy usage, restaurants have an on-going program of

conservation. iln addition NRA is participating with DOE in studies

of restaurant energy usage and is involved in the legislative'
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and rule making process on energy matters. Thus the industry has

a deep concern with the rule proposed by the IRS in 45 Federal

Register, 62496, September 19, 1980.

Summary of Positions

Request for Hearings and Opportunity to Testify

Pursuant to Federal Register notices the National Restaurant

Association requests that hearings be held on the proposed rules

and requests an opportunity to testify on December 4, 1990,

Washington, D.C.

Background

Under The Energy Tax Act of 1978 (P.L. 95-618) energy tax

credits for conservation were extended specifically to residences

for certain items and materials and to large industrial users

through lists of "alternative" energy property or "specially defined

energy property." Commercial, or smaller businesses, were not

excluded from using the industrial tax credits, but, for the most

part, the commercial sector of the economy does not use the listed

items, and therefore cannot claim the allowed tax credits. (An

analysis of IRS statistics on tax credits claimed by business, both

industrial and commercial, in 1979 and six months of 1980 bears

this out. Out of $174 million claimed, $165 million went to

industrial users and only $9 million to commercial enterprises.

(See Energy Users News, August 18, 1980)).

However, according to restaurant operators, among the specially

defined energy items there is one that has gained wider application

in foodservice operations and tax credits are expected to be granted.

These are the Automatic Energy Control Systems (AECS) (Section (f) (10))

that can regulate environmental space conditioning equipment, liqht-

ing and other processing equipment in restaurant operations.
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Recommended Changes to Proposed Rule

Therefore, the National Restaurant Association, while pleased

that the IRS is moving forward to promulgate rules relating to the

Energy Tax Act of 1978, has several concerns about the proposed

regulations:

1. The proposed interpretation of "industrial or commercial

process" seems to us narrow and arbitrary and not an appropriate

reflection of the language of the law, legislative history or

intent of Conqress, especially as it would be applied to AECS.

2. The "incremental cost" concept, that would deny credits

to the nonqualifying portion of certain investments, particularly

AECS, in our opinion works against purchase of energy saving

devices at a time when the country is trying to switch to more

energy efficient systems.

And, finally, NRA is concerned with

3. The failure of the Secretary to add other specially

defined property for tax credits as allowed under discretionary

authority provided by P.L. 95-618.

1. Definition of "Industrial or Commercial Process"

The proposed rule provides a definition of industrial or

commercial process (45 Federal Register 9/19/80, 62504) under

paragraphs (f) (3)(i),(ii),(iii),(iv), that mast be met if

specially defined energy property listed in the sane proposed

rule in paragraphs (f)(4) through (14), 62504-62505, are to

receive tax credits.

The restaurant industry recognizes that paragraph (f) (3) (iii)

specifically allows tax credits for automatic energy control

systems (AECS) used in restau:;ants where food processing occurs,

both for the processing itself and the "lighting, heatina, cooling
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or ventilating, etc.",occurring in such an area paragraph (f)(10).

However, the majority of automatic control systems that ar.

being installed in restaurants, with the expectation that tax

credits will be granted, are aimed at controlling overall usage of

energy in a restaurant, including the 30 percent that is used

for environmental space conditioning in the service area of a restau-

rant. Many of the AECS in use are single,, but comprehensive, units that

control many aspects of a restaurant's energy consumption. They are

aimed at cutting overall energy consumption, not just consumption

of energy in or for the process area of restaurant operations.

Under the IRS proposed rule a special emphasis is given to

the word process which is defined as "a means or method of

producing a desired result by chemical, physical or mechanical action"

(Section (f)(3)(i)). The proposal further states that "For example,

equipment installed in connection with retail sales, general

office use and residential use are (sic.) not used in a process

within the meaning of this paragraph (f)(3)." If one relies on this

language alone as the determinent of which AECS functions

are to be eligible for tax credits, then the retail sector and

other commercial sector businesses, which-for the most partdo not

have chemical, physical or manufacturing processes, would be excluded.

This means that commercial sector operations such as those carried

out by hospitals, foodservice kitchens, and laundry establishments would

be among the few qualified under the proposed definition. (Unfortunately,

the energy used in foodservice kitchen processing operations

-probably is not yet as susceptible to management by automatic energy

control systems. At the same time, the service side of a restaurant

operation, which can be controlled by AECS, would be excluded under

proposed definitions.)
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Statistics show that a tremendous amount of energy is consu-c-

in environmental space conditioning. A study released by thc

World Watch Institute in November 1980 estimates that one-fourth

of the world's energy consumption will go to the heating, cooling

and ventilating of buildingsby the year 2000.

We note that the word"processkhas many meanings, not the

limited ones offered in the proposed rule, especially for commercial

sector businesses which are primarily service type operations% Further,

the Conference Report language on P.L. 95-618 refers to installation in

an existing facility, and because the commercial sector of the

economy is not involved in chemical, physical or mechanical processes

as-described in the proposed rule, we think the course for the U.S.

government is to provide a more inclusive interpretation of com-

mercial processing rather than a limited one, especially since the

commercial sector uses between 15 and 16 percent of the total

annual U.S. energy consumption.

Wording in the Senate Report on the Energy Tax Act of 1978

reinforces this direction by suggesting that Congress did not intend

the credit to be limited to manufacturing operations in commercial

establishments. It defines automatic energy control systems

as equipment "used to control energy usage for environmental

space conditioning or for manufacturing processes in 'ays which

automatically minimize such energy usage..." Such a definition

implies that AECS are effective energy saver tools for AECS

environmental space conditioning wherever it occurs not just whore

a commercial manufacturing process (whatever that may be) takes

place. Only a contorted logic would call for a narrow definition

of"process"when the real goal for the United States is decreased

energy usage. The Senate Report language suggests the reasonable
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approach that credits be applicable to AECS A both manufacturin;

and nonmanufacturing commercial operations.

In the case of restaurants, AECS are first applied to

environmental space conditioning, usually a single unit- for both

the kitchen and service areas of a restaurant. In addition some

AECS are designed to monitor/control other energy use in a

restaurant. To divide the cost of the automatic control system

among its uses for a tax credit is difficult to do and an

inefficient way to run a tax credit program.

2. Incremental Cost Rule

The proposed rule would disallow a credit for that portion of

specially defined energy property, such as an automatic control system,

which performs an excluded function or a function other than

conservation. This proposed application is particularly trouble-

some if the narrow definition of commercial processing remains intact.

"Inpremental cost#" is defined by IRS in the proposed rule as

"that excess of the total cost of equipment over the amount that

woull be expended for the equipment if the equipment were not used

for the qualifying purpose." (Section (k)). This incremental cost

rule would be of less concern to the restaurant industry if'the

"commercial processing" definition were broader, however the concept

is unwieldy in principle and should not be retained. In the first

place "specially defined energy property'"cannot qualify for a

credit unless tke principal purpose of such property is reduction

of energy consumption or heat waste. (Section (f)(2)) In addition,

under the proposed approach Treasury would have those claiming a

tax credit calculate what the cost of it separate unit for non-

qualifying functions would be, then subtract that amount from

the cost of the comprehensive unit. However, a separate unit
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might be more expensive than the portion of a comprehensivL unit

that covered a non-qualifying function. Thus, the allowa.bk ta:

credit would be reduced even further. We fail to understand why

IRS proposes such complex definitions and rule applications when

the purpose should be to offer incentives to U.S. business to

convert to energy efficient operations by 1984 or earlier. We

suggest that the Section (k) be revised to provide for a full tax

credit if less than 10 percent of a piece of equipment is used

for a nonqualifying function, and to allow a percentage reduction

in tax credits based on the cost of the comprehensive (not separate)

unit, if a comprehensive unit covers from 11 to 49 percent of

nonqualifying functions.

3. Failure to Add to Specially Defined Energy Property List Undez

Secretary's Discretionary Authority

The proposed rule for "Investment Credit for Energy Property"

specifically states that the Secretary had not added to the list

of "specially defined energy property" because of changes made

by the windfall profits tax law (45 Federal Register 62499). The

document does not explain why this is so. However, because authority

for energy tax credits under the 1978 law will expire it seems to the

foodservice industry that the Secretary should move forward to make

additional items eligible for tax credits,particularly since the

windfall profits tax bill (P.L. 96-223) tightens the criteria that

must be met to make equipment eligible for such credits. Tihe Ni-A

is seeking additions of equipment to this list including:

O(K) a flash steam recovery system,

O(N) a recovered heat storage system,.
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0(o) any duct, pipe or vent, the principal

purpose of which is to exchange the air between

rooms to increase or decrease temperature,

O(P) a furnace replacement burner designed to

achieve a reduction In the amount of fuel consumed as

a resultof increased combustion efficiencyo

O(Q) a high efficiency electric motor,

O(R) a high efficiency steam boiler,

"(S) low pressure sodium lights#

O(T) heat recovery equipment installed

on oven and boiler stacks#

O(U) a timer to turn on and/or off energy

using equipment,

O(V) a device for automatically defrosting

refrigerator or freezer equipment,

O(W) a heat reclaim for hot water heating,

O(X) a device for modifying flue-openings

designed to increase the efficiency of operation

of the heating system,

"(Y) an electrical or mechanical furnace

ignition system which replaces a gas pilot light#

O(Z) a meter which displays the cost of

energy usage,
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O(MU) an automatic energy control

system, such as mixed air temperature reset

devices, cooling coil discharge temperature

reset devices, hot deck temperature reset de-

vices, economizer controls, enthalpy controls,

night setback thermostats, time clocks to start

and/or stop selected heating, ventilating, and

air-conditioning systems, refrigeration equip-

ment, hot water generators, and associated pumps

and fans, thermostatic radiator valves, and

central computer control systems, which adjust

--the supply of heating, cooling, and ventilation

to meet space conditioning requirements,

(B) a capacitor for power factor

adjustment,

*(CC) a roof sprayer,

f(DD) a direct fired food baking oven.

that replaces an indirect fired baking

oven or an oven that is more than 12

years old,'

"(EE) equipment used directly in the

preparation, storage, cooking, display, processing

or serving of food which consumes energy, such

as dishwashers, ovens, broilers, fryers, refrigerators,

freezers, and which replaces similar equipment

more than 12 years uld,

'(FF) any other property specified by an

energy auditor, who is trained and certified pur-

suant to grants made and minimum standards established

in accordance with section Sb3 of Public Law 96-294.



296

Conclusion

The National Restaurant Associatior, urges the IPS tc, M. t,.

the recommended changes to the proposed rule in order to assure

that the country approach maximum energy conservation during

the 1980's. Our industry supports the concept that all aspects

of substantial commercial energy conservation operations be

eligible for energy tax credits, that the incremental cost

concept be modified to provide a more straightforward appli-

cation and that the list of "specially defined energy property"

be expanded through use of the Secretary's discretionary

authority.

Senator WALLOP. Mr. Freedman.

STATEMENT OF DAVID FREEDMAN, DIRECTOR OF SERVICES,
GIANT FOOD, INC., REPRESENTING FOOD MARKETING INSTI-
TUTE, WASHINGTON, D.C.
Mr. FREEDMAN. Thank you, Senator. I am David Freedman of

Giant Food, based here in Landover, Md. We are a regional food
chain that serves the metropolitan.Washington and Baltimore mar-
kets. Today I am representing the Food Marketing Institute as
chairman of its energy committee.

The supermarket industry wants to help itself and it wants to
help America become energy independent. Senator Durenberger's
bill, S. 1288, is a constructive measure which will encourage energy
conservation. in our food stores by accelerating our industry's in-
vestment in energy saving equipment. It will accelerate this invest-
ment by helping us clear our company's ROI griddles, and it is
these economic guidelines that we need to keep our stores in good
financial health.

We are in a very competitive consumer-oriented business. Utili-
ties are now our second-highest controllable expense, an expense
for most of us that exceeds net profit after taxes. There is intense
competition within our companies for the allocation of ourt-limited
financial resources. Money that can be used to buy equipment to
reduce energy consumption can also be used to buy equipment to
increase sales. Bill 1288 will improve the attractiveness of conser-
vation investments and help furnish private capital needed to
pursue them.

Senator, we are proud of the clever and ingenious ways that our
newest supermarkets are using to save energy. Our new stores are
heated by waste heat reclaimed from the refrigeration system, and
these stores are air-conditioned by the cold air that escapes and is
captured from the refrigerated sales cases. Our energy committee
was fortunate enough last month to visit a store in Denver, Colo.,
where the entire store was heated and air-conditioned without any
backup air-conditioning or heating equipment. It was all done with
reclaimed heat and cold. As a matter of fact, waste heat from the
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ice cream compressors can heat the water to wash down and sani-
tize the work areas.

We have increased the thickness of roof insulation, reduced the
size of the front windows, and added vestibules and enclosed load-
ing docks to keep out cold and hot air. A new store typically uses
one-third less energy than one that was designed just 5 years ago.
However, we have a problem. The problem is that there are hun-
dreds of thousands of existing stores out there which were designed
when energy conservation was not a consideration and where the
economics are still not favorable to invest in energy saving equip-
ment. In these stores it is more cost beneficial to waste energy than
to install the expensive piping, valves, and controls necessary to
reclaim waste heat and cold air.

In these older stores we have, however, done the cheap and easy
things.-We. have relamped with reduced-wattage bulbs and have
told our employees to turn off the lights, close refrigerator doors,
and not to readjust the thermostats from their energy efficient
settings. To save more energy, however, we must engineer or re-
engineer our stores and spend money. Lots of money.

Bill 1288 will help tip the scales to make these conversions cost
effective. The supermarket industry wants to do its part to help the
country reach its priority goal of energy independence. To do so, we
need the tax incentive like our good customers enjoy in their
homes and our suppliers get in their factories and processing
plants. It is irrational for the Internal Revenue Service to discrimi-
nate against the commercial sector. A Btu saved is a Btu saved. A
barrel of OPEC oil used in a corner grocery store in Richfield, N.J.,
is no different than a barrel of OPEC oil used by General Motors in
Pontiac, Mich.

Bill 1288 should not be looked at as a cost to the Treasury, but as
a way to save millions of barrels of oil for our businesses, and,
more importantly, for our country.

Thank you very much.
Senator WALLOP. Thank you very much, Mr. Freedman.
[The prepared statement follows:J
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Good morning, I'm David Freedman, Director of Services

for Giant Food based in Landover, Maryland. Today I am

representing the Food Marketing Institute as Chairman of its

Energy Conservation Committee. FMI is a national nonprofit

trade association representing 1100 grocery companies. One

half of FlMl's membership operates one store. Eighty percent

operate ten stores or less, and all the major chains are also

members of FMI.

FMlI and its 1100 food retailer and wholesaler members are

very appreciative of the efforts of this subco mittee in

considering this legislation, and we especially would- like to

thank Senator Durenberger for recognizing the needs of the

commerical sector for energy savings. S. 1288 will not only

redirect a misguided IRS, but will provide the incentive for

food stores and other commercial buildings to make needed

purchases of energy conservation equipment.

As a result of the 1978 Energy Tax Act, only a few items

applicable to comercial buildings were eligible for tax credits.

The Internal Revenue Service issued.a ruling which not only

changed what was already on our accounting ledgers, but will

keep us from making future conservation purchases. IRS con-

cluded that the 1978 Act stipulated that eligible energy

conserving equipment be installed in connection with an industrial

87-48 0 - 82 - 20
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or commercial "process." IRS then ruled that commercial
"activities" are not commercial "processes."

According to the IRS rule, a food store would have to be

manufacturing or processing food in the store to qualify for

the credit.

The effect of the strict IRS interpretation has been to

virtually eliminate the entire commercial sector from any

energy tax credits. A BTU saved is a BTU saved, and it is

just as important to conserve this energy in the commercial

sector as it is in the industrial and residential sectors.

S. 1288 provides this equal treatment for the commercial sector

by allowing tax credits for commercial and retail activities,

such as the lighting systems in the food stores.

In addition, S. 1288 provides two other critical conser-

vation incentives. First, the bill itemizes a generic list of

eligible equipment. The equipment cited directly impacts the

major energy using equipment in commercial buildings. Food

stores wi-1l be able to make significant conservation improve-

ments in our major energy uses for refrigeration, lighting,

and heating and cooling. Insulation as well, is equally as

important for a food store and other commercial buildings as

it is for someone's home.

The reason we feel it important to include this list of
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equipment is simple. IRS has continuously taken a strict

approach in interpreting the 1978 Energy Tax Act. Without

specific listing in the legislation, we have every reason,

based on past experience, to believe we'll be right back where

we were with a misguided IRS. S. 1288 ensures that the IRS

must recognize specific items rather than allowing the Service

to misinterpret broad language.

The second critical conservation incentive provided by

S. 1288 is raising the tax credit to 20%. A question often

asked of food stores is that if our energy costs are so high

(and they are our second highest cost, below only labor),

wouldn't we invest without any credit at all, .or wouldn't

10% be adequate.

The answer is no. Let me first address why we need any

credit at all. When a new food store is built, it is easier

and more economical to install the types of energy conserving

equipment listed in the bill. For example, last month I

visited a new supermarket in Denver which used its food equip-

ment to heat and cool the store. Throughout the rest of the

country as well, new food stores are being built which use

the heat emitted by the refrigeration equipment to heat the

store air and water.

These conservation gains are economical to install in new

stores when being built. But for the upwards of 100,000 existing
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food stores, it is more economical to waste energy. With the

costs involved in retrofitting an existing food store, the

return on investment dictates that such retrofits are not cost

effective. This decision may be right for the business, but

it is certainly not in the national interest. Food stores and

other commercial buildings need a tax credit if energy con-

servation retrofits are to be a sound option for business.

The credit is even more critical for the small businessman.

-The second question we are asked is why a 20% credit. I

can answer this question from my own experience at Giant, one

which I am sure is shared by businesses of all sizes. Each

year there is only a limited amount of capital to spend. When

I submit a budget request to purchase energy conserving equip-

ment, I compete with other parts of my company for capital.

Frequently,, mine is a request to spend in order to save money

against one to increase sales. Quite frankly, a 10% credit

does little to enhance my request. But the 20% credit will

provide the difference on the return on investment with which

I can show management that it makes sound business sense to

invest in the energy conserving equipment.

S. 1288 makes all the difference in getting over the

financial hurdle preventing commercial buildings from installing

energy conservation equipment. S. 1288 gives food stores the

chance to make energy conserving investments now rather than

wait until the supply of energy changes drastically.

Thank you.



Senator WALLOP. Mr. Peabody.

STATEMENT OF ENDICOTT PEABODY, GENERAL COUNSEL,
NATIONAL MASS RETAILING INSTITUTE, NEW YORK, N.Y.

Mr. PEABODY. Thank you, Senator Wallop. In the interest of
saving time I will submit my statement and just emphasize one or
two points, if I may.

Senator WALLOP. By all means.
Mr. PEABODY. Mr. Chairman, my name is Endicott Peabody, and

I am general counsel to the National Mass Retailing Institute, a
trade association headquartered in New York which represents the
discount merchandising industry. NMRI has over 10,000 member
stores in 48 States and over $50 billion in annual sales. And after
the food people, we are the largest retailing organization in the
country.

We strongly support S. 1288, the Commercial Business Energy
Tax Credit Act of 1981 introduced by Senator Durenberger, and we
regret deeply that events on the Finance Committee prevented it
from coming up for consideration, as sponsored by the committee,
on the Senate floor. Indeed, had you been able to do so, undoubted-
ly it would have been passed.

We urge its adoption now to correct not only the misguided
energy regulations published earlier this year by the Treasury
Department but also to further the national goal of reducing our
dependence on foreign oil, as so well expressed by Senator Duren-
berger. The Durenberger bill will also expand the types of energy
conserving equipment which qualify for the credits as well as in-
crease the tax credit from 10 to 20 percent. .

Now, Mr. Chairman, the retail sector of the economy currently
accounts for approximately 15 percent of all energy consumed in
this country. It doesn't make sense to encourage conservation by
providing credits for some business or industry groups and arbi-
trarily denying them for others. While it may be economical to
install energy efficient systems in new stores that are being
planned, and this is being done; as is the case with the FMI, most
of our stores are of older vintage, and it just isn't economically
justifiable to retrofit or convert them without this incentive.

The bottom line is, without this incentive retailers simply will
not finance expensive retrofit systems in existing stores. We believe
that if you pass this bill, S. 1288 will result in saving the equiva-
lent of over 700 million barrels of oil over the life of the bill; so
that enactment of S. 1288 will provide retailers with the incentives
needed to invest now in energy conservation for existing stores and
buildings.

Mr. Chairman, both your statement and Senator Durenberger's, I
in behalf of my organization subscribe to fully, and I hope that
they are listened to at the other end of Pennsylvania Avenue as we
are listening to them here.

I am afraid that during the past several years the word "conser-
vation" has become a dirty word, a dirty word as a substitute for
the production of new energy. But as you well indicated, Mr. Chair-
man, conservation is a quick way of producing energy now, and a
quick and inexpensive way of producing it without having to put in
a great deal of investment. So this tax credit which is provided in
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S. 1288 is going to provide this new energy that can be used by
conservation for other purposes and save us a great deal of money.

The GAO came out recently, on September 29, with a report
which indicated that this country is just not prepared for an inter-
national oil crisis. Much of our attention is now on Egypt and the
Middle East, to try to protect our oil lines and our oil around the
Cape -of Good Hope, and we know it is a dangerous situation. One
of the things we should do first is to invest in conservation so to
insure that we will not be so energy dependent that a real major
crisis and perhaps a catastrophy can result.

I support fully your statements and hope that early action can be
taken by the Finance Committee and by the Senate, and that the
House can follow suit soon after.

Thank you.
Senator WALLOP. Thank you, Mr. Peabody.
[The prepared statement follows:J
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INSTITUTX

Mr. Chairman, my name is Endicott Peabody, and I am

General Counsel to the National Mass Retailing Institute

("NMRIO), a trade association headquartered in New York which

represents the discount merchandising industry. NMRI has

over 10,000 member stores in 48 states and over $50 billion

in annual sales. On behalf of NMRI, I am pleased to have

this opportunity to testify in support of legislation to

extend energy tax credits to retailers and other commercial

sectors of the economy.

NMRI strongly supports S. 1288, the Commercial Business

Energy Tax Credit Act of 1981 introduced by Senator Durenberger.

We urge its adoption to correct the misguided energy regulations

published earlier this year by the Treasury Department, as

well as to further the national energy goal of reducing our

dependence on foreign oil.

The Energy Tax Act of 1978 authorized tax credits to

encourage business to invest in specially defined energy-

saving equipment. On January 19 of this year, the Treasury

Department issued final regulations implementing the Energy

Tax Act which limit the credits to the industrial and

manufacturing sectors of the economy and arbitrarily exclude

retailers from eligibility. We believe these regulations,

issued on the last day of-the previous Administration, are

contrary to the legislative history of the 197_ Act, as well

as to the stated energy policy of this country.
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s. 1288 would clarify existing law to insure that the

retail sector of the economy is eligible for the same tax

credits as the industrial and manufacturing sectors. The

Durenberger bill, however, would also expand the types of

energy-conserving equipment which qualify for the credits,

as well as increase the tax credit from 10% to 20%. In

addition to automatic energy control systems which are

eligible under current law, commercial equipment such as

energy redistribution systems, energy-efficient lighting

systems, energy storage systems, energy-efficient refrigeration

equipment, as well as insulation would all qualify for the

business energy tax credit under the Durenberger bill.

The retail sector of the economy currently accounts

for approximately 15% of all energy consumed in this country.

It does not make sense to encourage conservation by providing

credits for some business or industry groups and arbitrarily

denying them for other groups. While it may be economical

to install energy efficient systems in new stores that are

being planned or built without the incentive of a tax credit,

most NMRI members operate stores of older vintage where it

is often not economically justifiable to retrofit or convert

existing energy equipment. This problem is greater for

retailers than for other groups, because as a labor

intensive industry which pays among the highest effective

N
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corporate income tax rates of any major business group, the

competing demands on a retailer's limited capital dictate

that energy conservation take second place to expenditures,

such as store expansion, which directly lead to increased

sales. The bottom line is that, without an economic incentive,

retailers simply will not 'finance expensive retrofit systems

in existing stores, and energy will continue to be wasted.

Indeed, by expanding energy tax credits and by making

the-commercial sector eligible to use them, it is estimated

that S. 1288 will result in saving the equivalent of over

700 million barrels of oil ovev the life of the bill. The

benefits to the country of savings of this magnitude are

substantial, and it makes no difference to the oil sheikdoms

from which sector of our economy they are derived.

Enactment of S. 1288 will provide retailers the incentives

needed to invest now in energy conservation for existing

stores and buildings. NMRI strongly supports prompt action

on S. 1288, not only to eliminate the discrimination in the

current regulations, but most importantly as an effective

way to reduce energy waste and lessen our-still dangerous

dependence on foreign oil.

Thank you very much.
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Senator WALLOP. Mr. Register.

STATEMENT OF FRANK 1). REGISTER, PRESIDENT, NATIONAL
ASSOCIATION OF RETAIL GROCERS OF TIlE UNITED) STATES,
RESTON, VA.
Mr. REOISTER. Thank you, Mr. Chairman. I am Frank D. Regis-

ter, President of the National Association of Retail Grocers of the
United States. With your permission I am accompanied by counsel
in Thomas Wayne. It is a pleasure for me to express our strong
support for the availability of energy tax credits for retail grocers
and other commercial energy users. NARGUS is a national non-
profit trade association representing approximately 40,000 owners
and operators of retail grocery stores of all sizes and all types.

With the advent of high energy costs, energy efficient equipment
has become essential to effective retail store operations. However,
the high interest rates of today's economy makes it extremely
difficult for independent retail grocers to invest in more efficient
equipment such as com puterized heat recovery systems. Borrowing
money at prime plus I or 2 percent is prohibitive. Independent
retail grocers do not have the same access to capital markets as
large concerns.

Combining the high interest rates with the Internal Revenue
Service's interpretation against specially defined energy property
tax credits for commercial facilities worsens independent grocers'
opportunities for improving operations.

On January 23, 1981, final IRS regulations for specially defined
energy property under the energy tax credit required installation
in an existing commercial facility and the principal purpose to be
reduction of energy consumed or heat wasted in a commercial
process. The equipment installed in connection with retail sales,
general office use, and residential use was held not to be a commer-
cial process. The present IRS interpretation discriminates against
commercial business, particularly in food retailing.

Proper control of the environment of a retail food store is essen-
tial to maintenance dnd preservation of food products. Develop-
ment of sophisticated heating, cooling and refrigeration equipment
systems enable efficient retail-food store energy consumption in
such a necessary environment. However, in today's economy, with-
out the energy tax credit retail grocers are denied the benefit of an
important tax incentive to make the total investment. S. 1288
would define the eligibility for the energy tax credit to include
"industrial, retail, or commercial process, activity, building or
equipment." This would significantly clarify the IRS interpreta-
tions so that retail grocers would be able to make effective energy
conservation and investment decisions. In addition, eligible special-
ly defined energy property would be broadened to include energy
management systems, automatic equipmentsetting controls, heat
pumps, energy-redistribution systems, programmable timers, refrig-
eration equipment devices, and others.

Especially important is the proposal that the energy tax credit be
increased to 20 percent through 1986. This would be a major finan-
cial incentive to encourage retail grocers to implement energy
conservation measures.
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NARGUS wishes to take this opportunity to make four recom-
mendations regarding the legislation pending.

S. 1288 establishes retail grocers' eligibility for the specially de-
fined energy property tax credit by removing the dependency on
commercial process and basing the connection on an existing indus-
trial, retail or commercial process, activity, facility, building, or
equipment. Correction of the IRS interpretation should be retroac-
tive to the effective date of the Energy Tax Act of 1978.

Two, the energy investment tax credit for the specially defined
energy property is scheduled to expire December 31, 1982.
NARGUS strongly recommends extension of the energy tax credit
through 1986. The need for incentives for energy efficiency and
conservation continues as a national priority.

Three, increasing the energy tax credit from 10 percent to 20
percent is especially important to small- and medium-sized retail
grocers. Retail grocers require a favorable tax policy to improve
energy systems in stores.

And, finally, S. 1288 provides a clear list of eligible energy prop-
erty so that a further IRS interpretation would not defeat the
purpose of the legislation.

We thank you for the privilege of being here, Senator.
Senator WALLOP. Thank you, Mr. Register.
[The prepared statement follows:]
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STATEMENT

ON

ENERGY TAX CREDITS

BY

FRANK D. REGISTER, PRESIDENT

NATIONAL ASSOCIATION OF RETAIL GROCERS OF THE UNITED STATES-

BEFORE

SENATE FINANCE SUBCOMMITTEE

ON ENERGY AND AGRICULTURAL TAXATION

October 19, 1981

Mr. Chairman and members of the committee, I'm Frank D. Register,

President of the National Association of Retail Grocers of the United

States (NARGUS). It is a pleasure for me to express NARGUS' strong

support for the availability of energy tax credits for retail grocers

and other commercial energy users.

NARGUS is a national nonprofit trade association representing

approximately 40,000 owners and operators of retail grocery stores.

NARGUS members own and operate supermarkets, small and medium size

grocery stores, box stores, warehouse stores, and convenience stores.

NARGUS members serve rural, suburban, urban, and inner-city communities.

Energy costs are a significant factor in the operation of retail

food stores. It has become commonplace for retail grocers to report

energy costs exceeding rent. In general, 12 percent of a retail food

store's total energy consumption is used for heating and cooling, 20

percent is utilized Jor lighting, and over 57 percent for refrigeration

equipment, including fans and anti-sweat devices.
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With the advent of high energy costs energy efficient equipment has

become essential to effective retail store operations. However, the

high interest rates of today's economy makes it extremely difficult for

independent retail grocers to invest in more efficient equipment, such

as computerized heat recovery systems. Borrowing money at prime plus

one or two percent is prohibitive. Independent retail grocers do not

have the same access to capital markets as large concerns.

Combining the high interest rates with the Internal Revenue Ser-

vice's interpretation against specially defined energy property tax

credits for commercial facilities worsens independent grocers' oppor-

tunities for improving operations.

On January 23, 1981 final IRS regulations for specially defined

energy property under the energy tax credit required installation in an

existing commercial facilIty and the principal purpose to be reduction

of energy consumed or heat wasted in a commercial process. Equipment

installed in connection with retail sales, general office use, and

residential use was held not to be commercial process.

The present IRS interpretation discriminates against commercial

business, particularly food retailing.

Proper control of the environment of-a retail food store is essen-

tial to maintenance and preservation of food products. Development of

sophisticated heating, cooling, and refrigeration equipment systems

enable efficient.-retail food store energy consumption in such a necess-

ary environment. However, in today's economy without the energy tax

credit retail grocers are denied the benefit of an important tax in-

centive to make the investment.

The importance of the energy tax credit to the retail food industry
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has been recognized by members of Congress. Several measures have been

introduced by members of Congress to clearly establish commercial busi-

nesses' eligibility for the energy tax credit. S. 475 and S. 1288 have

been introduced by Senator David Durenberger (R.MN), S. 750 is sponsored

by Senator Malcolm Wallop (R.WY), H.R. 1378 has been introduced by

Representative Bill Frenzel (R.MN).

S. 475 and H.R. 1378 would change the emphasis from commercial

process to commercial activity to correct the IRS interpretation. S.

750 would also make "activities" eligible for the energy tax credit

under specially defined energy property, although the primary emphasis

is on industrial use.

S. 1288 would define the eligibility for the energy tax credit to

include "industrial, retail or commercial process, activity, building or

equipment." This would significally clarify the IRS interpretation so

that retail grocers would be able to make effective energy conservation

and investment decisions. In addition, eligible specially defined

energy property would be broadened to include energy management systems,

automatic equipment setting controls, heat pumps, energy redistribtion

systems, programable timers, refrigeration equipment devices, and others.

Especially important is the proposal that the energy tax credit be

increased to 20 percent through 1986. This would be a major financial

incentive to encourage retail grocers to implement energy conservation

measures.

NARGUS wishes to take this opportunity to make several recommenda-

tions regarding the legislation pending.
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1. S. 1288 establishes retail grocers' eligibility for ihe specially

defined energy property tax credit by removing the dependency

on commercial process and basing the connection on an "existing

industrial, retail or comercial process, activity, facility,

building or equipment." Correction of the IRS interpretation

should be retroactive to the effective date of the Energy Tax

Act of 1978.

2. The energy investment tax credit for specially defined energy

property is scheduled to expire Decmber 31, 1982. NARGUS strongly

recommends extension of the energy tax credit through 1986. The

need for incentives for energy efficiency and conservation continues

as a national priority.

3. Increasing the energy tax credit from 10 percent to 20 percent is

especially important to small and medium-sized retail grocers.

Retail grocers require a favorable tax policy to improve energy

systems in stores.

4. S. 1288 provides a clear list of eligible energy property so that

a further IRS interpretation would not defeat the purpose of the

legislation.



814

Senator WALLOP. Mr. Bailey.

STATEMENT OF JOHN BAILEY, VICE PRESIDENT OF PUBLIC
AFFAIRS, ACCOMPANIED BY PAMELA MAGADANCE, MAN.
AGER OF FEDERAL TAX RESEARCH, CORPORATE TAX DE-
PARTMENT, REPRESENTING HONEYWELL, INC., MINNEAPO.
LIS, MINN.
Mr. BAILEY. Thank you. I am John Bailey. With me is Pamela

Magadance. We represent Honeywell, Inc, a leading supplier of
energy controls for residential and commercial buildings and a
pioneer in totally automatic control systems. In addition to the
products we manufacture, we also offer installation and mainte-
nance services for controls in commercial buildings. Pamela is the
manager of Federal Tax Research in our Corporate-Tax Depart-
ment and is present to assist me in answering any of your ques-
tions.

My position at Honeywell is vice president of the Energy Prod-
ucts Center. This center is responsible for the sale of energy-man-
agement controls and systems For commercial, industrial, and insti-
tutional buildings. We sell our systems through authorized energy-
management distributors who, in turn, sell them to contractors.
These contractors sell the systems to the building owners. So our
energy controls end up in restaurants, hotels, motels, supermar-
kets, office buildings, and various retail stores owned by individ-
uals, franchises, and corporations.

Mr. Chairman, Honeywell believes that energy tax credits have
been effective in promoting the national goal of energy conserva-
tion. I would like to use my limited time before this subcommittee
to speak about one specific provision of S. 1288 and S.-750 which
also makes up a separate bill which Senator Durenberger has
introduced. That provision would correct what we believe to be an
erroneous interpretation of the business energy tax provisions of
the Energy Tax -Act of 1978.

We are concerned with the definition used for the term "com-
mercial process." Almost 2 years after the credit was enacted and
our customers' customers had been claiming the credit, the IRS
adopted an unusually restrictive interpretation of the word "proc-
ess,' to deny the credit to systems used in commercial buildings
such as retail stores and office buildings.

A heating, ventilating and -air-conditioning system can be viewed
as a process, since it processes the air furnished to our building,
either heating or cooling it as required. After reading the statute,
committee reports and conference reports, we believe Congress's
intent at the time the energy credit was instituted was clearly to
encourage energy conservation, and the credits should be received
by all industrial and commercial establishments that install the
energy-saving equipment as specified in the law. Since there are no
apparent energy tax or policy considerations which support the
interpretation proposed by the IRS, we recommend that the words"commercial process" be replaced with the words "commercial ac-
tivity."_

My company has demonstrated over and over again that auto-
matic energy control systems save energy, and lots of it. Yet, try as
we might, even with the aid of rapidly increasing energy costs, less
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than 5 percent of the commercial buildings in this country are
equipped with such controls today. At this time nothing will fur-
ther impede our painfully slow progress and that of our competi-
tors.more effectively than an inconsistent and mystifying regula-
tion which suddenly and unexpectedly reverses our customers' ex-
pectation for tax credits, an expectation that seemed reasonable
after reading the statute.

Building owners in the past have not been motivated to make
investments in this type of equipment for many different reasons,
among them: years of cheap, available energy leading to compla-
cency. Second, energy cost pass-through clauses in leases prevent
owners from benefiting from energy savings investments; and-alter-
native uses for capital have appeared more attractive, recently.
Other reasons include the recent recession, high interest rates and
inflation, all taking what available capital there is.

-Therefore, cash fow is a primary concern to the owners of com-
mercial buildings, and the impact of tax credits is particularly

--- prounced on the business's cashflow. The availability or non-
availability of these credits has a major impact on the decision to
invest or not invest in automatic energy control equipment.

If our country had decades in-which to tap the energy that could
---be--made available through these systems, then the marketplace

operating through increasing energy prices would be a sufficient
inducement to invest in conservation. But it seems that Congress,
in enacting the Tax Act of 1978, did not believe that the country
could wait for the marketplace alone to make the retrofit possible.

Pam and I will be happy to answer any questions that you may
have.,

Senator WALLOP. Thank you very much, sir.
[The prepared statement follows:]

87-648 0 - 82 - 21,
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TESTIMONY TO THE SENATE FINANCE COMMITTEE'S

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

ON S. 1288 AND S. 750

ON THE BUSINESS INVESTMENT CREDIT FOR ENERGY PROPERTY

OCTOBER 19, 1981

BY
JOHN BAILEY

HONEYWELL INC.

MINNEAPOLIS, MINNESOTA

GOOD MORNING, LADIES AND GENTLEMEN. I AM JOHN BAILEY, AND WITH ME

IS PAMELA MAGADANCE. WE REPRESENT HONEYWELL INCORPORATED, THE

SEVENTY-NINTH LARGEST INDUSTRIAL CORPORATION IN THE UNITED STATES.

HONEYWELL IS A LEADING SUPPLIER OF AUTOMATIC ENERGY CONTROL

SYSTEM , FOR BOTH COMMERCIAL AND RESIDENTIAL BUILDINGS. WE'VE BEEN

A TOP SUPPLIER OF ENERGY CONTROLS FOR COMMERCIAL BUILDINGS SINCE

THE 1940'S AND PIONEERED THE INTRODUCTION OF TOTALLY AUTOMATIC

CONTROL SYSTEMS IN THE EARLY SO'S. IN ADDITION TO THE PRODUCTS WE

MANUFACTURE, WE ALSO OFFER A FULL LINE OF INSTALLATION AND

MAINTENANCE SERVICES FOR CONTROLS IN COMMERCIAL BUILDINGS.

PAMELA IS TIlE MANAGER OF FEDERAL TAX RESEARCH IN OUR CORPORATE TAX

DEPARTMENT AND IS PRESENT TO ASSIST IN ANSWERING YOUR QUESTIONS.

MY OWN POSITION AT HONEYWELL IS VICE PRESIDENT OF ENERGY PRODUCTS

CENTER. THIS CENTER IS RESPONSIBLE FOR THE MANUFACTURE AND SALES

OF ENERGY MANAGEMENT CONTROLS AND SYSTEMS FOR COMMERCIAL, IN-

DUSTRIAL, AND INSTITUTIONAL BUILDINGS. OUR PRODUCTS INCLUDE

EVERYTHING FROM THERMOSTATIC RADIATOR VALVES WHICH CONTROL THE



817

TEMPERATURE SETTING OF STEAM AND WATER RADIATORS, TO VERY

SOPHISTICATED LOAD MANAGEMENT SYSTEMS WHICH CONTROL THE HEATING,

VENTILATION, AIR CONDITIONING, REFRIGERATION, AND LIGHTING

SYSTEMS TO PROVIDE ENERGY SAVINGS.

-THE ENERGY PRODUCTS CENTER SELLS AUTOMATIC ENERGY CONTROLS

DELIVERED, THAT IS UNDER A TWO STEP DISTRIBUTING SYSTEM. WE SELL

OUR ENERGY MANAGEMENT SYSTEMS TO AUTHORIZED ENERGY MANAGEMENT

DISTRIBUTORS WHO SELL TO CONTRACTORS. THESE CONTRACTORS (AND,

BY THE WAY, WE'VE TRAINED OVER 2,000 INDEPENDENT CONTRACTORS TO

BECOME SPECIALISTS IN THE INSTALLATION AND APPLICATION OF ENERGY

MANAGEMENT CONTROLS) SELL THE SYSTEMS TO THE BUILDING OWNER. SO

OUR ENERGY CONTROLS END UP IN RESTAURANTS, HOTEL MOTELS, SUPER-

MARKETS, OFFICE BUILDINGS, AND VARIOUS RETAIL STORES OWNED BY

INDIVIDUALS, FRANCHISES, AND CORPORATIONS.

MR. CHAIRMAN, HONEYWELL BELIEVES THAT ENERGY TAX CREDITS HAVE BEEN

EFFECTIVE IN PROMOTING THE NATIONAL GOAL OF ENERGY CONSERVATION.

MANY OF THE OTHER PEOPLE ON THIS PANEL WHO TESTIFY TODAY WILL

SPEAK ON THE WISDOM OF EXPANDING THE PRESENT ENERGY TAX CREDITS TO

MAKE THEM MORE EFFECTIVE.

I WOULD LIKE TO USE MY LIMITED TIME BEFORE THIS SUBCOMMITTEE TO

SPEAK ABOUT ONE SPECIFIC PROVISION IN S. 1288 AND S. 750 -- AND

WHICH ALSO MAKES UP A SEPARATE BILL, S. 475. THAT PROVISION WOULD

CORRECT WHAT WE BELIEVE TO BE AN ERRONEOUS INTERPRETATION OF THE

BUSINESS ENERGY TAX PROVISIONS OF THE ENERGY TAX ACT OF 1978.
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WE ARE CONCERNED WITH THE DEFINITION USED FOR THE TERM "COMMERCIAL

PROCESS." UNDER THE REGULATIONS ISSUED BY THE IRS, AUTOMATIC

ENERGY CONTROL SYSTEMS, INSTALLED IN RETAIL, OFFICE, AND OTHER

COMMERCIAL BUILDINGS, WOULD NOT BE ELIGIBLE FOR AN ENERGY TAX

CREDIT.

ALMOST TWO YEARS AFTER THE CREDIT WAS ENACTED AND OUR CUSTOMERS'

CUSTOMERS HAD BEEN CLAIMING THE CREDIT, THE IRS ADOPTED AN UN-

USUALLY RESTRICTIVE INTERPRETATION OF THE WORD "PROCESS" TO REACH

A RESULT AT VARIANCE WITH THE CONGRESSIONAL INTENT AS EXPRESSED

IN THE COMMITTEE REPORTS.

THE LANGUAGE OF THE STATUTE DOES NOT COMPEL THIS RESULT. A

HEATING, VENTILATING AND AIR CONDITIONING SYSTEM CAN BE VIEWED AS

A PROCESS, SINCE IT PROCESSES THE AIR FURNISHED TO A BUILDING,

EITHER HEATING OR COOLING IT AS REQUIRED.

ANY AMBIGUITY IN THE LAW SHOULD BE RESOLVED IN INTERPRETING THE

STATUTE IN LIGHT OF ITS PURPOSE. THERE IS NO CONCEIVABLE PURPOSE

SERVED BY DRAWING A DISTINCTION FOR PURPOSES OF ENERGY CREDITS

BETWEEN A LAUNDRY AND SHOPPING CENTER.

WE BELIEVE CONGRESS' INTENT AT THE TIME THE ENERGY CREDIT WAS

INSTITUTED WAS CLEARLY TO ENCOURAGE ENERGY CONSERVATION, AND THE

CREDIT SHOULD BE RECEIVED BY ALL INDUSTRIAL AND COMMERCIAL

ESTABLISHMENTS THAT INSTALL THE ENERGY SAVING EQUIPMENT SPECIFIED

IN THE LAW.
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SINCE THERE ARE NO APPARENT ENERGY, TAX, OR POLICY CONSIDERATIONS

WHICH SUPPORT THE INTERPRETATION PROPOSED BY THE IRS, WE

RECOMMEND THAT THE WORDS "COMMERCIAL PROCESS" BE REPLACED WITH

THE WORDS "COMMERCIAL ACTIVITY."

/

AN AUTOMATIC ENERGY CONTROL SYSTEM IN A LARGE COMMERCIAL BUILDING,

MONITORS, SCHEDULES, AND CONTROLS THE ENERGY-CONSUMING EQUIPMENT

IN THAT BUILDING. THESE SYSTEMS SAVE 25 TO 30 PERCENT OF THE

ENERGY USED IN SUCH BUILDINGS BY: PROPER SCHEDULING (TURNING

EQUIPMENT ON AND OFF AT THE PROPER TIME); DUTY CYCLING (TURNING

EQUIPMENT OFF FOR SPECIFIED PERIODS EVERY HOUR); USING OUTSIDE

AIR WHEN THE TEMPERATURE AND HUMIDITY ARE WITHIN PROPER RANGES;

AND BY CONTROLLING THE BUILDING'S CENTRAL-PLANT. THIS CAN ALL BE

DONE WITH NO LOSS OF COMFORT TO TIlE PEOPLE WITHIN THE BUILDING.

DOCUMENTED CASES OF SUCH CONSERVATION ARE AVAILABLE UPON REQUEST.

IN ADDITION, ON-SITE DECENTRALIZED ENERGY MANAGEMENT AND LOAD

CONTROL SYSTEMS OFFER SIMILAR ENERGY SAVINGS.

MY COMPANY HAS DEMONSTRATED OVER AND OVER AGAIN THAT AUTOMATIC

ENERGY CONTROL SYSTEMS SAVE ENERGY AND LOTS OF IT. YET TRY AS WE

MIGHT, EVEN WITH THE AID OF RAPIDLY INCREASING ENERGY COSTS, ONLY

A TINY FRACTION OF THE COMMERCIAL BUILDINGS IN TillS COUNTRY ARE

YET EQUIPPED WITH SUCH CONTROLS. AT THIS TIME, NOTHING WILL

FURTHER IMPEDE OUR PAINFULLY SLOW PROGRESS, AND THAT OF OUR

COMPETITORS, MORE EFFECTIVELY THAN AN INCONSISTENT AND MYSTIFYING

REGULATION WHICH SUDDENLY AND UNEXPECTEDLY REVERSES OUR CUSTOMERS'

EXPECTATIONS FOR TAX CREDITS: AN EXPECTATION THAT SEEMED REASONABLE

AFTER READING THE STATUTE.
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BUILDING OWNERS IN THE PAST HAVE NOT BEEN MOTIVATED TO MAKE THE

INVESTMENT IN THIS TYPE OF EQUIPMENT. THERE ARE A NUMBER OF

REASONS FOR THIS:

* YEARS OF CHEAP, AVAILABLE ENERGY LED TO COMPLACENCY;

ENERGY COST PASS-THROUGH CLAUSES IN LEASES PREVENT

OWNERS FROM BENEFITTING FROM ENERGY SAVINGS INVESTMENTS;

- * ALTERNATE USES FOR CAPITAL HAVE APPEARED MORE ATTRACTIVE.

TO DATE, HOWEVER, THE MARKET PENETRATION OF AUTOMATIC ENERGY

MANAGEMENT CONTROL SYSTEMS HAS BEEN MINIMAL. LESS THAN S PERCENT

OF ALL COMMERCIAL BUILDINGS HAVE INSTALLED ANY KIND OF AUTOMATIC

CONTROLS FROM ANY MANUFACTURER. THE RECESSION, HIGH INTEREST

RATES AND INFLATION HAVE ALL LIMITED THE AVAILABILITY OF CAPITAL

FOR INVESTMENT IN CONSERVATION.

THEREFORE, CASH FLOW IS A PRIMARY CONCERN TO OWNERS OF COMMERCIAL

BUILDINGS AND THE IMPACT OF TAX CREDITS IS PARTICULARLY PRONOUNCED

ON THE BUSINESS'S CASH FLOW. THE AVAILABILITY, OR NON-AVAILABILITY,

OF THESE CREDITS HAVE A MAJOR IMPACT ON THE DECISION TO INVEST, OR

NOT TO INVEST, IN AUTOMATIC ENERGY CONTROL EQUIPMENT. COMMERCIAL

BUILDING OWNERS WILL DEMAND CASH FLOW ANALYSIS BEFORE PURCHASING

THESE SYSTEMS AND A 10 PERCENT TAX CREDIT CAN GREATLY IMPROVE CASH

FLOW.

IF OUR COUNTRY HAD DECADES IN WHICH TO TAP THE ENERGY THAT COULD BE

"MADE AVAILABLE THROUGH THESE SYSTEMS, THEN THE MARKET PLACE,

OPERATING THROUGH INCREASING ENERGY PRICES, WOULD BE A SUFFICIENT

INDUCEMENT FOR BUSINESSES TO INVEST IN CONSERVATION. BUT-IT SEEMS

THAT CONGRESS, IN\ENACTING THE ENERGY TAX ACT OF 1978, DID NOT

BELIEVE THAT THE COUNTRY COULD WAIT FOR THE MARKETPLACE ALONE

TO MAKE RETROFIT PROFITABLE.

PAM OR I WOULD BE HAPPY TO ANSWER ANY QUESTIONS YOU MAY HAVE.

THANK YOU.
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Senator WALLOP. Senator Durenberger?
Senator DURENBERGER. Mr. Bailey, can you believe that the Sen-

ator from Iowa, on my right, does not know where Iowa is going to
be beaten by Minnesota next Saturday? [Laughter.]

Mr. BAILEY. I can't believe that.
Senator DURENBERGER. Let me ask you a couple of questions

about Honeywell, then I have some questions of the entire panel.
Approximately what percent of Honeywell's business is in energy

conservation?
Mr. BAILEY. In energy conservation, we usually talk about energy

conservation or energy driven, and that means it relates directly to
the control of energy. That is about 50 percent.

Senator DURENBERGER. Fifty? All right. I remember that, during
the height of the 1979 crisis, oneywelI was actually hiring a lot of
people to produce clock thermostats and control systems. -Has that
business declined since the energy crisis went off the front pages?

Mr. BAILEY. That business, right now, due to the low level of
housing starts in the United State, has declined recently. Yes.

Senator DURENBERGER. What do you attribute that to?
Mr. BAILEY. Well, there is a decline in the awareness of the cost

of energy. I think the discomfort zone after a series of price in-
creases, people are going to live with it. Plus, the whole level of
housing starts today is declining. It is two effects. High interest
rates probably affect them both.

Senator DURENBERGER. And what about the President's state-
ment suggesting repeal of conservation credits? In your judgment,
what effect will that have on the market for control systems and
conservation devices?

Mr. BAILEY.. We believe that conservation credits are a positive
influence in the conservation of energy, and therefore, anything to
repeal that would be negative.

Senator DURENBERGER. Let me ask a couple of questions, then, of
the rest of the panel that relates to your particular businesses.

How much does the average business, in your particular line of
business, require as a rate of return to ustify an investment- in
energy-conservation properties, and what kind of payback period is
required in today's climate, and what kind of impact does a credit
of, say, 20 percent have on that payback period? I imagine this will
vary from one business to the other.

Mr. FREEDMAN. Senator, in the supermarket industry a typical
payback for energy-conservation improvements, on a simple basis is
2 years. With such a quick payback, we usually don't -et into the
more involved formulas. Without the energy-tax credit-it is the
engineers against the merchandisers, and the money will usually
be put into increasing sales rather than into increasing savings.
That is what usually happens. And we sincerely believe that the 20
percent credit will tip the scales, and it would be a big push on
energy-conservation measures.

Senator DURENBERGER. Mr. Krautkramer.
Mr. KRAUTKRAMER. I just walked through a fellow restaurateur's

restaurant. I -don't charge fees, but I know a lot of people in
Wisconsin in the restaurant business, and I have gone to help a
couple of them walk through their restaurants. I walked through a
restaurant larger than mine and recommended, for example, that
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little black box I talked about, a load-shedding device. Seven thou-
sand dollars. He would have to borrow the money to do that. So if
you are talking abottt borrowing money at 18 percent or 19 per-
cent, you are talking about at least a 22 or 23 percent return on
your investment. And I typically look at a payback period of 2
years, max, or 21/2, max.

I think the small individual business operator doesn't have-and
that is what we are getting at-he doesn t have that kind of bucks.
Now, I was talking before about $50,000 for a hood. I still can't
justify $50,000 for a hood; that's 5 percent of my total sales every
year. I can't justifyy that kind of an expense. I know it would save
money. I coud probably heat my whole restaurant with the heat I
would save, just what I am pumping outside right now. But I can't
justify that kind of expense, because I would have to borrow the
money at 18 percent, and without tax credits I may show a profit
at the end of the year, but there is no money in the kitty, mind
you. There is a profit on paper, but there is no money in the kitty.

Senator DURENBERGER. Thank you.
Does anyone else want to respond?
Mr. COATS. The hospitality or the hotel industry generally looks

at a payback similar to what is being referred to here, but we look
at something even up to maybe 5 years, and beyond that is totally
unacceptable. A 5-year payback for the company that I represent
has been an acceptable situation. But many of these things that we
are talking about, these energy-conservation things that we are
talking about, even exceed that time which, without the tax credit,
really removes the incentive completely for doing any of these
things, as far as the installation of this new technology that is in
the marketplace today.

Senator DURENBERGER. Anyone else?
(No response.]
enator DURENBERGER. I have one last question, Mr. Chairman.

This is the one that Packwood always pulls out on the Taxation
Subcommittee, and so I thought it is appropriate that we ask it
here. I think Mr. Register sort of addressed this when he took the
bill apart into some of the things that he did, and this is one of
those prioritization kinds of questions.

You know 475 overturns the IRS decision on energy control
systems, and in S. 1288 we add energy properties to the list. We say
that the principal purpose of investment does not have to be con-
servation, it just has to have an end result of conservation. We
extend the credit to 20 percent, and we change the sunset date
from 1983 to 1987.

From your various perspectives, would you react to the impor-
tance of each of these provisions and try to prioritize them for us,
if you can?

Mr. FREEDMAN. Senator, of course, the top priority is the 20
e rcent energy tax credit. We really wanted 30 percent, but we
ave empathy for the Treasury Department; and we thought 10

percent was too little; so we think 20 percent is the correct
number.

I would think, also, it is very important in your bill that there is
a laundry list of specific energy-saving requirements. We really
don't want our accountants to have to spend their time arguing
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with the Internal Revenue Service as to what is eligible and what
is not eligible, as happened in the past. So we believe that the
laundry list of specific items is extremely important to us.

Senator DURENBERGER. Any other reaction?
Mr. REGISTER. I would more or less agree with Mr. Freedman,

there. But we are concerned that the retail establishment, at least,
under the IRS regulation was discriminated against. So this bill
tends to rectify that, and hopefully also to go to 20 percent would
be our objective.

Mr. KRAUTKRAMER. The only thing I am saying is, for example,,
why would I replace that hood if it works perfectly? Or why would
I replace that dishwasher if it works perfectly, to save energy, if I
can't justify an economic return on it? In my small operation if I
am justifying that kind of an expense, I have to justify it on an
economic basis or I am going to be bankrupt 3 years down the pike.
So I have to include that 20-percent energy tax credit in my eco-
nomic justification. That is the only reason that I can replace that
piece of equipment. I will save energy, but the only way Ican do it
is if I can justify it economically. And I know energy is going to
cost more.

Wisconsin Electric Power has raised our rates 30 percent in the
last year, and Wisconsin Gas Co., 25 percent. With energy costs
going like that in our particular area, a lot of places can't ford to
stay in business. Now, I am talking about the small guy, who I
think is the backbone of our industry here in the United States.

Senator -DURENBERGER. Thank you very much, Mr. Chairman.
Senator WALLOP. Senator Grassley.
Senator GRASSLEY. First of all, I ask any or all of you, how much

of an incentive, now, is the energy tax credits for a decision to
proceed with energy conservation as opposed to 3 or 4 years ago
before energy was deregulated?

Mr. KRAUTKRAMER. I will give you a good example of that. I get
energy tax credits for insulating my home, which is next door to
my restaurant. I mean, it is two blocks away. So I thoroughly
insulated our home, and I am paying the same budget gas bill, if
you will, that I was 3 years ago. OK. Now, I don't get anything for
insulating my restaurant, because it is a commercial property. I
have done so, because we could afford to do it, No. 1, and I knew how
to do it, No. 2, because of my engineering expertise, and I could
identify it through a gas company scan, et cetera.

Now, what about owner-operators who don't have that ability,
didn't get a free gas company scan of their restaurant, who don't
have that expertise? They don't get energy tax credits for it, and
there they sit.

Senator GRASSLEY. All right. But the point of my question is that
the tax credit would be less of an incentive today than 4 years ago
when energy was controlled and there was not the incentive, be-
cause of higher costs today, to conserve.

Mr. KRAUTKRAMER. Well, I think decontrol of natural gas will be
a problem.

Senator GRASSLEY. Well, we have had some warning of the decon-
trol of natural gas in the last 4 years. But we have also had the
decontrol of oil in January of this year, completely decontrolled, or
even gradual decontrols since June of 1979.
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Mr. KRAUTKRAMER. Well, my point is, although my gasoline price
is staying the same, my-electrical bill and my gas bill are going up
30 percent a year or 25. So I can drive my car to get to my
restaurant, but I can't pay the electric bill once I get there.

Senator GRASSLEY. So you are saying that it will be just as much
of an incentive now, even though there is more of an incentive to
save just because costs are higher, cost of energy is higher?

Mr. KRAUTKRAMER. Well, I think if you couple. the two together,
then you are going to make it. But I have a lot of restaurants right
now, I talk to that 60 percent that are on their knees now because
of the economy, et cetera, et cetera, and the triple whammy of
higher energy costs, and anything we can do to help them is going
to help.

Senator GRASSLEY. Understand I am not trying to fault your
answer, I just want to know the comparative relationship in each
of your judgments.

Mr. COATS. I think a number of the no-cost, low-cost items that
we attended to early in the energy crisis and in the energy conser-
vation programs, this has all been accomplished pretty well. People
have done this, and without major problems, in the hotel/motel
industry. What we are talking about today are the things that you
have to lay out hard dollars or and justify the capital expenditure
for. Remember that the majority of your hotel/motel operators are
135-room size. These small operators just don't have that kind of
money to lay out. They can't pay the interest that they would have
to pay today to provide these items to do this additional savings, to
accomplish the energy savings that we are looking for. There has
to be some incentive up front, and this is provided for in S. 1288 as
I see it, to go ahead with the reset control systems, the retrofit
programs on boilers, and things of this nature, to really accomplish
that which is in the best interest of our Nation and our industry.

Mr. FREEDMAN. Senator, in the supermarket industry our utility
bills are running approximately 1 percent of gross sales. The indus-
try average for net profit after taxes is 0.98 percent, less than 1
percent. So we have a tremendous incentive to increase energy
savings. And this bill S. 1288 will just accelerate that. So I think,
as we said, it is good for the country, and it is good for our own
businesses.

Senator WALLOP. Thank you all very much. We will go on with
the remaining panels. We appreciate your testimony this morning.

I would ask that a letter and related documents from Senator
Kennedy be inserted in the record at the appropriate place.

Senator WALLOP. The next panel is a panel, for 3 minutes each,
Mr. David Thomas, vice president for Land Operations for Mustang
Production Corp.; Mr. Floyd Tuominen, sales manager, American
Hoist & Derrick, St. Paul, Minn., and deputy chairman of the
Waste Equipment Manufacturers Institute, representing the Waste
Equipment Manufacturers Institute, Washington, D.C.; Mr. M. J.
Mighdoll, executive vice president, National Association of Recy-
cling Industries, accompanied by Edward Merrigan; Mr. Morris
Hershson, president, National Barrel & Drum Association, Wash-ington, D.C.

Gentlemen, please proceed.
Mr. Thomas.
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STATEMENTS OF A PANEL CONSISTING OF DAVID L. THOMAS,
VICE PRESIDENT FOR LAND OPERATIONS FOR MUSTANG
PRODUCTION CO., REPRESENTING MUSTANG FUEL CORP.,
OKLAHOMA CITY, OKLA.
Mr. THOMAS. My name is David Thomas. I am vice president of

Mustang Production Co., a subsidiary of Mustang Fuel Corp. of
Oklahoma City, Okla. On behalf of Mustang I would like to thank
you, Chairman Wallop and the other members of the subcommit-
tee, for permitting us to express our views on Senate bill 750.

Mustang fuel is a privately held diversified energy company
which has over 30 years of successful history in the energy busi-
ness. In addition to our involvement in oil and natural gas produc-
tion and exploration, we are also involved in the production of
energy from waste-municipal solid waste, as well as industrial
waste. And it is this that has brought us to you today to present
our views.

Mustang believes that it is the appropriate function of the pri-
vate sector to lead the way on this financial risk-laden energy from
waste frontier. In the past Congress has made available some
energy-related tax credits to the private investor willing to assume
the financial risk associated with the development of alternative
energy projects. However, the time has come for the country to
become more aggressive in its drive for domestic energy independ-
ence.

To accomplish this goal, additional legislation must be adopted
that will encourage more private equity investment which, in turn,
will reduce public-debt financing. Mustang believes that Senate bill
750 is a major and comprehensive step in the right direction. By
increasing the energy investment tax credit to 20 percent, the bill
creates-a substantial economic incentive for private investors to
take the large and necessary financial risk associated with energy
and resource recovery projects.

In addition, I would like to make some comments regarding
section 4 of Senate bill 750, which I will elaborate more on in our
prepared statement:

No. 1, is that the definition of solid waste should be expanded to
include materials that are characterized as semi-solid and liquid.

No. 2, the definitions of recycling equipment, and alternate
energy equipment, should include equipment that not only con-
verts but also processes the solid waste into a fuel or useful energy.

No. 3, equipment used at a qualified small power production
facility or a qualified cogeneration facility should qualify for
energy investment tax credits and should not be deemed public
utility property.

In regard to section 2, the termination date for energy invest-
ment tax credits should be extended from December 31, 1986, to
December 31, 1990, to more realistically reflect the time needed to
plan and construct a facility using energy and resource recovery
equipment.

On behalf of Mustang, I wish to thank you for this opportunity
to present our position.

Senator WALLOP. Thank you very much, Mr. Thomas.
[The prepared statement follows:]
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Statement of David L. Thomas

Mustang Production Company

before the

Subcommittee on Energy and Agricultural Taxation

of the

Committee on Finance

My name is David L. Thomas And I am Vice-President for

Land Operations of Mustang Production Company, a subsidiary.

of Mustang Fuel Corporation. On behalf of Mustang, I would

like to thank Chairman Wallop and the other members of the

Subcommittee for this opportunity to express our views on S. 750,/

the Industrial Energy Security Tax Incentive Act of 1901.

Mustang is a privately held company headquartered in

Oklahoma City, Oklahoma, with over thirty years of

success in the energy industry. Mustang is involved in a

wide variety of energy related activities including oil and

gas exploration, natural gas processing and transmission,

pipeline research and construction, and crude oil transpor-

tation. In addition to its involvement in these more tra-

ditional energy resources, Mustang is. also playing a major -

role in the development of energy from waste. It is Mustang's

strong commitment to developing useful forms of energy from

America's vast resources of waste materials that generates

our interest in S. 750.

Mustang believes that it is the appropriate function

of the private sector to lead the way on the alternative

energy frontier. In the past, Congress has made available

some energy related tax credits to the private investor
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willing to assume the risks associated with the development of

alternative energy projects. However, the time has come for the

country to become more aggressive in its drive for domestic

energy independence. To accomplish this goal, additional

legislation must be adopted that will encourage private

equity investment and which, in turn, will reduce public

debt financing.

Mustang believes that S, 750 is a major and comprehensive

step in the right direction. By increasing the energy invest-

ment tax credit to 20 percent the bill creates a substantial

economic incentive for private investors-to assume the

large and necessary financial burdens associated with alterna-

tive energy projects. In addition, Mustang would take this

opportunity to provide the following other comments relating

to the provisions of Section 4 of S. 750 which deal with energy

investment tax credits for "recycling equipment," "alternative

energy property," and "public utility property."

I. Section 4(c): Recycling Equipment

Under present law, an energy investment tax credit can

be claimed for equipment that is used to sort and prepare,

or recycle solid waste to recover usable materials or to

convert "solid waste" into a useful form of energy. The

_existing Internal Revenue Code does not define "solid waste."

However, the Internal Revenue Service's regulations adopt the

following definition of solid waste contained in S 203(4) of the
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Solid Waste Disposal ACt:

"The term 'solid waste' means garbage, refuse, and
other discarded solid materials, including solid
waste materials resulting from industrial, commer-
cial, and agricultural operations, and from c9mun-
ity activities, but does not include solids ok dis-
solved materials in domestic sewage or other signi-
ficant pollutants in water resources, such as silt,
dissolved or suspended solids in industrial waste
water effluents, dissolved materials in irrigation
return flows or other common water pollutants."
Treas. Reg. S.103-8(f) (2) (ii) (6).

This definition does not clearly indicate whether the

tax credit is available for equipment which recycles otherwise

unusable materials that are found in a semi-solid or liquid

form into usable raw materials or forms of energy.

Mustang is in favor of the expanded definition of solid

waste contained in S. 750 which includes other discarded solid,

semi-solid and liquid materials, including materials resulting

from industrial, commercial, agricultural and community activi-

ties. This provision encourages the recycling of valuable

raw materials and energy sources that are not found in the

.solid form.

Furthermore, the existing language of I.R.C. 548(l)(6)(D)

indicates that equipment used in the "conversion" of solid

waste into a fuel or useful energy qualifies as recyc-

ling property. However, the statute does not define "conversion."

It is important to emphasize that the technology whereby solid

waste becomes a fuel involves no radical changes in the chemical

or physical characteristics of the source material. The tech-

nology essentially requires that the solid waste be sorted,

cleaned and shredded. As a result, Mustang believes that the
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refuse derived fuel ("RDF") technology is more accurately viewed

as "processing" the raw material into an essentially different

substance. Mustan is, therefore, in favor of the clarification

of the language contained in S. 750 which extends the credit

to equipment used for converting or processing solid waste

into a fuel. In addition, the bill provides that "recycling

equipment" includes property for unloading, transfer, storage,

sorting and preparation of solid waste. We feel that these

provisions will encourage investment and reduce the ambiguity

in the law as it now exists.

II. Section 4(a): Alternate Energy Property

The existing language of I.R.C. S48(1) (3) (A) (iii) states

that "alternate energy property" includes "equipment for conver-

ting an alternate substance into a synthetic liquid, gaseous,

or solid fuel."

Systems can be designed which burn solid waste in boilers

which power turbines for the generation of electricity. The

-- Fqt-pment used in this type of system would not qualify as

alternative energy property under the existing statutory language.

Consequently, Mustang supports the amendment contained in Section

4(a) (i) of S. 750 which extends the alternative energy tax

credit to equipment used to convert an alternate substance

"into electricity."

- Furthermore, in ito regulations relating to the existing

provisions of S48(l)(3)(A)(iii), the I.R.S. has stated that:
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"preparing an alternative substance for use as a
fuel or feedstock or for conversion into a fuel does
not create a new product if no chemical change occurs.
For example, pelletizing, drying, compacting, and
liquefying donot result in a new product if no chemi-
cal change occurs" Treas. Reg. S1.48(c) (2).

Given the requirements of Treas. Reg. Sl.48(c)(2), the equipment

used to process solid and liquid waste into usable fuels would

not qualify as "alternative energy property" unless the process

involved a chemical change in the original waste material.

As explained previously, the technology whereby solid waste

is turned into RDF does not involve such a chemical change;

rather, the technology essentially requires that the solid

waste be sorted, cleaned and shredded. As a result, Mustang

would advocate the deletion of the chemical change requirement

and the extension of the "alternative energy property" credit

to equipment which is used either to "convert or process" alter-

native substances into a synthetic fuel.

The provisions of Section 4(a) (4) of S. 750 would eliminate

the chemical change requirement in order for a substance to

qualify as an "alternate substance" by stating:

"The term 'alternate substance' includes...any
.other product produced from an alternate substance,
whether or not such produce has undergone a chemi-
cal change in the process of its production."

Mustang believes the language quoted above from Section

4(a) (4) does not adequately address the real problem associated

with the chemical change requirement since even under the existing

statute any substance other than oil, natural gas or any product

of oil or natural gas already qualifies automatically as an

"alternate substance." The problem to be rectified is whether
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a chemical change is required to "convert" an alternative sub-

stance into a "synthetic" liquid, gaseous, or solid fuel. By

adding the phrase "converting or processing" to the existing

language of I.R.C. 48(1)(3)(A) (iii), it would eliminate the

necessity to effect a chemical change in the original alternate

substance in order for the equipment used in the process to

qualify as "alternative energy property." Such a change, which

is not yet reflected in S. 750, would appear to be consistent

with the intent of S. 750's S4(a)(4).

III. Section 4(f): Public Utility Property

The existing energy investment tax credits for "recycling

property" and "alternative energy property" do not include

property which is "public utility property" as defined by Section

46(f) (5) of the Internal Revenue Code. This definition provides

that a facility is deemed tQ be a public utility if its rates

for either the furnishing or sale of electricity or steam have

been established or approved by a state or federal agency or

public service commission. The present rules implementing

the Public Utility Regulatory Policy Act of 1978, Pub. L. 95-

617 (Nov. 9, 1978), provide that rates for the sale of electri-

city or steam by a "qualified cogeneration facility" are not

subject to regulation by state regulatory authorities. 18 C.F.R.

Part 292, 45 Fed. Reg. 12214 (Feb. 25, 1980); 45 Fed. Reg.

17959 (March 20, 1980).

Section 4(f) of S. 750 would make it clear to private

investors that equipment used at a "qualified small power

87-448 0 - 82 - 22
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production facility" or a "qualified cogeneration facility"

will qualify for the energy investment tax credits and will

not be deemed "public utility property." Consequently, Mustang

supports this aspect of S. 750.

IV. Section 2: Termination Date for Credit

Section 2 of S. 750 extends the energy investment tax

credit available to "recycling equipment" and "alternative

energy property" from December 31, 1982 to December 31, 1986.

Mustang believes that in the case of recycling plants and in-

dustrial waste processing plants such a deadline may not be

realistic. Due to extensive feasibility studies and long-

term construction, the normal time span from conception to

operation of a plant using recycling equipment is from 3 to-

5 years. In addition, our experience has been that it takes

anywhere from 6 months to one year to obtain a sufficient

commitment to commence a feasibility study. The period of

availability for the tax credits should be extended to Decem-

ber 31, 1990 to insure adequate participation in the program

and to more realistically encourage construction of facilities

using energy recovery systems.

Thank you, Mr. Chairman, and members of the subcommittee

for giving me the opportunity to appear before you to express

our views.
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Senator WALLOP. Mr. Tuominen.

STATEMENT OF FLOYD TUOMINEN, REPRESENTING THE
WASTE EQUIPMENT MANUFACTURERS INSTITUTE, NATIONAL
SOLID WASTES MANAGEMENT ASSOCIATION, WASHINGTON,
D.C.
Mr. TUOMINEN. Mr. Chairman and Senator Durenberger. My

name is Floyd Tuominen, and I serve as deputy chairman of the
Waste Manufacturers Institute of the National Solid Wastes Man-
agement Association. As well, I am the sales manager of Fiber
Baler-Harris Division of the American Hoist & Derrick Co., St.
Paul, Minn., one of the Nation's leading companies in manufactur-
ing construction, energy, and recycling equipment used by the
waste industry to process solid waste and recycle materials.

Our experience shows that the energy tax credit has been a
positive incentive to small and large businesses to purchase equip-
ment for recycling, additionally contributing to energy'savings and
waste stream reduction.

The National Solid Wastes Management Association, composed
of more than 2,000 member waste-service and manufacturing firms,
has actively supported a reasonable program for solid waste man-
agement. Companies providing resource recovery facilities and
equipment and in recycled materials heartily endorse S. 750 and
urge this committee to approve this useful legislation as quickly as
possible. S. 750 increases the allowable energy tax credit to 20
percent and extends the eligibility period to December 31, 1986.
Both actions encourage investment in solid waste-to-energy facili-
ties, and in the materials recycling business. Additionally, it ex-
pands the definition of "recycling equipment" to include equipment
normally used in recycling operations.

The primary thrust of the energy tax credit is to stimulate
investment in materials and energy recovery to conserve energy.
Recycling aluminum saves 90 percent of the energy, pound for
pound. Other materials, while conserving energy on a smaller
scale, are achieving successes where markets are established.

Waste-to-energy combustion facilities provide needed energy for
local use. NSWMA advocates that real energy savings will be
achieved if these forces are encouraged. In conclusion, NSWMA
considers that there is a substantial justification for continuing and
expanding the energy tax credit. The Resource Conservation Recov-
ery Act of 1976 encourages resource recovery and recycling as one
of its goals. We believe with using the economic pull of the tax
system rather than the governmental push of grants and price
support programs, the Federal Government can provide a neutral
stimulus to the private sector to achieve increased rates of resource
recovery and reuse without disrupting the discipline of the compet-
itive marketplace.

Thank you for your time.
- Senator WALLOP. Thank you, Mr. Tuominen.

[The prepared statement follows:]
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SUMMARY OF
STATEMENT BEFORE THE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
OF THE

COMMITTEE ON FINANCE
U.S. SENATE

ON
INDUSTRIAL ENERGY SECURITY TAX INCENTIVES

S. 750

PRESENTED BY

Floyd Tuominen
Deputy Chairman, Waste Equipment Manufacturers Institute

NATIONAL SOLID WASTES MANAGEMENT ASSOCIATION

AND

Sales Manager, Fiber Baler-Harris Division, AMERICAN HOIST & DERRICK CO., INC.
St. Paul, Minnesota

October 19, 1981

I. Members of the NATIONAL SOLID WASTES MANAGEMENT ASSOCIATION:
(a) Construct and operate resource recovery facilities which
recover energy and materials from municipal solid wastes;
(b) Manufacture machinery used by entrepreneurs, many whom are
small businessmen, to recover and recycle materials from munici-
pal solid waste; and (c) Collect and recycle materials contribu-
ting directly to waste reduction and energy savings.

2. S. 750 will increase the allowable energy tax credit to twenty
percent and extend the eligibility period to December 31, 1986,
both actions encouraging investment in solid waste-to-energy
facilities and materials recycling businesses.

3. Experience of the members of the NATIONAL SOLID WASTES MANAGE-
MENT ASSOCIATION, in working with municipalities and bond
financiers, illustrate the beneficial influence of energy
tax credits in helping to attract investors to resource re-
covery projects.

4. Experience of members of the Waste Equipment Manufacturers In-
stitute of NSWMA demonstrate-the financial help provided to
small businesses through energy tax credits for the purchase
of recycling equipment.
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Mr. Chairman and members of the Comittee, my name is Floyd Tuominen

and I serve as Deputy Chairman of the Waste Equipment Manufacturers

Institute bf the NATIONAL SOLID WASTES MANAGE ENT ASSOCIATION as well as

Sales Mansger, Fiber Baler-Harris Division of AMEICAN HOIST & DERRICK

COMPANY in St. Paul, Minnesota, one of the nation's leading companies in

manufacturing construction, energy and recycling equipment used by the

waste industry to process solid waste and recycle materials. My company

supplies processing equipment used by the recycling industry throughout

the U.S. and beyond, to recover aluminum, metals, paper and other

materials from the waste stream. This equipment promotes energy savings

through recycling of materials. Our experience shows that the energy

tax credit has been a very positive incentive to small and large businesses

to purchase equipment for recycling, additionally contributing to energy

savings and vaste stream reduction.

Other member companies of NSWMA likewise are engaged in providing

facilities and in manufacturing equipment to recover energy and materials

from municipal solid wastes. Still other companies are engaged in the

collection of solid tastes and the physical separation and preparation

of materials for recycling. Growth of these companies in the resource

recovery and materials recycling industry has been coincident to imple-

-mentation of the federal solid waste programs created by the Solid Waste

-Disposal Act as modified by the Resource Conservation and Recovery Act

of 1976.
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The NATIONAL SOLID WASTES MANAGEKENT ASSOCIATION, composed of more

than 2,000 member waste service and manufacturing firms, the national

voice of the waste management industry, has actively supported a respon-

sible program for solid waste management. We have worked closely with

members and staff of the Environment and Public Works Comittee of the

Senate and its counterpart on the other side, with the U.S. EPA-and

Department of Energy, and their state regulatory counterparts.

The companies involved in providing resource recovery facilities

and equipment and in recycling materials heartily endorse S. 750 and

urge this Committee to approve this useful legislation as qu--kly as

possible. Specifically, we commend to your attention that portion of

the bill which amends the amount of the energy tax credit by increasing

the allowable credit from 1OZ to 20Z; which extends the eligibility

dates through December 31, 1986 for alternative energy property and

recycling equipment; and which expands the definition of recycling

equipment to include equipment normally used in recycling operations.

NSW A estimates that over 60 major communities nation-wide are

examining resource recovery facilities to solve their solid waste

disposal problems. These proposed facilities include waste-to-energy

combustion and materials processing/recovery systems. We project that

at least 15 'will either be under construction or in operation by 1986,

having solved the economic equation. This pace, which is perhaps slower

than the previous projections, will be the result of deliberate and



considered risk taking/sharing by the community and the private sector.

These communities are generally unable to fund projects vith general

obligation funds and must look towards revenue bonds to meet their

needs. Energy tax credits and Industrial development bonds are the two

incentives maiLcIpalities have in today's market to attract private

investment. Increasing the energy tax credit to 201 will significantly

Increase the private investment incentive.

We strongly support tho long term intent of Congress to provide

leadership and financial assistance in disposing of solid wate in an

environmentally safe manner and at the same time recovering salvageable

materials and energy.

Early attempts to promote resource recovery through federal assist-

ance programs tended to distort the free market-through grants loan

guarantees, and price support loans. We opposed these methods, viewing

thea as encouraging the spending of taxpayer dollars in direct compe-

tition with products and services offered by the private sector. We

believe, and endorse, the direction being taken by S. 750 to stimulate

private Investment through tax credits. This method of federal financial

participation tends to give needed solid waste disposal facilities which

capitalize on energy recovery and materials recycling technologies the

advantage they need in the competition to attract investors. Decisions

by municipalities are based on economic considerations of the project.

The federal participation is minimized and is appropriate.



The technology of resource recovery has gone through an important

shake down phase and no longer represents the chief impediment to

building these systems. However, the municipalities still face external

disincentives which prevent free market forces from recommending invest-

ments in the various resource recovery projects. Let me cite a few

examples.

We can report some substantial progress in one area: Authorizing

municipalities to enter into long-term contracts which are necessary to

procure these facilities (generally agreed to be most efficiently con-

structed and operated under terms of a full-service contract ,dth a

private waste management firm). As a result of the federal legislative

push under the RCRA, many states have made this change in their basic

statutes. -

Another issue which is being appealed at this moment to the U.S.

Supreme Court involves determination of a municipalities' rights and

limitations to legislatively direct the flow of all waste to a particu-

lar resource recovery facility. The amount of waste requiring disposal

is an essential ingredient in sizing any project. The problem of how

the waste stream to a facility is guaranteed, currently a disincentive

to investment in major resource recovery facilities, should be resolved

when the case is finally settled.

A third external disincentive is found in the public subsidies

available to competing fuels such as oil and natural gas. The Admini-
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stration Is taking steps to eliminate the public subsidies and, should

this policysucceed,_oil and gas will become more cost-competitive with

solid waste as a fuel.

We believe the biggest external disincentive to investment in re-

source recovey facilities is one which is fully within the capacity of a

responsible government to address. While we may complain about the

environmental damage caused by "open dumps" and improperly managed solid

waste landfills which cause pollution, we have not devoted the resource

nor mustered the political willpower to close down these "open dumps"

.which offer the chief competition to resouce recover facilities. These

"open dumps" are unfair competitors when in a free marketplace alongside

properly engineered sanitary landfills, balefills, and waste-to-energy

systems. Enforcement of existing and adequate disposal standards in

most states would have the twin salutory effects of eliminating these

environmental threats and stimulating an economic climate conclusive to

implementing resource recovery. Federal leadership has accomplished

many improvements in this area to date.

These external disincentives combine to frustrate the operation of

a free market. Until these market imperfections are eliminated, it is

unfair to expect the free and competitive marketplace in waste disposal

to alone offer incentives sufficient to attract investment capital to

build needed resource recovery systems.
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It to appropriate an necessary that government provide off-setting

inducements to investors in resource recovery facilities. These systems

are generally the most expensive single investment which a mnicipality

might make. Major plants generally cost over $100 million. While

developers can now take advantage of the new accelerated cost recovery

provisions of-the Economic Recovery Act of 1981, the 102 energy tax

credit remains as a special incentive to consider investments in re-

source recovery facilities. Clearly, a neutral stimulus such as the

energy tax credit is required to overcome the external disincentives of

the present imperfect marketplace.

The primary thrust of the energy tax credit is to stimulate invest-

ment in materials and energy recovery to conserve energy. Recycling

aluminum saves 952 of the energy, pound for pound. Other materials

recycling markets, while conserving energy on a smaller scale, are

achieving successes where markets are established. Waste-to-energy

combustion facilities provide needed energy sources for local use.

NSWHA advocates that real energy savings will be achieved if these

forces are encouraged.

Materials recyclers benefit from energy tax credits. Here, the tax

credits encourage entrepreneurs to risk establishing and expanding

existing business. This industry, while redirecting thousands of tons

of secondary materials back into the markets rather than into landfills,

has a long way to go as evidenced by the total amount of solid wastes
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being buried today. Extending the tax credit eligibility to 1986 for

recycling enterprises vili ensure continued progress.! Redefininig

recycling equipment simply recognizes the heavy outlays required for

capital equipment to process solid waste.

We project that the number of entrees into the recycling business

vii increase in the future. This projection is based on the very

positive and active interests in recycling equipment, markets, and

operations expressed by many of our small business members and by state-

ments from our manufacturer members who are providing this equipment.

We do not want to see this effort diminished.

We believe that the cost to the federal Treasury of the energy tax

credits (or even the expanded tax credit proposal) will not be as great

as some fear. Taxable revenues will be generated as the project, stimu-

lated by the tax credit succeeds. The Treasury will gain substantial

corporate and persona. income taxes and social security payments which

would not have been generated without these incentives. The tax credit

is a one time loss to the Treasury. However, if the project is success-

ful the Treasury can expect to be collecting significant revenues back

from the labor involved directly and indirectly both in the construction

of the facility and in the operation of the facility throughout its

life. We need a little "supply side" sensitivity among those making

these calculations.
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In conclusion, NSWKA considers that there is substantial justifi-

-cation for continuing and expanding the energy tax credit. The Resource

Conservation and Recovery Act of 1976 established as the goal of federal

solid waste management policy the encouragement of resource recovery and

recycling. We believe that using the economic "pull" of' the tax system-

rather than the government "push" of grants and price support programs,

the federal government can provide a neutral stimulus to the private

sector to achieve increased rates of resource recovery and reuse without

disrupting the discipline of the competitive marketplace.

Senator WALLOP. Mr. Mighdoll.

STATEMENT OF M. J. MIGHDOLL, EXECUTIVE VICE PRESIDENT,-
NATIONAL ASSOCIATION OF RECYCLING INDUSTRIES, AC-
COMPANIED BY EDWARD Ij. MERRIGAN, COUNSEL, REPRE-
SENTING NATIONAL ASSOCIATION OF RECYCLING INDUS-
TRIES, WASHINGTON, D.C.
Mr. MIGHDOLL. Thank you, Mr. Chairman. The membership of

the National Association of Recycling Industries, consisting of ap,
proximately 1,200 companies located throughout the United States
which are engaged in either the collection, processing, or industrial
utilization of recyclable metals, paper, textiles and rubber, strongly
supports S. 750 to the extent it proposes to increase the existing
recycling tax credit provided bythe Energy Tax Act of 1978 from
10 to 20 percent.

Industrial recycling of these recyclable materials results in dra-
matic energy savings, as well as resource conservation and allevi-
ation of severe solid waste disposal problems and spiraling disposal
costs throughout the United States. Utilization of recyclable alumi-
num, copper, paper, and steel, in place of their virgin material
counterparts, results in energy savings ranging from 60 to 95 per-
cent of the industrial energy required to produce the same prod-
ucts.

It is thus imperative to the Nation's resource and energy conser-
vation programs to maximize industrial recycling in the United
States.

Historically, Congress has provided tax benefits in the form of
depletion allowances and low capital gains tax rates to producers of
virgin raw materials while it simultaneously failed to provide any
tax incentive to competing industrial recyclers of the same basic
raw materials. In 1978 Congress finally provided an extremely
modest, tightly restricted 10-percent recycling tax credit to indus-
trial recyclers; but shortly thereafter, it reduced the capital gains
rate on competing virgin raw -materials in two steps, from 32
percent to 20 percent. Now it has been unfairly suggested that the
recently enacted recycling tax credit should be terminated.

S. 750 clearly comes at an appropriate time, to the extent it
proposes to increase the recycling tax credit from 10 percent to 20
pe nt In addition to the proposed increase from 10 percent to 20
p rn, however, three of the changes.in the existing recycling tax
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credit are imperative: One. The credit should be extended from the
end of 1982 at least to the end of 1986. In reality, it should be made
permanent, because the favorable tax benefits for virgin producers
are-permanent.

Two. The tax credit should be expanded to investments in recy-
cling equipment throughout the steel industry. There is no justifi-

---- tibn whatsoever for the present provision, which makes the
credit unavailable for the recycling equipment investments beyond
the scrap processing stage in the case of iron and steel.

And, finally, three, the credit should apply to all recycling equip-
ment investments, not merely to those where taxpayers can demon-
strate the investment results in increased recycling. All aluminum,
steel, copper, paper, and other recycling material operations result
in both resource and energy conservation. Thus, they are all essen.

-tial-to the Nation's resource and energy conservation effort, and
should all qualify equally for the credit.

Wr-over,the tax benefits for competing virgin material produc-
ers are not similarly restricted. Thus, there is no sustainable justi-
fication for such an artificial restriction on the recycling credit.

Thank you, Mr. Chairman.
Senator WALLOP. Thank you, Mr. Mighdoll.
[The prepared statement follows:]
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BEFORE .THE
SENATE FINANCE COMMITTEE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
WASHINGTON, D. C.

HEARINGS ON S. 750 AND 1288

STATEMENT
OF

M. J. MIGHDOLL, EXECUTIVE VICE PRESIDENT
NATIONAL ASSOCIATION OF RECYCLING INDUSTRIES, INC.

Mr. Chairman:

Thank you for scheduling this testimony today.

My name is M. J. Mighdoll. I am the Executive Vice

President of the National Association of Recycling Industries,

Inc. (NARI), whose offices are located at 330 Madison Avenue

in New York City.

NARI appears before the Committee for two purposes:

1. To support S. 750, introduced by Senator Wallop

and several other members of this Committee, to the extent it

proposes to increase the recycling tax credit provided by the

Energy Tax Act of 1978 from 107. to 20%. -

2. To urge the Congress, in any event, to preserve,

protect and necessarily expand the existing recycling tax credit

to include investments in all iron and steel recycling equip-

ment; and to remove the current unfair, debilitating restriction

which makes the credit available only in cases where industrial

recyclers can pro-ve that their investments will result in in-

creased recycling volumes.

These changes in existing law are vitally important

-1-



845

in view of the action Congress took earlier this year again to

reduce the already-low capital gains rate on profits derived

from the production of competing virgin industrial raw materials.

NARI AND THE RECYLCING INDUSTRIES IT REPRESENTS

NARI's membership consists of approximately 1,200 mem-

ber companies located throughout the United States, all of which

are engaged in either the collection, processing or industrial

utilization of recyclable metals, paper, textiles and rubber.

NARI's members include the relatively small recyclers

who collect and process recyclable materials and the relatively

large refineries that convert scrap into new copper; aluminum

smelters that produce ingots for castings and other fabricated

products; brass mills; smelters of lead and zinc; paper mills

and paperboard manufacturers; textile mills and rubber tire

manufacturers; and steel mills that recycle stainless steel into

bright, new stainless products.

The recycling industry has historically supplied the

nation with significant portions of its critical raw material

supplies, and thus the utilization of recyclable materials has

a profound impact-on the American economy. If industrial utili-

zation of recyclables did not exist at current levels, there

would not be enough raw materials to meet national demand, costs

of raw materials would soar, our primary resources would be

rapidly depleted and the United States would be more reliant

than it is now on undependable resource needs. Indeed, the De-

partment of the Interior estimates that within the next two

decades our nation will be dependent on overseas sources for

-2-
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more than half of almost all ofitLs industrial metal require-

ments and this serious problem is currently the subject of emer-

gency review by the Cabinet-level Task Force On Strategic

Materials.

Industrial utilization of recyclable materials thus

conserves our dwindling supplies of domestic virgin raw materials,

and where recyclables are used in place of virgin imports, our

nation's balance of payments position is substantially improved.

In addition, of course, when the U. S. recycling industry ex-

ports portions of our abundant surplus supplies of recyclables,

our balance of payments structure is again significantly improved.

INDUSTRIAL RECYCLING ALSO CONSERVES ENERGY,
IMPROVES THE ENVIRONMENT AND ALLEVIATES THE

SOLID WASTE DISPOSAL CRISIS CONFRONTING CITIES AND STATES
THROUGHOUT THE UNITED STATES

Industrial recycling also results in dramatic energy

savings. Several federal studies have established that utili-

zation of recyclable materials in place of competing virgin

counterpart materials reduces industrial energy consumption in

key energy-consuming industries as follows:

Percentage Reductions In
Energy Consumption Per Unit

Industries Of Production

Aluminum 95

Copper 70%

Paper 60 to 70

Steel 74%

Moreover, the industrial utilization of recyclables

instead of virgin counterpart materials simultaneously substan-

-3-
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tially reduces water and air pollution, as well as the volumes

of industrial water required to produce the same products.

Finally. industrial recycling provides significant re-

lief to cities and states throughout the nation in their con-

stant struggle against the "solid waste disposal crisis" and

skyrocketing solid waste disposal costs.

FEDERAL TAX LAWS HAVE- HISTORICALLY DISCRIMINATED AGAINST
INDUSTRIAL RECYCLERS AND THE ONLY TAX INCENTIVE
PROVIDED FOR RECYCLERS IS THE RECENT, EXTREMELY

MODEST RECYCLING TAX CREDIT NOW BEFORE THIS COMMITTEE
FOR CONSIDERATION

Numerous independent federal studies, including those

published by the Comptroller General of the United States, EPA

and the National Commission on Materials Policy, have repeated-

ly advised Congress that the federal tax laws seriously favor

industrial utilization (and thus depletion) of'virgin materials

over competing recyclable material counterparts.

The latest available tax expenditure statistics establish

that producers of virgin metals, minerals and paper manufactur -

ing raw materials receive federal tax benefits in the form of

depletion allowances and. low capital gains treatment of profits

which total approximately $800 million a year. Those statistics

were prepared when the capital gains rate was still 32%. It

has--since been reduced, first to 26, and just this year, to 20%.

Currently, therefore, the federal tax benefits provided to vir-

gin metals and paper producers undoubtedly exceed $1 billion

per year.

As indicated, this favorable tax treatment of virgin

metals and paper-producing raw materials has been in full force

-4-
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and effect for decades. On the other hand, until 1978, there

was no federal tax incentive of any kind to encourage taxpay-

ers to invest in new mills or equipment designed to utilize re-

cyclables. It is not at all surprising, therefore, that tax-

payers with a viable choice to make invested billions of dollars

in new virgin-oriented mills and-equipment and little or nothing

in recycling-oriented mills and equipment. This trend, which

is obviouslycontinuing today as the federal law laws provide

increasingly-favorable treatment to virgin producers, promises

to have a serious adverse impact over the years on our nation's

resource and energy conservation programs, and on the solid waste

disposal problems and costs which face state and local govern-

ments almost everywhere. The seriousness of the problemin

the metals and paper industries was emphasized by Chairman

Wallop when he introduced S. 750. He stated in the Congressional

Record for March 19, 1981, at page S2393:

". . .[]ndustry represents nearly 40-per-
cent of U. S. energy requirements, and industry
is the fastest growing energy-consuming sector in
the U. S. economy. Within the industrial sector,
the major process industries such as steel,
chemicals, aluminum, refining and paper account
for 70 percent of industrial energy use. The in-
tensity of energy use in the industrial sector,
particularly in the major process industries, makes
t possible to reap tremendous energy savings per

dollar of investment capital. Energy efficiency
investments in the industrial sector can provide
the biggest bang for the buck of any conservation
effort in the U. S. economy."

Based on this philosophy, which is irrefutably sound,

Congress finally provided an extremely modest, extraordinarily-

restricted Recycling Investment Tax Credit for industrial

-5-
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recyclers in the Energy Tax Act of 1978. That credit, equal

to only an extra 10% of recycling equipment investments in

solely those cases where investments would clearly result in

increased recycling volumes, was estimated by Treasury and

Joint Committee experts to be worth $28 million to recyclers

in 1979; $30 million in 1980; $34 million in 1981; apd perhaps

$37 million in 1982, when the credit expires, unless reenacted.

Compared to the $800 million to $1 billion or more

provided in federal tax benefits each year to competing producers

of virgin metals and paper-making raw materials, the Recycling

Tax Credit was patently a tiny concession to the clear, over-

whelming need for a maximum, all-out industrial recycling effort

in the 1980's.

Nevertheless, the new credit was a first, vitally im-

portant step forward - and considering the short time it has

been in existence, our members report it has already served as

an effective stimulant to increased industrial recycling in the

United States, even during a period of general economic uncer-

tainty and adversity.

THE NATION'S RESOURCE AND ENERGY. CONSERVATION PROGRAMS
AND SOLID WASTE DISPOSAL PROJECTS THROUGHOUT THE

UNITED STATES WOULD SUFFER SEVERELY IF THE RECYCLING
CREDIT WERE SUDDENLY TERMINATED NOW.

CONVERSELY, INDUSTRIAL RECYCLING INVESTMENTS WOULD
GROW AT A MUCH FASTER PACE IF THE CREDIT WERE INCREASED TO

20% AND BASELESS RESTRICTIONS ON ITS
AVAILABILITY WERE REMOVED

As stated above, the new Recycling Tax Credit has been

in full force for owly three (3) years. Larger investments,

based on its availability, are only now taking shape, and many
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are planned for 1982 and beyond which would have to be cancelled

with disastrous results if the credit were suddenly terminated

or not extended.

Also, as stated above, Congress has just expanded the

already-favorable tax treatment of profits from competing vir-

gin raw materials by reducing the capital 'gains rate, in two

steps,.from 32. to 20%.

Atcordingly, S. 750 clearly comes an an appropriate

time to the extent it proposed to increase the Recycling Tax

Credit from 10% to 20%. If the United States is to reach its

resource and energy conservation goals - and if industrial re-

cycling is to reduce the crushing volumes and costs of solid

waste disposal - the Recycling Tax Credit must be increased

in order to prevent the vast majority of investment dollars

from rushing headlong to the increasingly favorable tax .

atmosphere surrounding competing virgin raw material production

investments only.

In addition to the proposed iflcrease from 10. to 20%,

however, three (3).other changes in the existing Recycling Tax

Credit are imperative: -

1. The credit should be extended from the end of

1982 at least to the end of 1986. In reality, it should be

made permanent because the favorable tax benefits for virgin

producers are "permanent" - i.e., they are not restricted to

just a few years, and they have already been in" force for de-

cades.

2. The credit should be expanded to investments in

-7-
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recycling equipment throughout the steel industry. There is

no justification whatsoever for the present provision which

makes the credit unavailable for recycling equipment invest-

ments beyond the scrap processing stage.

3. Finally, the credit should apply to all recycling

equipment investments, not merely to those whe-r. taxpayers can

demonstrate the investment will result in "increased recycling."

All aluminum steel, copper, raver and other recycling material

operations result in both resource and energy conservation.

Thus, they are all essential to the nation's resource and energy

conservation, effort, and they should all qualify equally for the

credit. Moreover, the tax benefits for competing virgin material

producers are not similarly restricted. Thus, there is no sus-

tainable justification for such an artificial restriction on -

the recycling credit.

CONCLUSION

For the foregoing reasons, therefore, NARI favors S. 750

to the extent it proposes to increase the Recycling Tax Credit

to 20%, and NARI urges the Committee favorably to report that

proposal with the additional provisions about which I just

testified.

-8-
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Senator WALLOP. Mr. Hershson.

STATEMENT OF MORRIS HERSHSON, PRESIDENT, NATIONAL
BARREL AND DRUM ASSOCIATION, WASHINGTON, D.C.

Mr. HERSHSON. I am Morris Hershson, President of the National
Barrel and Drum Association, Mr. Chairman. With me is Randolph
Stayin of Taft, Stettinius & Hollister who is counsel to our associ-
ation.

The members of our association are independent small business
concerns located throughout the United States engaged in the busi-
ness of reconditioning and recycling used steel drums so that they
could be reused many times. The association had hoped that the
reconditioning of these drums would be deemed "recycling of solid
waste," for the purposes of the Energy Tax Credit Act under the
1978 law. However, while the Treasury Department agrees that
used steel drums are "solid waste," they have limited the credit to
processes which return the solid waste to raw materials, thus
making the credit unavailable to our industry. This limitation on
the definition of recycling undermines the very goal of the act by
eliminating a tax incentive to a process that involves substantial
energy and resource conservation.

The reconditioning of used steel drums is a classic example of
recycling which reduces energy and conserves natural resources.
The process is highly mechanized and involves the chemical decom-
position of the wastes by their incineration, the shop blasting,
dedenting, welding, relining the interior, repainting the exterior
both with high-baked oven trying, curing and, finally, testing.

The energy conservation achieved by reconditioning is signifi-
cant. Ten times more energy is needed to manufacture the Steel
and fabricate the steel drum than to recondition the used drum.
One study by an economist from the University of Illinois conclud-
ed that if a switch were made to rely on reconditionable drums
rather than a mix of short-lived and throwaway drums, a savings
of more than 17 billion Btu's could be achieved annually. More-
over, the application of the tax credit to drum reconditioners will
encourage purchase of newer, more energy-efficient equipment re-
sulting in further conservation. Such equipment is now commer-
cially availableIt will, more importantly, encourage the expansion
of present facilities, which is of importance to energy and resource
conservation, fighting inflation, and the environment.

[The above nafied study is in the official committee files:]
Mr. HERSHSON. This reconditioning process is essential to the

environment, since the drum reconditioner is a centralized collec-
tion agency of industrial residues that typically remain in drums
after emptying. These residues are hazardous, toxic, and otherwise
objectionable. We have received between 50 and 100 million gallons
of this waste annually, which -are collected by us and safely dis-
posed of in accordance with environmental regulations and prac-
tices. It has been said that if we didn't exist, Government would
have to invent us.

In addition, we conserve substantial tonnages of iron ore, coal,
coke, oil, et cetera, which would be required to manufacture 45
million steel drums if we did not exist. We save enough steel to-
build 17 George Washington Briges annually. We also serve a true
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economic function by reducing packaging costs; thus, aiding in the
battle against inflation.

I have included in my prepared statement the exact language we
suggest to include our industry, thus avoiding the interpretative
problems as occurred with the 1978 act.

The revenue lost in extending the energy tax credi to our indus-
try, which we estimate to be less than $2 million, is a small price
to pay when viewed from the perspective of the significant energy
and resource conservation-that we can achieve.

We thank you, Mr. Chairman, for introducing S. 750, and we
thank this committee for the opportunity to present our views to
you.

Senator WALLOP. Thank you, Mr. Hershson.
[The prepared statement follows:]
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STATEMENT OF MORRIS ONRSSON

NATIONAL BARREL AND DRUM ASSOCIATION

U.S. SENATE COMMITTEE ON FINANCE

OCTOBER 19, 198a

I am Morris Hershson, President of the National
Barrel and Drum Association. With me is Randolph J. Staying
of Taft, Stettinius & Hollister, counsel to our Association.
We want to thank Senator Wallop for his efforts in introducing
S. 750 and we are happy to endorse this important energy
conservation legislation. The members of the National
Barrel and Drum Association are independent small businesses
located throughout the United States which engage in the
business of reconditioning used steel drums so that these
drums can be roused many times. The reconditioning industry
employs about 10,000 workers and last year handled over
45,000,000 drums. As an industry which-a-hieves substantial
energy conservation through the barrel and -rum recycling
process, we are-keenly aware of the importance of the energy
tax credit, particularly for recycling equipment. Our
members carry out a critical function in energy and resource
conservation, but reconditioning as an industry faces substan-
tial market decline. The application of the energy tax
credit to our industry will help stimulate and ensure the
expansion of the public conservation benefits that flow from
the reconditioners' service.

The Association had hoped that the reconditioning
of used steel drums would be considered to be *recycling of
solid waste" for purposes of the energy tax credit under the
1978 law. However, while the Treasury Department agrees
that used drums are in fact solid wastes the regulations
.have limited the definition of recycling to processes which
return solid waste to a raw material, thus making the tax
credit unavailable to the drum reconditioning industry.

Despite the technicality which limits the coverage
of the energy tax credit, there in no doubt that the recondi-
tioning of used steel drums is a classic example of kecycling
which reduces energy consumption. The process is a complicated
ones typically, users of steel drums (princjly oil and
chemical companies) bring or sell the used drums back to
reconditioning plants where they are dedented, leaks are
repaired, they are cleaned either by incinerating the chemical

.residue or applying caustic solutions and shot blasting, and
then are tested, lined, and repainted.

The drum reconditioning industry had its real
growth during a period of national awareness of the dangers
of squandering our energy and natural resources. During



World War I, and the Korean War, the War Production Board
and the National Production Authority Issued rules that made
it impossible to buy now drums unless the user had made
every effort to use already manufactured drums until their
useful life had been exhausted. Only then could he buy now
drums.

Recently, the steel drum manufacturing Industry
has moved into the production of lighter gage steel drums
that have limited reuse capability. As the use of lighter.
short-lived drums has increased, the threat to the reconditioning
industry has grown. if the trend continues, the inventory
of reusable drums may drop below a point that will permit
the reconditioning industry to survive. With the industry
at a critical threshold, Congress must act to encourage
development rather than decline in the conservation process
that reconditioners engage in.

The limitation under the current law is indeed
unfortunate. The energy tax credit was originally designed
to provide an incentive for investments in property intended
to reduce the amounts of energy consumed in industrial
processes, a laudable goal. The limitation on the definition
of recycling undermines this goal by eliminating a tax
incentive for a process that involves substantial energy
conservation.

Ten times more energy is needed to manufacture the
steel and fabricate a new drum than to recondition a used
drum. The eighteen gage resuable drum can also be compared
to the lighter, short-lived drum on the basis of the total
energy needed to achieve the same number of fills. Viewed
from this perspective, the eighteen gage drum requires at
least 27% less system energy, that is the total energy from
mining to scrap, for the same number of fills. One study,
by economists at the University of Illinois, concluded that
if a switch were made to a sytem relying solely on reconditioning
drums (as opposed to a mix of reusable and single use drums),
a savings of at least 17,043 billion B.T.U.s could be
achieved. In equivalent terms, this much energy would
provide enough electrical energy for a city the size of' San
Francisco for one month; it would light the U.S. Capitol
building for 390 years. A copy of the study is ittached to
this testimony, and I request that it be be made a part of
the record. Clearly the reconditioning industry provides a
significant contribution to our energy conservation program,
and there is the potential for a significant increase in
that contribution.

The application of the energy tax credit to the
drum reconditioning industry will encourage an expansion in
the recycling efforts of firms that currently engage in the
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-drum reconditioning business. Moreover, the tax credit
will encourage compA Anies now in the business 'to purchase
newer, more energy efficient equipment, resulting in further
conservation. Such equipment is In fact commercially available.
We estimate that investment in the newer equipment would
result in an energy savings of 15% to 20% over the equipment
which is currently in general use.

- In addition to the energy conservation which
results from the reconditioning of used steel drums, there
is also significant conservation of other critical resources.
For example, in juantitative terms, drum reconditioning
annually saves one million tons of steel, enough steel to
build 17 George Washington Bridges every year. The industry
is also beneficial to the environment since the drum reconditioner
is a centralized collector of the industrial residues that
typically remain in the drum after use. The industry as a
whole receives between 50 and 100 million gallons of hazardous
and other wastes each year. These waste residues and sludge
deposits are collected and safely disposed of in accordance
with developing environmental practices.

The concept of an energy tax credit to encourage
conservation measures is an important part of our nation's
energy program. The service of the drum reconditioning
industry, which was not covered under the 1978 Act, results
in substantial savings of energy and other resource conservation.
While it appears that S. 750 would achieve the expansion of
the energy credit to cover the activities of the drum recondi-
tioning industry, we believe that the industry's services
are so important that they should be covered specifically in
the statute in order to avoid problems with interpretation
later such as those which occurred in connection with the
1978 Act. We would, therefore, suggest that Sqction 48(1) (6) (A)
of the Internal Revenue Code be amended by the bill (with the
addition of the underscored language) to read as follows:

(A) In General. -- The term "recycling equipment"
means any property which is used exclusively--

(i) for the unloading, transfer, storage,
reclaiming from such storage, sorting,
and preparation (including, but not
limited to, washing# crushing, drying,
and weighing) of solid waste, or

(ii) for the reconditioning of used steel

drum&, or

(III) in the recycling of solid waste.

In summary, I hope that I have been able to demonstrate
the importance of expanding the coverage of the energy tax
credit, through S. 750, to include the process of reconditioning
steel drums. The revenue loss from extending the tax
credit to our industry, which we estimate to be no more than
two million dollars, is a small price to pay when viewed
from the perspective of the significant energy and resource
conservation that we can achieve.

Thank you Mr. Chairman and members of the Committee.
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Senator WALLOP. Senator Durenberger.
Senator DURCNBKRGER. I like what Mr. Hershson just said about

Government would have to "invent us." It reminded me of a con-
demnation case I once handled right down near American Hoist for
the original recycler in St. Paul and Minneapolis, who had a couple
of trucks running around the whole community picking up all the
throwaway everything and recycling it, in effect, into pallets, and
breaking off the copper, and reselling it, and so forth. By gosh, the
good old city, at that time, was in the business or trying to put him
out of business because he created smoke and hazards, -and things
like that.

But in my first 2 years in the Senate, I spent an awful lot of time
trying to invent resource-recovery projects with DOE grants and
loan guarantees, and all that sort of thing. I guess my question,
particularly to the first couple of witnesses who are one way or
another associated with the energy and resource-recovery business,
is: To what degree are the suggestions that you make relative to
this bill: the extension of the credit, the expansion of the defini-
tions of solid waste recycling equipment, alternative energy equip-
ment, and so forth, to what degree is that the principal stimulus
that is necessary-to expand the market, if you will, for energy and
resource recovery in this country?

Mr. THOMAS. We really don't feel that it is necessary for expan-
sion of the market, other than in reviewing S. 750. In your refer-
ence to the IRS sections, we have found that there was a definite
need for further clarification for industries, especially the resource
recovery industry, involved in the utilization of waste,-to be able to
determine whether or not certain equipment: Recycling equipment,
alternative equipment, or the waste that they are going to use,
does in fact qualify for the investment tax credits that you are
proposing.

Mr. TUOMINEN. I might just comment very briefly on it that it is
because of the cost of the projects. Many projects are running over
the $100 million level. And if we are going- to have private funds
finance this, we need to have the incentive for the buyer of the
boids-and so on, and be able to have these credits available to
them also, in some way or manner.

Senator DURENBERGER. I like the comment that Mr. Thomas
made abouT-gettiig municipalities out of the capital market and
letting the private investor in. And if this is one of those moves
that is needed to do that, I think that is certainly worthwhile.

Mr. THOMAS. It certainly is. Our involvement so far has been
primarily with the municipalities, and we have run into some very
serious problems with some of our projects from the standpoint of

---- Tii-ncing by the municipalities. The financing requirements go
beyond the extent of their debt limitations. The private sector is
ready to move, but we need some help.

Senator WALLOP. I must say that I don't know how familiar you
-_--are-with Mustang. They have pretty ingenious devices in their bag.

At least, they impressed me, and I hope that some of them can
come to fruition.

I thank you all, gentlemen. We are running a little late. It is not
a lack of interest that I have no further questions. We will be back
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at you on your testimony and each of them will be included in the
record in their entirety.

With the permission of the next two panels, we will combine
them. I think it will save time-theirs and ours.

Mr. Michael J. Zimmer, Washington Counsel for the Cogenera-
tion Coalition; Mr. David Ludvigston, senior counsel, Pacific Gas &
Electric Co.- and Mr. Richard B. Stanger, attorney for Nossaman,
Krueger & Marsh; Mr. Don. W. Wilson, assistant director, Renew-
able Energy Institute.

Gentlemen, if you would, come forward.

STATEMENT OF MICHAEL J. ZIMMER, WASHINGTON COUNSEL,
COGENERATION COALITION, INC., WASHINGTON D.C.

Mr. ZIMMn. Thank you, Mr. Chairman. I am here this morning
as a member of the law firm of Wickwire, Gavin-& Gibbs, P.L.
representing the Cogeneration Coalition, Inc.,. the coalition is an ad
hoc group of companies from the gas utility, industrial user, equip-
ment manufacturing, and engineering consulting communities.
These companies share mutual interests in the promotion of cogen-
eration development nationwide.

For purposes of summarizing our statement this morning, I
would like to make three general pointy and then emphasize some
specific considerations for the committee's review.

The first point is the importance of providing certainty and
stability through this committee's- actions in light of recent admin-
istration pronouncements regarding the business energy tax credit
program. It is important that companies wishing to make business
decisions based upon this program know with certainty whether
they will qualify for tax incentives and relief provided.

Second, it is very important' that such companies not be subject
to the arbitrary whims of-the Treasury Department, in terms of
efforts undertaen by Treasury to scale back the intentions of the
Congress through its implementing# regulations. In that regard, we
would strongly suggest the committee and staff consider that the
legislative history of this act be extremely detailed, providing as
much specific guidance as possible, and almost serving in -the ca-
pacity as perhaps "surrogate regulations." This could bypass prob-
lems associated with implementation delays and shifts in interpre-
tation of congressional intent by the Treasury Department.

Third, revenue loss should certainly not be an inordinate abso-
lute value guiding this committee's deliberations on this program.
There are important offsetting feedback effects from reduced- de-
ductions as ordinary and necessary business expenses and positive
business activity associated with delivering energy efficiency serv-
ices. These types of feedbacks do occur as we have seen since 1978,
for instance, in the area of capital gains taxes and chines thatwere made in the capital gains provisions of the Internal Rvenue
Code.

Specifically, in terms of the cogeneration tax credit provisions of
the Internal Revenue Code, there are special factors that should be
of serious concern to this committee. Cogeneration does represent
one of the primary near-term efficiency improvement opportunities
in the use of-energy. Second, it promotes substantial oil savings
capabilities as well as other natural gas savings opportunities on a
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national basis. Third, it is one of the first energy tax credits sched-
uled to expire on December 31, 1982. And, fourth, there has been
an increasing awareness and growing interest in cogeneration de-
velopment by industry. The cogeneration tax credit and the avail-
ability of that assistance serves an important purpose in business
planning for the development of these projects.

We thank you for the opportunity to appear here today, and we
will be glad to provide any further assistance that the committee
would find useful.

Senator WALLOP. Thank you, Mr. Zimmer.
(The prepared statement follows:]
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STATEMNr Or THE C &ONEJtATION COALITION, INC.

introduction

The Cogeneration Coalition, Inc. (=Coalition0) is a non-profit

organization comprised of interested gas utilities, industrial

users, industrial equipment manufacturers, and engineering

consulting irms. - The Coalition has also established advisory

relationships with other public interest and trade association

groups on cogeneration and other energy efficiency issues. The

Coalition has supported since 1980 the provision of necessary

financial and tax incentives to promote the utilization of

cogeneration resources and the removal of unnecessarily restric-

tive federal barriers to the development of potential cogenera-

tion resources nationwide.
The Coalition views with alarm any attempt at present to

rescind or discontinue the energy tax credit provisions of the

Internal Revenue Code, particularly in view of the diminishing

cash resources, financing options, and high interest rates

facing energy users investing in these energy efficiency improve-

ments since 1978.

The current members of the Cogeneration Coalition, Inc.
includes Kimkperly Clark Corp., Brooklyn Union Gas Company,
H.O. Penn Machinery Co., National Urban Energy Corp., Daverman &
Associates, Roy Weston, Inc., Catalytic Engineering, Inc.,
Entek Research, Inc., and Williams & Works.

-2-
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The Cogeneration Tax Credit Should De Continued

Energy efficiency is clearly receiving a lower priority

than energy supply incentives under the Reagan energy and tax

programs. Fuel use restrictions have been replaced by policies

promoting free choice, oil regulation replaced by decontrol,

mandatory conservation displaced by market forces and prices,

coupled with tax provisions such as the Accelerated Cost

Recovery System for promoting business productivity invest-

ments and national economic recovery. The national energy

policy debate has also shifted from intense evaluation of

international considerations to U.S. budgetary concerns. The

Coalition believes that the present business energy tax credits

not only contribute to the overall national objective of lower-

ing oil imports and stimulating national economic recovery but

present -ome sound and pursuasive arguments for continuation

that will satisfy even the most conservative budgetary proposals

presently under scrutiny. /

For instance, the Windfall Profits Tax Act of 1980 ("Act*)

(P.L. 96-223), which provides for the establishment of an

energy investment tax credit for cogeneration equipment in the

amount of 10% be%inning January 1, 1980-through December 31,

1982, is presently being challenged. To qualify for this tax

credit, the equipment must be installed at an industrial or

commercial facility in existence by 1980. There are further

qualifications. the system cannot use oil or natural gas or

any of their products as a primary fuel; if such fuels are used

-3-
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for startup- backup, or flame stabilization purposes# they

cannot exceed 201 of fuel consumption by the system. Nor does

equipment that merely increases a system's capacity to generate

a primary energy product qualify under the Act. (See At-tachment 1 )

There is no point in dwelling on the current energy cries

facing our nation today. Our dependence on foreign oil coupled

with the increasing instability in the Middle East is a constant

reminder of our permanent window of vulnerability. Increasing

energy efficiency is viewed by many as one of the effective,

inexpensive, environmentally sound and permanent methods of

offsetting oil dependency and reducing international vulner-

ability during the upcoming decade.

Thus, short-term stimulation of energy conservation is

desirable. Experience with investment tax credits since initial

passage in 1962 has shown this approach to be effective in

stimulating desirable capital investment. In House Report

No. 95-1445 the House Ways and Means Committee stated "invest-

ments have increased when the credit has been made available

and decreased when the credit was rescinded".--

As previously noted by the National Association of Manu-

facturers before this Committee (Id. at 65)s

Industrial Energy Efficiency and Fuel Conversion Tax
Incentive Act; Hearing before the Subcommittee on Taxation and
Debt Management Generally of the Senate Committee on Finance.
96th Cong., 2d Sees. 65 (1980).

-4-
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oCapital expenditures increased in the years
following the original enactment in 1962 and
again picked up after restoration of the credit
in 1971 in the years following when the ITC was
raised to the 101 level*

While the regulatory components of the Reagan energy strategy

are sound, the economic and tag provisions may not do the

crucial job of promoting gains in energy efficiency. The

energy users with the greatest incentive to conserve the use of

oil, natural gas and electricity are also the very same companies

and users with limited capital resources to take full advantage

of readily available energy-efficiency technologies. Recent

analysis has illustrated sharpening pressures on pretax profits

caused by escalating fuel and power costs from 17.1% of pretax

profits in 1966 to 39.5% of pretax profits in 1978. (See

Attachment 2)

Since budgetary considerations are paramount, it must be

emphasized that at the time-an investment is made by a

facility which qualifies under the legislation before this

Subcommittee, there is no assurance that the investment will be

made because of other considerations of an economic, techno-

logical, regulatory and design nature. Only after the invest-

ment is made, energy savings measured, and the reduction, if

any, computed is th6 amount of the tax credit ascertainable

under the provisions of S. 750.

There have also been discussions about "gold plating*--

that is, deliberately increasing the cost of an energy effi-

ciency investment merely to qualify for an energy tax credit.

-5-
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This discussion ignores the economic and operational realities

which can effectively preclude such approacher for sound economic,

technical and engineering reasons. Such abst,-act and theoretical

arguments do not offer constructive contributions to the continu-

ing policy debate on promoting energy efficiency.

There are also those who argue tax credits precipitate

premature replacement oof old equipment. First, capital outlays

for new equipment will not be solely contemplated oh the avail-

ability of a tax credit. Higher energy costs, technical con-

siderations, increased productivity, and other factors are

additional incentives to purchase more efficient equipment.

Second, these purchases fit neatly into the Reagan Economic

Recovery Program# pumping more money into the economy, creating

more jobs, new businesses# and desirable economic growth.

Third, the tax credit itself may not per s guarantee capital

intensive outlays on the part of industry but could be a definite

quantum in the overall decision-making process.. There may be

old and marginal# but still quite operative facilities, that a

tax credit incentive could possibly promote replacement invest-

ments with modern energy efficient devices.

In other words, a tax credit is not a substitute for sound

and responsible business judgment. In a basic commodity industry

that requires high investment for a historically low rate of

return, the additional tax incentives provided would clearly

help stimulate timely capital investments. Such investment in

energy efficiency technology would save significant amounts of

energy in the long term and dampen the inflationary effects of

rising energy costs.
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With respect to concerns voiced by the Treasury Depart-

ment, in contrast to some tax incentives, the business energy

investment tax credit offers opportunities to increase tax

revenues within a relatively brief time. Tax credits are tied

to actual energy savings in S.750. energy expenses are deduct-

ible expenses under Section 162 of the Internal Revenue Code as

'ordinary and necessaryO business expenses. Reduced energy

costs have the potential to reduce-tax deductions in deriving.

taxable income with positive feedback effects offsetting revenue

losses from the tax credits themselves. Further, the increased

economic activity associated with the enhancement of energy

efficiency generates additional taxable income-with

further positive feedback effects. This means that for every

dollar of energy use saved by the investment, the Treasury in

effect recovers increased tax revenues--revenue which would not

have been collected but for the energy saving capital

expenditure. -

The Cogeneration Tax Credit Should Be Improved

The tax credit for cogeneration investments expires on

December 31, 1982. It is not only the position of the Coali-

tion that this credit should be extended, it is also our posi-

tion that the tax credit should be amended to promote a com-

prehensive scheme for the short and mid-term development of

-7-
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Cogeneration as a matter of national energy and tax policy.
The current business energy investment tax credit for cogenera-
tion equipment is too restrictive, and fails to recognize that

-in the short term cogeneration investments where applicable
offer the greatest promise for increased energy savings compared

with other energy efficiency technologies. Cogeneration equip-

ment to qualify under current law must be installed in connec-

tion with a boiler or burner at an existing facility and must

result in an expansion in the facility's cogeneration capacity.

The annual use of an oil or natural gas fuel in the systems

must be lose than 20 of all fuel used each year and must be

limited to use as a startup* backup or flame stabilization

fuel.

It is our position that the cogeneration tax credit should
be amended and extended to December 31, 1986 to include the

following

A. Modify the-definition of cogeneration equipment to

ensure that mechanical cogeneration qualifies for this tax

credit, as well as cogeneration equipment that uses energy

sources such as solar# biomass and geothermal energy.

B. Make the business energy tax credit available for

cogeneration equipment intalled in now facilities as well as

modification or retrofit of existing facilities. New facilities-

are generally better-suited to cogeneration than the retrofitting

of existing facilities since such facilities can be constructed

from the outset to avoid numerous technical problems which are

faced in the modification and retrofit of existing facilities.

-8-
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C. Make the business energy tax credit for cogeneration

equipment available for the total costs of the ooqeneration

system Installed. The current business energy tax credit for

cogeneration-is limited to equipment which increases a system's

capacity to produce electricity or useful energy, whichever is

the secondary energy output of the system. Specifically# the

credit should also be-available for any pollution control

equipment or loading and handling equipment required inr connec-

tion with the cogeneration facility. This would recognize

major concerns which exist that environmental restrictions can

be a significant impediment to the development of cogeneration

projects.

D. Ensure that the business energy tax credit for co-

generation equipment is available for oil and gas-fired equipment

Installed in a cogeneration facility. Omitting oil and gas or

any of their products as primary fuel is counterproductive

since the most effective and currently available cogeneration

technologies are oil or gas-fired. Current restrictions on use of

oil and gas in cogeneration facilities in order to qualify for

available federal tax incentives must be reexamined to evaluate

that only large-sized cogeneration facilities possess the

economies of scale and capital requirements to utilize coal.

Furthermore, in-many cases, the only reasonable and available fuel

choice in the interim is oil and gas for small and medium-sized

cogeneration facilities. Use of. oil and gas in a cogeneration

facility offers increased efficiencies in use of these fuel inputs

over use of such fuels in separate facilities. Also, the use of oil

-9-
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and gas In the interim can provide an important bridge or

transition to synthetic fuels derived from wood, lignite# etc.,

for the long-term in cogeneration facilities.

I. Remove the current exclusion against public utilities

qualifying for the business energy tax credit for cogeneration

equipment, which is characterized as public utility property.

F. Require the Department of Treasury to promulgate

proposed regulations to implement these modifications within 90

days after the date of enactment.

Sone of the legislation currently before this Subcommittee

considers these recommendations in part particularly in pro-

visions of 8.750. One of our major concerns regarding 8.1288

in its failure to include cogeneration systems as qualifying

equipment for its tax credit provisions. This ignores sub-

stantial opportunities for cogeneration investments in such

commercial applications as schOols, hospitals, prisons, shopping

centers, and multi-family complexes.

Conclusion

We appreciate the opportunity to appear before this Sub-

committee and will be, pleased to answer any questions you may

have. We also wish to thank the Subcommittee for scheduling

these important hearings at this time as critical decisions on

the future of the business energy tax credits are evolving

within the Administration.

-10-
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densation In conventional power generation.

Most electric utilities us the energy from
their steam boilers for electric generation only. They
reject two-thirds of the available energy in the form
of heat to the environment. Many of the utilities'
industrial and commercial customers, on the other
hand, must generate heat in low pressure boilers for
their process needs. Cogeneration brings the two
processes together to produce energy savings.

Electric utility companies ue.on an average,
10,000 British thermal units (Stu) of heat from fossil
fuel to generate one kilowatt-hour (kwhTof electricity
by the conventional route of using fired boilers and
condensing steam turbines. Since a kilowatt-hou of
electricity will produce only 3,413 Btu. the calculated
thermal efficiency of electrical generation by that
route is nearly 35 percent.1 if cogeneration is prac-
ticed, the energy needed to generate that one kilo-
watt-hour of electricity will range from 4.000 to
7.000 Btu, depending on the system used. Generation
efficiency can thus be as high as 84 percent. The
energy not used for electric generation in such a co-

generation system Is used for process or space heat.
ing Purpoees. A similar Increase in efficiency applies
if only mechanical work and heat we produced with.
out generation of electric powe.

This Mgd efficiency increase attained by
combining process or ace heating with electric
generation or mechaefcal work can conserve major
amounts of energy. One recent study& conclude
that, while very little energy can be saved j

I by retrofitting existing facilities, by 1eB energy
savings equivalent to 260.000 to 420,000 barrels of
oil per day can be economically saved in -- facill-
ties, and as time goes on this potential increases.

Such energy savings also translate into direct
benefits to the environment. Burning less fuel for
heat and power results In fewer emissions of combus-

-tion products and wast heat, and the quality of our
air and waler benefits significantly.
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Senator WALOP. Mr. Ludvigson.

STATEMENT OF DAVID LUDVIGSON, SENIOR COUNSEL, PACIFIC
GAS AND ELECTRIC CO., SAN FRANCISCO, CALIF., REPRE.
SENTING THE EDISON-ELECTRIC INSTITUTE, WASHINGTON,
D.C., ACCOMPANIED BY DAVID OWENS, DIRECTOR OF RATE
REGULATION AT EEl
Mr. LUDVIGSON. Thank you, Mr. Chairman. My name is David

Ludvipon, and I am with the Pacific Gas and Electric Co. in San
Francisco. Although I live in San Francisco these days, I was bdrn
in Minnesota and raised in Iowa. I don't care where they play,
Iowa is going to beat Minnesota. [Laughter.]

I am speaking today on behalf of the Edison Electric Institute,
which I shall refer to as "EEI." To-my right is Mr. David Owens,
who is the director of rate regulation at EEl.

EEI supports the goals of Senate bill 750 to increase the efficien-
cy of our NatiOn's energy use and reduce our reliance on scarce
and imported fossil fuels. In particular, EEI believes that cogenera-
tion and small power production-and many times, for convenience
sake, I will refer to both of them as "cogen6ration"-has a poten-
tially important and beneficial role in our Nation's energy future.

We support cogeneration as a means of facilitating this Nation's
transition from an energy economy based on cheap abundant sup-
plies of oil and natural gas to an era where the use of scarce and
imported fuels is restrained-and increasing use is made of energy
conservation. The Energy Tax Act of 1978 and the Crude Ol
Windfall Profit Tax of 1980 provide special tax credit incentives to
promote the development of cogeneration.

EEI believes that amendments to the Energy Tax Act should fine
tune existing tax incentives to promote the efficient deployment of
cogeneration technology-to meet our national energy goals.

I would like to make four major points on Senate bill 750. The
first is that any special tax incentives offered for cogeneration and
small power production should be applied equally to utility and
nonuti ity owned facilities. Utilities should be allowed equal, com-
petitive opportunities fop the development of cogeneration The dis-
-tinction between public utility property and other types of property
eligible for investment tax credits is one which is not grounded in
sound public policy. In realizing the objective of optimum develop-
ment of new sources of cogeneration and small power production,
electric utilities are certainly as well qualified as any other entities
to do so on-'a basis equitable to consumers.

Section 4(f) of S. 750 appears to allow utilities to receive energy
tax credit benefits to the extent they own an interest in a PURPA
qualifying facility. However, PURPA, as you realize, limits the
ownership of qualifying by utilities b 50 percent.

We would call your attention to Senate bill 1517, introduced by
Senator Matsunaga, which amends the Internal Revenue Code to
permit utilities to receive the energy tax credits for solar, wind,
geothermal, or ocean thermal energy property. We support the
adoption of this legislation modified to include cogeneration proper-
ty, for the consideration of this committee.

The existing 10-percent energy tax credit should not be in-
creased. An additional energy tax credit is not necessary, given the
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current incentives which exist for cogeneration. Cogeneration
should be allowed to compete with other energy technologies based
on energy and economic savings.

-The third point- is that the definition of associated cogeneration
properties should be clarified so as not to construe ETC availability
to nonenergy related investments.~

Finally, Congress should not provide energy tax credit incentives
to oil- and gas-fired generation unless there are demonstrable oil
and gas savings over the lifetime of the cogeneration facility on a
regional or a systemwide basis. Showing of oil and gas savings at
the plant or process level, alone, is not sufficient.

That concludes my remarks.
Senator WALLOP. Thank you, Mr. Ludvigson.
[The prepared statement follows:]
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EDISON ELECTRIC INSTITUTE
COMMENTS ON THE INDUSTRIAL

ENERGY SECURITY TAX INCENTIVES
ACT OF 1981

Introduction

Mr. Chairman and members of the Committeep I appreciate the

opportunity to appear before you to discuss legislation regarding tax

incentives for industrial and commercial-energy production and manage-

ment investments. I am David.Ludvigsont Senior Counsel for Pacific

Gas & Electric Company. In addition# I serve as a member of the-

Edison Electric Institute (EEI) Issue Group on Cogeneration and Small

Power Production which is a group of electr-ic utility representatives

formed to monitor legislative and regulatory developments in cogen-

eration and small power production. I am presenting testimony today

on behalf of EEI. David Owens, Director of Rate Regulation for REX

is accompanying 'i.

My comments today will focus on tax incentives provided for

industrial cogeneration in Senate Bill 750. We have reviewed S.1288,

the wCommercial Business Energy Tax Credit Act of 19810 and generally

support the encouragement of greater energy conservation on the part

of commercial business. We have no specific comments on that bill at

this time.

EE! supports the encouragement of cogeneration as a means of

industrial energy conservation wherever-it will reduce the nation's

dependence on oil and natural gas. We believe that what is required

at the present time is fine tuning of the incentive legislation which

has been enacted over the past several years to encourage cogeneration

development. A general overview of EEl's positions with respect to

the proper legislative encouragement of cogeneration were-outlineds
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in testimony presented last April by Ralph Mitchell* Vice President

of Arkansas Power & Light before the House Subcommittee on Energy

Conservation and Power, which is appended to this testimony.

There are three issues critical to the electric utility industry

within the Industrial Energy Security Tax Incentives Act of 1981.

First is the issue of whether the extension and provision of additional

tax incentives are necessary to promote the efficient development of

cogeneration. Second is the question of whether it is the proper role
of the Congress to promote through tax incentives the development of

oil and gas cogeneration, particularly when such incentives may lead

to a net increase in the use of oil and gas. Third, to the extent

that tax incentives are provided by Congress for the-encouragement of

cogeneration and industrial energy management, it is essential that

utilities receive equal treatment. I will address each of these

- issues in sequence in my testimony today.

Tax Incentives for Cogeneration

The current energy tax credit (ETC) for cogeneration equipment

is 10 percent and applies to Nproperty which is an integral part of a

system for using the same fuel to produce both qualified energy and

electricity at an industrial or commercial facility at which, as of

January 1, 1980, electricity or qualified energy was produced." In-

ternal Revenue Code S48(l)(14)(A). The proposed Industrial Energy

Security Tax Incentives Act extends tax credit availability through

1986, provides tax incentives for associated cogeneration property,

and increases the level of the energy tax credit (ETC) to 20 percent.

In view of the time required to implement tax incentive legis-

lation and view its effects, EEX believes that the extension through

-2-
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1986 of the aT as proposed in Section 2(a) of Senate Bill 750 may

well be merited. We further believe that it would not be unreasonable

for incentive credits to be made available for new as well,as exist-

ing cogeneration equipment in view of the fact that a substantial

amount of cogeneration may fall into this category.

With respect to the extension of the ETC to "associated cogen-

oration property as proposed in Section 5(a), the provision is so

unclear that EEI is unable to present a position at this time. At

the very least however, we believe that Section 5(a) should be

modified tomore clearly define eligible "associated property." The

proposed definition is subject to being construed to include produc-

tion process equipment not directly related to energy generation. We

do not-believe that it is the intent of Congress to encompass pro-

duction process equipment in a tax incentive program for cogeneration.

EEI believes that cogeneration is an important technology in

meeting the overall goal of reducing our energy needs. However, we

feel that it is important that new energy technologiesube evaluated

based on their economic merits, savings of scarce fuels, and ability

to compete with alternate energy forms in the free market. The

Public Utility Regulatory Policies Act (PURPA) provided special

incentives for cogeneration by exempting industrial cogenerators from

state and federal rate regulation, certain sections of the Federal

Power Act, and the Public Utility Holding Company Act of 1935. Regu-

lations promulgated by Federal Energy Regulatory Commission (FERC)

under PURPA allow cogenerators to.-sell all of their electric power

production to utilities at the utility's full avoided cost and

purchase back all its power needs at non-discriminatory (average

cost) rates. The Crude Oil Windfall Profits Tax Act provided an

-3-



879

aftitosal incentive to cogeneration by providing a 10 percent energy

tax credit.

Oat fear is that-the provision of the additional 10 percent ETC

proposed in Senate Bill 750 for industrial cogeneration coupled with

existing incentives will distort the economic valuation of cogener-

ation vis a via other technologies for industrial energy use. The

combination of incentives could lead to cogeneration applications

which are not purely-based on economic and energy savings, but

rather on the ability of energy users to claim all of the legislated

incentives. Cogeneration, in particular, is not a new technology and

its costs and economics are well known to all large energy users. We

believe that cogeneration development will occur when there are

economic and energy saving benefits to the user, without additional

special tax incentives. Thus, ElI does not support an additional

10 percent ETC for cogeneration.

Tax Incentives for Oil and Natural Gas Cogeneration

In addition to increasing the level of the energy tax credit,

the proposed legislation also removes current tax credit eligibility

restrictions on oil and natural gas cogeneration. Current regula-

tions prohibit eligibility for the ETC if oil or natural gas usage

in a cogeneration facility exceeds 20 percent (on a BTU basis) for

any taxable year. Section 3(a) of the proposed legislation removes.

these current restrictions by amending Section 48 of the Internal

Revenue Code of 1954 to provide an ETC for oil and natural gas-fired

cogeneration, provided that the total oil and gas usage and total

energy input per unit of output at the facility is reduced through

cogeneration or other energy efficiency investments. ENI opposes the

extension of energy tax credits to oil and natural gas cogeneration

-4-
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solely on the basis that there is a reduction of oil or gas usage at

the plant or process level.

The reason for EEl's opposition is that the proposed legislation

does not take into account oil and natural gas usage in the overall.

energy system, but is rather based on site or process "specific

calculations. Cogeneration is often thought of as a replacement for

new electric utility central station generation investment. The

utility industry is working very hard on converting economically

obsolete oil and gas-fired generation with alternate fuels, and

buirTing new coal and nuclear central station plants. if oLl-nd gas

industrial self-generation replaces alternate fuel use by electric

utilities, then we believe that the legislation does not meet its

stated goals of accelerating the use of abundant domestic fuels and

reducing our dependence on foreign oil.

To give-an example of the potential effects of the bill, con-

..sider a utility generating primarily with coil and nuclear plants and

with a sufficient reserve margin. Under the bill, as we interpret

it, an industrial or commercial cogenerator could receive an energy

tax credit for a facility which replaces purchased electricity from

the alternate fuel-fired utility with oil and gas-fired cogeneration.

This occurs because, even though the facility would increase its use

of oil and gas at the facility itself, the computation of net oil

and gas savings is based on barrels of oil equivalent BTU savings

assuming that electricity purchases are converted to oil and gas

BTU's at 10,00 BTU's per kilowatt-hour. Tax incentive policy should

be based not solely on BTU savings but also on system-wide net sav-

ings of scarce fossil fuels. The assumption that increased efficiency

in cogeneration of electricity will result iin reduced use of oil and

gas is a falsep~RemLse. Thus, the bill will provide an improper
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incentive to replace purchased electricity, which may be generated

from alternate fuels, with oil and gas.

In addition to the potential increase in overall oil and gas

use by the energy system, ElI believes that tax incentives for oil

and natural gas use may have other detrimental effects. The develop-

ment of diesel cogeneration units for commercial and industrial

applications will have undesirable environmental effects, particularly

in urban areas. We believe that Congress should not promote oil and

natural gas cogeneration, unless there is a clear demonstration of

system-wide oil/gas savings over the lifetime of the facility, taking

into account both the availability of alternate fuels and the national

goal of replacing electric utility oil and gas generation with

alternate fuels.

Equal Competitive Opportunity for Electric Utilities

We stated earlier that EEI does not support an additional 10

percent ETC for cogeneration facilities. We do, however, believe

that any special tax incentives provided for cogeneration must be

available to electric utilities at the same level as all others.

The distinction between publicc , utility property" and other types of

property eligible for investment tax credits is one which is not

grounded in sound public policy. In realizing the objective of

optimum development of new sources of cogeneration and small power

production, electric utilities are certainly as well qualified as

any other entities to do so on a basis equitable to consumers. Thus

we believe that ownership of cogeneration faciliEies by utilities, as

well as nonutilitTes should be encouraged. If utilities are to be

-able to own cogeneration facilities, they must be able to compete

with non-utility owners for the sale of steam. If cogeneration

electric sales by the utility are priced either the same or below
-6-



882

that for non-utility owners (as may be the case with regulated sales

by utilities), than the utility would have to price its steam output

either the same or higher than a non-utility owner. However, if the

non-utility owner is receiving an energy tax credit not available to

utilities, then utility owners cannot be competitive with non-utility

owners for cogeneration development.

Additionally, utilities are more likely to use coal or alternate

tuels.in cogeneration applications because of their experience and

expertise using these fuels and associated technologies. However,

because cogeneration provides a dedicated steam supply to a single

customer, there is an increased risk to the utility because of

potential changes in steam demand. To the extent that non-utility

cogenerators are compensated for increased risk through the ETC,

utilities should also be compensated. Thus, providing equal tax

credit treatment to utilities will further promote the development of

cogeneration.

Section 4(f) of the proposed "Energy Security Tax Incentive Act

of 1981" does appear to allow utilities to receive ETC benefits

to the extent they own an interest in a PURPA "qualifying facility.*

However, we do not believe this provision goes far enough in that

PUR PA limits utility ownership in a qualifying facility to a 50

percent interest. Although it is not in the purview of this commit-

tee, EEI is strongly interested in removal of the 50 percent owner-

ship limitation of PURPA. Representative Alexander of Arkansas has

introduced legislation, H.R. 2876, which accomplishes this goal.

For the purpose of S. 750, we would prefer to see that-any ETC

made available to non-utility energy efficiency investments also be

made available for utility investments of this type. We would call

your attention to S. 1517, introduced by Senator Matsunaga which



amends paragraph (17) of Section 48(1) of the Internal Revenue Code

to permit utilities co receive 3FC's for solar, wind, geothermal or

ocean thermal energy property. We support adoption of that legislation,

modified to include cogeneration property, for the consideration of

this Committee;.

Summary

531 supports the efforts of this Committee to promote industrial

and commercial energy efficiency in order to reduce our dependence on

scarce and imported fossil fuels. However, as far as cogeneration is

concerned, we do not believe that an additional 10 percent energy tax

credit is necessary to promote efficient use of energy. Most impor-

tantly, we believe any special tax incentives for oil and natural gas

cogeneration may if not properly structured have detrimental effects

on the overall use of oil and natural gas, and should not be promoted

by Congress. In any event, EEI believes that any energy tax credits

offered for cogeneration should be applied equally to utility and

nonutility owned facilities.

Senator WALLOP. Mr. Stanger

STATEMENT OF RICHARD B. STANGER, ATTORNEY, NOSSAMAN,
KRUEGER & MARSH, WASHINGTON, D.C., ACCOMPANIED BY
STEPHEN JOSEPH
Mr. STANGER. Mr. Chairman, I am accompanied this morning by

Mr. Stephen Joseph of our office. I would like to commend you and
Senator Durenberger, respectively, for the development of S. 750
and S. 1288 for consideration at the present time. On behalf of a
broad coalition interested in preserving the present law credits as
well as developing some new credits for renewable energy and

* conservation, we have recently submitted an extensive paper to the
Treasury Department, refuting their principal arguments as to
why these credits do not deserve a proper place in the tax system.
We have submitted that paper as part of this hearing, for the
record.

I would like to summarize a couple of the points, specifically,
refuting Treasury's principal arguments with respect to the credits.
Treasury relies principally on two points in stating that the credits
are no longer necessary and, by implication, should not be ex-
tended as you would like to do.

The first is the recent decontrol of oil. The second is the institu-
tion of the 1981 Tax Act and the remainder of the administration's
tax package which Congress enacted.

With respect to the decontrol of oil, I think Senator Durenberger
eloquently pointed out before that oil just simply has not been
decontrolled; the United States just no longer controls it. In fact,
the price of oil is considerably subjected to control by the OPEC
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cartel. And, in addition to that, when we are dealing with renew-
able energy and conservation industries, we are faced in the last
several years with unprecedented interest rates and unprecedented
levels of inflation which, to the extent that oil prices have risen,
have allowed those pieces not fully-to compensate for the addition-
al costs of these types of investments.

In addition, they point to the ACRS cost recovery system and say
that that is now the new incentive and that should supplant specif-
ic incentives such as energy tax credits. I think that they may
point to it as some great, neutral feature which would allow the
market to take care of everything. There is nothing more neutral
about ACRS than there is about anything else. If you take invest-
ments that will be used over varying lives and will have benefits
for companies over varying lives, and you say that they will all fit
in this category, so therefore you can write them off over 5 years,
that is not neutral. It is consistent, but it is not neutral.

We have done calculations which show that the ACRS recovery
system is less favorable to many renewable energy and conserva-
tion types of equipment than the old ADR system would be. In
addition, where the ACRS system shows up more favorable, it is
more favorable by something in the nature of, like, 6 cents per
dollar of investment, where the loss of energy tax credits very
often can cost the company something like 21 cents per dollar of
investment. So you have about a 15-cent swing there.

In addition, the Treasury-points to their R. & D. credit. R. & D.
credit, while it would be of some help as far as future research and
future development is concerned, is not the immediate benefit that
is needed. A lot of these companies have been heavily into R. & D.
for a long, long period of time, and because the credit is based on
incremental expenses over a 3-year base period, one can't antici-
pate that they will have the increases in expenditures necessary to
take advantage of the credit.

In addition to that, a lot of these technologies are reaching the
point where they are ready for present production, and present
production isn't one of the incentives to which that particular
credit is geared.

Thank you very much.
Senator WALLOP. Thank you, Mr. Sanger.
[The prepared statement follows:]
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Mr. Chairman, it is a pleasure to appear before this Subcom-

mittee to testify on energy tax incentives. I an a partner In

the law firm of Nossaman, Krueger & Harsh.

On October 5, a broad coalition of interested parties met with

Treasury Department representatives to discuss serious concerns

relating to the possible Administration proposal for cutbacks

In the tax credits presently available for renewable energy and

conservation projects. As a follow up, Nossaman, Krueger &

Marsh prepared a comprehensive written analysis demonstrating

the need to retain these credits and submitted it to the

Treasury Department on behalf of the coalition.

A revised copy of the analysis is submitted with this testi-

mony. I would like to summarize its findings for the benefit

of the Subcommittee.

Firstly, repeal of :he renewable energy and conservation tax

credits, particularLy in combination with the massive budget

cutbacks in the supporting programs in the Department of

Energy, would result in the curtailment of a large number of -

projects, impede the timely development and expansion of the

renewable energy and conservation industries, and result in

damage to the economy by reductions in employment and exports.

Secondly, the renewable energy and conservation industries re-

present a strategic infant sector of the economy. Even with
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present Government tax subsidies, this sector operates at an

economic disadvantage with respect to both conventional dom-

estic energy sources and foreign renewable energy and conser-

vation competitors.

Thirdly, there has been no change in the circumstances that led

to enactment of the credits in 1978 and 1980 such that the

basis for their retention has been invalidated. The credits

were passed because of a detrimental national dependence on

imported energy, This dependence has not been significantly

altered. Oil decontrol, the planned decontrol of natural gas,

the establishment of the Strategic Petroleum Reserve and emer-

gency petroleum allocation regulations do not reduce the need

for fostering a renewable energy industry. Increases in oil

and gas prices alone have not produced growth in the renewable

energy and conservation market. Moreover, it is not reasonable

to expect infant industries to compete on a free market basis

with an International cartel with the power to set prices at

rates which will make market penetration of new products

financially-unsound. The Strategic Petroleum Reserve and emer-

gency allocation regulations solve only short-term management

problems following import restrictions. They fail to address

long-term supply issues.
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.VFourthly, the replacement of the ADR depreciation system with

the Accelerated Cost Recovery System (ACRS) will not increase

the return on renewable energy investments. Also# while the

new credit for incremental research and development expendi-

tures is of some use, it is most important at this point to

generate sales and production based on current technology.

Moreover, because the renewable energy industry has already

invested so heavily to reach the production stage, incremental

expenditures may be small.

Pifthly, investors put their capital into a venture because of

the expectation of profit. The greater the risk presented by a

particular venture, the greater margin of profit the investor

will require before it is willing to make an investment. At

the present time, investments in renewable energy and conserva-

tion projects tend to be of a high risk nature compared to

other types of investments. As a result, they do not

generally, standing alone, present investors with a sufficient

margin of profit to attract the needed investment capital. The

tax credits, in many cases, provide an additional margin of

profit to eliminate this insufficiency.

Sixthly, after economic (e.. employment) consequences are

taken into account, the repeal of some or all of the renewable

/
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energy tax credits may not result in the net revenue gains pre-

dicted by the Treasury.

finally, the Administration's previous statements supporting

the credits, reliance on their continued existence as a basis

for Department of Energy cutbacks, and explicit Administration

recognition that the credits are effective are inconsistent

with proposals to repeal some or all of the credits. Reliance

on Administration statements led to support by companies for

the Administration's economic program.

e '

I hope this summary will be useful to the Subcommittee in its

consideration of the need to retain the credits. I would be

happy to respond to your questions on the matters covered by

the summary or on other related issues.

Senator WALLOP. Mr. Wilson.

STATEMENT OF JOHN W. WILSON, ASSISTANT DIRECTOR, RE-
NEWABLE ENERGY INSTITUTE, WASHINGTON, D.C., ACCOMPA-
NIED BY LEE GOODWIN, TAX ATTORNEY, OF PATTON, BOGGS
& BLOUGH
Mr. WiLsoN. Mr. Chairman, thank you very much for letting us

appear today. Accompanying me is Lee Goodwin with Patton,
Boggs & Blough. He is a tax attorney who has been assisting this
broad coalition of groups involved in energy credits, along with
Nossaman, Krueger & Marsh.

First of all, I would like to thank both of you and the other
members of the subcommittee who have not been able to be here
today. The leadership in this area is most helpful, particularly at
this time, and we are very understanding of some of the problems
with supporting these credits in the face of the administration's
strong front. But we think that your efforts are to be highly
commended for stepping out early.

I represent an organization known as the Renewable Energy
Institute. It is a nonprofit organization conducting research and
analysis and new issues affecting a broad range of renewable
energy technologies, everything from Federal tax, hydro, wind, to
biomass, renewable fuels-you name it, and we do a little bit in it.
We are very supportive of both of the bills that are under consider-
ation today. We have submitted some materials, and we will
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submit additional materials, detailing some technical points which
we think should be taken into consideration before the bill is
marked up.

Mostly we would like to make two or three major points. The
first one is echoing Richard's point about market forces. It is often
forgotten that the free market does not provide for our national
defense. That is largely the reason why the Congress every year
has to appropriate moneys and there is a large organization devot-
ed to building up that defense. In the same way, energy policy has
been slipped aside in this free market discussion. It is very impor-
tant that, as we discuss with Treasury the revenue impacts of these
credits and the value and the economics, 15 cents here or 6 cents
there, we really consider this national security issue. I think it is
vital, and I think everyone we have heard from here today has
made that point clear.

The other major point in the market force area is the fact that
we do need to strike a balance in subsidies. The market that we
have today domestically is a mixture of a pot of subsidies that built
up over time. Their longevity is almost as important as the individ-
ual increments involved. Renewables and conservation have not
had a fair share yet, and we are about to tear down what we have.

I think the final point I would like to make is: The Administra-
tion's proposal to repeal the existing credits is particularly danger-
ous right now. I know of over $4 billion worth of projects in alcohol
fuels and hydro and wind-that, if going up today, would have been
seriously jeopardized by just the mere idea, and the fact that the
President transmitted that idea in his party's speech-very, very
dangerous for our current situation in energy today.

I thank you for letting us appear before you.
Senator W4iLwP. Thank you, Mr. Wilson.
[The prepared statement follows:]
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Mr. Chairman, Members of the Committee, I would like to thank

you for this opportunity to appear before you and present the

views of the Renewable Energy Institute on S. 750 and other

matters pertaining to energy tax credits. The Renewable Energy

Institute is a non-profit organization which conducts research

and analysis into issues affecting the broad spectrum of re-

newable energy technologies, ranging from the direct conversion

of energy sources such as solar, wind, and hydro to the in-

direct conversions of biomass materials and other renewable

fuels.

We would like to express our thanks to Senator Wallop and his

colleagues on the Subcommittee for their leadership in the

area of energy tax credits. We understand that our tine is

limited and thus will hold down both our oral and written

coi nts at this tie but will submit detailed conts on
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8. 750 and other matters pending before the Subcommittee by the

November 2 deadline. The following brief comments are designed

to give the Subcoumittee a feel for our concerns and the general

outline which our detailed comments will follow.

In general, the Institute is very much in favor of rewarding

demonstrated energy savings through the tax system. The de-

velopment of conventional fuels in this country was strongly

spurred by the use of tax credits and depreciation mechanisms,

thus it is only natural that similar systems be devised to

support energy effciency and the enhanced use of alternative

energy equipment. Of all the incentives available to the

Congress, tax incentives are perhaps the best tool for in-

creasing the use of these technologies within the industrial

and commercial sectors. As the Senator and his colleagues

well know, tax incentives offer a more stable environment for

the business planner, and thus are more easily worked into

company forecasts and can thus achieve the desired goals much

faster than other forms of government support.

we are particularly pleased that the Senator is on record in

support of this type of incentive at a time when the "free market"

philosophy of the Administration has been offered by some officials

within the Treasury Department as justification for dismantling

some of the existing energy tax incentives. The fact of the
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matter is that in today's free market exists a blend of market

forces from many sectors of the economy which effect the buying

patterns of all energy consumers. Many subsidies are clearly

visible and quantifiable, such as existing tax credits for

energy expenditures or research and development programs for

energy technologies, while others, such as the ability to ex-

pense the cost of conventional fuels burned in the course of

a business, are much less understood but just as important

factors in our daily energy decisions. Perhaps the most

important, yet most misunderstood, subsidy in today's energy

market is that component of our military and foreign aid

programs which is inextricably linked to the supply of oil

from the Middle East, an amount which seems to increase in

never ending spirals.

Although in general we support the objectives of the legislation,

there are several key problems which should be taken into account

before this bill is enacted into law. The first is the problem

of assuming that the Internal Revenue Service will look with

favor up6n a new set of energy initiatives. In particular, I

question the wisdom of providing any latitude to the Service in

interpreting the amount of credit which should be available for

various types of equipment for various applications. In our

detailed coients to be filed with the Comttee, we will provide

lengthy documentation of several problems which exist with the

existing tax credits, and in particular with the Service's inter-
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pretation of Congressional intent. Two factors contributing to

these problems are that Treasury has no inherent energy expertise

and has a very strong countervailing objective in guarding the

Treasury from increased revenue loss. It is very instructive to

note that with all the specific criteria -procedures that were

laid out by the Congress for adding new energy saving measures

to a list of qualifying property in both the Energy Tax Act and

the Windfall Profits Tax Act, no item hs been added to this

date.

In fact, Treasury's action with regard to the credits should

include several footnotes. The first is that it took over two

years for Treasury to enact regulations for credits which would

last only four years which were enacted under the Energy Tax

Act of 1978. And those regulations which were promulgated in-

clude several prohibitions which ran clearly counter to Congressional

intent, including several new twists on ways to interpret other

uses for clearly ettergy-related property. The House co-sponsor

of the Chairman's bill, Congressman Cecil Heftel of Hawaii, has

invested quite a bit of time in working out the details of a tax

credit to encourage home builders to incorporate passive solar

design features within newly constructed residences. The vast

majority of that time was involved in developing- assuances for

the Treasury that in fact, the demonstrated energy savings could

be proved. Once all the computer simulations had been run, and
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last bureaucratic assurances given, the new Administration took

over and we are back to square one. I raise these issues to

simply point out to the Chairman that good-Ideas can oatenrluud

to disasterous results when entrusted to the Treasury for

administrat ion.

We are pleased to see that the bill includes an expanded .list

of qualifying property, along with new categories of specially

defined property for which the Chairman would like to provide

incentives. However, we question the policy objectives which

might be implied by providing incentives to some types of energy

property over others. It is not that the incentives you wish

to extend to these types of property are unwarranted, but rather

It appears that the bill specifically excludes most renewable

energy equipment. We are particularly concerned that the extensions

of particular energy tax credits for certain types of equipment

that are included in the bill and the accompanying exclusion

of similar extensions for renewable energy credits could create

a market basis against these energy producing options. This is

particularly true of the renewable energy credits that expire

flatly after December of 1985, without any gradual phase out.

Although our detailed comments will include a more comprehensive

list of technical notes, I would like to list the following three

items at this juncture. The bill's treatment of replacement

appears to be a little ambiguous, in that replacement of property

07-640 0 - $2 - 26
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is a fairly well understood concept. If the concept requires

language I would simply suggest that it be crafted in such a

way as to not provide an opportunity for Treasury to further

define replacement in a more restrictive manner.

The legislation also attempts to resolve a problem of serious

proportions that Treasury has developed with regard to dual

functions for a single piece of equipment or system. In the

area of energy efficiency and renewable energy technologies,

there are many occassions where cost savings can occur through

the use of equipment and materials which can serve two functions

or even more. This beauty of design is an added benefit of the

technology, and thus can sometimes serve to enhance the return

on investment, or more appropriately the "bottom line". Un-

fortunately, Treasury regulations prohibiting the claiming of

credits for equipment which does serve more than one function

have often resulted in more elaborate systems and/or financing

in order to obtain the proffered credits, often at the expense

of the systems' design or efficiency. This is a plaguing problem

with regard to energy storage and transmission, and I suspect it

wIll continue to be a problem unless Congress resolves it through

legislative action. Unfortunately, the bill simply provides a

more confusing definition, and thus another opportunity for

more confusing regulations. I an not sure that anyone has yet

developed an answer to this problem, but I strongly urge the

Committee to devote some time to this issue before the bill moves

out of committee.
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We are also concerned that limitations on the use of credits

in those instances where expansion can also occur inherently

limits the use of these technologies in instances where

construction of additional plant capacity may be in the works.

It would be highly unusual for the small amount of money avail-

able through one of these credits to drive the economics of a

major corporation's planning for expansion. However, at the time

of such planning, the availability of these credits could tip

the balance in the mind of a planner who is considering taking

advantage of these newer energy technologies. In this sense

the credit serves largely as a risk premium, aimed at pushing

those marginal projects just over that imaginary line to meet

the corporate planner's objectives. Thus we would urge that

the section relating to expansion limitations be carefully examined

to assure the proper policy objectives are met.

Finally, we would like to draw our testimony to a close by touching

on a matter of grave importance to the future of all alternative

energy technologies: the proposed repeal of the existing energy

tax credits. As I an sure the members of this Committee are

aware, President Reagan on September 24 proposed the repeal of

several obsolete or abusive tax items in order to reduce revenue

loss in the coming fiscal years. One of the items listed as

either abusive or obsolete was the existing energy tax credits

for energy conservation and renewable energy technologies.
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Since the President proposed the examination of this option, we

have been advised by Treasury officials that the credits are not

considered abusive, but rather obsolete because of the enactment

of the Accelerated Cost Recovery System in the Economic Recovery

Tax Act of 1981 We will not dwell here upon the arguments

which were presented to the Treasury in the form of numerous

letters and memos, including the extensive work prepared for our

coalition by the firm of Nossaman, Krueger and Harsh. However,

we do think it Important to point out to the Senators that these

credits were a very limited response to a very large problem,

namely our country's dangerous addiction to imported oil. The

credits have barely begun to work, although their effect has been

quite staggering. In 1979, 4.8 million individual taxpayers

claimed credits for a total of $196 million in renewable energy

investments and $3.3 billion in residential energy efficiency

improvement. Business taxpayers claimed energy tax credits

for $103.8 million in investments, $42.6 million of which was in

solar and wind energy alone.

Our coalition which includes virtually every organization re-

presenting renewable energy technologies, industry and consumers

has learned of over $2 billion worth renewable energy projects

that are in the pipeline today that are severely threatened by

the mere proposal to repeal the existing energy tax incentives.

These projects range from alcohol fuels plants and hydro facilities

to wind farms consisting of hundreds of newly constructed Xind

S peW machines. Anything this Comittee can do to express its
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concern to the Administration for this very ill advised proposal

will go along way towards ensuring the viability of the many

technologies which the Chairman would like to encotage with

S. 750.

Finally, I would like to leave you with a quote from a recent

report by the investment banking firm of Hambrecht and Quist.

"The alternate energy industry should be of of the fastest

growing industries of the 1980's. We expect the industry to

grow to the $50-60 billion level by the 1990's as companies

in the industry reduce systems cost and identify sight specific

applications which are compatible with renewable energy resources."

The rapid growth of this industry will continue if and only if

Congress maintains the current market climate for energy

alternatives. To the extent that uncertainty or prejudice

is added to the current market, the real market, then this

forecast will become an overly optimistic projection.
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Senator WALLOP. I want to thank you all for showing up here,
and your testimony will be included in the record in its entirety.
We were going to question you on some of these points that you
brought up. I would suggest, again, that it is important not to let
your efforts stop here. While your testimony has been useful and
appreciated, the force of your presence in this arena will be re-
quired, if we are going to get anywhere with either of these con-
cepts or both of them.

So, don't walk off and say you have done your duty. We will
continue to need your help. Thank you very much.

The hearing is adjourned.
[Whereupon, at 12:39 p.m., the hearing was adjourned.]
[By direction of the chairman the following communications were

made a part of the hearing record:]
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October 5, 1981

The Honorable Malcolm Wallop.
United States Senate
Washington, D.C. 20510

Dear Malcolm:

Because of my interest in the industrial energy
conservation legislation, I asked the Library of Congress
to prepare a comparison of legislation related to this
subject which is being considered in Congress. I would
very much appreciate it if you would make this material
part of the record in your hearing of October 19.

Looking forward to working with you on this
legislation.

Sincerely yours,

Edward M. Kennedy

Enclosure
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INDUSTRIAL AMD COPORCIAL INVESTIEJT TAX CRkDITS

Bill Snwanaor
General Provision. LAU r.016 Period or Eligibiity

S.750 Wallop, Boren.
Kennedy. et al

M..2640 Neftel,
Ottinger, artin,
c al

Identical bills

increases ITC from 1OZ to 20Z; for alternative energy
property, specially defined energy property, recycling
equipment & cogeneration equipment

adds 2 nev categories of energy property eligible
for 201 ITC:
- qualified industrial energy efficiency property- and
- associated property,

defines qualified Industral energy efficiency property:
- modifies or replaces processes carried on a of

1/1181 for an existing indust'l or cosm'l facility
- installation results in utilization of less energy

per unit of output
- installation also results in aggregate annual decrease

in energy conasemd of at least 1,000 barrels of
oil equivalent (Boa)

- installation mut not increase total amount of oil &
natural gea coasd per unit of output

- useful life must be at least 3 years
- prohibits double dipping of other energy

tax credits
- proportionate reduction In benefit as capacity

of facility increases
- credits depend on amount and cost of energy saved:

- if energy investment is less than $10
per 5MK saved, credit is reduced to that
percentage which bears the sm ratio to 202
as the actual 30E cost of the property bears to $10
($5 for equipment placed in service within 2 yrs.)

- if W0E saved is between $10 and $60. the full
202 credit is applied

- credit is reduced when investment becomes too
.great per 30K; there is a $60 per 30 cap

regardless of the percentage equivalent
- the ITC limitations are applied at end of a

recomputation period where actual operating
experience over a representative period is known

defines associated jropsrty ss all property necessary to
achieve the results intended by the quallfying invest-
ments In the other categories of the bill

546(e)(2)(C)
ITC rate

201

20%

1/1/81 to 12/31/6

1/1/81 to 12/31/86
plus affirmative
comitents section
46(s)(2)(C)(iii) for
projects with long
planning times
extended from 1990
to 199

General Proviaiana
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CmS-2

ftI ftn s a**r Cnrl] Prev|sinaf ITC Eat. ParhAA AU 514 4k414...

s. 750
saw EL. 2640 (coutd)

specifically defines equipment added in bill and
originally listed In tax act for the following:

alternative energ property S48(1)(3) property
- include& equipment other then boilers (sachs

combustion turbines & generators producing energy
from an alternative source)

- includes beat treating and elt furnaces (as
defined) using an alternate substance (as defined)

specially defined energproperty 148(l)(5) property
- adds new items of equipment (as defined): indu"tl

Insulation, an Industrial heat pmp, moi.ications
to burners, combustion systems or process furnaces,
hatch operations conversion equipment, etc.

- adds definitions of several ite In existing law:
beat exchanger, waste heat boiler, Automatic energy
control system, and combustible as recovery syetm

- clarifies and expands authority of Secretary of
Treasury to add additional itms of equipment and
gives Secretary of energy authority to recommed
itaw to Secretary of Treasury

recycling equipment §48(l)(6) property
- broadens definition to include certain waste

preparation equipment and to assure that equipment
to recover and store reusable resources i Included

- defines "solid vaste- as including semisolid and
liquid materials

SOlenerstion Mquipmnt 646(l)(14) property
- broadens and specifically includes certain

cogeneration equipment such as mechanical ahft
power as well as electrical power equipment

- eliminates the restrictions on oil- or gas-based
cogeneration systems

- eliminates limitation that allows the credit only
for -capacity increases"

other provisions:
continues present law excluding public utility property

except that bill exmpts qualifying small power
production and qualifying cogeneration facilities
from public utility property exclusion

limits credit in cases where cap city of the process or
facility Increases nore than 102; in such cases.
credit allowed is based on a pro rata allocation of
energy-related costs versus total costs

clarifies coverage of replacement property if the
replaced property is retired' from service

(see above) ("a above)

af I I r General provisions ITC Rate V wf A ̂ f W14 4& 41MK__ a =&

I
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Bill Snnor CorlPA4.,LIU Rate FA lod of 1Eliibility

S. 787 Kennedy in general sane provisions as S. 750 except that
tax credlts in excess of liability are refundable

also includes a provision allowing noncorporate
taxpayers who are lessors to clam the credit for
qualified Industrial energy efficiency property

Amendment Kennedy In general sm as S. 750 except that ITC is Increased
1256 to from 10Z to 152 (istead of 202 as in S. 750)
1981

0uabu also, provisions generally same as in S. 1323 (see
Tax bill below)-extends residential energy credit to lessors

and increases residential energy credit maximum
from $2,000 to $3,000 for conservation equipment and
from $10,000 to $15,000 for renewable energy equipment

COMIAL. RETAIL AND PARTIT HOUSE DIVESTNEN TAX CREDITS

Bill Soomeor
Geneal Prvaln. LTC late Period of Eliglblll
extends to commercial and retail establishments 10Z ITC
for §48(l)(5) specially defined energy property by
substituting for the' term -comercial process'
the term "comerclal activity to reverse IRS exclusion
(47YR 7290. Jauarmy 23. 1981)

Increases ITC for 548(l)(5) specially defined energy
praberty from 102 to 201 and extends coverage to commercial
and retail eatablisimenta

also adds to S48(l)(5) eligible equipment: heating and
cooling efficiency equipment such as energy management
equipment, also includes refrigeratlon and foom
processing equipment (unlike S. 1323 which includes
lighting equipment but not refrigeration equipment - see
specifics in each bill)

adds a new category of S48(l)(2) energy property and applies
a 201 ITC to this category:
Insulation property for industrial, commercial and

retail buildings or facilities

I /

S46(a)(2)(C)
ITC rate

10z

0
Retroactive to enact-
ment of ery Tax Act

10/1/78 to 12/31/82

646(a)(2)(C) For specially deflned
ITC rate and Insulation property

20Z 1/1/81 to 12/31/86

(*e above)§46(a)(2)(C)
ITC rate

202

S46(a)(2)(C)
LTC rate

152
S44(C)(a)
ITC rate

15Z
40Z

S. 475 Durenberger
E.R. 1378 Frensel
Identical Sills

S. 1288 Durenberger

BIll S amor ([ Htd)ra| Pr v4 Im m

nmrml Pr6v(m(Iw
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Bill Sponsor / General Provisions ITC Rate Period of Eligibility

S. 1323 Tsongas.
Kennedy

S46(a)(2)(C) Retroactive to enact-
ITC rate meant of Energy Tax At

10N 10/1/78 to 12131182

redefines S48(l)(5) specially defined energy property to
cover any tommercal facility (hotel, office building.
educational facility, health care facility, retail or
wholesale trade facility) to reverse IRS exclusion
(46FR 7290, January 23, 1981)

increases S48(1)(5) specially defined energy property
ITC from 1OZ to 20Z

adds to list of S48(l)(S) specially defined energy
property various heating, cooling and lighting
energy conservation systems (unlike S. 1288 which
does not include lighting but does include specific
reference to refrigeration, food processing, and
storage equipment - see specifics in each bill)

extends ITC coverage period from 1982 to 1985 for
general-rule energy property

the existing residential energy credit is Increased
for energy conservation expenditures

rate is 152 of such expenditures
up to a maximum vhich is increased
from $2,000 to $3.000 (e.g., $450 per unit)

for renewable energy expenditures
rate is 4OZ of such expenditures
up to a maxiumn which is increased
from $10,000 to $15,000 (e.g., $6.000 per unit)

allows apartment building owners to qualify for existing
residential energy tax credits and increases the maxim
for energy conservation property - rate is 152 (10Z if

6167 depreciation is taken) up to $3,000 maximum
for renewable energy property - rate is 40Z (302 if

J167 depreciation is taken) up to $15,000 maximum

S44(c)(a)
ITC rate

152

7/1//81 to 12/31/85

402

15Z

40Z

7/1/81 to 12/31/85

20Z 7/1/81 to 12/31/85

202 7!1/81 to 12/31/85

10Z 10/178 to 12/31/85

C



Bill Snosar
General Pi..... . .. i . Kato Period of Malbility

R.R. 91142 Dingell
rz.dlt 1 S i

Ihl. 3910 Schneide !r

S44(C)(a)
ITC rate

1/1/79 to 12131/85extends existing 15% residential energy conservation-up to
$300 per dwelling unit-to apartment building owners
(does not increase the maximum and does not cover
renewable energy property as in S. 1323)

redefines %8(l)(5) socially defined energy property
to include any existing process or activity (intended
to expand definition to comercial and retail
activities and reverse IRS ruling)

adds a variety of equipment to conserve heating, cooling
and lighting (see specifics in bill)

increases ITC for specially defined energy property
from 10I to 20Z

extends aTC and establishes rate of 30Z for owers of
residential rental property; treats them as businesses
and not as residential owners

J)

15Z

646(a)(2)(C)
ITC rate

20Z 1/1/81 to 12/31/89

302 1/1/81 to 12/31/89

Cm4t rml Pr fm4 nm Vqmd L
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AMERIcA RETAIL FEDERATION
1010 H STR5CT. N W. WASHINOTON. 0. C 80000 (802) 703-7071

LoYD HACELXN
a-ew November 17, 1981

The Honorable Malcolm Wallop
Chairman
Subcommittee on Energy and

Agricultural Taxation
United States Senate Finance Committee
Washington, D.C. 20510

Dear Senator Wallop:

- This letter is submitted by the American Retail Federation
for inclusion in the record of the hearings held on October 19,
1981 on S.-1288, the "Commercial Business Energy Tax Credit Act
of 1981' and S. 750, the "Industrial Energy Security Tax Incentives
Act of 1981." A copy.of this letter is being sent to each member
of the Tinance Commttee.

1he American Retail Federation is an umbrella organization
composed of 27 national trade associations; state retail
associations from all 50 states and the District of Columbia; and
more than 120 retail corporations. In all, the American Retail
Federation represents, directly and indirectly, a million and
a half retailers.

In 1973,!/ the commercial sector consumed 10.8 quadrillion
BTUs (quads), or 14.4 percent of the total energy consumed in
the U-S. during that period. Over 75 percent of this energy
was used for space heat, air conditioning and lighting: 3.8
quads, or 5.1 percent of total U.S. consumption was used for
space heat; 2.9 quads or 3.9 percent of total U.S. energy
consumption was used for lighting; and 1.5 quads, or 2 percent
of total U.S. consumption was used for air conditioning. There
are substantial opportunities for energy conservation in these
and other areas of energy use within the retail sector. For
example, it has been estimated that automatic energy control
systems can reduce the energy consumed for heating, lighting
and air conditioning by as much as 20 percent.

. . . . . . . . . . . . . . .

_/ This statistical information is taken from Energy in
•Ameriala'w Future, Resources for the Future (1979), p. 75. 1973
is the most recent year for which detailed figures on commercial
sector energy consumption are available. Nevertheless, these
figures are representative of thd relative levels of energy
consumption within the commercial sector.
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The Honorable Malcolm Wallop
November 17, 1981
Page-2

Extending the energy tax credit to commercial energy
conservation equipment would provide an important -- and often
critical -- incentive for the purchase of such equipment.
Businesses generally require a pay-back period for non-essential
equipment -- such as automatic energy control systems and other
types of energy conserving equipment -- of as little as two
or three years. Despite the considerable energy savings which
can be achieved through the use of such equipment, these savings
are frequently not adequate to satisfy this stringent pay-back
requirement. In many cases, the energy tax credit will enable
a company to make an investment in energ conserving equipment
which would otherwise be financially unjustifiable. In addition,
those credits are-now available to the industrial sector and
equity demands that all sectors be treated equally.

S. 1288 would extend the energy tax credit to a wide
variety of energy conserving improvements at existing retail
establishments. Although S. 750 is primarily aimed at industrial
conservation, it would also provide a significant incentive for
energy conservation in the commercial sector by extending the
energy tax credit to automatic energy control systems installed at
existing retail and other commercial facilities. Therefore, the
American Retail Federation strongly endorses the portions of these
bills aimed at providing equitable treatment for investments in
energy conservation at retail facilities.

The American Retail Federation supports the efforts of this
Committee to extend the energy tax credit to-a broad range of
energy conserving equipment in the retail sector. When combined
with other incentives for capital formation, the energy tax
credit will provide a significant stimulus for energy conservation
in the retail sector.

Res y uly aHacd

LH:pah
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Tosco CORPORATION
o00 L STMftfT. NW. SUITS 708

WASNINOTON. 0 C OO2

CAMILLA S. AUGER
•secu~e .cvice , ,.,November 2, 1981
CNI1F OP9IATINS OFFICES

DM6SION OP OO*VSEN0WNT 0ELAT4NI

ANO PUBLIC APPAIRO

The Honorable Senator Malcolm Wallop
Chairman, Energy & Agricultural Taxation Subcommittee
Dirksen Senate Office Building
Washington, D.C 20510

RE: Hearings on S. 750

Dear Mr. Chairman:

Pursuant to notice given in the Senate Finance Committee press
release of September 25, 1981, announcing the Energy and
Agricultural Taxation Subcommittee hearing on industrial and
commercial Energy Tax Credits, Tosco Corporation submits the
following comments for consideration by the Subcommittee in its
deliberations on S. 750.

BACKGROUND

Tosco, one of the largest independent refiners in the nation,
owns and operates refineries in California, Arkansas and Oklahoma
with a total refining capacity of approximately 260,000 barrels per
day. In addition, Tosco has been a pioneer in developing oil shale
technology, and is a co-owner of the Colony Shale Oil Project in
Colorado, the first full-scale commercial oil shale project in the
country. The project is designed to produce 48,000 barrels per day
of hydrotreated shale oil by 1987. Tosco has always concentrated
its effort on producing the maximum quantity of high quality fuels,
such as transportation fuels, from resources which, due to their
nature, require highly capital intensive equipment. These efforts
are evidenced by Tosco's leadership in commercial oil shale
development and its programs undertaken at the refineries to
maximize their capability to process lower quality crude oils. In
order to further enhance efficiency, through energy conservation,
Tosco has recently developed programs to utilize cogeneration
technology at its refineries.

Tosco strongly supports Congressional action to encourage and
facilitate energy conservation as well as conversion from oil to
other more abundant energy sources. In particular, Congressional
efforts to modify the Business Investment Credit have provided
important incentives for industry to invest in energy conservation
equipment and to convert to alternative sources of energy
appropriate for industrial purposes, thereby conserving the highest
quality oil and gas products for their most suitable purposes.
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The general concepts embodied in S. 750, representing another
attempt to accomplish the continuing national goal of energy
conservation and reduction of our -dependence on foreign oil, are
supported by Tosco. Nonetheless, we feel that in its present form,
the legislation may create artificial barriers to maximum
utilization of all energy conservation and conversion methods. At
a minimum, Tosco fears that the legislation as presently written
might result in ambiguities which will make use of the credits less
desirable. The deficiencies noted by Tosco relate to the following
three subjects:

* The definition of "alternate substance".

* The definition of "cogeneration technology".

* The applicability of the incremental cost rule.

1. The Definition of "Alternate Substance" Should Include
Additional Refinery By-Products

The definition of "alternate substance" in S. 750 goes a long
way in insuring the maximum utilization of energy conservation
equipment by including petroleum coke and petroleum pitch, both of
which are refinery process by-products. However, the purpose of
the statute would be more fully served if the definition were
further broadened to include other important refinery by-products.
The other refinery process by-products that Tosco recommends be
specifically included in the definition of alternate substance
are: petroleum asphaltenes, catalytic-cracker fractionator
residuals, and refinery off-gas* (including, but not limited to,
refinery fuel gas and CO gas).

It is important that these comparable refinery by-products be
included within the definition of "alternate substance" to provide
consistency with prior legislative objectives, and to allow maximum
flexibility to refinery managers nationwide in getting the most out
of their equipment. To include two specific by-products while
excluding others, serves only to create artificial barriers to
innovative planning -or energy conservation by refinery managers.

Refinery off-gas (sometimes colloquially called a "waste gas")
is included in the provisions of S. 750 in a different
context. In subsection (a) of Section 3, waste gases are
specifically included in the provision concerning Qualified
Industrial Energy Efficiency Property. Therefore, it is
arguable that refinery off-gas was intended to be included in
the definition of alternate substance.

a7-I'Ad A - $- 1
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A refinery is, in the simplest sense, a fuels production plant,
rather than a facility designed with fuel consumption in mind.
Therefore, good management requires production of the most
profitable products for sale, and internal consumption of the least
profitable by-products. Certain bottom-of-the-barrel products have
never been commercially marketable based on their inferior-
qualities such as petroleum pitch, petroleum asphaltenes, refinery
off-gas, and cat-cracker fractionator residuals. These products
must either be disposed of, utilized within the refinery for
process heating purposes, or combined with higher quality streams
to make a marketable product (usually an unacceptable alternative
since high quality products must be used to create lesser quality
products).

In the future, refineries will almost undoubtedly be required
to use lower quality feedstocks. Because of this, more
bottom-of-the-barrel by-products will be produced from a given
quantity of crude oil. The most efficient way to utilize the
anticipated increase in such by-products at refineries is as a fuel
for refinery process heating purposes. Therefore, tax credit
incentives should be flexible enough to encourage the large capital
expenditures required to make individual refineries capable of more
efficiently utilizing, rather than disposing of, by-products.

In the process of refining the bottom-of-the-barrel
("residue"), three solid or semi-solid by-products may be created:
petroleum coke, petroleum pitch, or asphaltenes (see Exhibit A).
If the residue is coked, then coke is the derivative; if the
residue is thermally cracked, then pitch is created; if the residue
is hydrocracked, then hydrotreated pitch is the resulting
by-productl if the residue is chemically treated, then either pitch
or asphaltene is extracted depending on the relative degree of
extraction. The gas oils produced from three of the preceding
processes are processed in a catalytic cracker (cat-cracker) to
produce gasoline. The by-product of this process is cat-cracker
fractionator residuals (see Exhibit A). By way of comparison, the
Btu value of residue is generally greater than pitch, and pitch has
a higher value than either coke, asphaltenes, or cat-cracker
fractionator residuals. Therefore, the fuel use value of the four
by-products shown in the chart is very low when compared to other
oil or natural gas products. Nonetheless, they have Btu value
which can be utilized if equipment is modified or built to
-accommodate them within the refinery.

With respect to gaseous by-products, both refinery fuel gas and
carbon monoxide (CO) gas are the result of a number of refinery
processes. Their production is, in almost all cases, a by-product
of producing the desired slate of.products in a refinery.
Generally, CO gas has a very low Btu content (under 100 Btu's/cubic
foot); refinery fuel gas has a Btu content much higher than CO gas
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but, due to its numerous impurities, cannot be economically
processed into a saleable commodity which can be transported
through existing pipelines outside the refinery. However, the Btu
value of both gases can be efficiently utilized if equipment is
built to accommodate them within the refinery.

In conclusion, there are three additional refinery by-products
which Tosco feels should be added to the definition of "alternate
substance" to insure the effectiveness and consistency of the
legislation: petroleum asphaltenes, catalytic-cracker fractionator
residuals, and refinery off-gases (including, but not limited to,
refinery fuel gas and CO gas). All of these have utility within
the refinery to the extent that-equipment can be modified or
installed to use them. However, if the credit is not designed to
encourage flexibility in their use, they are likely to be disposed
of in even greater quantities as refinery feedstock quality
declines. Tosco therefore recommends the following amendment:

Subparagraph (B) of Section 48(1) (3) (defining alternative
energy property) is amended by adding at the end thereof the
following new sentence: "The term 'alternate substance'
includes petroleum coke; petroleum pitch; petroleum
asphaltenes; catalytic-cracker fractionator residuals;
refinery off-gases (including, but not limited to, refinery
ful gas and CO gas) ; synthetic fuels; and any other product
produced from any alternate substance,-whether or not such
product has undergone a chemical change in the process of its
production." (Added words underlined.)

2. The Definition of "Cogeneration Equipment"
Should be Clarified to Include Modification

or Replacement of Facilities

In one very important respect, the definition of "Cogeneration
Equipment" contained in S. 750 is greatly superior to the existing
definition: the new definition contains no limitations on the use
of-ail and gas, which is consistent with the. thermal efficiency of
cogeneration equipment and the high priority given to such
equipment in the National Energy Act of 1978. However, the new
definition is ambiguous in one significant regard: it does not
make clear the extent to which a taxpayer could modify or replace a
boiler operating on January 1, 1980 with a new cogeneration unit
consisting of a turbine and waste heat boiler combination. There
may be many instances in which, from an engineering standpoint, it
would be not only more economical, but also more energy efficient
to retire boilers or other units operating on January 1, 1980 and
replace them with new units.



414

Page 5
The Honorable Senator Malcolm Wallop
November 2, 1981

This subject was 'onsidered by the Senate Finance Committee on
October 15, 1979. Senate Report No. 96-394 states at page 83:

"Where it is necessary to replace an existing boiler in order
to-enable an existing industrial or commercial facility to
cogenerate, this replacement boiler will be covered only to the
extent of additional capacity which is-related to a
cogenerating function."

The matter was also considered by the Conference Committee on March
7, 1980. House Report No. 96-817 contains the following statement
at page 129:

"The conference agreement also clarifies the Senate amendment
regarding increases in the capacity to cogenerate. Under the
conference agreement, 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 a
facility is presently producing steam for process use as its
primary energy product and electricity as its secondary energy
product, a boiler that merely increases the facility's steam
capacity would not qualify."

As a result of these considerations, present subparagraph (B) was

included in the definition of "cogeneration equipment":

"(B) ONLY COGENERATION INCREASES TAKEN INTO ACCOUNT.--The term

'cogeneration equipment' includes property only to the extent
that such property increases the capacity of the system to
produce qualified energy or electricity, whichever is the
secondary energy product of the system."

Since S. 750 would delete in its entirety subsection (B), the
intent evidenced in the Senate and Conference Committee reports to
include replacement equipment may be lost.

In order to make clear the original intent of the Congress that
modifications to, or replacement of, a facility is contemplated
within the cogeneration definition, Tosco recommends the following
amendment:

Subsection (A) of paragraph (14) of Section 48(l) (defining
cogeneration equipment) is amended by adding at the end thereof
the following new sentence: "Nothing herein shall be
construed to deny the benefits of the energy percentage of the
Business Investment Credit to a facility, all or part of-which
has been modified or replaced . (Added words underlined)
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In conclusion, the congressional intent to facilitate the
development and utilization of cogeneration technology has been
repeatedly expressed. Both the Public Utility Regulatory Policies
Act of 1978 and the Power Plant and Industrial Fuel Use Act of 1978
provided significant benefits to operators of cogeneration
technology. The Crude Oil Windfall Profit Tax Act of 1980 then
added tax credit incentives for cogeneration equipment insialled at
facilities operating on January 1, 1980. S. 750 now would further
encourage cogeneration technology by deleting restrictions on the
use of oil and natural gas, recognizing the inherent efficiency of
cogeneration technology. Past congressional action-has been
consistently designed to provide maximum flexibility for
cogeneration project operators so that the nation will benefit from
the concept. The logical extension of these steps is to make it
clear that old and inefficient equipment can be replaced with
modern cogeneration units including a turbine and waste heat boiler
combination, rather than requiring the add-on of new equipment to
obsolete boilers.

3. S. 750 Should be Clarified to Exclude Oil Shale Equipment
from the Incremental Cost Rule

Section 4(i) of S. 750 adds an incremental cost rule to Section
48(1) relating to energy property. Specifically excluded from the
rule is alternative energy property, recycling equipment, qualified
hydroelectric generating property, or cogeneration equipment.
While we feel relatively sure that the rule would not apply to oil
shale equipment based upon its present language, the question is
not free from doubt. To the extent that experimental oil shale
equipment could be construed as an existing process or facility,
the rule might be invoked. The result of this would be to
discriminate against those companies which have been the front
runners in the development of oil shale technology.

Therefore, Tosco recommends the following amendment:

Subsection (19) of Section 48(1) (relating to energy property)
is amended as follows: "(19) Incremental Cost Rule.--Property,
other than alternative energy property, recycling
equipmentqualified hydroelectric generating property,
cogeneration equipment, or oil shale equipment, which otherwise
qualifies as energy property under this section but which also
substantially increases the operating capacity of the existing
process, processes or facility, shall only qualify to the
extent of the 'energy component' of the property."-(Added
words underlined.)
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CONCLUSION

Tosco strongly supports the past actions of the Congress to
provide energy equipment tax credits and other incentives to
encourage energy conservation and conversion to alternative energy
sources. S. 750 is another step in the direction of reducing our
dependence on foreign oil, and therefore the objective and concepts
of the bill are supported by Tosco. In addition, however, we feel
that the clarifying measures suggested in these comments are
essential to insure the maximum effectiveness of the legislation
and its consistency with nat-ional goals and prior Congressional
intent. Therefore, Tosco urges the subcommittee to adopt the
amendments which are suggested in these comments.

Respectfully submitted,

Camilla S. Auger
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STATEMENT
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AUTOMOTIVE SERVICE-
INDUSTRY ASSOCIATION
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William 0. Smith, Chairman

Executive Commttee, ASIA Remanufacturers Div.

S.750L Me Industrial Energy Security
Tax Incentives Act of 1981
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Senate Fina Cr=nittee

October 19, 1981

AUTOMOTIVE SERVICE INDUSTRY ASSOCIATION
444 North Michigan Avenue • Chicago, Illinois 60601 • Phone: (312) 836-1300
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STATEMENT OF WILLIAM 0. SMITH
ON BEHALF OF AUTOMOTIVE SERVICE INDUSTRY ASSOCIATION

TO THE SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
OF THE SENATE FINANCE COMMITTEE

OCTOBER 19. 1981

Mr. Chairman, members of the Committee:

My name is William 0. Smith; I am President of Gopher Motor

Rebuilding, Incorporated in Minneapolis, Minnesota. In addition,

I serve as Chairman of the Remanufacturers Executive Committee of

the Automotive Service Industry Association (ASIA) and as a

Director of the organization. My statement is submitted to you

on behalf of the association and in particular the remanufacturing

segment of the association, the vast majority of which is composed

of small businesses of less than 100 employees.

The Automotive Service Industry Association (ASIA) is the

automotive world's largest and most comprehensive organization,

with its membership encompassing more than 8,500 independent

automotive wholesalers, warehouse distributors, heavy-duty parts

and equipment distributors, automotive electric service

distributors, manufacturers' representatives, manufacturers and

remanufacturers of automotive replacement parts, tools,

equipment, chemicals, paint, refinishing materials, supplies and

accessories.

On behalf of the association I express appreciation for the

opportunity to submit this statement reflecting the views of the
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association membership with respect to the need for inclusion of

remanufactured products in t-he-provisions of the Energy Tax Act.

8. 750, introduced by the Chairman, Senator Wallop, obviously

recognizes the importance of reusing our resources in a manner

that most efficiently utilizes our energy sources. It is

submitted that this biti cap more effectively encourage maximum

efficiency ia eevey Me while providing financial incentive i

that will help oar *%Atal s~ved industry, the economy and

the consuaing public t# q0MW mepv tured products eligible for

tbP eniwy M4 W Jt

MrmBfItfng dcgM P l t pucts does make a meaningful

Mftribution Uwd the alleviation of our energy problems, with

really waningful sid benefits in reducing inflation and

polluticz. Rmsufasetaed automotive replacement components

CQsist o tmte&dd ties, remanufactured engines, electrical

iauts, drive lie components, bx&kIng syste components and many

otwru parts o$ the ehicle.

Each of tft companies engaged in remanufacturing of

automotive replacement parts have one thing in common. They are

all recyclers of valuable, energy intensive vehicle components

that, after passing appropriate inspection, are completely

reusable and just as good as new for the purpose for which they

were originally- designed.

That is where remanufacturing is critical. It saves more of

what we already have available. It is utterly ridiculous to take
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a used part, transport it, melt it down, then recast it into what

it was in the first place. All of those operations consume

precious energy and that consumption is needless. It is even

more ridiculous - and more wasteful - to scrap a used part and

replace it with a new one that requires mining more scarce raw

materials, transporting them, smelting them, converting to

steel, casting, etc., when all we really need to do is remanufacture

the old unit.

Look at the kind of energy savings we are already achieving

by remanufacturing parts, rather than making new replacements.

By remanufacturing approximately 6 million water pumps last year,

remanufacturers saved the equivalent of 2.2 million gallons of

fuel oil - enough to heat 1,600 homes for a year. Here are some

other savings: Brake systems: 30.1 million gallons . . .Starters:

8.9 million gallons. . .Manual transmissions: 21.6 million

gallons. Attached to this statement is an illustration of energy

savings achieved each year by the remanufacture of engines,

transmissions, small parts and tires. The savings amount to 604

million gallons a year and can be substantially more than that

with incentives within the economic structure to encourage

further increases in remanufactured products.

Conversely, the reusable tire casings, engine housings,

electrical components, and many other units being discarded each year

represent the waste of the equivalent of hundreds of millions of

gallons of crude oil, as well as literally billions of dollars
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and hundreds of acres of land which must be assigned for solid

waste disposal.

Our society can ill afford to lose any portion of the

energy, economic and environmental savings resulting from the

current level of automotive component -remanufacturing, and we can

ill afford the present level of waste resulting from the throwing

away of retreadable tire casings and reusable parts.

The whole concept of remanufacturing is predicated on saving

money by reusing seasoned and tested components at cost savings.

This usually results in a savings in excess of 30%. When we talk

about the tremendous waste of our natural resources and about the

urgent need for energy conservation, a look at the remanufacturing

industry can be Just that light in the darkness.

This cost saving to the eventual consumer has a sociological

benefit in that a large proportion of older vehicles requiring

repairs and parts are owned by those in the lower income brackets

and the savings available to them permit them to keep their

vehicles operational at minimum cost. It also serves as a

competitive factor with respect to new automotive replacement

parts thus providing benefits to the entire spectrum of the

economy.

I would like to relate a personal experience concerning our

particular company.
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This spring we had a price increase on our remanufactured

engines; this price increase became effective on April 27, 1981.

We raised our distributor price 8% and the ultimate consumers

cost was raised over 11%. On one of our most popular engines

the consumer price went from $758.00 to $842.00.

On April 27th our phones became very quiet and our sales

dropped about 50%. We studied the situation and hurriedly

printed a new price sheet lowering our price to the distributor

by 2% - changed the profit structure of the Distributor and the

Dealer and lowered the consumer price 6.5% with the net over all

effect of a 6% price increase to the Distributor and only a 4%

increase to the consumer. This made that same popular engine

price increase from $758.00 to only $788.00 and our phones once

again began to ring - thank God! However, it also reduced the

profit margins both we and our distributors need in order to stay

in business.

We learned two very important things during this trying

month and a half; the law of supply and demand is out there very

strong, and the consumer (our boss) is extremely price conscious

and does a lot of shopping.

Th-is brings us to the recommendation I made at the beginning

of this statement. Inclusion of remanufacturing automotive

replacement parts in the Energy Tax Act would definitely Increase

the amount of automotive recycling and the savings it represents
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and it would eliminate the very serious economic threats to the

remanufacturing industry by enabling the remanufacturing industry

to free up capital to allow for the updating and purchase of

additional and more efficient equipment.

Under the Energy Credit Act of 1978 recycled materials are

eligible for the tax credit but remanufactured products are not.

It is submitted that this exclusion does not take into account the

particular characteristics of the automotive remanufacturing

industry. When applied to the remanufacturing process, the term

"recycling" has an important meaning different than the common

-practice of melting metals and pouring new ingots.

In the automotive industry, "recycling" means to sustain the

original properties of the component and to restore the original

quality and performance by necessary remanufacturing operations.

Automotive remanufacturing can best be described as the science

and industry of reclaiming and recycling critical metals. As

such it makes a significant contribution toward the conservation

of our natural resources and a more efficient use of energy while

providing economic benefits to the public. Tax incentives such

as we are now recommending will allow the remanufacturing industry

to have capital to expand and increase that contribution.

Thank y6u for the opportunity to express our views. I'll-

be glad to attempt to answer any questions.

William G. Smith
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ENERGY SAVINGS

Remanufactured Engines, Transmissions, Smal Parts and Tires

Engines produced by Production-Engins Rebuilders 412,000
-_Engines produced by Jobber and custom machine shops 1,872.000

Total remanufactured engines per year 2,284,000

Total weight of reusable parts: i.e., block heads,
crankshaft, camshaft and rods:

4 cyl 292.352 @ 249 lbs 72,795,648
6 cyl 431.676 0 351 lbs 151,518,276
V8 1.559,972 @ 405 1be 631,788,660

Total engine weight 856,102,584 lbe

Total weight of small parts rebuilding,
including transmissions 2.560,598,000 lbs

Total weight of remanufactured parts, engines
and transmissions per year. 3,416,700.584 lbs

It takes 6,000 STU to melt one pound of iron. Melting
3.5 billion pounds of cast iron and steel would require 20.5
trillion BTU. To produce 20.5 trillion BTU, one of the
following energy sources would be consumed:

224 million gallons of propane
150 million gallons of fuel oil
20 billion cubic feet of natural gas
804 thousand tons of soft coal
150 million gallons of crude oil

Savings of crude oil by recapping tires per year.

12 million truck tires @ 22 gals of crude 264 million
34 million pass. tires @ 5.6 gals of crude 190 million

Total savings of crude oil in gals froe
recapping 454 million

Total savings of crude oil by reanufacturing 150 million gals.

Grand total savings of crude oil by recapping
and remanufacturing per year.

604 million gals



426

Statement by
Congressman Cec Heftel

to the Senate Subcommittee on
Energy and Agricultural Taxation

-_ October 19, 1981

Mr. Chairman:

I aw pleased to present this statement in support of
S. 7S0, the Industrial Energy Security Tax Incentives Act
-of 1981. Mr. Chairman, I would like to take this opportunity
to commend you for the leadership you have exhibited in
bringing this matter to the attention of the Congress. As
you know, I have introduced the companion bill to S. 750 on
the House side, along with Congressman Ottinger of New York
and numerous other Members of the House.

----Mr. Chairman, S. 750 would increase the available tax
credits for industrial conservation projects. Under the
proposal, the credits for "specially defined" and "alterna-
tive" energy property, "recycling equipment," and "cogenera-
tion property," as defined in the Energy Tax Act of 1978 and
amended by the Crude Oil Windfall Profit--Tax Act of 1980,
would be-increased from 10 to 20 percent. A fifth category
of qualified property to be known as qualified industrial
energy efficiency property would also be established.
Adding this fifth category of property would expand the
range of projects eligible for conservation incentives. The
credit for this property would generally be 20 percent.

However, this credit would be subject to several limita-
tions. First, the credit for qualified industrial energy
efficiency property would be limited to the lesser of 20
percent of qualified investment or $60 for each barrel of

-oi-l equivalent (BOE) saved in 1 year by the investment based
on pre-project levels of production. Second, no credit
would be allowed for qualified industrial energy efficiency
roperty if the-credit otherwise allowable were less than
10 per BOE. These two conditions attached to the fifth

category of qualified property are designed to limit the
revenue impact of the bill and exclude from the incentive
program those modifications or replacements which are already
sufficiently attractive from a financial point of view.
Finally, each modification to an industrial process would
have to achieve an aggregate annual decrease in energy
consumed by such process of at least 1,000 barrels of oil
equivalent.
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Mr. Chairman, since American industry consumes almost
40 percent of all energy utilized in the country, I believe
that an aggressive energy conservation effort in the indus-
trial sector could take our Nation a significant part of the
way down the road to energy independence. It is incumbent
upon us to realize this conservation potential.

Mr. Chairman, the United States is faced with an energy
problem of unprecedented dimensions. Energy now has a
direct and significant impact on our foreign policy and our
domestic economy. It is essential then that strategies be
devised and implemented to deal with the energy problem in
the short term--over the next decade--and in the long term,
in ways that will not have adverse implications for the
Nation's economy and productivity. The current oil surplus
in world markets and the pricing uncertainty within OPEC
should not be used to hide this nation'-s continuing vulnerability
to sudden oil shortages and price increases.

The need for an increased industrial conservation
effort is clear. The widespread use of alternatives such as
solar energy and synthetic fuels in the industrial sector
remains at least a decade away. The role to be played by
nuclear power remains uncertain, particularly in the short
term. Increased production of domestic oil, natural gas and
coal must and is being encouraged. However, with our proven
domestic oil reserves on the decline and with increased coal
production posing environmental risks, other short-term
strategies must be utilized. -Conservation technologies are
ready now, are domestic, produce little, if any, pollution,
and offer us perhaps our best short-term solution to the
energy crisis.

We are reminded by the authors of Energy Future, Professors
Robert Stobaugh and Daniel Yergin, that: "conservation is no
less an energy alternative than oil, gas, coal or nuclear.
Indeed, in the near term, conservation could do more than
any of the conventional sources to help the country deal
with the energy problem it has."

Specifically, industrial conservation efforts using
existing'technology and requiring-moderate _capital can pro-
duce energy savings-of about 10 percent in many of our most
energy intensive industries. Energy conservation projects
in this category include improved operating procedures and
comparatively minor modifications to existing equipment. As
the price of energy has risen, projects to achieve this
first level of energy savings have increasingly become cost
effective. In many industries, then, these "first level"
conservation savings have been and are being realized.

Mr. Chairman, it is my opinion that significant "second
level" conservation savings in the neighborhood of an additional
IS to 20 percent can be achieved with existing technology.
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However, projects to achieve these savings require large
capital outlays. To date, substantial "second level" energy
savings have not been achieved in the industrial sector.
Some of our most energy intensive industrial firms simply
may not have the capital necessary to undertake signif cant
conservation projects. For other firms where energy is not
a significant cost, energy saving, whether by housekeeping
or by investment, may remain a low priority concern. I am
concerned that even with the business investment stimulus
provided under the President's economic recovery program,
industrial energy conservation investments-still may not
receive the priority they deserve. However, conservation
must be elevated in priority throughout our industrial
sector. It is these "second level" conservation projects
which we-hope to stimulate with this incentive proposal.

Mr. Chairman, it is my feeling that S. 750 will provide
the necessary incentive for those industries which would
ordinarily not undertake industrial conservation projects.
At the same time, S. 750 addresses the cash flow problem
which prevents many industries from investing in significant
conservation projects.

It is clear that the barriers to industrial conserva-
tion are in some cases economic and in some cases institu-
tional. What S. 750 accomplishes is-to give energy conser-
vation the visibility it deserves as a significant alternative
energy source. By addressing the barriers which have inhibited
industrial energy conservation in the past, hopefully this
legislation will chart a new course for energy conservation
in the future.

Thank you, Mr. Chairman, for the opportunity to present
this statement.
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STATEMENT

OF THE

AMERICAN-GAS ASSOCIATION

BEFORE THE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

OF THE

COMMITTEE ON FINANCE

U.S. SENATE

ON THE INDUSTRIAL ENERGY SECURITY TAX INCENTIVES ACT (S.750)

INTRODUCTION -

Mr. Chairman and Members of the Subcommittee:

The &Aerican Gas Association (A.G.A.) is a national trade

association, which represents nearly 300 natural gas distribution

and transmission compz, ies serving over 160 million U.S. consumers

in all 50 states. A.G.A. member companies account for approximately

85% of the annual gas utility sales in our nation.

Natural gas currently provides about 27% of the energy consumed

in the U.S. Gas is used in about 55% of all residential and

commercial establishments in the U.S., and provides about 40%

of the energy consumed byU.S. industry. The nation's gas supplies

are derived almost exclusively from domestic sources, and gas

provides two and one-half times as much end use energy to consumers

as electricity.

A.G.A.'s members have a direct and vital interest in the efficient

use of natural gas. Therefore, A.G.A. strongly supports cogenera-

tion as a means of reducing total U.S. energy consumption .nrough

the productive use of what would otherwise be wasted energy.
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Natural gas is the fuel of choice for most cogeneration

applications. It is clean, easy to use, and the gas-fired

cogeneration equipment is currently available. In contrast,

equipment which does not use natural gas (or an oil-derived

product) is not generally available. In addition, cogeneration

using alternative fuels has associated environmental and fuel

handling costs well beyond those of gas. The current cogeneration

tax credit does not, therefore, provide an effective incentive

for cogeneration. In this regard, Subcommittee Chairman Malcolm

-Wallop (R-WY) should be congratulated for his introduction and

support of the Industrial Energy Security Tax Incentives Act of

1981 (S.750). The provisions of this bill permitting gas- and

oil-fired cogeneration equipment to qualify for tax credits on

an equal basis with alternatively fueled cogeneration equipment

are commendable. In addition, we commend Senator Wallop and co-

sponsors for their treatment of public utility property which,

under this bill, would clearly qualify for the cogeneration tax

credit on an equal basis with nonutility investors.

A.G.A. supports the generic concept of using tax credits

to provide an incentive for development of high-efficiency

technology to the extent that such credits-may bethe most cost-

effective approach. This approach can be particularly appropriate

in an economy where high interest rates and an increasing need for

new capital equipment can create serious cash-flow problems which

must be overcome. While alternative tax policies may also be

viable, we bel. eve that the approach of increasing the credit from

10% to 20% and permitting the credit to be taken through December

1986 is a valid approach and warrants additional examination as

to the costs and benefits involved.
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The Gas Supply Outlook and Tax Policy

When Congress passed the Crude Oil Windfall Profit Tax Act

of 1980, which created the cogeneration tax credit, there was a

great deal of concerhi about supply of natural gas. Natural

gas-fired cogeneration equipment was therefore excluded from

qualifying for the credit. The natural gas supply outlook,

however, has brightened considerably.

Congress implicitly recognized the improving gas supply

outlook by recently repealing the restrictions on gas use by

existing powerplants in section 301 of the Powerplant and

Industrial Fuel Use Act -- _provisions which would have required

existing powerplants using natural gas to convert to other fuels

by January 1, 1990.

Given the improving gas supply outlook, A.G.A. believes that

no justification can be made for continuing the tax bias against

natural gas-fired cogeneration equipment. A.G.A., therefore

recommends:

" Cogeneration equipment using gas as a primary fuel should
receive the same benefits available to cogeneration equip-
ment which uses other fuels. The choice of fuels
should not be biased by unequal tax treatment.

" The definition of qualified industrial energy efficiency
property (QIEEP) in section 3, which creates I.R.C. Section
48(q) (1)(c), should be modified. In the bill as
currently introduced, a gas based system could qualify
only if there were a net-savings of oil or gas per unit
of output. By contrast, systems fired by other fuels
must show only a net total energy savings of 1,000
barrels of oil equivalent daily. A.G.A. believes that
if equipment complies with the total energy savings
standards required to qualify as QIEEP, the level of
gas use should not be important. Total energy savings
shoulQ.be the criterion for any system, regardless of
fuel.
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6 Section 3, creating I.R.C. Section 48(q) (7) (B) (ii),--
which requires energy savings to be disregarded if the
result of "substantial changes in the character of either
the output or the input of the facility" should be
clarified. It is unclear whether this provision is intended
to exclude energy savings resulting from'economics of
scale or whether the provision provides a tax bias
against conversion from one fuel to another. The tax
code should not be used to impede conversion from one
one fuel to another.

Tax Credits for Public Utility Property

A.G.A. believes that if national policy is to encourage

investment in equipment and processes that save energy

it makes no sense to exclude public utilities from the available

incentives. This is especially true for equipment and processes

that are complex and which require utility expertise to prove

economic viability prior to general industry acceptance.

"Public utility property", under current law, is prohibited

from qualifying for the cogeneration energy tax credit. It appears,

however, that cogeneration equipment will generally not be defined

as "public utility property," so long as the cost of the

equipment is not put in the utility's rate base for purposes of

rate-of-return pricing. Since the return on investment in

cogeneration equipment is to be derived from sales of electricity

at "avoided cost", as defined in the Public Utility Regulatory

Policies Act of 1978 (Pub.L. 95-617), and not on a rate-of-return

basis, cogeneration equipment will seemingly not be "public utility

property" even if it-is owned by a public utility.

Although current law is therefore apparently responsive to

A.G.A.'s concern,..the language is still sufficiently ambiguous

to justify efforts to avoid possible alternate interpretations

of "public utility property." Consequently, A.G.A. supports the
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provision in S. 750 which explicitly permits public utilities

to qualify for the cogeneration tax credit.

A.G.A., however, is disappointed that S.750 excludes public

utility property from qualification as specially defined energy

property, qualified industrial energy efficiency property (QIEEP),

and associated property. We recommend that public utility property

be given equal treatment with nonutility owned property. We also

recommend that provisions in current law which discriminate against

-public utility property be re-examined. These provisions prohibit

public utility qualification as alternative energy property, solar

and wind energy property and recycling equipment.

Other Provisions

0 A.G.A. recommends that further clarification be made in
regards to the incremental cost rule in Section 4(i),
adding I.R.C. Section 48(l)(19). This section, particularly
in its definition of the "energy component", leaves a great
deal of discretion to the I.R.S. I.R.S. regulations
have been very restrictive toward tax credits. To ensure
Congressional intent is not thwarted, "energy component"
and "energy related cost" must be more precisely defined.

* A.G A. recommends that property associated with public
utility property qualifying for the tax credit should be
specifically identified as being eligible for the energy
tax credit. As S.750 is currently drafted, "associated
property" is treated as QIEEP. Since "public utility
property" is excluded from the definition of QIEEP, it
is unclear whether property associated with a qualifying
public utility-owned cogeneration facility will be
eligible for the credit.

* A.G.A. recommends that consideration be given and cost/
benefits assessed for allowing new facilities to qualify
for the cogeneration energy tax credit on an equal basis
with existing facilities.
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Conclusion

A.G.A. recognizes the exigencies of the current fiscal

situation and, therefore, our recommendations are made in the

spirit of equal treatment under the tax code and can be-summarized

as follows:

* Gas-fired equipment should be accorded the same treatment
as equipment using other fuels. To the extent that high
efficiency equipment is to be encouraged by tax credits,
taxenefits should be meted out even-handedly and
without regard to the type of fuel used in the equipment.

To the extent that investment in energy efficient techno-
logies is to be encouraged, both public utilities and
nonutility investors should have the same opportunity to
obtain energy tax credits for their investment.

The A.G.A. believes that a policy of even-handedness will be

directly beneficial to gas customers throughout the nation.

Cogeneration is a technology which can have far reaching effects

through its more efficient use of input energy. Cogeneration tax

credits could-be a valuable tool to strengthen the conservation ethic

in the U.S.
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Atlantic Richfield Company
Comments on S. 750

"Industrial Energy Security Tax Incentives Act of 1981"

The proposed Senate 81ll 750, the ."Industrial Energy Security Tax Incentives
Act of 1981," introduced by Senator Malcolm Wallop is an expanded version of
S. 3006 which he introduced in the 96th Congress. It provides for an increase
in the amount of energy investment tax credit which would be available for
certain industrial energy properties, expands the types of properties eligible
for the credit and extends the length of time the credit would be available.

Passage of S. 750 would promote use of domestic resources and reduce
7-dependence-E-foreign oil. This s consistent with Atlantic Richfield

Company's long-held position encouraging conservation and'energy self-
sufficiency. It would also correct a number of problems that presently exist
with the current energy tax credit provisions of the Energy Tax Act and the
Crude Oil Windfall Profit Tax Act.

The following comments are directed at certain provisions contained in S. 750
which we feel are particularly helpful toward achieving the goals of the bill.
Some recommendations are offered to minimize potential problems with
interpretation of the provisions.

Section 3. Qualified Industrial Energy Efficiency Property Treated as
Energy Property

1. Qualified Industrial Energy Efficiency Property

Proposed

Qualified industrial energy efficiency property is a proposed new category
of energy credit property. In general, this type of property must be used
as part of a modification to an existing industrial or commercial facility
(including replacement of a process at a facility) which

1. results in the use of less energy per unit of output,
2. results in an aggregate annual decrease in energy consumed of not

less than 1000 barrels of oil equivalent (BOE), and
3. does not increase the total amount of oil and natural gas

consumed per unit of output.

Comments:

The concept of stimulating energy efficiency in the industrial sector can,
when implemented, contribute to the overall reduction in oil imports and an
increase in industrial productivity. We support creation of this new
category of energy property. Our greatest concern with this bill, however,
relates to how this category is defined. f
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The requirement that property be considered Qualified Energy Efficiency
Property (Q-E-E) only if the result is a savings of not less than 1000 BCE
each year means that the property must result ftr a savings of 5,800 million
Stu's annually. A savings of this magnitude represents more ttan a one
percent reduction in total facility ene-gy use at all but approximately 15
locations within our entire Corporation. Since very few projects, even in
very large energy consuming facilities, can make that impact on energy
consumption, this requirement effectively eliminates this new category.
Average energy consuming facilities within the U.S. would have ao
opportunity to qualify.

In view of this, we propose the elimination of the 1000 BOE savings
requirement. This would permit smaller manufacturers to take advantage of
the credit. No alternative limitation is felt necessary since the credit
allowed would still be limited by the adjusted BOE cost calculation (see
below).

2. Reduction of Credit

Proposed

The 20% tax credit for Q-E-E property is to be reduced and the excess
credit recaptured if the cost of the actual energy savings is excessive
or where the energy savings would warrant investment without regard to tax
credit. To determine the energy credit ultimately allowed, the energy
consumption per unit of output for a 12-month period following modification
is to be compared with the energy consumption for a similar period prior to
modification. The full credit would be available if the BOE cost of the
property falls between $10-$60. A reduced credit is allowed if the BOE cost-
is less than $10 and an alternative credit if the BOE cost is more than
$60.

Comments:

a. Reduction of Credit

(1) The expanded BOE range of S1$80 ersus S11-55 that was
in last year's proposal, S. 3006, would in and of itself- not
provide any additional incentive. The high end of $60 versus $55
relates to projects that would have less than a 3% rate of return
(ROR) after taxes and, therefore, would not receive funding
anyway. However, this year's bill is substantially better since
investments in qualified energy efficiency property that result
in an adjusted BOE cost below $10 would receive a reduced tax
credit, rather than no credit at all., This appears to answer the
objections raised in connection with S. 3006 that investments
would be "gold plated" in order to cross the threshhold BOE cost
of $11 (in S. 3006) aid qualify for the credit.

(2) The definition of "redued credit iownt" is somewhat confusing
because the term "BOE cost" is used, whereas the previously
defined term in proposed Section 48(q)(6)(A) is "adjusted BOE

- cost." For consistency and clarity we recolM d that the term
'adjusted WCE cost" be issertoo q follos;
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(C) Reduced Credit Amount .. the term 'reduced credit
amount' means the energy investment credit determined as if
the energy percentage equaled the percentage which bears the
sae ratio to 20 percent as the adjusted DOE cost of the
property bears to $10."

b. Time of Application of Limitations on Amount of Credit

(1) As the bill is currently worded, the final tax credit allowed
(reduced credit amount, 20% or alternative credit amount) can
only.be determined after construction has been completed and the
property in operation for 12 months. However, it is unclear in
this paragraph that initially the full 20 percent credit should
be taken in the year qualified industrial energy efficiency
property is placed in service. We propose the following language
be added (as underlined) to proposed Section 48(q)(9)(A) as
follows:

"(A) In General - The provisions of paragraoh (5) and (8)
shall not be applied in the determination of the ui-TfTe9
Tn-estmen't of qualified industry energy eficiency-
eroperty under Section 46(C). The provisions of paragraphs
(5) and k8) shall be applitd as of the close of the
recomputation period."

(2) In the definition of "annual BOE's saved," the average number of
BOE's utilized per unit of output is to be measured during a
"representative 1-year period before the use of the property
commences" and again during "any representative 12-month period
occurring within the recomputation period" following the
modification. The recomputation period is defined in Section
48(q)(9)(B) as the period beginning on the date on which the QEE
property is placed In service and ending on.the "last day of the
first taxable year beginning more than 180 days after such date."
The initial 12 month period referred to in Section 48(q)(6)(B)(i)
and "such 1-year period prior to the modification" in Section
48(q)(6)(B)(ii) are unspecified.

We feel that this prior 1-year period should remain unspecified
by the legislation, except possibly to mandate the same
representative 1-year period in both paragraphs and that the
period be within five or ten years before the date of the
modification. Variables such as economic conditions, stHikes,
and unit shutdowns can drastically affect the BOE for a
property. Retaining a degree of flexibility permits the
selection of an operating period which would not reflect
distortions caused by such anomalies.

.f
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Section 4: Amendments Relating to Energy Property

1. Alternate Substances

Proposed

The category of alternate substances has been expanded to include petroleum
coke, petroleum pitch, synthetic fuels and any other product produced from
any alternate substance.

Comments:
The Department of Energy has already recognized the value of petroleum coke
as an alternate substance and is encouraging its use by specifically
including it in the definition of "alternate fuel" in the regulations
implementing the Powerplant and Industrial Fuel Use Act (FUA). We feel
that tax legislation should be consistent with FUA legislation and
regulations, as it would be in S. 750.

Due to expected reductions in demand for residual fuel oil and since the
percentage of heavy crude oil in available supplies is increasing,
petroleum coke production will increase in the future. If the use of coke
as a fuel is encouraged through tax credits, it could find a role as a
displacement fuel for oil or natural gas. These fuels would then be
available for other purposes such as upgrading to transportation fuels and
use in residential heating. We feel the use of petroleum coke in this
country should be encouraged in order to contribute to the efforts to
reduce our dependence on foreign oil and to help our balance of payments.

2. Primary Fuel

Proposed - -.

An alternate substance would be considered the "primary fuel" if the
alternate substance accounts for more than 50% of the Btu's used by any
item of alternative energy property. Electricity could also satisfy the
primary fuel requirement (1) if it is generated primarily from an alternate
substance or (2) if it is purchased and reduces the need for on-site use of
oil and gas, and more than 50% is generated from an alternate substance.

Comments:

The provision that for an alternate substance to be considered the "primary
fuel" it must account for more than 50% of the Btu's used by any item of
alternative energy property precludes the use of fuels such as coal-oil
mixtures (COM).

CON is viewed as an important transition fuel between petroleum and coal
and holds potential for reducing the quantity of oil, and possibly gas,
used in boilers. In addition, the use of CON would reduce boiler fuel
costs. As In the case of petroleum coke, use of these fuels should be
encouraged in order to reduce our dependence on foreign oil.
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The Btu ratio of coal to oil in CON is about one to three. Because of the
physical characteristics of the materials, they cannot be combined in a
ratio such that the coal constituent would provide more than 50% of the Btu
content of the fuel. In a normal mixture using one-third coal by Btu
content, a fuel is produced which is a solid at room temperature,
especially if a heavy residual fuel oil constitutes the remaining two-
thirds.

U.S. utilities are currently burning as much as 1.5 million barrels per day
of fuel oil for the generation of electricity. Of this aount, roughly two
thirds is consumed-on the East Coast, primarily in the northeastern sector
and in Florida. Most of the remainder (approximately 460 thousand barrels
per day) is utilized in California.- Of that portion consumed in the
northeast, approximately 45% (32,000 megawatts out of a total of 70,000
megawatts5 is fired in units originally designed to use coal. In many
cases these "coal designed" units cannot be economically reconverted to
coal firing capability because of space and environmental limitations and
thus can only economically work out their remaining productive lives- on
liquid fuels.

Hence, there is significant potential for the use of eOM, and therefore a
reduction in oil use, In the northeastern U.S. in both units designed for
coal firing and in those designed for oil firing.

In order to encourage the increased usage of our abundant domestic resource-
coal, provision should be made for COM to qualify as an alternate
substance, either by listing it specifically or by making COM an exception
to the Btu requirement for a primary fuel.

3. Specially Defined Energy Prooerty

Proposed

The specially defined energy property (S-O-E) category has been expanded to
include industrial insulation; industrial heat pumps; modifications to
burners, combustion systems, or process furnaces; batch operations;
conversion equipment; product separation and dewatering equipment; and
fluid bed dryers and calciners.

Items can be added to the list, not only by the Secretary of Treasury, in a
manner specified by regulations, but also upon the recommendation of the
Secretary of Energy if there are no generally available and substantial
Federal subsidies for such property. The recommendation is to be acted
upon within 6 months after receipt.

Comments:

Addition of the new properties to the specially defined energy property
category and the proposed additional procedure by which other new
properties could be included in this category could, if properly
administered, provide a means to achieve a fairly rapid determination of
the eligibility of property not listed for the credit. This would be
helpful in cases where there is a question of installing energy saving
equipment which would be marginally economical without the credit, or where
planning or design of equipment would be unduly retarded.
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4.. .oeneration Equipment

Proposed

The requirements for qualifying property as cogeneration equipment have
been modified (1) to eliminate the reference to industrial or commercial
facilities, (2) to define the term "facility" to include industrial or
commrcial operations at the same geographic location, (3) to-allow the use
of alternate substances, such as petroleum coke, as well as oil and gas,
(4) t eliminate the public utility limitation provided the requirements of
paragraphs (17)(C) and (18)(B) of Section 3 of the Federal Power Act are-
met and (5) to allow the entire cogeneration facility, including the
associated property reasonably necessary to achieve the energy savings, to
qualify for the credit. In addition, tht proposed definition recognizes
:the generation of mechanical shaft power in addition to electric power.

Comments:

Extension of the energy tax credit provisions toNcogeneration equipment
should further encourage the design and.se of such systems. This would
be particularly desirable.

Th. Senate originally intended for cogeneration equipment-to be eligible
for the energy investment tax credit through the Energy Tax Act. The
Senate Report on its bill, S. 2114, recognized-(on p. 21) the need to move
in this direction when it stated that

"About three-quarters of the energy used by industry actually performs
useful work; the rest is waste heat. In addition, two-thirds of the energy
used in electricity generation and distribution is wasted. In 1975, waste
heat from these sources was equivalent to over 7 million barrels of oil per
day.

One way to use this waste heat is through cogeneratioh, the simultaneous
production of process steam and electricity. Cogeneration provided 15
percent of U.S. energy as recently as 1950, but now contributes only 4
percent."

The proposed definition recognizes that mechanical cogeneration in addition
-to electrical cogeneration is an efficient use of energy. FERC has also
recognized the importance of mechanical cogeneration and adopted a rule on

-- -Otober 23, 1980, which exempts mechanical cogeneration facilities from all
incremental pricing provisions of the Natural Gas Policy ACt of 1978. In
that rulemaking, Federal Energy Regulatory Comission (FERC), as quoted
below, recognized the inequity of distinguishing between electrical and
mechanical cogeneration.

p - --
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'The incentive provided through the exemption of cogeneration from
Incremntal pricing is intended to promote the efficient use of energy by
cogeneration facilities. However, as noted, under the existing rules, only
those cogeneration facilities which generate electricity are eligible for
the exemption; those producing only mechanical power. are excluded. Not
only is this distinction inequitable, since energy resources may be
conserved absent electrical generation, but it may create a significant
Incentive for needless capital investment. An industrial company with a
need for mechanical power which could be obtained through cogeneration
might have an economic Incentive through lower natural gas prices to
cogenerate electrical instead of mechanical power. This electricity would,
in turn, be used to power electric motors, which would be used to drive the
machinery. Thus, several intermediate steps would be taken to obtain
mechanical power.

"The expense of Installing the generators and motors would be needlessly
incurred, since the cogeneration prime mover could directly supply the
required mechanical power. Moreover the intermediate conversion to
electricity would result in energy Idsses since motors and generator are
always less than perfectly efficient. By making mechanical cogeneration
facilities eligible for the exemption from Incremental pricing, this rule
would remove this incentive to install unneeded equipment."

Section 5. Associated Property
Proposed

The proposed legislation provides for another new category called
'associated property" to be eligible for the energy tax credit.
'Associated property is defined as any property associated with
alternative energy property, specially defined energy property, recycling
equipment, or cogeneration equipment which is necessary for the operation
or installation of these properties. Furthermore, these properties will be
treated as-qualified industrial energy efficiency property.

Comments:

It is unclear whether the associated property installed with the above
" categories is also-subject to the complex calculations required for

qualified industrial energy efficienty property. We feel that this
provision should clarify the point that all property required for the
installation and operation of the energy property should also qualify for
the energy credit under the category of energy property it was installed in
connection with, and not under a new energy category.

tv4t. tels./'ovt'1. Issues
EVB: 10/30/81
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Testimony of T. E. Norton and 3ames Bugden Co-Chairmen of the Government
Affairs Committee, AMERICAN SUPPLY ASSOCIATION, before the Senate Finance
Committee Hearings on S.750 and S.1288, October, 1981.

Mr. Chairman: The American Supply Association welcomes the opportunity to

testify on S.750, the "Industrial Energy Security Tax Incentive Act of 1981"

and S.1288, "The Commercial Business Energy Tax Credit Act of 1981."

The American Supply Association is the single national association represent-

ing pluibing - heating - cooling - piping wholesalers. The 1200 members

of the Association are primarily small, family-owned wholesale distribution

firms. Our members are located in all fifty states.

The Association is strongly supportive of the intent of both S.750 and S.1288

because both bills recognize the necessity of increased incentives for energy

conservation in the industrial, commercial, retail and wholesale sectors.

The shortage of energy resources is not a problem which will go away in the

years ahead. While we move forward in the search for additional reserves and

the development of alternative energy resources, these efforts must be

complemented with increased conservation of the energy currently available.

The decontrol of crude oil and the pending partial decontrol of natural gas

will bring the cost of energy to a more natural market level. We agree that

the resultant increased cost of energy will be a powerful incentive to

conserve.

But increased energy prices are not the only solution. For the ASA members,

their primary facility is the warehouse. The cost of energy is a major part

of the overhead. There comes a point where a businessman faces consumption

requirements that can no longer be cut back solely because of cost. At that



point, he needs to be able to invest in the equipment or procedures which cut

-down the amount of energy used.

Tax incentives for energy conservation will make it more possible for the

business owner, particularly the small owner, to afford the immediate invest-

ment in energy conservation.

The use of tax incentives for the homeowner or business owner are more

practical steps toward conservation then are the jerry-rigged, regulation-

ridden conservation program of the previous administration - RCS, CACS, BEPS,

etc.

Expanded tax incentives for energy conservation will also provide an

additional stimulus to those companies with the capability of developing

innovative energy conservation equipment and measures. This emerging

industry is a critical part of this country's energy plan.

Specifically, we urge your support for:

1) Extending the eligibility for the energy credit to include those
items installed to reduce energy consumption in any existing retail
industrial or commercial process, activity, facility building or
equipment. -

2) Include "insulation property" to the list of business energy tax
credits.

3) Expand the list of specifically defined energy property to include
those items detailed in both bills.

4) Expand the definition for alternative energy property, recycling
equipment and co generation equipment.

With S.750 and S.1288 as the basis, we urge the Committee to take action to

increase energy conservation incentives in the industrial, commercial,

retail and wholesale sectors and to-ease the restrictions in the current law

as passed in the Energy Tax Act of 1978.

Thank you again for this opportunity and we stand ready to provide the

Committee any additional information required.

87.44 0 - 82 - 29



444

rlnOWfv of Ametic 1750 Old Meadow Road. Mctean, Virginia 22102 Phone, 703.893.4010

October 28, 1981

The Honorable Malcolm Wallop
Committee on Finance
Subcommittee on Energy
and Agricultural Taxation

2227 Di rksen Senate Office Building,
Washington, D.C. 20510

Dear Senator Wallop:

I would be grateful if the following comments would be
included in the hearing record of October 19, 1981 on
Industrial and Commercial Energy Tax Credits.

The Brick Institute of Americaw-(BIA) is the national trade
association for manufacturers of brick and other structural
clay products. Our membership represents approximately 83%
of the annual production of brIck in this country.

The hearings on legislation to expand and clarify existing
energy tax credits are especially timely in view of the
Administration's recent proposals to discontinue business
energy tax credits already enacted by Congress. Energy tax
credits are essential in furthering the drive to decrease
America's dependence upon foreign oil and to provide needed
incentives for future energy savings. Further, such credits
will offer a valuable opportunity to increase national em-
ployment, investment and growth during an otherwise depressed
economic period.

BIA is particularly supportive of the provisions in S. 750
which call for increasing tkie energy tax credit rate to 20
percent for alternative energy property; expanding and clari-
fying the definitions of property eligible for the credit;
and extending the credit to qualifying energy efficient
properties and practices. We feel that this legislation
represents a constructive step forward in expanding the
level and scope of business energy tax credits.

The original intent of the Energy Tax Act of 1978 was to
provide incentives to U.S. industry to invest and produce
energy efficient products and designs. Unfortunately the
current law is restrictive and as a result of regulations
by the Treasury Department insufficient energy tax credit
incentives have been provided to the industrial sector. In
addition, the deadline of December 31, 1982 compounds the
difficulty of businesses considering energy efficient in-
vestments. This is especially so given the currently depressed
market situation and the general unavailability of credit
revenue.

THE NATIONAL AUT4OUITY ON IICK"NSTtUCTION
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The Honorable Malcolm Wallop
October 28, 1981
Page Two

Business investments in energy efficient plants and equip-
ment must be increased sharply. The technology for these
investments currently exists, however the shortages of
investment capital remains a major deterrent to modernizing
plants and equipment to save energy. At the present time,
there is a significant amount of risk involved in investments
in renewable energy and conservation projects, particularly
when compared to other types of investment. BIA believes that
the combination of the recently -enacted Accelerated Cost
Recovery System and expanded energy tax credits will be
highly effective in stimulating those companies who would
otherwise retain their present systems. Rewarding demon-
strated energy savings through the tax system will prove
an important stimulus for industrial conversion to energy
efficient plants and machinery.

Although BIA's members are representative of the manufacturing
commun ity for which expenditures for energy represent a sub-
stantial portion of operating costs, our interest in this
legislation goes beyond the manufacturing process. As sub-
stantial consumers and also contributors to production in
the field of energy, we are aware of the need to expand
national tax policy to include incentives for alternative
energy production. We feel that such an integrated invest-
ment tax credit program is extremely critical to the nation.
An effective national policy will increase investments in
renewable energy sources rather than diminish them. A
carefully designed program of limited but targeted Federal
incentives will have a positive economic and energy impact
and will contribute to America's energy independence through
increased energy conservation and as a result, increased
alternative energy production.

Finally, we would like to note that BIA has been a leader
among the industrial activists seeking to stimulate national
economic growth and increased energy efficiency using passive
solar and conservation techniques. We see S. 750 as an im-
portant weapon in the Federal energy arsenal and are anxious
for its adoption.

Should the Committee wish further information or assistance,
please feel free to contact either Margaret Morris or Joel
Stronberg at893-4010.

Sincerely,

Margaret M. Morris

Government Relations

MMM:mM

Brick Jnstitute of America
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8?JT3M r OF FIIIP P, TRU)DlANDI. J.
- RUTC V VICE PRZ8UD)MT

RATIONAL T]J DZALERS AND RZWRZAD]U8 ASSOCIATION

Before

TE SUBCGEKITflZ ON HEHEG AND AGRICULA JRAL TAXATION
Of

THE Commmiz on FINANCE
Of The

UNITE STATES-ZEATI

My name is Philip P. Friedlander, Jr., Executive Vice President of

the National Tire Dealers and Retresders Association, a national nonprofit trade

association representing approximately 5,000 independent tire dealers and retreaders

located in fifty states vbo are engaged in the wholesale and retail distribution

of automobile and truck tire@, the retreading of tires and the sale of related

products and services.

I appear before you today in strong support of 8, 750, the Industrial

Energy Security Incentives Act of 1981, In introducing that legislation, Senator

Wallop invited businesses to review the proposed language intended to encourage

energy-saving investments and to make appropriate recommendations to aid the

Senate Finance Committee in formulating the most constructive approach possible.

The proposed legislation would amend existing law to broaden the definition of

recycling equipment. UTDRA agrees vith the Department of Energy when that Federal

regulatory agency defines the retreading of tires to 'e the most obvious form of

tire recycling.

Becase 8. 750 does not specifically define the retreading of tires

as the recycling of tires-1T A supports the defining and inclusion of retreaded

tires in this program for the following reasons,
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(1) Tire retreading recovers great amounts of solid vaste.

(2) If applied to retreading equipment, the proposed
investment tax credit vould bave a negligible
effect on the Treasury,

(3) Both t Department of Energy and the Environmental
Protection Agency have defined the retreading of tires
to be the recycling of tiresj

(4) The Department of Energy and the United States Congress
recognize a need to stimulate the retreading industry,

(5) Tire retreading is a long-standing recycling industry,
conserving oil and rubber.

(6) Retreading represents a practicable and meanliigfia i
way that small business people can-aid the country
by undertaking a major recycling program.

(7) Tire retreading recovers substantial amounts of rubber
polymer.

(8) Pyrolysis and cryogenic grinding of tires vould
qualify for the investment tax credit, indicating
that tires are recognized as recyclable.

Each of these points is discussed below:

1. Tire retreading recovers great amounts of solid vaste.

Roughly 175 million new tires and 50 million retreads vere sold in

the replacement tire market in 1979. That means approximately 225 million

vorn tires vere taken out of service ad replaced vith either a new or retreaded

tire. In addition, new cars, trucks, and buses, were equipped vith about 62

million new tires in 1979 - 51 million passenger tires and 11 million truck-bus

tires. On average, scrapped automobiles amount to about 70 percent of those

sold, and scrapped trucks and buses amount to about 40 percent of sales, Therefore,

about 36 million passenger tires and 4 million truck-bus tires vere taken out of

service on scrapped vehicles. In total, approximately 260 million tires were

potential candidates for disposal as solid waste, One can assume that 40 million

to 50 million of them vill be retreaded - 15 percent to 19 percent, An additional
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10 to 15 percent of the worn out tires vill be used for other productive purt

poses such as reclaimed rubber for recycling into new rubber products, fuel,

breakaters and artificial reefs, dock bumpers, play ground equipment, roadside

impact absorbers, and construction materials. The remaining 70 to 75 percent of

the worn out tires, about 180 million, must be disposed of in non-productive way -

mainly in landfills. Based on our knowledge of the industry, we estimate oil

consumption at about 25 gallons per hundred weight of tires produced - about

20 gallons for the materials and five gallons in the manufacturing of tires. The

total weight of the 180 million tires which were non.productively disposed of

in 1979 was approximately T billion pounds, representing the consumption of

1.75 billion gallons of oil - 40 million barrels. Forty million barrels of oil

were simply thrown away. This solid tire waste must be recycled.

The 650 million plus pounds of tread rubber consumed in the

production of the 50 million retreads sold in 1979 provided the equivalent

service of 2.3 billion pounds of new tires. At 20 gallons per hundredweight

of tires, the oil savings from raw material production alone was 330 million gallons--

more than 20 thousand barrels per day. Additional energy savings are realized

during the manufacture of retreads versus new tires, With the current product

mix of passenger, truck and other retreads, the average oil savings in raw

materials alone for a retread over a new tire is about seven gallons per tire -

a 70 percent savings. Retreading is recycling of a solid waste; it saves energy;

and it deserves consideration as a recipient of the investment tax credit proposed

in S. 750-to the recycling industry.

2. If applied to retreading equipment, the proposed investment tax
credit would have negligible effect on the Treasury.

Industry figures reveal that approximately $30 million worth of

retread equipment was purchased in 1979. Thus if retreading had been defined as
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recycling under the.proposed legislation, it would have had a revenue effect

on the Treasury of $6 million.

3. Both the Department of Energy and the Rnvironmental Protection
Agency have defined the retreading of tires to be the recycling
of tires.

NTDRA concurs vith the findings and philosophy of the United States

Department of Energy in its recently completed final report, Industrial Recovered

Materials Utilization Targets for the Rubber Industry, that "retreading is

the most obvious form of tire recycling" Book II (p. 11-55). The document

was prepared by Rittman Associates, Inc. under the direction of the Office

of Industrial Programs, Office of the Assistant Secretary for Conservation

and Solar Energy, United States Department of Energy. To quote from the introduction,

"The analyels and determinations indicated in thia document have been used

as a-basis for recovered material utilization targets for the rubber industry.

These targets are required to be established by Section 37hA of the Energy

Policy and Conservation Policy Act." Thus in the most recent instance in

which a Federal agency has had to determine Congressional intent as it relates

to retreading, it was clearly defined to be recycling.

The Environmental Protection Agency has long recognized retreading

as an effective means of resource recovery and reducing solid waste. In 1973,

EPA Contract No. 68-1-2906 was awarded to Smithers Scientific Services, Inc.,

to study the feasibility of requiring the federal government to use retreaded

tires. The introduction to that report states:

"More that -five billion pounds of discarded tires
end up as solid, municipal waste every year. This
represents about 1.5 percent of the total solid waste
disposed of annually . . . Obviously, one way to reduce
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this solid vaste problem is to Increase the per-
centege of tires being retreaded . . . A second
benefit to be derived from the Increased recycling
of tires by retreading vill be a reduction in
petroleum consumption. Industry sources have estimated
that it requires seven gallons of crud, oil to make an
average passenger tire. Five gallons as ray material
feed stock, and tvo gallons to supply the required
energy."

4. The Department of Energy and the United States Congress
recognize a need to stimulate the retreading industry.

Because it sees the retreading process as a recycling process,

the Department of Energy has taken an active leadership role to insure an

increase in the number of retreaded tires. The retread industry has had to

overcome numerous obstacles over the pest fey years, and industry figures

project an 1l.4 percent decrease in sales in 1980 as compared to 1979. In

fact, the number of tires that have been retreaded has decreased yearly since

1974. In the DOE report previously mentioned, that agency calls on the

government to provide the necessary stimuli to the retreading industry

to satisfy a spurring demand for retreaded tires (pp. IV 1-IV 12).

With the endorsement of the Treasury Department, Congress passed leigslation

(R.R. 3317) and on December 21, 1980 President Carter signed into law (PL 96-598),

a measure to aid the retreading industry. The new lav provides for credits

or refunds of the manufacturers' excise tax on tread rubber here tax-paid

tread rubber is lasted in the retreading process, used in the retreading of

tires that are exported, sold to state or local governments, sold to

nonprofit educational institutions, or sold as supplies for vessels or aircraft.

It also modified the statute of limitations so that a credit or refund of the

tread rubber can be obtained for a period of one year after the varranty

or guarantee adjustment is made. Senator Robert Dole (R-KS) said in the
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fPd4MI RUiLste9 on 0Otober I o 1980 that this legislation VAs needed to

correct inequities Imposed on retreaders to stimulate the industry (8 14033).

in general, financial incentive are the most efficient mechanim

to stinuate a market. Retreadiag, particularly passenger tire ritreading

is an industry which is experiencing financial difficulties. Competition

from nov tire industry Is the main cause. The avability of inexpensive

bias-ply tires vhicb compete directly with retreads has made en adverse Impact

on profits, reducing the amount of cah reserves that could have been

reinvested for equipment. The investment tax credit would provide a new

stimulus for reversing the recent dovnvard trend in an energy conserving

industry.

igh and ever-increasing costs have also placed severe limitations

on the growth of retreading. The foremost cost involves the collection of

retreadeble casings. As a result yorn tires become a solid vaste disposal

problem rather than a partial solution to the problem of increased oil

onsuoption.

The investment tax credit vould help &reatly to cover the retreader '5

increasing costs and help to make a struggling industry more attractive

to investors, To determine the positive impact that the 10 percent credit

allowed under the Energy Tax of 1918 could have had on the retread industry,

NTDRA conducted a survey of 294 retread shops nationwide. It should be

noted that as the new tire industry moves from a bias and bias-belted dominated--

market to an almost completely radial field, that retread equipment must be

updated and replaced if it vents to move into the radial age. In response

to the question, "would this incentive influence your decision to buy equip-

mont this year," 204 respondents said yes, 6 said possibly, 11 said not this
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yw 1, 8 rs-poeNts sad that they had Just boWut equipment, and 65

said no. This confirmed the DPwrtmnt of NhWG'@ belief that fnMcal

incentives weld be the sot effective wa of stimulating this industry.

me estimated total invest of the respondents vo sad that they would

yohae new equipment totalled $8,932,1500. If this statistic could be applied

and extended to the entire industry, retreaders could be expected to invest

aproi Ytel $.21,180000 maing a $,18,000 impact on the TreaUr (based

on the high industry figure estimate of 4,000 retreading shop.). A second,

but .mller, survey completed October 28, 1980 Involving sixteen retread

shops showed that nine retreaders would invest an average of $66,000 for

equipment needed to recycle used radial tire casing.. An updated survey

conducted between October 1 and October 8, 1981 considering the credits

allowed in 8. 750 Involving 10 retread shops indicated that all 10 retreaders

need to invest in now equiAent and that if the 20 percent investment credit

was possible that the available investment would be $46,ooo.

5. Tire retreading in a long-standing recycling
industry, conserving oil and rubber.

Tire retreading is a current and long-standing, as was seen

especially during World War II, recycling industry. It is and has been a

major program in the conserving of both oil and rubber. General industry

figures reveal that in 1979 there were 50 million retreaded tires sold in

the United Statese; .f which 30 million were for passenger car use, 11 million

for light trucks, 14 million for heavy-duty truck use and 2 million for

aircraft, off-the-road, Industrial-life trucks, motorcycles, and agricultural

equipment. Sales of retreaded tires in 19T9 were apprOimately $1.6 billion,

and that figure is-project to increase to $1.9 billion this year. The collective
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Sa w tire -market for the last siX years as an example, may veil have been

greater for retreads than It has been for now tires. The Investment credit

could be a further stimulus In this area.

There exists a varying degree of acceptability of retreaded tires,

as is the case with most recycled products. One out of five new replacement

passenger car tires Is a retread. while 98 percent of the world's airlines

uae retread tires. Nearly 60 million worn tire casings that could be retreaded

are discarded every year.

There are numerous cost .an energy savings by using retreaded

tires. The price of a retreaded passenger vehicle tire is 50 to TO percent

of the cost of a nev tire; and the savings vith truck tires is even greater.

Due to the oil savin and price differentials of nev tires to retreaded

tires, the industry saves the consumer one dollar for every one dollar of

retreadea sales.

Based on the industry figure of 50 million tire, treading con-

serves moe than 400 million gallons of oil a year. The manufaturing of

a new passenger tire consumes seVen gallons of 0l, on the average, while

retreading the same size tire uses two and one-half gallons - a savings

of four and one-half gallons per tire. Retreading a truck tire saves an

average of about fifteen gallons of oil.

6. Retreading represents a practicable an& meaningful
vay that small business people can aid the country
by undertaking a major recycling program.

Retreading saves more energy, pound for pound, than reducing

tire to powdered or rumb rubber. An analogy - returnable soft drink bottle.__

represent a sound recycling project. But instead of washing and refilling
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the bottles, the recycling process-sbould be topulveris. the returned

bottles A manufacture now bttles fra the recycled glass. It makes

no see to subsidize the recycling of worn out tire. into the basic rev

mnterial vbLle refusing to recognized the greater econmni benefit to be

realized by recycling tires as retreads. If the intent of the regulation

is to reduce consmption of petroleum - derived products and to provide

incentives for expansions in recycling industries, the investment tax

credit wast be extended to the retread industry. It accaplishes the objective

extremely v.l1. Approximately 95 percent of the nation's retreading plants

are owned and operated by mall businessmen vhose collective investment is

roughly *1 billion. The remainng 5 percent of the firms are owned and

operated by now tire manufacturers.

Thi retreading process in~fact reverses part of the nev tire

manufacturing process by buffing the vorn tread back to an optimum point

seely above the body plies, but below the base where the new tread should

begin. The recycling process then begins by vulcanising new rubber to the

prepared casing. When the tire tread in reduced to the Federally required

tread base, that is 2/32 of an inch for passenger vehicle tires and 4/32 of

an inch for truck tires, sound casings can be recycled, or retreaded, to

perform and war usually as good as a ne tire.

A flovhart to highlight this process could look like:

UM TInE

BM-2.VINOiAD - -
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NIABJRINO

RUB=U CUMD bRUU CUM SPRArIN

TF=A RUB=~ PTRZAD WIN3IN

CURING

- Thfla10 AD FINISHING

INSPUCT 09 AND SHIPPING

The basic steps In retreading are:

()The selection of a satisfactory tire (casing)
to be retreaded,,

(2) Selection of the proper matrix in vhich to cure
Lt;.

(3) The preparation of the tire by buffing to accept
the new rubber;

Xs easure the buffed tire to assure selection of proper
matrix;

()The application of the correct amunt and -size
of new rubber;

()Selection of proper rim. and curing tube; and

()Placing the tire In a proper mold or pressure
chamber at the proper temperature and pressure
for the correct amount of time to properly awre
the tread that has. been applied.

The recycling of tires Is quite different fr= the remanufacturing of metallic

sutcmojive parts such as carburetors, valves, and distributors because materials

used in tires wre petrochemically based and are, In fact, oil derived.
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Folloving important preliminary steps,-- the tread rubber is

applied to the vorn casings. This can be done either by the mold cure

process, vhich involves applying tread rubber either manually or vith

an extruding device, or by the procured tread process, here the tread rubber

In purchased as a procured strip of rubber vith the tread design. A tread

design is molded into the rubber during the mold cure process when the

tires are cured, depending on tread thickness, from 45 minutes to tvo hours

in individual molds at temperatures of 295 degrees to 310 degrees F. To pro-

vide molding pressure, air or steam is used at pressures upwards of 10 to

175 psi. Procured treads may be cured at lover temperatures, at about 200

degrees F., for hours in multiple unit heaters using a vacuum or pressure

differential to adhere the tread to the casing. Retreading does not remove

an energy product frouthe stream of recycling. It provides energy savings

after vhich the solid vaste (tire) can be recycled via cryogenic grinding

or pyrolysis.

While an average nov tire uses about 35 pounds of rubber, an

average retread requires 12.5 pounds of new rubber compound, and could sub-

sequently be driven for as many miles as a ney tire. Truck tires are

retreaded an average of 1.8 times, and many are retreaded five or more times.

Ccmercial Jet aircraft tires are commonly retreaded seven or more times,

a noteworthy statistic in view of the high performance and safety demands

placed on them.

Machinery-used to sort, inspect, and manufacture retreads are

energy property, i.e., it is recycling equipment as defined under the proposed

legislation.
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7. Tire retreading recovers substantial amounts of
rubber polymer.

The Department of Energy projects over the next seven years

a significant increase in the number of passenger tires to be retreaded.

By applying the economic limitations to the maximum technical limits of

105 million passenger retreads by 1987, DOE projects that the feasible limit

to retreading is 63 million passenger tires. Adding that figure to their

projected number of truck and bus retreads totals a projected number of

retreads to be 90.2 million. This results in a substantial amount of rubber

polymer.

The amount of polymer that is recovered when a tire is retreaded

is equal to the amount-dontained in the tire casing after buffing and

before new tread rubber is applied. DOE's projection for retreading is based

on the following formula:

Total Polymer In
Retread Casings

Target- 1 100
Total Polymer + Total Polymer in + Total Polymer
in New Tires Retread Casings in Tread Rubber

for Retreads

A passenger tire casing has U.5 pounds of compound and a truck tire casing

has 28 pounds of compound. Based on these figures and projections for 1987,

311, 816 long tons of polymer will be recovered.

8. Pyrolysis and cryogenic grinding of tires would qualify
for the investment tax credit, indicating that tires
are recognized as recyclable.

The "best" way to make use of a vorn out tire casing is to retread

it. The next economic benefit derived through retreading does not negatively
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affect the casing's value for future recycling processes. It can alvas be

reduced to its ra material state at a later date. Pyrolysis and cryogenic

grindiing of tires are recognized as recyclable. Retreading embodies the

spirit and intent of the proposed legislation and must also be considered a

recycling process. The pyrolysis and cryogenic grinding industry does not

have the mans and organization for collecting scrap tires. The retreading

industry does, vith retread shops collecting and sorting vorn tires - retreading

the good casing and stock piling the scrap tires for pick up by the pyrolysis

and cryogenic grinding firm - the tvo recycling industries fully complement

one another. Without the retreading industry, the basic recycling industry

vhich reduces tires to basic materials, vould incur huge collection costs,

this negative, partially or fully, the incentives provided by the investment

tax credit.

SUMMARY

We urge the Finance Comittee to specifically vrite into the bill

a provision allowing for the extension of the energy investment tax credit

for the purchase of retread equipment. We believe that this' ust be included

in the bill to avoid questions of intent when the Treasury Department subse-

quently issues regulations. We suggest that a retreading provision could b.-

included under Section 6, Amendment to Recycling Equipment Section of Existing

Law, Subsection D, Certain Equipment Included.

Because tire retreading saves an enormous amount of oil and vith

justified incentives could save that much more through a recycling process,

NTDRA strongly urges the Finance Committee, in drafting the final form of the

legislation, to define the retreading of tires to be the recycling of tires

thus enabling the nation's retreaders all of the benefits awarded recyclers

under this positive and much needed legislation.

67-"48 0 - 82 r. 30
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STATEMENT
OF

GEOPRODUCTS CORPORATION
ON S. 750

October 19, 1981

Mr. -Chairman and members of the Energy and Agricultural Taxation

Subcommittee, GeoProducte Corporation welcomes this opportunity

to present its views on S. 750, legislation amending and expand-

ing-the energy tax incentives enacted in the Energy Tax Act in

1978.

GeoProducts Corporation was formed in 1975 to develop and utilize

such alternate energy resources as geothermal heat and wood resi-

dues. The company has headquarters in Oakland, California, and

is actively pursuing the development of alternative energy pro-

jects at a number of locations in the West.

In 1979# GeoProducts acquired exclusive rights to a new process

for converting organic plant materials to ethanol. This process

was developed by the Forest Products Laboratory of the University

of California and uses neither food grains nor fossil fuels, as

do other ethanol processes. Instead, it uses wood residues and

agricultural waste to produce fuel-grade ethanol.

Also in 1979, GeoProducts signed agreements with the U.S. Forest

Service, the California Department of Water Resources, and the

U.S. Department of Energy to share in the funding of project

development work for a hybrid geothermal-wood residue power

plant. The plant is to be sited in Lassen County, California,

(about 19 miles east of Susanville) and will produce 55 megawatts
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of electricity when completed in 1985. Wood residues collected

within a 100 mile radius of Susanville will provide the fuel for

the facility." Low temperature geothermal fluid will be used to

dry the wood and also to preheat the boiler feedwater and com-

bustion air. The dried wood will be burned in a conventional

combustion process to ]roduce steam for the generation of

electricity. GeoProducts will own and operate the plant the

California Department of Water Resources will purchase up to 100

percent of the electrical output and up to 30 percent of the

electricity will be available for local use.

GeoProducts is presenting this statement to your Subcommittee for

three reasons. First, we are alarmed at recent reports that the

Administration is seriously considering the elimination or reduc-

tion of the alternative energy and conservation tax incentives

established in 1978 with passage of the Energy Tax Act and reaf-

firmed with enactment of the Crude Oil Windfall Profits Tax Act

in 1980. Second, we wish to point out certain inequities in the

regulations promulgated by the Internal Revenue Service to imple-

ment the provisions of the 1978 Act relating to the investment

tax credit for businesses. Third# and finally, we have a speci-

fic amendment to S. 750 to offer for your consideration.
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Continued Support for the Energy Tax Incentives

As members of this Subcomiittee are aware' the Administration is

vigorously exploring ways to increase revenue without tampering

with the tax cuts enacted earlier this year. One of the possi-

bilIties under active consideration by the Treasury Department is

elimination or modification of the conservation and alternative

energy tax incentives established in 1978. Should the Department

recommend such changes, and Congress accept them; the effect on

alternative energy companies would be nothing short of

devastating.

Attracting equity capital for conventional energy projects is

often a reasonably easy propostion. Convincing investors to

provide risk capital for alternative energy projects is, on the

other hand, significantly more difficult. Recognition by

Congress of this reality resulted in enactment of the energy tax

credits for homeowners and businesses.

The energy-credits are working as anticipated: they are encourag-

ing large-scale and geographically wide-spread commercial energy

development. Companies, like GaoProducts, have made long-range

decisions based on the expectation that the current tax incen-

tives will be available at least through 1985. To change the
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ground rules at this time would only slow down the on-going

efforts of individual companies to increase and diversify our

domestic supplies of energy.

Therefore, we respectfully urge the members of this Subcommittee

to Join Senators Chaffee and Hateunaga in their drive to put the

Senate on record in support of retaining the existing tax incen-

tives for investments in conservation and renewable energy pro-

jects. The "sense of the Senate" resolution they are preparing

(and a corapanion measure noW pending in the House of Representa-

tives) will give a strong signal.to the officials at the Depart-

ment of the Treasury that any proposal to repeal the energy tax

incentives would be opposed by Congress. We hope you will sup-

port the Chaffee-Matsunaga resolution.

Problems with the IRS Regulations of January 23

On January 23. 1981. the Internal Revenue Service promulgated

final regulations to implement the provisions of the Energy Tax

Act of 1978 providing investment tax credits for business energy

property. These regulations contain certain inequities which we

hope you will address when the Subcommittee takes up S. 750.

The principal problem for GeoProducts appears at 26 CFR 1.48-9(c)

(l0)(iv) which states that:
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"(iv) Equipment that uses energy derived from a geother-

mal deposit is eligible Cforthe.'15% investment tax credit

for geothermal property] only if it uses geothermal energy

exclusively. Thus# geothermal equipment does not include

equipment that uses energy derived both from a geothermal

deposit and from sources other than a geothermal deposit..."

The obvious purpose of this limitation is to prevent systems

which are primarily fueled by oil or gas# with only a minimal

geothermal contribution' from qualifying for the geothermal cre-

dit. However; the IRS rule--inadvertently, but nonetheless adver-

sely; penalizes innovative hybrid projects like the one GeoPro-

z-d~ts is contemplaing in northern California.

Under the IRS regulations, those components of the hybrid plant

which "produce, extracts or use energy derived "exclusively"

from a geothermal deposit (such as hot water distribution lines)

are eligible for the credit for geothermal property. Similarly,

those components of the plant which convert the wood waste to

steam (such as-the fire box and the boiler) will qualify for the

credit for "alternative energy property", because the wood burned

to heat the water is "an alternate substance". But, those parts

of the plant which use energy. from both geothermal add biomass
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sources (such as the turbine generator set) cannot qualify for

either credit.

The limitation is especially unreasonable in light of explicit

language in the Energy Tax Act which states the Ogeothermal

equipment* includes, in the case of electricity generated by

geothermal power, all of the components of the plant up to (but

not including) the electrical transmission stage. The intent of

Congress that all of the equipment of a geothermal power plant

qualify for the credit is quite clear. Unfortunately, the IRS

regulations are not so explicit.

Other examples serve to illustrate the unfortunate restrictions

Which this IRS rule has placed on mixing geothermal energy and

energy from another energy source. Geothermal resources may not.

in some instances* be hot enough to fully satisfy a particular

industrial process heat requirement. However, by adding a few

degrees to the heat supplied by the geothermal source, it is

often possible to reduce significantly the amount of oil or gas

used in a plant or facility. Furthermore# many industrial pro-

cesses involve several separate steps requiring different tem-

peratures. Some of these steps can use geothermal heat, while

others may require further heating. Under the IRS regulations,



466

Statement on 8. 750

Page 7.

if an industrial or commercial geothermal system contains even a

minimal addition on non-geothermal heat,.then the energy system

is ineligible for the energy investment tax credit.

A Proposed Amendment to S. 750

In order to correct"these inequites, GeoProducts has prepared an

amendment to 8. 750 which is attached to this statement. The

amendment has two basic provisions.

In the case of a business energy system which uses both geother---

mal energy and energy from a source not eligible for the invest-

ment tax credits (such as oil or gas), a new eligibility formula

is.proposeds all of the equipment of the system shall be

eligible for the credit for geothermal property if more than 80

percent of the energy is supplied from geothermal resources. If

less than 80 percent comes from geothermal, the credit shall

apply to only those portions of the system which produce, distri-

buteo extract, transfer, or-use energy which is more than 50 per-

cqnt supplied by geothermal.

For a system which uses geothermal energy and another energy

source which is eligible for the energy investment credit (such

as biomass, wind, or solar), all of the equipment of the system
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shall be eligible for the tax credit for geothermal property if

more than 80 percent of the energy comes from geotherimal, or any

of the other alternative energy sources eligible for the credit, or

any combination thereof (referred to as "qualified sources"). If

less than 80 percent of the energy is supplied by qualified

sources, the-credit shall apply to those portions of the system

which produce, distribute, transfer, extract, or use energy which

is more than 50 percent supplied by such qualified sources.

The purpose of the second section of the amendment is to deal

with situations, like the GeoProducts hybrid plant, where a com-

bination of alternative energy sources will be used to produce

electrical power. Existing, law already allows electric

generating equipment driven by hydroelectric, wind, or geothermal

energy to qualify for the energy tax credit. The logic behind

enacting the credits-for such situations was to encourage the

construction of facilitiLs to produce electric power from domes-

tic alternative energy sources. Since geothermal and biomass are

clearly "alternative energy sources"#* it is consistent with the

Original intent of Congress in adopting the Energy Tax Act to

extend the business energy investment credits to steam-driven,

turbLne-generator sets utilizing water from any source, if the
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wate-r is converted to steam by use of alternative energy sources#

such as geothermal heat, biomas ,ener-y, or any combination

thef -

We appreciate your consideration of this amendment. We stand

ready to answer any questions you might have or to assist the

Subcom ittee in any manner.

Thank you for this opportunity to present our .iews.
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Proposed Amendment to S. 750

At a relevant place# insert the following new section.

"Paragraph (3) of section 48(1) is amended by adding at the

end thereof the following new subparagraphs

"(H) APPLICATION OF CREDIT UNDER SECTION 46 TO EQUIPMENT

WHICH USES ENERGY FROM A GEOTHERMAL DEPOSIT AND ANOTHER ENERGY

SOURCE. --

(i) In the case of a system which uses both energy from

a geothermal deposit (hereinafter referred to in this sub-

paragraph as "geothermal energy") and an energy source not eli-

gible for the credit under Section 46, all of the equipment

comprising the system shall be eligible for the credit for Solar,

Wind* or Geothermal Property under section 46(a)(2)(C) if, on a

British Thermal Unit (BTU) basis, geothermal energy provides more

than 80 percent of --the energy in a typical year for which the

-system is designed. If los than 80 percent of the energy is

supplied by geothermal energy, the credit shall apply to those

portions of the system which produce, distribute, transfer,

extract, or use energy which is more than 50 percent supplied by-

geothermal energy (on an annual BTU basis).

(ii) In the case of a system which uses both geothermal

energy and another energy source eligible for the credit under

section 46 (such as biomass, solar,'wind, ocean thermal, or

hydroelectric); all of the equipment comprising the-system Cup

too but not including the electrical transmission stage in the
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case of an electrical generation facility) shall be eligible for

the credit for Solar Wind, or Geothermal Property under section

46(a)(2)Cc) ift on a BTU basis;. more than 80 percent of- the

energy in a typical year for which the system is designed is

suplied by geothermal energy, or any of the other forms of energy

eligible for the credit under section 46. or any combination

thereof (hereinafter referred to in this subparagraph as
"qualified sources*). If less than 80 percent of the energy is

supplied by qualified sources, the credit shall apply to those

portions of the system which producer distribute, transfer.

extract; or use energy which is more than 50 percent supplied by

such qualified sources (on an annual BTU basis)-mu
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International
Cogeneration

Society
1 I I Nineteenth Street, N.W., Suite 301, Washington, DC 20036

(202)659.1552

The Honorable Malcolm Wallop
Chairman
Subcomittee on Energy and

Agricultural Taxation
United States Senate Finance Committee
Washington, D.C. 20510

Dear Mr. Chairman:

This letter is submitted by the International Cogeneration
Society for inclusion in the record of the hearings on S.750,
the Industrial Energy Security Tax Incentives Act of 1981. A
copy of this letter is being sent to each member of the Finance
Committee.

The International Cogenerational Society (ICS) is a non-
profit organization composed o.! representatives oof private
industry, public utilities, and state and federal governments.
ICS was formed to act as a source of education and information
about cogeneration, and to represent the interests of cogenerators
an- potentiakl-cogenerators.

SUMM4ARY

Cogeneration is one of the most promising techniques for
energy conservation that is currently available to industries
in the United States. It is important that, as this committee
again begins to consider legislation to provide tax incentives
for energy conservation, careful consideration be given to the
need for tax incentives for cogeneration. ICS endorses S.750
because it would substantially improve the existing energy tax
credit for cogeneration equipment. However, to encourage the
practice of cogeneration in as many facilities as possible,
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and to avoid creating artificial barriers to certain types of
cogeneration projects, ICS recommnds that 8.750 be modified
to extend the energy tax credit for cogereration equipment
to new facilities and to facilities owned by public utilities.

TECHNICAL AspECs Op COGm RATION

Cogeneration is the sequential generation of electrical
(or mechanical shaft) power and useful energy -- generally
in the form of space heat or industrial process heat -- from
the same energy source. In the United States today, electric
energy and heat for space heating or industrial process uses
are generally produced separately. Cogeneration, by combining
these two functions into a single integrated energy using system,
can lead to the realization of substantial energy savings.
Cogeneration systems can achieve overall efficiencies of energy
use as high as 80 percent, which compares very favorably with
the 36 percent efficiency which is typical for central station
power plants. Cogeneration can result in total energy savings
of up to 35 percent over separate, single purpose systems
producing the same quantities of electricity and useful heat.!/
Government studies have estimated that the widespread practice
of cogeneration could--result in energy savings of as much as
2.4 million barrels of oil a day.**/ Indeed, the potential
savings from cogeneration are so Substantial that Robert
Stobaugh and Daniel Yergin, in their widely read book,
Energy Future:Report of the Energy Project at the Harvard.
Business Schoo1, characterized cogeneration as "Industry's
North Slope.3

Cogeneration can be practiced in connection with a variety
of energy-using systems and a variety of energy sources. In
the simplest case, high temperature, high pressure steam is
produced in a boiler. The steam is used to generate electricity
in a back pressure or extraction turbine, after which the low
pressure and low temperature exhaust steam is used for
industrial process or space heating purposes. In the
alternative, electricity may be generatec. using a diesel-
engine or a combustion turbine# after which the exhaust is
channeled to a waste heat recovery boiler to produce steam
for other purposes. In simpler systems, the steam from the
waste heat boiler is used directly for space heating or industrial

*' Comptroller General's Report to the Congress - InC strial
Cogeneration -- WhAt i tis How it Works# Its Potential,
U.S. General Accounting Office, April 1980, pp. 90-91.

A number of recent studies are summarized in Cogeneration:
Technical Conceptse Trend, Prospects, U.S. Department of
Energy, September 1978, p. 83.
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process purposes. However, in combined cycle cogeneration
systems the steam from the waste heat recovery boiler is
first used for further electric generation, and is passed
through an extraction or back pressure turbine before it is
made available for space heating or process use. In each
case, energy is used more efficiently in the cogeneration
system than it would be in a single purpose energy system.

THE NEED FOR A FEDERAL ENERGY POLICY

After the 1973 oil embargo, the Federal Government
became involved in almost all aspects of energy production
and consumption. This involvement ranged from price regula-
tion of oil and natural gas to tax and regulatory incentives
for energy conservation and alternative energy production.
However, under the current Administration, the role of the
Federal Goverrment has changed substantially. The present
Administration believes that energy choices and energy
conservation decisions should be dictated by market forces,
and that the Federal Governent should not interfere with
these forces. To implement this philosophy, the Administra-
tion has accelerated the decontrol of oil prices, and is
considering proposals to decontrol natural gas as well. It
has also eliminated or substantially curtailed many programs,
such as the Alcohol Fuel Loan Guarantee Program, which were
designed to stimulate energy conservation and the production
of alternative sources of energy.. The PresLdent's latest
package of budget recommendations would further reduce the
federal involvement in the alternative energy and energy
conservation areas.

Unfortunately, there is a basic error in the underlying
assumption that the elimination of federal energy conservation
and alternative energy programs will result in a free market
in which all forms of energy will be priced to reflect their
true costs and in which market forces will be the sole factor
affecting energy decisions. Even if these programs are completely
eliminated, conventional and alternative energy will not be
competing in a free market because the Federal Government will
still be providing substantial tax incentives and other
subsidies for the use of conventional sources of energy,
and particularly for the use of imported oil.

One of the most important government subsidies for
imported oil is the massive military budget-necessary to
protect our interests in the oil-producing portions of th6
world, and particularly in the Persian Gulf. In fact, one of
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the principal reasons for the growing concern over our military
strength and for the resulting pressure to increase defense
spending on programs such as the Rapid Deployment Force is
insecurity about the continuing availability of oil from the
Persian Gulf. The incremental portion of our defense budget
which is related to the defense of foreign petroleum sources
is, as a practical matter, an indirect subsi dy for oil consump-
tion. Members of the alternative energy community have estimated
that this "DOD surcharge" is as much as $20 for each barrel of
imported petroleum. Because this surcharge is paid out of
general tax revenues, it is not reflected in the cost of
oil and petroleum products to the consumer. Thus, it
amounts to an indirect government subsidy for imported6fl._

The elimination of government incentives for alternative
energy production and energy conservation, while subsidies
for the consumption of imported petroleum in the form of
increased military spending are allowed to continue and
even to increase is a dangerous course. It in effect
encourages the consumption of energy which is not renewable
and whose source is insecure, while doing little if anything
to encourage energy conservation or the use of energy whose
source is renewable or which is produced from secure domestic
sources. A rational approach to our near-term and long-term
national energyineeds demands that this pattern of government
involvement in energy production and consumption be reversed.

The energy tax credit is an effective way to reduce the
-C'ost of alternative energy production and energy conservation
relative to the cost of oil aiid natural gas, so that all energy
sources are priced in proportion to their true costs. Most
members of the energy community agree that the energy tax
credit is an effective incentive for energy conservation
and the development of alternative energy sources. This is
confirmed by a recent survey of ICS members, which revealed
that the-overwhelming majority of survey respondents felt that
the energy tax credit was a useful and important incentive.
Accordingly, ICS endorses the efforts of the members of this
committee to preserve the existing energy tax credits and to
expand the energy tax credit for cogeneration and other forms
of energy conservation and alternative energy production
equipment.

IMPACT OF S.750 ON COGENERATION

Currently, a 10 percent energy tax credit is available
through the-end of 1982 for cogeneration equipment which pro-
duces electricity in combination with other forms of useful
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energy. The credit is only available for expenditures which
relate to the increased production of the secondary energy
product of the cogeneration system. The credit is not
available for systems which use oil or gas as a-fuel
(although oil or gas may be used if it does not exceed
20 percent of the total fuel and is used exclusively for
start-up, back-up or flame stabilization). The credit is
not available for public utility property or for cogeneration
equipment installed at new facilities.

S.750 would increase the energy tax credit for cogenera-
tion equipment to 20 percent and would extend the credit
through the end-of 1986. It would also substantially
expand the category of qualifying equipment by making
the credit available for any property which is part of
a system which uses the same fuel for the sequential
generation of electric power and/or mechanical shaft power
in combination with steam, heat, or other forms of useful
energy at an existing facility. The bill would thus eliminate
many of the complex requirements, such as the secondary
energy product requirement, which have substantially
diminished the incentive effect of the existing cogenera-
tion credit. By removing these limitations, S.750 would
make the energy tax credit for cogeneration equipment
much more effective.

ICS strongly supports the extension of the energy tax
credit and the modification of the definition of cogenera-
tion equipment contained in S.750. In a recent survey of
ICS members, a substantial majority of those responding -
endorsed tax-incentives of the sort that would be provided
under S.750. ICS believes that the enactment of the incentives
provided under S.750 would make a meaningfur contribution to
resolving our nation's energy crisis.

RECOMMENDED MODIFICATIONS

While ICS endorses S.750, its incentive effect could be-
substantially enhanced by certain modifications. These
modifications including extending the energy tax credit to
public utility property and extending the credit to new
cogeneration systems. Like the modifications to t4lo existing
cogeneration credit already contained in S.750, these modifi-
cations were endorsed.by a substantial majority of the respon-
dents to the recent ICS survey. -

07-44 0 - 82 - 31
J-
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Credit for Public Utility Proertv

- Under current law,-the energy tax credit for cogeneration
equipment -- and for most other items of energy property -- is
not available with respect to *public utility property.' The
original rationale for denying the energy tax credit to public
utility property was that even without the credit, public
utilities would be compelled to switch from the use of oil
and gas to the use of alternative energy sources.*/ However,
this rationale does not apply to cogeneration equipment,
-since th; factors (such as the increased price of oil)
which compel utilities to switch to alternative energy
sources do not compel utilities to undertake the added
expense of installing cogeneration equipment or otherwise
arranging their projects to permit the practice of cogenera-
tion. Accordingly, it would be appropriate to provide an
incentive -- in the form of an energy tax credit -- to
encourage utilities to develop cogeneration projects.

The exclusion of public utility property from the
energy tax credit under current law has created artificial
-barriers to utility participation in cogeneration projects.
.This has substantially distorted the natural market forces
which would otherwise govern the structuring of cogeneration
projects. Consistent with the current administration's policy
of allowing marjcet forces to determine investment patterns
to the greatest possible extent, ICS strongly recommends
that utilities be allowed to share equally with non-utilities
in the incentives provided by the energy tax credit.

This committee should bear in mind that the basic rules
governing the investment and energy tax credits ensure that
any tax incentive that is provided to utilities will actually
serve as an incentive to the utility, and will not merely be -
passed on Co the utility's customers. Under-Section 46(f) of the
Internal Revenue Code, public'utility property is not eligible
for the investment or the energy tax credit if the benefit of
the credit is flowed-through to reduce either the rate base or
the cost of service used-.to establish the utility's rates. Thus,
utilities are not eligible for either the investment or the
energy tax credit unless they normalize the benefit of the.
credit. Because S.750 would not change this underlying rule
of utility taxation, the incentive provided by the energy
tax credit would not be lost.

:/ See S.Rep.No.95-529, 95th Cong. 1st Sess. (1977), p. 71.
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Nflw VaciltAmA

The energy tax credit for cogeneration equipment under
5.750, as under current law, is limited to equipment installed
in connection with an existing facility. However, the capital
investment required to install cogeneration equipment in a new
facility is also substantial, and also needs encouragement and
support through the energy tax credit.- Indeed, new facilities
are generally better suited to cogeneration than are existing
facilities. Cogeneration requires high pressure boilers, while
most boilers in existing industrial or commercial facilities
are low pressure boilers which are used to produce low pressure
steam for space heating or for use in industrial processes.
Similarly, existing utility generating facilities which produce
waste heat which could -be used for other purposes are often not
located close enough to potential industrial or commercial
customers. These problems associated with existing facilities
can be difficult or impossible to correct. By contrast,-new
facilities can be built from the outset to avoid these problems.
Nevertheless, the practice of cogeneration of a new facility
can also substantially increase the direct and indirect cost
of the facility. Accordingly, the energy tax credit should
be available for cogeneration equipment which is installed at
new as well as existing facilities.

Energy Sources

Cogeneration equipment can utilize virtually any energy
source, including fossil fuels, biomass, geothermal energy or
solar energy. However, the definition of cogeneration equip-
ment in S.750 refers to systems which use the same "fuel" to
produce electrical, mechanical, or useful thermal energy. It
is not clear whether the term Ofuel" can or will be interpreted
to include energy sources ---such as geothermal and solar energy --
which are not traditionally thought of as fuels. Accordingly,

- the word "fuel" should be replaced with the words "energy source"
in the definition of cogeneration equipment.

CONCLUSION

ICS appreciates the opportunity .to submit these comments,
and looks forward to working with the members of this committee
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in the future to help develop a comprehensive and meaningful
cogeneration policy for the Unitid States.

Respectfully submitted,

Lee M. Goodwinp\ airman,
ICS Legislative and
Regulatory Affairs Committee

LMG/bjm
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INTRODUCTION

Mr. Chairman, and members of the Subcomuittee, my name is

MARTIN KLEPPER.

I am an attorney with the Washington, D.C. law firm of Lane

and Edson, P.C., and have been working for the last four years

on various ways of financing investments in energy conservation.

We have worked with public and private-sector clients, including

major national underwriters, leasing companies, companies that

raise equity capital, and state and local governments. Recently

we completed a study for HUD that identified methods of financing

energy efficiency measures in small and medium sized industrial

buildings in New York City.

I've also had a Unique opportunity, by serving as chairman

of the Energy Law Committee of the American Bar Association's
f

Section of Real Property, Probate and Trust Law, to talk with

attorneys throughout the country who are interested in energy con-

servation financing. However, my testimony is presented in my

personal capacity and not as a representative of any client or

group.

We are currently in a state of energy transition from the

artificially low prices of the past decades which in effect served

as incentives for investments in inefficient plant and equipment,

to the current decade of high energy prices. To bridge this gap,

property owners need incentives sufficient to overcome the non-

economic barriers to energy investment. These incentives are also

necessary to interest financial institutions in entering the

- I -
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business of providing third party financing for energy measures.

To date, banks, insurance companies, leasing companies and under-

writers have not actively developed financing programs for energy

efficiency measures. Enactment of the energy conservation tax

credits provided by S. 750 and S. 1288 will form the basis for

more active involvement of financial institutions in helping

industry become more energy efficient.

These financial institutions can provide the private sector

capital needed to finance energy investments. Firms with energy

savings potential can obtain the funds needed to install effi-

ciency measures from third parties if adequate tax credits are

available. To date there has been relatively little third party

financing of energy efficiency measures. Third party financing --

by a bank, a leasing company, a manufacturer, etc. -- is particu-

larly important to small and medium sized firms which cannot fi-

nance conservation investments out of internally generated funds.

To understand the need for additional tax credits, one must

recognize that property owners do not act in accordance with model

economic theory. Even if an investment is cost-effective, a host

of other factors inhibit industrial conservation. These include;

1. Failure to apply rate of return analysis to measure

energy investments. Energy costs usually constitute a very small

portion of the total costs of manufacturing or creating a product,

generally two to three percent of the value of the finished pro-

duct. Therefore, the opportunity to reduce energy costs by ten

- 2 -
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percent or more is often not as important in contributing to in-

creased profitability as other investments, such as those that

lead to increased sales.

2. Competition for investment capital. Competition for

a firm's scarce dollars is widely recognized as the most important

limitation on energy efficiency investment. An entity with lim-

ited funds will compare the expected return from one investment

with the expected return from another. Aside from investments

required by law, such as environmental and OSHA requirements,

energy efficiency improvements often compete favorably wit other

projected expenditures of funds. However, they do not create

added plant capacity which can have a multiplier effect on profits.

3. Separate responsibility. Separation of responsibility

within a company for energy costs is another reason industrial

energy conservation has been lagging. Energy bills are often paid

by a corporate controller who does not have responsibility for

managing the facility. In large firms one person has responsi-

bility for energy costs and improving energy efficiency. Small

and medium sized firms usually do not give energy similar atten-

tion.

I believe that the energy tax credits proposed in S. 750 and

S. 1288 would help overcome these constraints and would provide an

effective catalyst for industrial investment in energy efficiency

improvements. These credits should be made equally available to

small and medium sized firms so that they have an incentive to

-3-
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install energy efficiency measures. The Economic Recovery Tax Act

of 1981 ("ERTA") does not, by itself, provide sufficient incentive

for industrial and commercial energy efficiency investments. For

example, the accelerated cost recovery system contained in ERTA

requires a property owner who retrofits a commercial office build-

inq with a new boiler to depreciate that boiler over 15 years be-

cause it is a structural component of a building,

Tax credit incentives are necessary so that risk takers-will

undertake innovative conservation investments that will become

accepted models for their industry. Without this added financial

incentive, given high rates of interest, the return on capital

invested in new energy efficiency technologies, relative to the

risks, does not provide-adequate incentive for many industrial and

commercial efficiency investments. Even though energy conservation

measures are not new, they are relatively new to most financial

institutions which have no experience with the measures. Moreover,

industry itself faces novel construction, financing and operating

risks when it installs a new energy efficiency measure. Technolo-

gies developed in laboratories and in pilot demonstration projects

may simply not translate to meet industrial and commercial

demands. Operating costs could exceed original estimates because,

of higher than projected costs of construction, finance, environ-

mental and regulatory requirements, and inflation. These risks may

reduce a project's feasibility or increase the cost of energy

efficiency to a level not competitive with other sources of energy

- 4 -
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or alternatives for capital investment. The proposed t -redits- '

of S. 750 and S. 1288 increase the potential rate of return to a

level which is expected to induce companies to overcome the risks

and barriers now preventing investments in energy efficiency im-

provements.

The bottom line is that, without the economic incentive pro-

vided by S. 750 and S. 1288 businessmen in the industrial and com-

mercial sectors simply will not finance many efficienty measures

and energy will continue to be wasted. We should all remember

that energy wasted today can not be recovered tomorrow.

I want to suggest for your consideration two specific changes

to S. 750 and S. 1288 that I believe would significantly increase

investment in energy efficiency improvements:

1. Provide a Safe Harbor For Energy Equipment Leases. The

Economic Recovery Tax Act of 1981-has created a safe harbor from

traditional leasing concepts for equipment leased by a corpora-

tion. These safe harbor rules permit corporations to transfer

tax benefits related to owning equipment to other corporations

who help finance the cost of the equipment. A similar safe harbor

provision should be incorporated into S. 750 and S. 1288 to permit

individual lessors to obtain the tax benefits related to owning

and leasing energy equipment even if the lease would not otherwise

qualify as a lease for tax purposes. This provision will permit

third parties to finance the installation of energy equipment;

it will significantly increase the ability of small and medium

sized property owners to benefit from the new energy tax credits.

- 5 -
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In the leasing area there are a number of restrictions on

the use of leasing equipment that prevent a company that wants

to lease energy conservation equipment for a building from obtain-

ing the tax credits that would otherwise be available. There is a

provision, for example, that if the lessor is an individual or

group of individuals, the lease term cannot be more than one- half

of the useful life of the equipment. It is very difficult for a

company that is planning to acquire a coal-fired boiler with a

fifteen year life to lease that boiler on an economic basis if the

lease cannot exceed 71 years. Under present law, if the lease

exceeds 71 years, the owner loses the applicable tax credit.

Thus, even if a tax credit is available, because of the restric-

tions on leasing by noncorporatp'lessors, those tax credits cannot

be used by partnerships or individuals to Prov-ide-the-cipital that

the property owner might need. The tax credit is meaningless to

the building owner if he doesn't have the capital to buy the equip-

ment. Therefore, I urge this Committee to allow noncorporate les-

sors of energy efficiency equipment to retain the tax credits with-

out complying with other definitions of a "lease" for tax purposes.

2. Extend the Tax Credit To Multifamily Buildings. Based

on our experience with a variety of clients who own and manage

buildings, there is an urgent need for a tax credit that would

induce eenrqy conservation in multifamily buildings. Currently,

investment in energy efficiency improvements by multifamily

property owners lags far behind conservation investments by both

industrial and commercial property owners. The regular investment

tax credit and most available energy tax credits are not available

- 6 -
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for energy retrofit measures installed in multifamily buildings.

The absence of tax incentives for multifamily building owners is a

barrier that could be overcome by an amendment to S. 1288.

Thank you for the opportunity to offer these comments on S.

750 and S. 1288. Mr. Chairman, I applaud your commitment to

energy tax incentives. I would be pleased to assist you and the

Committee in preparing appropriate legislative language to accom-

plish the changes suggested above..

- 7 -
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2040 Avenuof the Stars, 4th Foor. LosAngO", C1iforn 90067 Phoe 1213) 277- 96

Mr. Robert E. Lighthizer
Chief Counsel
Committee on Finance, Room 2227
Dirkeen Senate Office Building
Washington, D.C. 20510

Dear Mr. Lighthizer:

The Treasury Department has indicated that they are considering a
reduction in, or elimination of, the energy tax credits mandated by
Congress in 1978 and 1979 and intended to run through 1985.

Deputy Assistant Secretary of the Treasury for Tax Policy, David
C. Olickman, at the public hearings held by the Senate Finance

Subcommittee on Energy and Agricultural Taxation on October 19, 1981,
stated that energy tax credits represent narrow government subsidies
which are uneconomical and duplicative of the ACRS depreciation rules
recently enacted by Congress. According to the current
administration's views, such tax subsidies are disruptive to the
efficient allocation of national resources in the marketplace and are
similar to previous misallocations which have devitalized the United
States economy over a period of years.

We believe that it is inconsistent for the Administration to
insist that narrow subsidies in the form of tax credits not be given
to industries such as solar energy while not recognizing the
substantial subsidies that were given to fossil fuels in the form of
percentage depletion allowances and intangible drilling expenses. Its
argument becomes even more untenable given that these indirect but
continuing subsidies have greatly aided the development of the fossil
fuel industries. To deny the fledgling solar industries any such
subsidies and then also demand that they compete in the marketplace
with subsidized fossil fuels is unreasonable. On the contrary, since
subsidies to the fossil fuel industries have fostered and continue to
encourage these well-established industries, the case for extending

tax subsidies to the solar industries would seem to be strengthened.
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The Administration's contention that the energy tax credits are
duplicative of ACRS depreciation is misleading. Solar systems would
utilize short depreciation lives in any case because of this tech-
nology's potential for rapid technological change. ACRS shortens the
useful life to be used by these systems from seven to five years, but
this in no way can replace the energy credit. In fact, the ACRS takes
something away by limiting the accelerated depreciation schedule to
150 percent of straight line in place of the 200 percent previously
available. Moreover, ACRS is equally available to all taxpayers.
Thus, ACRS really changes none of the rules by which solar technology
competes with fossil fuels in the marketplace. Since it gives no

incentive for U.S. industry to make the changeover to the solar
alternatives, it cannot possibly be considered duplicative of the
energy tax credits which do provide these incentives.

We of the Luz Group of companies would like to demonstrate to the
Senate Finance Subcommittee on Energy and Agricultural Taxation that,
with respect to solar-powered industrial process heat (IPH) installa-
tions, the Administration's objections to energy tax credits are
unfounded. In addition, we will show that the present tax credits
are, in fact, essential for developing the market for solar IPH and
that this market requires lead time and tax subsidies to develop,
probably until 1986, the expiration date of these credits as
originally enacted by Congress. We will show that a reduction or
elimination of energy tax credits now available for investments in
solar energy would frustrate Congress' countervailing energy policy of
encouraging solar energy for industry, and that it would bring to a
standstill the further development of mass-produced solar industrial-.
energy equipment at Luz. These energy credits have enabled the Luz
Group to find financing for large, capital-intensive solar systems
without the necessity of expensive government bureaucracies and
lengthy regulations. These long-range capital ventures cannot be
assailed with ever-changing government tax policies without detriment
to further capital formation. Reductions or elimination of energy tax
credits proposed by the administration and sent up as trial balloons
will make the gathering together of this risk capital difficult or
even impossible.
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We, therefore, urge the CongreRs to follow through on its 1978
priorities in order to continue the nation's commitment to attaining
energy independence by both reducing its dependence on foreign oil and
conserving its own natural resources. In support of our arguments, we
are presenting everal key factors of our own market.

Lux solar technology potentially can
replace up to 13 percent of the
total energy needs of the United States

As reported by the Solar Engineering Research Institute, the
industrial sector of the economy is the nation's largest consumer of
energy, at about 37 percent of gross demand, of which 50-80 percent is
IPH (industrial process heat). This heat is used in food, textile,
paper, chemical and petroleum products manufacturing, as well as

secondary and tertiary oil recovery.

Solar technology is most cost-effective at intermediate tempera-
tures which represents 27 percent of total IPH energy needs and it can
also be used for substantial preheating when higher temperatures are
required. Altogether, the potential market solar-generated IPH can
replace is estimated to be the equivalent of between 1.4 to 2.0
billion barrels of oil annually. This means that, as marketed by Luz
and other firms, solar-generated IPH alone could replace between 10.1

to 13.2 percent of the nation's total energy needs.

Energy tax credits are a bargain

Any delays in investing in more energy-efficient equipment or
converting to the use of abundant domestic fuels means that the United
States is wasting energy and needlessly importing oil. Alternative
energy sources conserve our natural resources and reduce our need to
import oil. The future value to the nation of conserving its natural
resources has been estimated to far surpass the current cost of energy
tax credits given to encourage the development of the alternative

energy sources. 1 The revenue loss of retaining the energy tax credit

I Professors Robert Stobaugh and Daniel Yergin, Harvard Business
School, Harvard University.



490

-4-

for two years has been estimated by the Treasury Department at $3.2
billion, whereas the potential annual savings of 2 billion barrels of
oil is worth $70 billion at current prices.

Mass-production of solar IPH technology will

dramatically lower solar produced energy prices

A 1981 study was made of 33 solar IPH installations manufactured
since 1977 which showed that, even without the benefit of mass
production technology, the average installed cost of IPH Aolar energy

-dropped over tenfold between 1977 and 1981.

Experience covering many years and spawning dozens of industries
has shown that the cost and effort to produce new technological
systems drops steadily and even dramatically as innovations in pro-
duction and experience with the technology are accumulated. When this
technology begins to be mass produced, there is invariably a quantum
Jump in these factors. As materials are bought in bulk and labor
processes standardized, this decrease in cost drops to the point where
the product's popularity adds substantially to these cost decreases.

The 1981 study of solar IPH systems used a common statistical
model to project that, by 1986, cost per unit of solar IPH energy will
drop to 40 percent of its current average price and, by 1990, to 25
percent.

Energy credits are substitutes
for direct-government involvement

At Luz, the development of solar technology and construction of
plant and equipment has progressed to the point where the initial

"kernel" or start-up units have been manufactured without any direct
financing by the U.S. government. Instead, the availability of energy
credits has enabled the solar industry to locate the financing for
large capital-intensive solar systems to be installed by Luz at major
textile factories owned and operated by J.P. Stevens, Cone Mills and
The Bibb Company, thereby eliminating the necessity of expensive
government bureaucracies. These examples of capital-free market
formation to support large projects is in direct contrast to the
direct government subsidization given by many other countries when
large, new technological systems of national importance are under-
taken.
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Solar-generated energy will be -
cost effective by 1986

The steep decline of solar-priced energy, which has been predicted
by the majority of statistical and econometric models, will soon match
the future prices of energy produced with conventional fossil fuels.
While the cost of solar powered systems will drop steadily during the
intervening period, the price of fossil fuels is expected to rise
rapidly in response to the twin factors of further deregulation and
increasing scarcity. The-point at which solar and fossil fuel prices
crossover has been variously estimated by the different quantitative
models to be sometime between 1985 and 1988. Energy credits mandated
by Congress until this time will enable the solar industry to indus-
trialize to the point where solar energy prices match the price of

fossil fuels in short supply which are rising.

Lead Limes in new technologies
requires stability in the tax laws

In order to develop a new technological system, several years will
be required developing the system's technology, building and testing
prototypes, and tooling up to produce even a single commercial system.

Only when this system is finally installed and operating can the
investor take advantage of the energy credits. These long lead times
may involve the investor in waiting several years before realization

of any tax benefit.

The Luz Group was first organized in October 1979, at least partly

in response to the energy tax credits mandated by Congress in 1978.
Since then, two major system prototypes have been developed, and three
major systems contracts have been signed with The Bibb Company, J.P.,

Stevens and Cone Mills. Not one dollar of U.S. government money was
spent to develop the technology, market it to industry, and
manufacture the first start-up systems. In fact, to date, not one

dollar of energy tax credit has been earned or taken. Therefore, if
Congress now disallows these tax credits, it will be taking away

something anticipated by Luz investors.

87-648 0 - 82 - 32
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Energy credits are of critical importance in
raising private capital for alternative fuels

The only major barrier to the industrialization of present solar
energy technology is the capital-intensive nature of large area solar
systems. The availability of investment capital as well as the high
cost of that capital represent major road blocks to industry. Even if

0'tLr an be demonstrated that solar-generated heat is fully competitive
with fossil fuel on a life-cycle basis, there is little impetus for
the industrial plant manager to invest several million dollars in a
new system.

The traditional way that industry purchases energy is as a monthly
expense based on current consumption. Any increase in the cost of
energy can be directly flowed through as an increase in the price of
the product in order to maintain the same profit margin. The purchase
of a solak process heat system on the other hand would require the
end-user to capitalize and amortize the cost of energy rather-than
expensing it and this is generally not an attractive alternative.

The plant manager i& accustomed to purchasing energy on a current
annual basis, with minimal front-end investment cost. In order to.
substitute alternative energy systems, a means is needed in order to
provide the front-end capital. The consensus opinion is that a
substantial penetration of solar systems into the industrial market
can only be expected when solar-generated energy can be purchased in a
way similar to the purchase of fossils fuels and electricity.

1

Study entitled "The Role of Financing in the Marketability of

Capital Intensive Solar Technologies for Industry", conducted by
William C. Dickinson, Laurence Livermore National Laboratory,
Livermore, California; funded by the Office of Solar Applications
for Industry, U.S. Department of Energy, number SOL-80-270, dated
November 21, 1980.

/
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The energy tax credits of 1978 and 1980 have provided the extra

incentives needed to induce private investors to underwrite the
research, development an -start-up production costs of the new
alternative energy technologies. The tax credits are a relatively
simple, straight-forward method by which the-government contributes to

the financing of these new systems, while at the same time assuming
for itself only a minimal financial risk, the much greater part of

which is borne by the private sector.

Investors believed at the time of their initial participation in
the financing of these systems that the energy tax credits would
extend to at least 1985 and at the present rates. Thus, they

anticipated that their risk capital would realize rates of return
which reflected the economic value of these credits. If Congress now
changes its priorities, the result will be further disorientation in
these capital markets. It can be assumed that capital formation-for

the purpose of developing alternative fuels might become prohibitively
high if there is a lack of confidence in the government following

through with its 1978 and 1980 energy programs.

We at Luz believe that our new industry, solar industrial process

heat, can make a significant contribution toward reducing the
country's dependence on foreign oil. However, our experience to date
in the market place leads us to believe that the present energy tax

credits are essential to launching this new industry. Our sales would
simply not have taken place and our manufacturing business would not
exist without the tax credits. In time, probably 1985-89, with (i)
reduced R & D expenditures; (ii) mass production cost savings; and

(iii) continued, stable tax credits through 1985, this new industry
will be on a firm economic foundation and will be able to function

successfully without tax credit support.

Yours very truly,

Patrikr0
Ex i fi In
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STATEMENT OF JAMES H. WILLIAMS, PRESIDENT
NATIONAL LIMESTONE INSTITUTE, INC.
SUBMITTED TO THE SUBCOMMITTEE ON
ENERGY $ AGRICULTURAL TAXATION

OF THE
SENATE COMMITTEE ON FINANCE

November 6, 1981

SUMMARY

" The National Limestone Institute supports the concept of both S. 569, the Soil and Water
Conservation Incentives Act of 1981, and S. 1561, amending the Internal Revenue Code
of 19S4, providing for an Investment tax credit for certain soil and water conservation
expenditures.

" To Implement an effective tax Incentive, the minimum for such credit should be at the
very least 10%.

" Strongly believes that Landowners and Operators both should be eligible to claim a tax
credit or deduction as called for in S. $69.

" The Implementation of soil and water conservation measures are dependent upon the
availability of expendable farmer capital; an Investment tax credit approach wilt help
to Increase additional participation In soil and water conservation.

Mr. Chairman and Members of the Committee, we appreciate your willingness to examine

the outstanding needs of our threatened soil and water resources and are pleased to have

this opportunity to support an Investment tax credit approach to soil and water conservation

as proposed by S. 569 and S. 1561.

The National Limestone Institute has been interested and Involved In agricultural land

conservation since 195q. We represent the Interests of over 500 limestone producers through-

out the country, many of whom produce agricultural limestone, an organic material which is

used to neutralize acid soil and, among other functions, Increases the efficiency of fertilizer.

NLI is supportive of the overall concept of both S. 569 and S. 1561. We firmly be-

lieve that a tax credit or deduction covering expenditures for soil and water conservation

is a realistic and workable method to achieve Increased participation In soil and water conser-

vation on a national basis. Because of the pervasive existence of soil erosion problems in

this country, we feel It necessary and are delighted to support the development of tax policy

that would serve to supplement existing conservation efforts.

Although it is difficult to reconcile the difference between a 10% and a 20% tax credit,

It is our opinion that, In order to provide for the establishment of an effective tax incentive,
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the bottom line for such a program should be, at minimum, 10%. In terms of potential

revenue loss, the Joint Committee on Taxation has projected an estimated sum of $34 mil-

lion for 1982. We submit that, when comparing this sum to an overall $3.7 billion In annual

farmer-paid taxes, it is but a small loss to the Treasury for the maintenance of and a real

Investment In a productive agricultural base.

We are also strongly supportive of the intent of S. 569 to extend eligibility to claim

a tax credit or deduction to operators, IN well as landowners. Because It is generally

understood that there Is little incentive for tenants to install conservation measures on land

which they do not own, this approach could conceivably bring into treatment many thousands

of acres of land which may have previously been neglected.

Because the basic decisions which surround the eventual installation of soil and water

conservation measures are tied In the strictest sense to the availability of expendable capi-

tal, an Investment tax credit would help the farmer overcome the short-term financial diffi-

culty that often prohibits participation In soil and water conservation activities.

It is our understanding that S. 569 would also cover expenses for agricultural lime-

stone to be used In conjunction with fertilizer and seed in the establishment of vegetative

cover crops. The benefit of allowing for the use of aglime in this area is twofold. Aglime

will not only maintain and strengthen the cover crop by supplying necessary organic matter

-- improving overall soil characteristics -- but will also improve soil pH, thereby Increasing

the performance of the accompanying fertilizer application.

It is our belief that an Investment tax credit will serve to increase the ability of

farmers to participate in the conservation of our soil and water resources. Through the

maintenance of existing "cost-sharing" philosophy, coupled with, among other programs,

the approval of an Investment tax credit as proposed by S. 569, we will be In a position to

provide the leadership and commitment that is necessary to encourage the voluntary partici-

pation i- conservation for which we are collectively striving.
',p.

NLI has long been an advocate of a unified national approach to conservation and

supports the opinion that conservation is the responsibility of all who benefit from the

productive resources that we as a Nation possess. Americans have become too comfortable
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In the belief that our national resources are limitless and, likewise, that our ability to

meet an excalating worldwide demand for food and fiber is assured. At a time when soil

erosion claims over a billion tons of-valuable topsoil a year and an estimated 3 million acres

of cropland are lost annually to non-agricultural uses, we cannot afford the expense of

permanently damaging the future of our productive agricultural base through Inattention.

Mr. Chairman, basic soil and water conservation Is the cornerstone of a sound national

economy. It is our sincere hope that this Congress will support an Investment tax credit

for soil and water conservation expenditures and, therefore, provide the direction that is

necessary to sustain our future agricultural productivity.
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LONG LAKE ENERGY CORPORATION
220 MADISON AVENUE

NEw YORK. NEW YORK 10017

(1i) eas-2OO

TO: ENERGY AND AGRICULTURAL TAX SUBCOMMITTEE
SENATE FINANCE COMMITTEE
UNITED STATES SENATE

FROM: Paul J. Elston
President

Expansion of the Energy Tax Credit
(S. 750 and S. 1288)

RE:
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ENERGY AND AGRICULTURAL TAXATION SUBCO '4ITTEE

We weuld like to thank the Chairman and members of the Energy and
Agricultural Taxation Subcommittee for the opportunity to submit the views of
Long Lake Energy Corporation regarding the Energy Tax Credit. Long Lake Energy

Corporation is a private, small-scale hydroelectric development firm located
in New York. We develop projects primarily in New York State.

We would like to commend this committee for introducing two bills to

expand the coverage of the Energy Tax Credit. Although these two bills,

S. 750 and S. 1288 do not have a direct bearing on our work, we feel that this
hearing is an appropriate forum to bring related issues to the Energy Tax Credit

to the Committee's attention. We hope you will consider-these issues in your
future work on the Energy Tax Credit.

As members of this Committee know, there has been an interest on the

part of the Administration recently, to eliminate the energy tax credit completely.
Many members of Congress have already demonstrated their opposition to this

move. We urge all of the members of this Committee to continue their efforts
in support of the Energy Tax Credit.

From the perspective of a small-scale hydroelectric development company,

the elimination of the Energy Tax Credit would add 11% on to the cost of each
project. In many instances, this will make hydro projects uneconomical to
develop. In light of the Administration's policy to encourage the maximum
domestic energy production, any steps that will discourage the development of
renewable energy resources seems contradictory. There is no question that

small-scale hydro and other renewable resources are capable of contributing
a significant amount to our nations energy supply. We recommend that this
Committee continue and expand its support of the Energy Tax Credit.

We have one particular suggestion tp make which we hope the Committee
will adopt when it considers the energy tax credits. Under current law, the
deadline for docketing aproject in order to qualify for the energy tax credit

Is January 1, 1986. A project must be completed within three years of filing
to claim the tax credit. We recommend that this Committee eliminate the
completion deadlines.
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Our reasons for wanting the deadline eliminated are that many projects
run into very complex environmental and/or institutional issues which could

cause companies to fall to meet the three year deadline for project completion
The period needed for FERC to make a decision on a license application could
easily take a year or more. In light of the enormous increase in permit

applications for hydro projects, FERC may be faced with a severe work overload
in a couple of years when all of these permitted projects file for a license.
The time necessary for regulatory review combined with construction time may

well push many projects, particularly the complex ones, past the three year

time limit.

When FERC issues a license it sets a deadline for the completion of

a project. If a project does not meet the deadline, the license is revoked.
We propose that this FERC deadline, established an a case-by-case basis, to

reflect the complexity of the development be used as the Energy Tax Credit

qualifying deadline.

The deadline for filing an application for a project may also need to
be extended. Many states, such as New York State and Pennsylvania, have not

completed their PURPA 210 regulations. Until these regulations are completed,
many small scale hydro projects will not be developed. This delay on a state

level could cause problems for a company wishing to meet the federal docketing

deadline of 1985.

Should you have any questions about these issues, please feel free to

contact us.



500

WILLIAMS & JENSEN
PAUL ARNESON A PaOFUSSIOwAL CoJpowkioN
QEORGE 0. iAKCR LAWYERS
WILLIAM H. CABLE
PAUL T. CLARK 1101 CONNECTICUT AVENUE, N. W.
ANN S. COSTELLO YELEPHONK
WINrIELO P. CRIOLER WASHINGTON, D. C. 20036
DONALO C. EVANS, JR. (0O1u o*s-&Soi

JOHN P. FORD

ROSeR? C. OLENNON
RORT C. JENSEN November 2, 1981
JOHN J. NMACKIN. JR.
GEORGE 0. OLSEN
CLIFTON PETER ROSE
MARY LYNNE WHALEN
J. 0. WILLIAMS

Robert E, Lighthizer, Esq.
Chief Counsel
Senate Finance Committee
2227 Dirksen Senate Office Building
Washington, DC 20510

RE: Mustang Production Company's Comments to S. 750

Dear Mr. Lighthizer:

On October 19, 1981, Mr. David L. Thomas, Vice-President,

Mustang Production Company, testified at the hearing held by the

Senate Finance Committee's Subcommittee on Energy and Agricultural

Taxation relating to S. 750, the Industrial Energy Security Tax

Incentives Act of 1981. As indicated by Mr. Thomas' testimony at

the hearing, Mustang strongly supports the provisions of S. 750

and submits the following written comments to the Subcommittee in

order to more fully explicate its views regarding this important

legislation.

Mustang Production Company is a wholly-owned subsidiary of

Mustang Fuel Corporation. Mustang is a privately held company

headquartered in Oklahoma City, Oklahoma with over thirty years of

success in the energy industry. Mustang is involved in a wide

variety of energy related activities including oil and gas
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exploration and production, natural gas processing and

transmission, pipeline research and construction and crude oil

transportation. In addition to its involvement in these more

traditional energy resources, Mustang is also playing a major role

in the development of energy from waste. It is Mustang's strong

commitment to developing useful forms of energy from America's

vast resources of waste materials that generates our interest in

S. 750.

As an energy company, Mustang recognized the need to conserve

our nation's resources and the need to develop alternative energy

supplies. To Mustang's management, one readily available

alternative form of energy seemed conspicuously undeveloped:

garbage. Processing solid waste into -a refuse derived fuel

("RDF") as well as recovering reusable materials such as metal and

glass -- energy and resource recovery -- was identified as an idea

whose time had come. As a natural outgrowth of Mustang's energy

experience, Mustang RDF Company was formed in 1977 to provide

management services in the development of energy and resource

recovery projects and to operate the facilities once constructed.

Mustang RDF's initial experience in energy and resource re-

covery is in Tulsa, Oklahoma where a one thousand ton-per-day RDF

project is being considered.

Under a contract with the City of Springfield, Missouri,

Mustang RDF began studies in January 1980 to develop an energy and

resource recovery system in that city. If proven feasible, a

completed system could begin operation in Springfield by 1985.
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Elsewhere in the southwest, Mustang is involved at various

stages of development with several other cities to see if energy

ana resource recovery systems make sense for their communities

too.

Mustang RDF's typical energy and resource recovery system may

be comprised of any one or more of the following types of recycling

equipment and alternate energy property:

Transfer Station - Transfer stations generally do
not have equipment for processing, but rather are
used as conveniently located disposal points within
a community for -the refuse collection vehicles. At
the transfer stations, the refuse is then compacted
into fully enclosed trailers for transportation to
the processing plant. The primary function of a
transfer station is to provide transportation cost
savings to the community or refuse collectors in
the form of fewer miles to travel, resulting in
less fuel consumption. Unless transfer stations
can demonstrate transportation savings, they are
usually not included in an energy and resource
recovery system.

Processing Plant - At the processing plant, the
solid waste is stored and then processed into a
refuse derived fuel (RDF).- The following examples
depict some of the ways this RDF can be used:

1. Sell the RDF to an electric utility to
be burned in conjunction with coal in
an existing boiler.

2. Sell the RDF to an electric utility to
be used in an existing boiler requiring
modifications to burn RDF as the primary
fuel.

3. Use the RDF in a new boiler to produce
steam or hot water for sale to industrial
or commercial customers.

4. Use the RDF in a new boiler for firing
new turbine generators to make electricity
available for sale to electric utilities,
industrial or commercial customers, in
addition to the possibility of co-generation
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-- producing steam or hot water for sale to
industrial or commercial customers.

Depending upon the availability of markets and the
economy of scale, recovery of reusable resources such
as ferrous metals, non-ferrous metals-and glass may
also be incorporated in the processing of solid
waste at the processing plant.

Unloading, Storage and Metering Facilities - In
practically all situations, the RDF requires storage
prior to being burned in a boiler. The location of
the unloading, storage and metering facilities can
vary from being on the processing plant site, with-
in a few city blocks, or in some cases several miles
away, all depending upon the market location for the
RDF and its use.

In addition to the various applications of the RDF technology

described above, one of the Mustang companies, Energy Technology

Company, is a partner in Waste Technologies Industries ("WTI").

The other partners in WTI are Koppers Environmental Corporation,

Waste Technologies, Inc., and Von Roll America, Jnc. WTI is

planning to construct a major industrial waste treatment and

disposal facility at East Liverpool, Ohio. The facility will be

specifically designed to dispose of liquid industrial wastes,

including those currently considered hazardous wastes by EPA. The

liquid waste will be burned in a rotary boiler to generate steam

which will be available to operate the plant and for sale to local

industry. As designed, the plant will dispose of the liquid

industrial wastes which currently pose a very substantial health

and environmental pollution problem, while simultaneously

generating useful energy.

Despite the enormous public benefit that stands to be gained

as a result of energy from waste projects such as those outlined

above, Mustang believes such projects are best initiated and car-
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ried out by the private sector. First, the alternative energy

industry requires a long term commitment of substantial amounts of

capital. Due to the nature of the public decision making process,

-the political consensus required to make such a financial

commitment is often impossible to achieve. In any event, long

delays must be' expected which due to inflation can boost the

original cost of a project to the point where it becomes no longer

economically feasible. Moreover, even after the lengthy

development process has run its course the project still may not

proceed because of purely political factors which have no bearing

on the merits of the project itself. Lastly, at this time there

continues to be a significant financial risk that any alternative

energy project will not be successful. Given their inherent

conservatism, such a financial obligation is generally

unacceptable for local and state governments already strapped to

tight budgets and limited borrowing capabilities. In contrast,

the private sector can move to design and construct alternative

energy projects on a much more expeditious and cost effective

schedule through the use of private capital.

Mustang believes that it is the appropriate function of the

private sector to lead the way in the alternative energy frontier.

In the past, Congress has made available some energy related tax

credits to the private investor willing to assume the financial

burdens associated with the development of alternative energy

projects. However, the time has come for the country to become

more- aggressive in its drive for domestic energy independence. To

accomplish this goal, additional legislation must be adopted that
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will encourage private equity investment and which, in turn, will

reduce public debt financing.

Mustang believes that S. 750 is a major and comprehensive

step in the right direction. By increasing the energy investment/

tax credit to 20 percent, the bill creates a substantial economic

incentive for private investors to assume the large and necessary

financial burdens associated with alternative energy projects. In

addition, Mustang would take this opportunity to provide the

following other comments relating to the provisions of Section 4

of S. 750 which deal with energy investment tax credits for

"recycling equipment," "alternative energy property," and "public

utility property."

I. Section 4(c): Recycling Equipment

Under present law, a 10 percent credit can be claimed in

connection with equipment that is used to sort and prepare, or

recycle, solid waste to recover usable materials or to convert

solid waste into a useful form of energy. The Internal Revenue

Code ("I.R.C.") does not define solid waste but the regulations

adopt the definition from § 203(4) of the Solid Waste Disposal

Act:

The term "solid waste" means garbage, refuse,
and other discarded solid materials, including
solid waste materials resulting from industrial,
commercial, and agricultural operations, and
from community activities, but does not include
solids or dissolved materials in domestic sewage
or other significant pollutants in water resources,
such as silt, dissolved or suspended solids in
industrial waste water effluents, dissolved ma-
terials in irrigation-return flows or other com-
mon water pollutants. Treas. Reg. § 1.103-8(f)-(2)(ii)(6).
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The existing definition does not clarify if the credit is avail-

able for equipment which recycles otherwise unusable materials

that are found in a semi-solid or liquid form into usable raw

materials or forms of energy.

In addition the present credit for "recycling equipment" is

available only for equipment used in the processpqf converting

solid waste into its first marketable product. (I.R.C. 1 48(1)

(6)(B)(i)). The credit is not available, under_.present law

(Treas. Regs. 1.48-9(g)(2)(iii)(B)), for property which could

further refine-the product into a more valuable raw material or

convert solid waste into a more efficient energy source beyond the

first marketable product.

Mustang is in favor of S. 750's expanded definition of solid

waste which includes discarded solid, semi-solid and liquid

materials, including materials resulting from industrial, commer-

cial, agricultural and community activities. This provision en-

courages the recycling of valuable raw materials and energy

sources that are not found in the solid form.

Furthermore, the existing language of I.R.C. I 48(l)(6)(D)

indicates that equipment used in the "conversion" of solid waste

into a fuel or useful energy qualifies as recycling property.

However, the statute does not define "conversion". It is impor-

tant to emphasize that the technology whereby solid waste becomes

a fuel involves no radical changes in the chemical or physical

characteristics of the source material. The technology

essentially requires that the solid waste be sorted, cleaned and

shredded. Mustang therefore believes that the RDF technology is
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more accurately-viewed as "processing" the raw material into a
IN

more useful form as opposed to "converting" it into an essentially

different substance. Mustang is therefore in favor of the

language contained in S. 750 which extends the credit to equipment

used for converting or processing solid waste into fuel. In

addition, the bill provides that recycling equipment includes

property for unloading, transfer, storage, sorting and preparation

of solid waste. We--feel that these provisions will encourage

investment and reduce the ambiguity in the law as it now exists.

II. Section 4(a): Alternative Energy Property

The existing language of I.R.C. S 48(l)(3)(A)(iii) states

that "alternative energy property" includes "equipment for

converting an alternate substance into a synthetic liquid,

gaseous, or solid fuel."

As noted previously, systems can be designed which burn RDF

in boilers which power turbines for the generation of electricity.

The equipment used in this type of system would not qualify as

alternative energy property under the existing statutory language.

Consequently, Mustang supports the amendment contained in Section

4(a)(i) of S. 750 which extends the alternative energy tax credit-

to equipment used to convert an alternate substance "into

electricity."

Furthermore, in its regulations relating to the existing

provisions of I.R.C. 5 48(l)(3)(A)(iii), the IRS has stated that:

"preparing an alternative substance for use
as a fuel or feedstock or for conversion in-
to a fuel does not create a new product if
no chemical change occurs. For example,

87-648 0 - 82 - 33
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pelletizing drying, compacting, and liquefying
do not result in a new product if no cfemical
change occurs." Treas. Reg. 1 l.48(c)(2).

Given the requirements of Treas. Reg. 1 l.48(c)(2), the equipment

-used to process solid and liquid waste into usable fuels would not

qualify as "alternative energy property" unless the process

involved a chemical change in the original waste material. The

technology whereby solid waste is turned into RDF does not involve

such a chemical change; rather, the technology essentially re-

quires that the solid waste be sorted, cleaned and shredded.

Mustang therefore believes that the RDF technology is more

accurately viewed as "processing" the raw material into a more

useful form as opposed to "converting" it into an inherently.

different substance. As a result, Mustang would advocate the

deletion of the chemical change requirement and the extension of

the "alternative energy property" credit to equipment which is

used either to-"convert or process" alternative substances into a

synthetic fuel.

The provisions of Section 4(a)(4) of S. 750 would eliminate

the chemical change requirement in order for a substance to

qualify as an "alternative substance" by stating:

"The term 'alternative substance' includes
any other product produced from an alternate
substance, whether or not such product has
undergone a chemical change in the process
of its production."'

Mustang believes this language quoted from Section 4(a)(4) does

not address the real problem, as outlined above, associated with

the chemical change requirement since even under the existing

statute any substance other than oil, natural gas or any product
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of oil or natural gas already qualifies automatically as an

"alternative substance." The problem to be rectified is whether a

chemical change is required to "convert" an alternative substance

into a "synthetic" liquid, gaseous, or solid fuel. By adding the

phrase "converting or processing" to the existing language of

I.R.C. § 48(l)(3)(iii), it would eliminate the necessity of

effecting a chemical change in the original alternate substance in

order for the equipment used in the process to qualify as

"alternative energy property." Such a change, which is not

reflected in S. 750, would appear to be consistent with the intent

of Section 4(a)(4), and would insure that the equipment used to

produce the variety of fuels capable of being produced by RDF

plants and projects such as that being planned-by WTI at East

Liverpool, Ohio, qualify for the energy investment tax credits.

III. Section 4(f): Public Utility Property

The existing energy investment tax credits for "recycling

property" and "alternative energy property" do not include pro-

perty which is "public utility property" as defined by Section

46(f)(5) of the Internal Revenue Code. This definition provides

that a facility is deemed to be a public utility if its rates for

either the furnishing or sale of electricity or steam have been

established or approved by a state or federal agency or public

ervi-ce commission. The present rules implementing the Public

Utility Regulatory Policy Act of 1978, Pub. L. 95-617 (Nov. 9,

1978), provide that rates for the sale of electricity or steam by a

"qualified cogeneration facility" are not subject to regulation by
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state regulatory authority. 18 C.F.R. Part 292, 45 Fed. Reg.

12214 (Feb. 25, 1980); 45 Fed. Reg. 17959 (March 20, 1989).

Section 4(f) of S. 750 would make it clear to private in-

vestors that equipment used at a "qualified small power production

facility" or a "qualified cogeneration facility" will qualify for

the energy investment tax credits and will not be deemed "public

utility property." Consequently, Mustang supports this aspect of

S. 750.

IV. Section 2: Termination Date for Credit

Section 2 of S. 750 extends the energy investment tax credit

available to "recycling equipment" and "alternative energy

property" from December 31, 1982 to December 31, 1986. Mustang

believes that in the case of recycling plants and industrial waste

processing plants such a deadline may not be realistic. Due to

extensive feasibility studies and long-term construction the

normal time span from conception to operation of a plant using

recycling equipment is from 3 to 5 years. In addition, our

experience has been that it takes anywhere from 6 months to one

year to obtain a sufficient commitment to commence a feasibility

study. Consequently, if a feasibility study is commenced in 1982,

the first facilities utilizing these energy investment tax credits

might not be functional until 1985 to 1987. The period of

availability for the tax credits should be extended to December

31, 1990 to insure adequate participation in the program and to

more realistically encourage construction of facilities using

energy recovery systems.
N
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Of course, Mustang would be happy to further amplify our

views and answer any questions raised by our submission. If you or

any members of the Committee would like any further information,

please feel free to contact Mustang's undersigned counsel. Thank

you again for the opportunity to participate in this important

effort.

Respectfully submitted,

eorg D. Baer

WILLIAMS & JENSEN, P.C.
1101 Connecticut Ave., N.W.
Suite 500
Washington, DC 20036
(202) 659-8201

Attorney for Mustang Production
Company
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STATEMENT OF JAMES R. STITES, SENIOR VICE PRESIDENT
REPUBLIC GEOTHERMAL, INC.

PREPARED FOR
SENATE SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

SENATE COMMITTEE ON FINANCE
OCTOBER 30, 1981

My name is James R. States and I am senior Vice President

of Republic Geothermal, Inc. a company engaged solely in the

exploration, development, production and marketing of

geothermal resources. I appreciate this opportunity to supply,

for the Subcommittee's hearing record, a statement by Republic

Geothermal with regard to S. 750, introduced by Senator Wallop.

First of all, I would like to thank Chairman Wallop and

Senator Durenberqer for their strong support in opposing the

proposal surfaced by the Administration to repeal the energy

investment tax credits. As Senator Wallop so aptly put it in

his opening statement for this hearing, "it did not take long

for the Administration to learn what the Congress already

knew--that these credits have bipartisan, nationwide support".

Without question, the tax credits are the msijor factor in the

remarkable progress achieved in the renewable resources sector

in general, and in the geothermal area in particular. Repeal

of the geothermal tax credit will cripple or cause the demise

of the geothermal industry. You can be sure that we will

follow your lead in working to see that these important

incentives remain in place.
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Republic Geothermal generally endorses the concepts

underlying S. 750# which will give a strong impetus to conser-

vation. The renewable energy industry and the conservation

industry work hand-in-hand to provide substitutes for costly

imported oil. As such, we have consistently worked together to

achieve the proper atmosphere--both in the investment community

and in the regulatory arena--to enable us to make our maximum

contributions to energy savings.

We note in particular that S. 750 would increase the

energy tax credit for certain property to 20%p would extend the

time period for eligibility for such credits through the end of-

1986 and would extend the so-called affirmative commitments"

timetable to 1994 for these credits.

Mr. Chairman, we would respectfully request that the

geothermal energy industry receive similar treatment since we

face similar, and even more difficult problems in finalizing

our projects. The commercial development of geothermal

resources is capital intensive, characterized by high up-front

capital costs, offset by low running costs over a long operat-

ing period. A typical geothermal project will take four to

five years to complete after the geothermal resources which

constitute a commercial prospect have been identified.

Accordingly, you will easily understand why the geothermal

industry needs the maximum tax credit to attract investors to a

technology which is relatively new and thus perceived, by some
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investors, as risky, and which takes a considerable period of

time to develop. Por the same reasons, the present 1985 expir-

ation date for the geothermal tax credit is too short it

should be extended at least the additional year envisioned

in your bill and, more appropriately, for several more years.

Finally, and again flowing from the above discussion, because

of the long lead times required for geothermal plants, affirma-

tive commitments language, similar to that contained in S..750,

is required. Your bill quite appropriately extends affirmative

commitments through 1994 for certain non-renewable energy prop-

erty. Few people recognize that there is no existing affirma-

tive commitments section for certain other types of property,

including geothermal property. Therefore, we would urge that

you consider amending S. 750 to include affirmative commitments

language for geothermal property and, in fact, all renewables,

which should likewise enjoy the timetable spelled out in the

bill.

We would also like to express our support for the portion

of S. 750 which provides that "associated property" would be

eligible for the corresponding energy tax credit of the parent

property. This new and important concept will help alleviate

the unduly stringent and restrictive interpretations taken by

the Internal Revenue Service with regard to their interpreta-

tion of the energy tax credits. For example, we were stunned

to learn that equipment used to drill for and produce
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geothermal energy was excluded from eligibility for the

geothermal energy tax credit by IRS regulations issued in

January, 1981, well after the enactment of the 1978 credits..

Such equipment is fundamental to the production of geothermal

energy and, we believe, was clearly intended to be eligible for

the geothermal tax credit. This is merely one example of the

type of. obstruction posed by the Internal Revenue Service in

its interpretation of the credits.

Finally, we would hope that the Subcommittee would monitor

the practical application of the energy tax credits as com-

panies strive to implement what you have legislated. This

would emcompass technical questions and the more general con-

cepts of making the energy tax credits truly effective. An

example of the technical questions that arise is demonstrated

by the recent application of the so called "at-risk' rules to

investment tax credits, including the energy investment tax

credits. An important exception was carved out for the renew-

able energy area, which requires substantial investment but

also permits some flexibility for these newly developing areas.

However, we have now run into a technical problem which deals

with the application of these rules, i.e. how to allocate

equity contributions. Chairman Wallop properly put this issue

in perspective in his September 22, 1981 statement in the

Congressional Record, which states that."in determining

eligibility under at-risk exceptions, equity contributions to a
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project should be allocated pro rata among the purchase price

of property and other uses of funds'. A minor matter perhaps,

but critical in determining how these incentives are to be

implemented. As an example of the broader questions on

effective application of the tax credits, we-would urge you to

look at how we can best market our technology overseas! this

would help lessen other countries' dependence on oil and make

our citizens the beneficiaries of lower prices based on mass

production and marketing. In this regard, we invite your

attention to the restriction against any property used predomi-

nantly outside the United States from qualifying for the

investment tax credit. This, in effect, allows the contractor

to export important technology and "know-how"; however, in the

implementation phase he is discouraged from taking the tools of

his trade abroad. This works against our twin goals of stimu-

lating the economy and rectifying our now chronic negative bal-

ance of payments. Particularly in the emerging geothermal

energy area, expanding the markets to include such property

would dramatically reduce overall costs and further implement

our national energy policy.

In closing let me again thank you and your Subcommittee

for its leadership in the energy area. We believe that the

energy tax credits have made the difference and that they have

been instrumental in supporting our fledgling geothermal

industry, We look forward to working with you and your

Subcommittee in the future.
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Statement of The National
Association of Manufacturers

On 8.750
The Industrial Energy Security

Tax Incentives Act of 1981
Before the

Senate Finance Committee
Subcommittee on Energy And Agricultural Taxation

November 2, 1981 .

The National Association of Manufacturers (NAM) appreciates

-- the opportunity to submit a statement in support of S.750, the

Industrial Energy Security Tax Incentives Act of 1981. The NAM

represents approximately 12,000 companies which employ a majority

of the country's industrial labor force and which produce over 85

per cent of the nation's manufactured goods. The Association is

also affiliated with an additional 158,000 businesses through the

National Industrial Council and NAM's Associations' Department.

Recent destabilizing events in the Middle East have once

again reminded Americans of our nation's dependence on and

vulnerability to disruptions in foreign supplies of

petroleum/oil. -Energy conservation, which we take to mean the

more efficient use of energy, is one of the most powerful means

available to our nation to reduce its excessive dependence on

imported oil. Investments in energy conservation are usually low

risk, often produce immediate results and are

counter-inflationary because they improve productivity. Thus,
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improvement in energy conservation must be a fundamental part of

any balanced national energy policy.

The NAM strongly believes that, in the long run, the most

effective way to encourage energy conservation is through the

free market system whereby market clearing prices on energy

will stimulate its most efficient use. Although higher energy

prices clearly will stimulate conservation in the long run, the

NAM strongly supports and encourages adoption of short-term

incentives which will stimulate and accelerate investment in

industrial energy conservation.

The industrial sector consumes about 36 per cent of the

nation's energy, most of which is oil and natural gas. Since

1973, the industrial sector has responded to higher energy prices

and uncertain supplies by improving energy efficiency by more

than 14 per cent.

Despite these improvements, there is still much that can,

and should, be done. Many of our industrial plants are less

energy efficient because they were constructed in an era of

inexpensive energy. Retrofitting, or replacing these plants and

processes, will require heavy capital investment. This

investment will gradually occur as a result of higher energy

prices. However, the basic problem facing individual companies

in making investments to improve energy efficiency is cash flow.

Typically, there are a greater number of opportunities for

capital investment than there are company cash resources to

-2-
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support them. In these circumstances, energy conservation

investments are likely to be deferred while businesses make

needed investments to comply with regulatory requirements,

improve existing product lines, or create new business

opportunities. Short-term incentives, like the tax credits

proposed in 8.750, can provide industry with a tool for meeting

this capital shortage and accelerating the rate at which these

investments are made.

NAM heartily welcomed the recent passage of the Economic Tax

Recovery Act of 1981 and the enactment in that legislation of an

accelerated cost recovery system (ACRS). The provisions of ACRS

allow for more rapid recovery-of investments in plants and

equipment thereby providing some of the funds needed for

investments in new structures and equipment, including more

energy efficient assets. Such measures are essential to

modernize our nation's industrial production base, and the NAM

firmly believes that the energy tax incentives under

consideration here are consistent with and complimentary to this

overall tax initiative.

Experience with investment tax credits since initial passage

in 1962 has shown this mechanism to be effective in stimulating

capital investment. The House Ways and Means Committee stated in

House Report 95-1445 that "investments have increased when the

credit haa-been-made available and decreased when the credit was

rescinded." One of our member companies reviewed their

-3
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experience with investment tax credits. They confirm that

capital expenditures increased in the years following the

original enactment in 1962, and again picked up after restoration

of the credit in 1971 and in the years following when the ITC was

raised to the 10% level.

The NAM supports this tax credit proposed because its use has

pr-oved effective.-oThey are less cumbersome to administer than

other approaches (such as grants).

The NAM supports the Industrial Energy Security Tax

Incentives Act of 1981 as introduced by Senator Malcolm Wallop.-

We believe industry will aggressively respond to the stimulation

camtemplated in the legislation, particularly if Congress clearly

expresses this as a declaration of national energy ixplicy.

This measure, if enacted, will effectively extend and clarify

the definition of types of property to qualify for the proposed

additional 20 percent investment tax credit. Moreover, Senator

Wallop's new category of-energy property called "qualified

industrial energy efficiency property" would stimulate a broad

class of industrial energy efficiency investment.

How effective would this bill be in accelerating major

industrial energy conservation projects? Once again, one of our

member companies assessed its impact with relation to some

specific projects which are under consideration but which are now

"on hold." One such project is a replacement boiler at a mill to

produce processed steam using wood, production wastes and mill

-4-
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sludges as fuel. Under current conditions, the return is

marginal, and they would defer the investment for at least five

years. But, under the Wallop bill, the internal rate of

return would nearly double, which would unquestionably accelerate

this investment. Incidentally, this company also reports that

they have undertaken a major energy savings investment in Canada,

in response to credits allowed by the Ontario government to

stimulate construction.

In summary, with increasing uncertainty surrounding the price

and supply of foreign petroleum and the national imperative to

accelerate an improvement in energy conservation and

productivity, NM supports Senator Wallop's investment tax credit

approach. We concur that this approach would minimize the

goverment's involvement in the business decision-making process,

mJnimize the cost to government, and maximize potential energy

savings.

Since the industrial sector uses more than one-third of the

nation's energy, the potential for energy productivity savings is

large: but, for a variety of reasons, industrial energy saving

investments are often deferred in preference to other

investments. Therefore, the NAM feels that it is appropriate

public -policy, as set forth -in Senator Wallop's proposed

legislation, to provide incentives for industry to pursue and

acceleraEe energy efficiency investments which otherwise mighL

not be made or would be substantially delayed.

Thank you.

-5-
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The following are the comments of the National Retail

Merchants Association (NRNA) with respect to S. 1288, the "Com-

mercial Business Energy Tax Credit Act of 1981.0

NRKA is a national, nonprofit trade association composed

of over 3,500 members operating more than 40,000 department, chain

and specialty stores in the general merchandise retail, industry.

Our members have an aggregate annual sales volume in excess of

$125 billion and employ over 2.5 million workers. In addition,

the majority of our members are small businesses, with annual

sales of less than $1 million each.

NRHA supports the creation of incentives to spur energy

conservation in the commercial sector. However, before Congress

creates new energy tax credits or expands those currently avail-

able, three questions must be explored: First, do currently avail-

able energy conservation incentives treat commercial business

investments in conservation equipment in the same manner as the

conservation investments of manufacturing firms? Second, do suf-

ficient-potential energy savings exist to warrant the expansion of

currently available energy tax credits? Finally, if the potential

for energy conservation does exist, can the country afford expanded

energy tax credits in light of severe budgetary constraints?

The remainder of our coments explore these questions in

greater depth.
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I. Equitable Treatment for Commercial Sector Investments

In 1977 the commercial business sector of the United

States consumed more than six quadrillion BTUs (quads)1 to heat,

cool and light the millions of comercial and retail buildings

nationwide. 2

The potential for energy conservation represented by

this figure is vast "so large, in fact, that in 1978 Congress

enacted the Energy Tax Act (PL 95-618) ("the Act") -- a law pro-

viding a nonrefundable 10 percent tax credit for business invest-

ments in "energy property.'

The Act established a special list of eligible energy

property -- "specially defined energy property such as energy

management systems (computerized controls) -- designed to conLerve

energy or reduce waste heat in existing industrial and commercial

facilities. The statute and its legislative history definitely

seem to allow retailers and other commercial businesses the tax

credit for installations of this "specially defined energy equip-

ment." Nonetheless, on January 23, 1981, the Internal Revenue

Service published regulations pursuant to the Act (IRC §48(l)(5))

that specifically make installations of specially defined energy

equipment in retail facilities ineligible for the credit.

energy Information Agency, Annual Report to Congress 1978, Vol. III
U.S. Government Printing Office, Washington, D.C., page 299.2Federal Energy Administration, Realizing Energy Savings: Energy
Management Workshop for Retail StOres, National Retail Merchants
Assooatlon, New York, N.Y., 197O4, page 1-3.
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This denial of energy tax credits to retailers is

based on an erroneous interpretation of an apparent statutory

requirement that all specially defined energy equipment be in-

stalled in connection with an existing "industrial or commercial

process." The IRS regulations define "process" as "a means or

method of producing a desired result by chemical, physical or

mechanical action," thereby excluding all retail investments in

this type of equipment. This definition is not only unduly narrow

and contrary to the legislative history of the Act, but it takes

the perverse view that energy saved in an industrial facility is

more valuable to the nation than energy saved in a commercial

facility. The net effect of these regulations is to base eligi-

bility for existing energy tax credits on the type of business

and not gn the type of equipment installed.

The legislative history that bears upon IRC §48(l)(5)

clearly demonstrates that Congress did not intend to exclude

equipment installed in existing retail stores and commercial

buildings from qualifying as specially defined energy property.

The Committee Reports accompanying the House version of IRC.§48

(1)(5) -- that is, the version ultimately adopted by the Conference

Committee and enacted into law -- make clear that equipment in-

stalled in an "existing industrial or commercial facility," as

well as in an "existing industrial or commercial process," each

separately qualify for the credit. For example, the House Ways

and Means Committee stated that the credit was intended to cover
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"investments by business in qualified property designed to reduce

the amounts of oil, natural gas, or other energy consumed in

heating or cooling a building or used in an industrial process

(emphasis added).

This unequivocal language from the House Reports makes

it clear that the term "process" was never intended\to modify

the term "facility." In fact, the Joint Committee staff, in sum-

marizing the Energy Tax Act shortly after it was enacted, stated

that energy property eligible for the credit included "certain

specially defined equipment which reduces energy consumption in

an existing commercial or industrial facility or process (empha-
4

sis added).

Also clearly erroneous is the assertion by the IRS in
\,

the preamble to the January 23, 1981, regulations that the ulti-

mate adoption of the term "process" by the Congress, in place of

the term "operation" contained in the Senate-passed bill, evinced

an intention to exclude "non-process" investments from qualifying

for the credit. The Senate Finance Committee in marking up the

Energy Tax Act did substitute the term "operation" for the House-

adopted term "process." However, the Finance Committee clearly

did not take this action in order to expand the list of qualifying

3House Ways and Means Committee Report on H.R. 6831, House Report
No. 95-496, p. 20. Also see, Ad Hoc Committee on Energy Report
on H.R. 8444, House Report No. 95-543, pp. 33-34, to the same

effect.
"Section-by-Section Summary of the Energy Tax Act of 1978," pre-
pared by the Staff of the Joint Committee on Taxation (November
27, 1978), p. 96.
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energy-saving investments to include "non-process" items. In

fact, under the rubric "operation," the only item added by the

Finance Committee to the list of items previously included in the

House bill was-itself an item which clearly falls within the IRS

definition of a "process" -- "industrial heat pumps." 5 It seems

apparent, therefore, that the Senate Finance Committee chose to

use the term "operation" simply because it *._q clearer than the

term "process." More important, when the Conference Committee

reverted to use of the term "process" in marking up the final bill,

there is no indication that the term "process" was intended to

have a different, much less a narrower, meaning than the term

"operation." To the contrary, the only document employed by the

Conference Committee in markup which clearly explicates this point

indicates that these terms were regarded as interchangeable.
6

Congress never intended to exclude retail investments

in specially defined energy property from the Energy Tax Act. For

this reason, NRMA urges the Subcommittee to legislatively clarify

IRC §48(l)(5) to indicate that retail investments in specially

defined energy equipment placed in service after September 30,

1978, qualify for a 10 percent tax credit.

5Heat pumps used solely to heat or cool building space were speci-
fically noted as not qualifying as "industrial heat pumps." See
Senate Finance Committee Report on H.R. 5263, Senate Report No.
95-529, pp. 77-78.

6See "Conference Comparison of the Energy Tax Provisions of H.R. 5363,"
prepared by the Staff of the Joint Committee-on Taxation (November
7, 1977), p. 25. The table-on this page, prepared for the purpose
of summarizing differences between the House and Senate version of
the bill, makes no distinction between "process" and "operation."
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This retroactive effective date is necessary to conform

the Federal Revenue Code to Congressional intent. In addition*

many retailers were induced to make substantial investments in

energy conservation equipment as a direct result of the Act's early

interpretation. It would be unfair to allow the credit for invest-

ments by manufacturing firms in this type of equipment placed in

service after September 30, 1978, while prohibiting the credit to

identical commercial business investments undertaken at precisely

the same time.

II. The Potential for Energy Savings in the Commercial Sector

Incentives to encourage energy conservation in existing

commercial buildings are in the national interest.

Fourteen percent of the energy the U.S. consumed in

1978 was used to heat, air condition, light and provide hot water

in commercial and retail structures.7 This figure represents a

vast reservoir of energy that conservation can tap to reduce Ameri-

can dependence on foreign oil.

What part does retailing play in tapping this valuable

resource?

First, most retailers have adopted good housekeeping

measures such as regular maintenance'of air conditioning systems

7Federal Energy Administration, A Study of the Impact of Reduced
Retail Store Operating Hours on Sales, Equipment, Economic Con-
centration and Energy Consumption, submitted by Energy Resources
Co., Inc., Cambridge, Mass., 1974, page 2-3.
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and reduction of unneeded lights. Similarly, many retailers

have invested in low-cost, short-term measures such as re-lamp-

ing, replacing filters on heating, ventilation and air condition-

ing (HVAC) equipment and changing thermostats.

But operational changes and low-cost expenditures for

maintenance programs are only two of the conservation options

available to commercial buildings. Large capital investments

such as new insulation, new HVAC systems, or computerized energy

management systems can markedly improve the energy efficiency of

comnmercial buildings. Unfortunately, these options areextremely

expensive.

Profit-minded businesses often consider large building

"retrofit" investments "marginal" because competitive industries must

justify such investments on a rate of return basis. As a result,

retailers consistently use payback periods of three years or less

for such investments. The problems of high interest rates, poor

access to capital, an energy pricing system that artifically sup-

pressed energy costs for many years, and the normal competition

retrofit investments face from the other "more productive" in-

vestments (like increasing store square footage) all contribute_

to slow the pace of building retrofit in this country.

NRMA believes incentives such as the investment tax

credit for building retrofit investments can make energy conser-

vation a more attractive business investment. In fact, many know-

ledgeable individuals have recommended such a course of action.
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For instance, the Joint Economic Committee in its August 1980

report entitled Energy and Materials recommended increasing the

tax credit provided-by the Energy Tax Act for building "retrofit."8

Similarly, the conclusions of the Harvard Business School study

entitled Enerqy Future call for a more "stimulative public policy,

with tax credits up to 50 percent" for retrofit of industrial

and commercial buildings.
9

However, while tax incentives can accelerate the pace

of building retrofit, rising energy costs also provide a powerful

incentive for profit minded business to invest in energy conser-

vation.

As such, the real question facing the Congress is whether

it is necessary to -speed the rate at which retrofit investments

are currently made, and if such incentives are needed, can the

country afford them at this time?

III. Budgetary Consideration

The Reagan Administration has asked Congress to eliminate

"out-dated" energy tax credits. In the Administration's view, mar-

ket forces alone are sufficient to induce timely investments in

energy conservation. S. 1288, the "Commercial Business Energy Tax

joint Economic Committee, Energy and Materials, a Shortage of
Resources or Commitment? United States Congress, Washington,
D.C., August, 1980, p. 173.
Robert Stobaugh and Daniel Yergin, Ed., Energy Future, A Report
of the Energy Project at the Harvard Business School, Random House,
New York, N.Y., 1979, p. 173.



532

Credit Act of 1981," takes the opposite view and seeks to expand

currently available credits to cover building retrofit items and

to increase the credit from 10 to 20 percent.

NRMA supports the goal of S. 1288 -- the creation of

new incentives for commercial building retrofit -- but we are

deeply concerned that Congress will decide to pay for this in-

centive by either failing to balance the budget in 1984, or by

modifying the personal and business tax cuts enacted earlier this

year.

On the other hand, while NRMA agrees that the elimina-

tion of the currently available energy tax credit would erase an

inequity in the treatment of investments by industrial versus com-

mercial interests, we still oppose the Reagan Administration's

plan to eliminate energy tax credits altogether.

Instead, NRMA urges the Committee to delay final con-

sideration of expanded-energy tax credits for building retrofit

until the effects of oil and gas price decontrol are fully felt,

and until we have a better understanding of the economic effects

of the recently enacted business and individual tax cuts.
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Honorable Malcolm Wallop
Chairman, U.S. Senate Subcommittee

on Energy and Agricultural Taxation
rn. 2221, Dirksen Senate Office Bldg.
Washington, D. C. -2-6510

Dear Mr. Chairman:

The J. C. Penney Ccnpany, Inc. ("Penney") appreciates the opportunity
to submit the following comments on certain aspects of S. 750, the
"Industrial Energy Security Tax Incentives Act of 1981 ," (introduced
by you) and S. 1288, the "Comarcial Blsiness Energy Tax Credit Act of
1981," (introduced by Senator Durenberger). We request that the comments
be included in the hearing record on the bills. "

S. 750 would, arnong other things, expand the energy tax credit
definition of "specially defined energy property," increase the tax
credits for installation of this property and extend them through 1986.
The bill would also provide a new credit for certain energy efficiency
and fuel conservation expenditures which reduce the anmnt of energy
consu ed by an industrial or omrcial user.

S. 1288 would apply only to comercial users. It would modify the
definition of "specially defined energy property," increase the tax
credit and extend it through 1986.

Backgrounda>

Penney is a--major retailer with over 2,000 retail stores and other
distribution facilities in all 50 states and in the Cmmnwealth of
Puerto Rico. Annually, Penney consumes over 1.75 billion kilowatt hours
of electricity and pays over $100 million in utility bills. (It is
estimated that the entire retail industry utilizes over 3 percent of the
nation's energy.)

Through conservation and other masures, Penney has been able to
reduce its energy use by approximately 36 percent over the last six
yars.----But further conservation efforts are required. Penney has made,
and will in future years continue to make, substantial investments in
energy conservation equipent, including the kind of equipment described
in Section 48(l) (5) of the Internal-Revenue Code.

J. a Penney Company, Inc. 1156 Fifteenth Street, N, Wakngton. D.C 20005
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Congress enacted the Energy Tax Act (P.L. 95-618) in 1978. The
Act granted a 10 percent energy tax credit for equipment installed to
reduce the energy consumed i an existing industrial or xmme-rcal
"process" (Code Section 48(1)(5)), and listed 11 types of energy con-
serving equipment which would qualify for the credit. The list in-
cluded automatic energy control devices, computer equipment installed
in a building to reduce wasted heating, cooling, lighting, ventilation,
and the like ("specially defined energy property" .)

On January 23, 1981, the Interhal Revenue Service adopted regula-
tions to implement the Energy Tax Act, including Reg. §1.48-9(f) (3),
which took the position that to be eligible for the energy tax credit,
the "specially defined energy property" must be installed in a commercial
building and must be used to reduce energy in a manufacturing or oc-
mercial "process." The effect of the regulation was that energy property
installed in a cwrercial building not involved in manufacturing, such
as a retail store, would not be eligible for the energy tax credit
because no "process" is involved.

Accordingly, Penney and other retailers are excluded from the bene-
fit-bf the 10 percent energy tax credit for investments in equipment
described in Code Section 48(l) (5) installed in connection with their
store facilities. This equipment is a major ccqonent of our energy
conservation measures and to-the degree that Penney and other retailers
are excluded, a limitation is placed on their financial ability to
acquire and utilize new and more efficient equipment in the expansion
of -their energy conservation efforts.

Prior to these regulations, retailers and others assumed that the
credit wild be available for energy equipment installed in commercial
buildings as long as they were used to conserve energy. This expectation
was based in part on the often repeated legislative intent of the Energy
Tax Act - to minimize energy usage and maximize energy savings.

Clarification of Existing Law

S. 750 and S. 1288 revise, extend and make more effective the
existing investment tax credits designed to encourage energy conservation.
Equally important, from our viewpoint, they clarify Congressional intent
with regard to the definition of an industrial-or ccummrcial "process"
in IRC Section 48(1) (5). Both bills amend that Code section to include
the terms "activity" or "activities" within the meaning of "specially
defined energy property." The effect of this amendment wuild be to
nullify that part of the present regulations that deny the credit to all
those business taxpayers not engaged in a commercial "process" under the
IRS interpretation of such term. Moreover, these legislative proposals/
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would make clear, once and for all, that the credit is available for
all "specially defined mergy property" used in an industrial or com-
mercial activity. The endmet recognizes the fact that energy saved
by a restaurant or retail store in the conduct of its business is no
less a saving or worthwhile a goal than enrgy saved in a mnufacturing
process.

Conclusion

Penney Supports those provisions in S. 750 and S. 1288 which would
amend Code Section 48 (1) to make clear that expenditures by catmercial
users for "specially defined energy property" used in their onmercial
facilities or activities will qualify for the energy tax credit. We
believe Congress' intent to prate energy conservation in every sector
of the economy will be furthered by enactment of this clarifying amendnmt.

Repcfll te,
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November 2, 1981

,STATEMENT OF WASTE OIL HEATING
MANUFACTURERS ASSOCIATION ON S.750

This statement is submitted by the Waste Oil Heating

Manufacturers' Association for inclusion in the record of

the hearings on S.750, the Industrial Energy Security Tax

Incentives Act of 1981. A copy of this statement is being

sent to each member of the Finance Committee. The Waste

Oil Heating Manufacturer's Association (WOHMA) is a nonprofit

trade association of manufacturers and distributors of waste

oil heaters.

Sununary

Waste oil heaters use waste oil--principally automotive

lubricating oil--as an energy source for space heating

purposes. The use of waste oil for such purposes displaces

a variety of critical energy sources, particularly oil, gas

and electricity. Huge-volumes of waste oil are currently

discarded each year. Waste oil heaters can recapture a

significant portion of this valuable resource, without impairing

such other methods of reusing waste oil as are also available.

By providing an alternative td dumping waste oil, waste oil

heaters also create important environmental benefits.
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Waste oil heaters are extremely price sensitive. Based

on previous marketing experience of members of the industry,

it is expected that if waste oil heaters were eligible for a

10 percent energy tax credit, sales would be increased by

30 percent, while a 20 percent energy tax credit would increase

sales by 50 percent. Because waste oil heaters can make a

substantial contribution to resolving our energy crisis by

displacing other more cr-ttical sources of energy, and can also

-help to resolve the serious environmental problems associated

with the disposal of waste oil, WOHMA urges this Committee to

modify S.750 to extend an energy tax credit to purchasers of

waste oil heaters.

Background

Waste oil heaters are specifically designed to use waste

oil as a combustion fuel for space heating purposes. Waste

oil heaters manufactured and distributed by WOHMA members are

vaporizing- ype devices, which consume between 0.1 and 3.5

gallons of oil per hour and generate from 10,000 to 500,000

Btu/hr. (The maximum design capacity of heaters of this type

is inherently limited to approximately 4.0 gal/hr.) As a

result of these characteristics, such heaters are well-suited

*_/ Some devices also are capable of producing hot water for
spa-.e heating or other applications.
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for use in relatively small commercial'-stablishments, e.g.,

service stations and automobile repair shops.

rn vaporizing-type burners, waste oil is exposed to high

temperatures, which vaporizes its volatile constituents. These

vapors are then combusted to produce thermal energy. A

slag-like residue, principally composed of the impurities in

wiste oil (which do not vaporize) is left in the device. This**/1

residue is periodically removed and is readily disposable.

All heaters offered by WOHMA members are designed with appro-

priate safety features, including cadmium sulfide sensors which

automatically shut off the flow of fuel to the device if the

flame goes out. With limited exceptions, all models of the

heaters have been found to comply with appropriate UL safety

specifications.

Energy Benefits of Waste Oil Heaters

Waste oil heaters offer a simple and direct alternative

to other types of space heating. The use of waste oil for

this purpose will necessarily result in decreased dependence

on other critical energy sources, all of which should.be reserved

*/ Based upon their vaporizing design, low fuel consumption
rates, and primary function as space heaters, these devices
are clearly distinguishable from other kinds of fuel-burning
equipment, e.g., boilers and burners-which are used to pro-
duce steam or process heat for industrial uses and which may
be capable of using waste oil as a primary or supplementary
energy source.

2/ Some waste oil heaters (not including those manufactured
and distrLbUted by WOHMA members), as well as larger wasts.
oil-burning equipment, are atomizing-type devices, in which
oil is forced at high pressure through nozzles which produce
a fine liquid mist of oil, which is then directly combusted
in liquid form.

87448 0 - 82 - 3S
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for higher and better uses than space heating in commercial

establishments. In many cases, waste oil heaters will substi-

tute for a conventional oil burner and thus will reduce

consumption of virgin fuel oil refined from domestic or imported

petroleum. In others, waste oil heaters will supplant electric

resistance heating, and so help to conserve electric power.

In still others, the use of waste oil as a heating fuel will

displace natural gas, also a critical energy source.

More important, waste oil heaters provide a means of

recapturing energy which is now wasted. In the Used Oil

Recycling Act of 1980 Congress declared that "used oil is

a valuable source of increasingly scarce energy and materials."

According to Department of Energy estimates, however, at least

30 percent of the 700 million gallons of recoverable waste oil

produced each year by automobiles alone is simply dumped into

the environment indiscriminately and abandoned. Thus, a

very substantial portion of the nation's huge annual output of

waste oil--and the energy it contains--remains unused for any

*/ 94 Stat. 2055, at S 2(l).

/ Statement of Jerome F. Collins, Office of Industrial
Programs, Conservation and Solar Energy, U.S. Department
of Energy, Before the Subcommittees on Energy and Power
and Transportation and Commerce of 'the House Committee on
Interstate and Foreign Commerce, September 8, 1980. The
total quantity of waste oil from other sources--e. ,
industrial cutting oils--is generally estimated to e at least
equal to that from automobiles. However, unlike-used
automotive oils, these are not suitable for use in waste
oil heaters.
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purpose. Waste oil heaters can help to tap this valuable

energy source.

Environmental Benefits of Waste Oil Heaters

Used oil can present serious environmental hazards if

improperly disposed of. EPA has identified a number of

hazardous constituents in waste oil, including significant

concentrations of lead. When waste oil is dumped or allowed

to drain into sewers, the result may be immediate contamination

Of surface waters. Similarly, when waste oil is improperly

disposed of on land, its hazardous constituents may eventually

migrate to and contaminate groundwater. Recognizing the

environmental risks associated with the improper disposal of

enormous quantities of waste oil every year, EPA is presently

developing regulations under the Resource Conservation and-

Recovery Act of 1976 to ensure that waste oil is properly

managed. See 45 Fed. Reg. 33094 (May 19, 1980).

*/ In view of the enormous glut of waste oil, the use of
waste oil heaters, even in greatly increased numbers,
.would have no adverse impact on the use of waste oil for
other purposes, which include burning as an industrial
boiler fuel and re-refining Into lubricating oils.
Existing capacity for these reuses falls far short of the
volume of recoverable waste oil generated each year. For
example, DOE estimates that the re-refining industry can
utilize no more than 25 million gallons annually, less than
4 percent of the total volume from automotive sources alope.
Statement of Jerome F. Collins, supra.



542

-6-

Providing incentives for waste oil heaters can contribute

to the solution of this pressing national problem by enablinS

establishments that generate waste oil to reuse it in a safe

and environmentally acceptable manner. The use of waste oil

in heaters like those manufactured and distributed by WOHMA

members is environmentally far superior to its indiscriminate

disposal. Tests in this country and in Europe have demonstrated'

that vaporizing-type heaters emit only a small percentage of

the lead or other contaminants which waste oil may contain.

Indeed, based on these tests and on EPA data concerning motor

vehicle emissions, it appears that a typical vaporizing-type

heater emits approximately one-tenth the amount of lead in the

exhaust from an average automobile using unleaded gasoline.

These low emissions rates are the result of the "fixing" of

impurities in the slag-like residue which remains in the

vaporizing-type heater. That residue is a solid, compact,

inert waste which is far more amenable to proper management

and disposal than is free-flowing waste oil.

Impact of Energy Tax Credit for Waste Oil Heaters

Projected sales of waste oil heaters in 1982, 1983 and

1984 are, respectively, 15,000, 17,000, and 20,000 units.

Based upon the experience of WOHMA members in the marketing

of waste oil heaters in this country and abroad, an extension

of the energy tax credit to waste oil heaters would substantially
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increase the sales of those devices. In the domestic market,

a 30 percent increase in sales has been observed to follow

a 10 percent price discount. This result is confirmed by

the much more extensive history of waste oil heater sales in

comparable foreign markets. That history shows that a 10 percent

discount in the price of such devices typically results in a

30 percent increase in sales volume, while a 20 percent discount

results in a 50 percent increase.

In light of this experience, a 20 percent energy tax

credit for waste oil heaters could be expected to increase

their sales in 1982, 1983, and 1984 by, respectively, 7,500,

8,500, and 10,000 units. A 10 percent energy tax credit would

increase sales in those years by 4,500, 5,100 and 6,000 units.

The additional units that would be sold during 1982, 1983 and

1984 as a result of a 20 percent credit would, during

their first year of operation alone, displace the energy-

equivalent of, respectively, 371,250; 420,7501 and 495,000*/
barrels of oil. The additional units sold under a 10 percent

*/ This calculation is based on a typical heater's use of
approximately 1.0 gal/hr. of waste oil per hour during
180 heating days of 12 hours each. Waste oil has an
energy content of at least 133,000 Btu/gal. Such a
heater would consume 2,160 gal/yr. of waste oil with a
total heat content of approximately 287.2 million Btu.
Assuming the energy-equivalent of a barrel of oil to
be 5.8 million Btu, each such heater would consume the
energy-equivalent of 49.5 barrels of oil annually.
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credit in each of those years would displace the energy-

equivalent of, respectively, 222,7501 252,4501 and 297,000

barrels of oil during their first year of operation.

These energy benefits would not, of course, be limited

to the first year of operation of the additional waste oil

heaters which would be purchased as a result of the 10 an&

20 percent credits. Each unit would continue to displace

other energy sources throughout its useful life. By way of

illustration, the 15,600 additional heater which would be

purchased in 1982, 1983 and 1984 under the 10 percent credit

would, over a useful life of 12 years, displace the energy-

equivalent of almost 9.3 million barrels of oil. The 26,000

additional heaters which would be purchased in those years as

a result of a 20 percent credit would displace over 15.4 million

barrels of oil during their useful lives.!

Recommended Modifications

In order to provide an energy tax credit for waste oil

heaters, S.750 would have to be modified in two minor respects.

First, waste oil would have to be included in the definition

of the term "alternate substance." Second, the subcategory

of alternative energy property comprising burners which use an

alternate substance-as their primary fuel would have to be

clarified to indicate that space heaters are included therein.

/ This is a highly conservative estimate of waste oil heaters'
actual useful lives. Such devices in operation in Europe
have been shown to have a useful life of up to 20 years or more.
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(l) Under current law, an alternate substance is

defined as any substance other than oil, natural gas or a

product of oil or natural gas. S.750 would clarify that the

term specifically includes "petroleum coke; petroleum pitch;

synthetic fuels; and any other product produced from any

alternate substance, whether or not such product has under-

gone a chemical change in the process of its production." In

order to provide an energy tax credit for waste oil heaters,

waste oil would have to be added to the list of substances

which qualify as alternate substances.

The list of alternate substances contained in S.750

already includes two other unusable and unmarketable petroleum

by-products: petroleum coke and petroleum pitch. Like these

substances, waste oil is an unusable waste by-product of

petroleum. Thus, adding waste oil to the definition of

alternate substance under S.750 would be conceptually consistent.

with the existing provisions of that bill.

(2) Because waste oil heaters are primarily space

heaters, it would also be necessary to clarify the definition

of the subcategory of energy property which consists of burners

that use an alternate substance as their primary fuel. Under

the Internal Revenue Code, any burner which uses an alternate

substance as its primary fuel is inc'.uded in the alternative

energy property category. However, the Treasury regulations

provide that a burner must be part of a combustor., and that a
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combustor is a process heater Couch as an oven, a kiln, or

a furnace). Because waste oil heaters are space heaters, and

not process heaters, it would be necessary to specify--either

in the statute or the legislative history--that space heaters

also qualify as burners in order to ensure that waste oil

heaters would qualify for the energy tax credit. Such a

specification would be consistent with the legislative history

of the Energy Tax Act, which did not indicate any intent to

exclude space heaters from the burner category. The bill or

its legislative history should also specify that, in the case

of integrated units of equipment such as waste oil heaters,

the credit is available for the entire unit.- (To attempt to

distinguish that part of a waste oil-heater which actually

produces a flame from the rest of the device would be nonsen-

sical.)

Conclusion -

WOHMA strongly endorses the efforts of this Committee to

preserve and expand the energy tax credit. Consistent with

that policy, WOHMA urges this Committee to modify S.750 so that

waste oil heaters will also qualify for the energy tax credit.

Any questions concerning this statement may be addressed

to WOHMA's counsel, Timothy A. Vanderver, Jr., Patton, Boggs &

Blow, 2550 M Street, N.W., Washington, D.C., 20037, (202) 457-6075.
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Nr. Chairman and Members of the Committees

My name in Richard A. Nehler. I am General Counsel

for the Automotive Parts Rebuilders Association (APRA) on whose

behalf I an appearing today.

I am grateful for the gracious invitation extended to

me by your Committee through your Chairman to testify on the

Industrial Energy Security Tax Incentive Act of 1981 (S.750).

-Allow me an introduction to APRA and the automotive

aftermarket. The Association is composed of over 1,000 members

actively engaged in business in the automotive aftermarket. The

rebuilding of automotive parts is a unique and conserve ton-oriented

industry in the sense that it recycles that is to say, it takes a

used and worn part and through sophisticated techniques developed

over the years produces a replacement part that is functionally

equivalent to a new part. Rebuilt parts today are a potent factor

in the automotive aftermarket.

The $50 billion automotive aftermarket provides the

parts .and service needed to maintain the over 140 million motor

vehicles in operation. Within the aftermarket are the thousands

--of independent parts and service establishments - - most of which

Al Automobile Repairst Avoidable Costs, Staff Report, House Comm.

on Interstate and Foreign Commerce, 96th Cong., lt Bess. 12 (1979).

_ Ward's Automotive Yearbook. 161 (1979).
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are mall businesses -- that currently perform most automotive

service. The independent sector includes over 2,700 independent

parts manufacturers and rebuilders 22,000 warehouse distributors

and wholesalers and more than 420,000 service and retail parts

outlets encompassing chain stores, gasoline service stations,y
automotive repair shops-and body shops.

The Energy Tax Act of 1978 (Pub. L. No. 95-618) was

enacted for i e purpose of encouraging energy conservation and

conversion to new energy sources. As the Senate Report noted#

"This bill uses tax incentives in an effort to reduce demand for

energy, to induce conversion from oil and gas to more abundant

domestic energy sources, and to increase U.S. production of a

broad range of energy sources.= (Senate Report at 3).

The Act allowed a 100 investment credit for six types

of so-called energy property," one of which is recycling equipment.

-The latter term is defined in the Act-as that equLpmenit used

exclusively "(i) to sort and prepare solid waste for recycling, or

(ii) in the recycling of solid waste."

Unfortunately, the goals of the Energy Tax Act have not

been achieved. From the perspective of the automotive parts

rebuilding industry, this result is in large part a consequence

of restrictive regulations adopted by the Internal Revenue Service

M Monopolistic Tendencies of Auto Emission Warranty Provisions,
Suboomm. on Environmental Problems Affecting Small Business,
House-Permanent Select Coma. on Small Business, H.R. PP NO.
1628, 93d Cong. ,2d Bess. 1-2 (1974) (hereinafter "Emission
Warranty Report").

~/I.at 1-4.-
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which contravene the very purpose of the Act. In final regulations

promulgated under the Act, IRS defines recycling equipment as being

limited to that-equipment used exclusively "to sort and prepare,
S/

or recycle, solid waste . . . to recover usable raw materials . .

(emphasis added). This Association submitted corments disputing

this restrictive definition on the grounds that it was inconsistent

with the legislative history and intent of the Act. Thus, tin the

House of Representatives Bill, H.R. 8444, the definition of recycling

equipment was not limited to equipment used for the recovery of raw

-materials. Under the Senate Amendment, the House version was adopted

with a modification permitting use of up to 101 virgin materials.

And it was this Conference version which was incorporated in the

Act in its final form.

Our comments reasoned that the credit should apply in any

case Owhere a marketable product is produced in the remanufacturing

of post-consumer scrap assemblies." That same reasoning had been

urged by the Department of Energy, Office of Industrial Programs

in its comments to the proposed rules (see Exhibit A attached hereto).

This Association and its members vigorously support the

effort to revise and extend the tax credit as proposed in S. 750.

However, a major source of energy conservation will become moribund

if the automotive rebuilding/remanufacturing industry is not speci-

fically included in this legislation.

Recently, a two year study was completed by the Center for

Policy Alternatives of the Massachusetts Institute of Technology

51 46 Fed. Reg. 7287, 7296 (1981)
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on the potential for energy and resource conservation through

rebuilding/remanufacturing. This study found numerous societal

benefits from remanufacturing principal among them is energy

conservation. It emphasizes that.

Because remanufacturing is able to
recapture energy embodied in dis-
carded products and restore it to use,
this form of activity might be said to
be creating that energy. We have seen
evidence that the leverage ratio of
energy recovered to energy expended
may be in the order of four to five
times. 6/

Rebuildinq/remanufacturing also results in a dramatic

conservation of materials. The M.I.T. study concludes:

For every pound of new material used
in remanufacturing, from six to nine

- times that amount is recaptured or
salvaged. By recapturing irons steel,
copper, aluminum, zinc, lead, tin,
plastics and other materials, reman-
ufacturing reduces demand on raw

S- materials sources* and makes a
country less vulnerable to shortages
of critical materials arising either
from depletion of source or from in-
ternational cartel action. 7/

Numerous other benefits were found to result from reman-

ufacturing, including conservation of capital plant and equipment,.

stimulation of competition, creation offemployment opportunities,8/
and reduction of solid waste disposal problems.-

6/ Center for Policy Alternatives, Massachusetts Institute of
. Tebchnology, *Energy Recapture Through Remanufacturings Executive
Summaywr 5 (1981T(See Exhibit B attached hereto)

7 7/ -Id. at 6.
!/do-
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Sumnarising -the M.I.T. study, it is evident that's

(1) Rebuilding/remanufacturing is an

economically superior approach to energy con-

servation as it recaptures energy as opposed

to merely gaining raw materials.

(2) The energy recapture ratio of reman-

ufacturing is in the magnitude of 5#1 (energy

savings v. energy spent).

(3) Remanufaoturing recaptures as much as

9 lbs. of material for every one (1) lb. used.

- (4) There is as much as 90% yield from

cores in the remanufacturing process.

Significantly# the M.I.T. study specifically suggests

the study and'evaluation of investment tax credits for this industry

for the purpose of encouraging remanufacturing.

These findings have particular application to the auto-

motive aftermarket which was one of the four markets studied in

this project and is described therein as the "most visible example10/
of remanufacturing." 0

APRA recently conducted a survey of its members regarding

expenditures for recycling equipment. The following results were

obtained.
1979 $30,303.225

1980 30,889,263

1981 (Projected) 33.676,250

9/ Id. at 13,14.

10/ Center fot-Policy Alternatives, Massachusetts Institute of
Technology, "Energy Savings Through Remanufacturingi A Pre-
Demonstratioq Study", 179 (1980).



Of these expenditures# it is estimated that 591 of the total i.

for purchases of equipment which increased existing recycling

capacity. -

These figures are indicative of the fact that purchases

of recycling equipment in this industry during the past three years

have actually declined after adjustment for inflation. It is im-

perative that this trend be reversed, given the documented don-

servation of energy and materials, as well as other societal benefits,

contributed by this industry.- Eligibility for a tax credit under

8.-750 would most°°ertainly-provide a significant stimulus to capital

investment in the rebuilding/remanufacturing industry currently/

forced to operate its facilities with substantially obsolete and

worn equipment which it is unable to replace because of the soaring

costs of loan capital.

Accordingly# it is respectfully proposed-that S.750 be

modified as follows: (1) that Section 4(C)'(2)(D) specifically

include equipment-"sed in the conversion or processing of solid

waste into rebuilt or remanufactured automotive parts; and (I) that

Section 4(C)(3)(3) define "solid wate* to include used or discarded

automotive parts.

Thank you for your interest and consideration.
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Commissioner of Internal Revenue
Washington, D. C. 20224

Attention: CC:LR:T(LR-165-77)

Dear Sir:

The following comments are offered
Automotive Parts Rebuilders Association with
to proposed regulations relating to business
ment credit for energy property as published
45 Fed. Reg. 62496.

^f.o-

by the
respect
invest-
at

These comments are directed in particular
to S 1.48-9(g)(1) of the PTposed Rules which defines
recycling equipment. The Energy Tax Act of 1978
(Pub. L. No. 95-618) defines recycling equipment in
S 301(b) (6) (A) as follows:

.The term 'recycling equipment'-means
any equipment which is used exclusively--

(i) to sort and prepare
solid waste for recycling, or

(ii) in the recycling of solid
waste.

The Proposed Rules alter this definition by limiting
eligible equipment to that which is used "to sort and
prepare, or recycle, solid waste to-recover usable
raw materials .. " -

EXHIBIT A

. 9
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ijt is the position of this Association that
equipment used by businesses in the repair and re-
building of discarded automotive parts qualifies as
recycling equipment under the statutory definition.
These discarded parts are as much sol-id wAste as are
bottles, cans, newspapers and industrial scrap. The
fact that the recycling activity results in marketableL
consumer products does not exclude this activity from
favorable treatment under the statute. Accordingly,
it is submitted that S 1.48-9(g)(l) is unduly restric-
tive in its requirement that recycling equipment be
used "exclusively to sort and prepare, or recycle,
solid waste to recover usable raw materials. ..

The comment in the introduction to the
Proposed:Rules that "(g)(1) presents the basic
statutory rules-and a Senate Report addition for
certain onsite equipment* is simply not the case.
The statute has no requirement that the equipment
be used to recycle solid-waste to recover usable
raw materials. In support of this limitation, the
Proposed Rules reference the Senate Report at 82-83.
it is submitted that a careful analy dis Of the legis-
lative history of the statute will Indicate that this
discussion in the Senate Report does not support the
limitation imposed by the Proposed Rules.

H.R. 8444 defined recycling equipment as -

" equipment used exclusively to recycle solid waste
andto sort and prepare solid wastes for recycling."
There is no mention in the House Bill or the Report
of the House Ad Hoc Comuittee on Energy of any limita-
tion of the. credit to recycling equipment used to
convert solid waste to usable raw materials. The
Report of the Conference Committee at 66 notes that
under the Senate Amendment the Senate adopted the
definition of recycling equipment as set forth in the
House Bill with a modification to permit use of up
to 10 virgin materials. It was this definition, the
House version, which was incorporated in the Act in
its final form. Thus, an examination of the legislative
history should focur on the House Bill and the House
Report, which are dispositive and contain none of the
restrictions mentioned in the Senate Report.

The comments in the Senate Report notwithstanding,
the limitation imposed by the Proposed Rules is contrary
to the very purpose of the Energy Tax Act of 1978. Both
the House and Senate Reports on the respective bills

87-648 0 - 82 S6
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Commissioner of Internal Revenue
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November 18, 1980

emphasize the need for meaningful incentives to
encourage conservation of energy. The Senate Report
at 3 notes: "This bill uses tax incentives in an ef-
fort to reduce demand for energy, to induce conversion
from oil and gas to more abundant domestic energy sources,
and to increase U.S. production of a broad range of energy
sources." Turning to the Act itself, the caption to
Title III repeats this emphasis: "CHANGES IN BUSINESS
INVESTMENT CREDIT TO ENCOURAGE CONSERVATION OF, OR
CONVERSION FROM, OIL AND GAS OR TO ENCOURAGE NEW ENERGY
TECHNOLOGY."

The limitation imposed by the Proposed Rules
serves as a barrier to, rather than as an incentive
for, conservation. It is, indeed, incongruous to deny
the tax credit for equipment used to repair and rebuild
solid waste into functional products and, yet, to grant
the tax credit to equipment used in reducing that solid
waste to raw materials which must then undergo energy-
consuming processes before emerging as functional articles.

Businesses such as the kind conducted by
members of the Automotive Parts Rebuilders Associationj
who are engaged in the repair and rebuilding of solid
wastes, constitute a major segment of the recycling
industry in this country._ Tax credits for equipment
used by these businesses is intended by the Energy
Tax Act of 1978, and the Rules promulgated by the
Internal Revenue Service should be drawn accordingly.
We, therefore, request that S 1.48-9(g)(1) be changed
to delete the requirement that eligible equipment be
used "exclusively to sort and prepare, or recycle, solid
waste to recover usable raw materials" and that the
language of the Act itself be substituted.

The Department of Energy put the proposition
well in its departmental memorandum dated February 22,
1979, a copy of which is attached. At page 4 of that
memorandum, the Department advocates that the credit
be extended in any case "where a marketable product
is produced in the remanufacturing of post-consumer
scrap -assemblies.- The memorandum goes on to recite
a compelling rationale for the granting of the credit
to all rebyclers who perform operations similar to
those performed by the automotive parts rebuilding
industry.

Your favorable consideration of these comments
is urgently solicited, and we will be glad to furnish
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any further information pertinent to the industry that
would be helpful in the development of your regulations.

Sincerely yours,

Richard A. Mehler

ebj
Attachment

cci Mr. Lawrence P. Mutter
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D4s DEPAR'S-ENT 0\ENERGY

(:S-40 W E .j -!T 1 -
n. p on In trnal Rov;nu; Service P1oposed Rulemaking:

NO .T CR D T FOENRGY PROPERTY Discuss ion Drart1201470) ,Bsigjs--Invoj mgj

6eraldino Gerardi

TlIMUs Douglas 0. Harvey, INDUS iw'"

The following comments on and suggested changes to the
subject Draft Proposed Rulemaking are from the Office of
Industrial Programs within thqOffice of Conservation and
Solar-Applications and include some industry and EPA,
Resource Recovery Division, input.

Referring to rage 13 (of.The Proposed Rulemaking) , Section b)(
we suggest that the definition of alternate substance in-
clude (1) waste oils (especially used engine lubricating
,oil) (2) waste industrial gases such as CO (carbon monoxide)
which are presently flared and (3) recovered methane from
landfills-" To accomplish.this, (hange sentences 3 and 4 to
read: "hn at&grnate substance is a substance other than:
virgfn dil (including crude oil and shale oil), natural gas

&Including geopressurized methane gas and liquified natural
gas)-and in products of oil or natural gas, such as
new orvi91'rd.ined petroleum products. Examples of an
iltornate -sb-stance include coal,(industrial (including
agr-icultural) wdstes, municipal wastes,,waste solids, liquids#
end gases from consuming processes or uses methane recovered
rom landfils, and forest residue. "Also ADD: "Combinations

0! Alternate substances are alternate substances. For example,
coal and RDF" (Refused Derived Fuel).

1):s

"Rdfrt6 ir.g to page 16, paragraph (8), HandlingIncl..Preparation
rquippent. In order to include the equipment required for
utilization of foesti-esiddas a fuel, tho following
additlO.s are suggested. Sont!pnco 3: "Handling and prep-
aration equipment rust beo.J.cated at the point the alternate
substeace is used as 6r converted to a fuel or feedstock to
be eligible.*o Sentence 6s "Kiigible.hahdling and preparation
equipment also includes equipment f6F shredding, chopping,
pulverizing, or screening agricultural or forestry by-products
at the point of use and at the point of conversion to marketable
fuel."

(rDI T0.!Ttd OF:

. 10,

I
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Note, this is consistent with the Adt (92 STAT. 3198) (D)
which provides fo, Recycling Equipment "used in conversion
of solid waste into a fuel or into- useful energy such as
steam, electricity, or hot water." No restrictions of

'-location or fuel mix or petcent of load are provided in the
Act for solid waste energy utilization'*•

Further, justification for these additions isin 92 STAT. 3196,
(3) (A) (vii), where alternative enrgy property means "equipment.
used-for unloading# transfer, st6rage, and preparation
includingg, but not limited toi-washing, crushing, drying,
and weigh~ng)hat the p t of .use.oE an alternate-substance
f9j'auss in equipment desoftbed -ia tlause"(i), (.) .(iii), .
(iv).9 (v),; or (vi)," ahd noting that clause (iii) is "equip-
ment for converting an alternate substance into a . . ,
solid fuel . .. .. " Therefore, equipment used to process
waste to a fuel (or convert waste-to a fuel) at the point of
conversion is alternate energy property.

.-Referring to pages 23-27, Speially Defined energy Property,..
we. suggest that paragraph (ek 4) on page..23 include: jThe
following twelve types of ene gy conservation equipment ((2)
through (13)4..inolude )the required associated ducting,
piping, valves...-pumps" blowers, controls, and supporting
structures." Notes: this replaces a similar sentence in
(3) Heat Wheels and (10) Pre.heators.

Referring to page 25, (6) Waste Heat Boilers, we urge that
the requirement for 50 percent or'"primary source pf energy"
be retboved, fgr the following reasons:

(1) This is not required in or derived from any part
-of the Act (92 STAT. 3197)-.-

(2) This would disqualify many, if not most, of the
waste heat boilers. Waste heat boilers can be an
important part of industrial energy conservation,
even when serving as a partial source of the -
energy requirement,

(3) There is no apparent reason to treat waste heat
boilers differently from recuporators, heat wheels,
preheaters, eta.

Referring to page 27, (11) Combustible gas recovery systems,

exhaust gases."
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Ref-errinj to page 27, (13) Other Property (that may be
specified by thq' Secretary), should reads The Secretary may
specffyother property installed in connection with an
existing'industria- or'comn rciar"fbcility as specially
defihed energy prope-ty" the ro erty r the same or
greater ergy.zgVy.~j9 1

V IMXivx~ _LQVeprintcipal pur~pQo orue
property must be to reduce energy consumed In an-existing
process. Property will be entitled to. the credit onY if -
the taxpayer acquires it. ir. begins construction" after -
November 9, 1978..

The rationale .for the. above i. (1). since the primary purpose.
of the new equipment isenerjy savings, eligible equipment
should be defined by the e r !_qy savings per cost r~t'io,.. -
(2) since the Act d#e.-T71imie t a Secretary to "the same
type of Rroperty-debQribed' Ji parg.raph (e) of..this section.*
theref6re the'othi 'A. of (13) shoul_.be I 4 "eL.-
(3) The fourth sentence oC , -snoul e changed to. avoid a
situation where a company has to delay procurement of new
energy conserving property until it is specifyf ally quali i'ed.

Referring to page 27A# A() Recyclinq equipment, we :urge that.
.the first and second sehtences'have the additions indicated
below and that the third sentence he removed, as follows:
(1) Recycling equipment is equipment used exclusively to
sort#, prepare, or recycle solid waste to recover..usable .4aw
materialslor reconstituted products for .onercial >0o .-
or to .convert solid waste into a fuel or bth.br usefot--forms
of energy. Solid waste includes, for example,-post-consumer
*aste materii8q, smqh.as discarded cans and bottles, and"
induitrlal labricating waste materials, s3Jch as plastic,
paper, and metal trimmings:.and used tires, nd other industrial
and agricultural wastes. ,

The reason fo .- reroving the third senence, "Solid waste
eoes not incl Va. liior--gatui-'Material" is that most
solid wastes do contain some liquids.

The reasons for those additions are as follows:

(1) Industrial wastes include agricultural wastes,
from 92 STAT. 3198 (12).

(2) Used tires are an industrial waste because most
tires become "waste" at the tire recapping or tire
retailing industries.
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(3) "Recycling equipment includes nny equipment which
is used in the conversion of solid wasto into a
fuel or . . . steam, electricity . . .' from 92
STAT. 3190- (6) (D).

(4) Therefore it follows that any industrial or
agricultural wastes converted to steam or elec-
tricity involve alternative energy property.
Further no requirements about the alternative
energy property being at "the point of usek or.
involved with "25 percent minimum" fuel mix are
applicable. ....

P.ofer;.nS--to page 28 (2) f-ligible equipment. We suggest
the first sentjeAos be replaced by: In general, equipment is
eligible'up to the point that bajil. __ l.I a eed
10 percent -Lt zoLAI~ ~~~1~n.ir A~ V' m-e-t'Vlile-'prO. S._t ,s uc --- o' _ .Vbicheveris fist.

Th3 second sentence of this "section- should be augmented, forclarlt, as follows# "This point is# for example, the fiber
stage in textile recycling, the newsprint or paperboard
stage in paper recycling, the container stage in qlass
recycling, the admixturo staqe in concrete rdOuction-for

slags: rey the b1lendrn Qste-i cement
,-O-duction for flyash and slag recycling, avid th stage-ere I" arketable pr6icA is produced-in the remenuf acturing
Of 5pot-consumer scrap assemblies.

The following is the rationale for including the above
statement on romanufacturing: Remanufacturing is a 'e-cycling business activity; to illustrate this, consider the
recycling of paper. Scrap-dealers receive newspapers, auto
parts, whole autos, copper wire, plumbing faucets, etc.
Thise products are processed--usually by picking, shredding,
screening, magnets, etc. to size and separate the feedstock.
In the case of paper, the fibers are reformed and recombined
in the paper machine. The recycling procesr is complete
when the roll of paper is removed from the paper-Machine.

New consider a potential remanufacturing operation. The -
worn-out plumb.iTr faucets and valves which are replaced by
plu.bors are presently removed from the job site and re-
cycled for the value of the copper and brass. The scrap
dc.aler sorts out the faucets and valves which appear to berovanufacturable. These are shipped to a romanufacturing
firin who, on a production line basj-a, disass. rhles, nerforns
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necessary replacement parts (recycled and now) to produce
arket4ble faucets and valves. The remanufacturing operation

is comFlete when the marketable faucets or valves are produced.
Decause this is analogous to the paper recycling example#
the equipment used to perform remanufacturing should be
eligible up to the point the marketable product is produced
or to the point where the virgin-content exceeds 10 percent
of the total, whichever Is first.

The making of a valve from used valve bodies requires sub-
stantially less energy than v asking the valve body from a new
casting, even U-the casting is 100 percent recycled metal,
because of the heat required to melt the metal. When the
casting is made from virgin metal, the energy required to
benefitiate thibrmnatkes th6 iema*nufacturing savingseven
greater. The national potential for energy conservation
through remanufacturing is nubstantial. . .

)Heferring to-,page 29i .() Increased recycling capacity, and
-the applicability to replacement of.older, existing equip-"
ment. The provision for increased recycling capacity of
existing recycling plants is apparently not contained in the
Aot. We suggest that the eligibility of replacement re-
cyoling equipment not be limited to increased capacity.- An
elder recycling plant may be able to modernize by replacing
-its equipment and become more competitive with virgin
material suppliers, due to increases in efficiency, energy
use, pollution control, and quality and yield of product.
If a plant had to close down or modernize, the additional
crudit may make-the economic difference.'

Stuart L. Natof
Program t-larlager
Office of Industrial Programs



C668

Center for Policy Alternatives
Massachusetts Institute of Technology

Cambridge, Massachusetts 02139

ENERGY RECAPTURE

THROUGH REMANUFACTURING:

EXECUTIVE SUMMARY

Robert T. Lund

Ron Grand

CPA 81-20 March 1981

O Massachusetts Institute of..Technolog y

EXHIBIT B
Revised August 1981



564

FOREWARD

This report summarizes the results of a two-year study by the Center
for Policy Alternatives of the Massachusetts Institute of Technology on
the energy- and resourcqrconserving -potential of remanufacturing, the
structure and economic characteristics of the industry and the
opportunity for a remanufacturing demonstration project. This project

__ was sponsored by the U.S. Department of Energy, under Institutional
Agreement EX-76-A-01-2295, Task. Order Number 53. Cognizant officials in
the Department of Energy were Dr. Jerome F. Collins, Chief, Alternative
Materials Utilization-Branch, and Mr. Stuart-Natof, Program Manager.

Three reports have been issued by this study, and these are listed at
the end of this document. _Three related publications of the Center are
also listed.

The information generated by this project has been made available
through the kind cooperation of many firms and individuals associated
with remanufacturing, and we acknowledge the vital contribution they have
made.

i
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ENERGY RECAPTURE THROUGH REMANUFACTURING:
EXECUTE VESUMIARY

INTRODUCTION

Remanufacturing is a promising strategy for preserving the functional
value of durable products, in effect giv-ing older products new lives. It
has the unique feature of saving multiples of the energy and material
inputs to the process by recapturing value remaining in discarded
products. It is seen as a beneficial activity for society and a
potentially profitable private enterprise.

Remanufacturing is the full-scale disassembly of products, pooling of
interchangeable parts, and production-line reassembly in a fashion
similar to the or-iginal manufacturing process, with ,some replacement of
worn parts. The term remanuiacturing does not refer to-the unit-by-unit
rebuilding of goods except in the case of large items that are originally
assembled on a one-by-one basis. The process restores a product to-the
point-where it meets or exceeds original product performance
specifications.

Using a variety of research approaches, researchers at-the Center for
Policy Alternatives at M.I.T. have obtained a comprehensive overview of
the structure of present U.S. remanufacturing activities, the operating
characteristics of firms in the industF, and the energy and resource
conservation potential inherent in remanufacturing. During the past two-
years this pioneering study of remanufacturing has covered a substantial
amount of territory, and has accomplished the following:

1. An understanding of the operating characteristics of/

remanufacturers, both independent operators and divisions of
original equipment manufacturers.

2. An appreciation for the energy and materials conservation
leverage present in remanufacturing.
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3. An appraisal of the relationships between remanufacturers and

their supply and distribution channels,

4. Descriptions of relationships between remanufacturers and
orignial equipment manufacturers, and an identification of major
areas of difficulty arising in these relationships.

5. Some appreciation of the size of remanufacturing operations and
the relative importance of the firms in the Oconomy.

6. Identification of the common characteristics of products being
remanufactured and successfully marketed today,

7.. A selection of three prime candidate products for consideration
in a demonstration remanufacturing project.

8. An identification of the present and potential benefits to
society from remanufacturing.

9. Models of remanufacturing systems, both of a specific product
area and of remanufactured products in general.

10. Specification of policy implications leading from the
information obtained to date.

11. A description of future work required to accomplish: (a) a
preliminary engineering feasibility study for a demonstration
remanufacturing operation'for one of the candidate products and
(b) an analysis of possible policy options available to private
and public decisionmakers as a means to encourage remanufacturing
In the U.S.

The Center for Policy Alternatives has undertaken this project under

contract to the Alternative Materials Utilizatton Branch of the
U.S. Department of Energy. Principal Investigator for the study is
Ao*ert T. Lund, Senior Research Associate and Ass4stant Director of the
Center. Working with him were faculty, staff and graduate students

2



668

associated with the Center. Program direction in the Department of
Energy was provided by Jerome F. Collins, Chief, Alternative Materials
Utilization Branch,. and Stuart Natof, Program Manager.

A. PRESENT STATUS OF U.S. REMANUFACTURING

Each step of our research, including the case studies, the survey,
and the selection process, has served to profile the typical
remanufacturing firm, its products and its environment. A discussion of
these observations can be broken down into the following topics: Y) the

product, 2) the processj-ahd 3) the market. Details of that profile can
be found in the three earlier publications of this study, 1,2,3 but

essential characteristics are summarized briefly here.

1. Product

A successfully r-6anufactured product is a durable end product or a
durable component of an end product. It is typically a standard product,
with.interchangeable parts, that is assembled on a factory basis. The
product design tends to be relatively-3table, with changes occurring at
moderate to-slow rates. The characteristic failure mode leaves the
product considerably less valuable,-but ultimately repairable,,Repair is
deemed worthwhile because the product typically has a high recoverable
value-added relative to the original market price of the product.

-The concept of preserving the original value-added of a product is an
important feature of remanufacturing. In addition to, saving the
materials in the product, remanufacturing successfully recaptures the
value of 80 to 90% of the energy, capital equipment and labor originally
spent in making the product. This element of recapture of value-added
distinguishes remanufacturing from recycling, where all of the original
contributions otenergy, capital equipment and labor are lost.

3



2. Process

The resanufacturing process- is primarily labor-Intensive. It tends
to require lower skill levels of its employees and pay lower average
wages than a comparable new product manufacturer. Of manufacturers
surveyed, about 60% of their labor force was either semi-skilled or
unskilled. This compares to roughly 40% for durable goods manufacturers
as an industry. Because the process does not require complex equipment
and because materkl costs are relatively low, the capital investment
requirements are modest.

Remanufacturers rely on discarded products (cores) to supply the
largest part of the materials requirement, typically recovering about 80%
of gross core weight for reuse in 'the process. Core availability,
though, is a common problem experienced by remanufacturers. The balance
of the materials requirement is filled by new replacement parts.

Although these ngw parts account for only about 10-15% of net weight of
finished product, they consume an average of 50% of the materials
budget. New replacement parts are most commonly supplied by original

equipment manufacturers (OEM's).

3 Market

A remanufactured product typically sells for 50-70% of the comparable
new product price. Its usually sold with a warranty equal to that of a
new product. Along with price, product availability, performance and
service are important marketing considerations.

IMPORTANCE OF PRODUCT FACTORS TO POTENTIAL PURCHASES BY MARKET

-Rank by Market

FACTOR I AUTOMOTIVE INDUSTRIAL I COMERCIAL I
IAvailability I 1 I 1 
IPerformance 2 2 I 2 !
IService • 3 3 - 3 I
IPrice 4 4 1 3 I
lAppearance 5 I 5 I
IWarranty Terms 1 6 _5 , 4 I
lOther Factors 1 7 , 7 I 7 I-
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Service channels tend to mirror distribution channels, this being
dictated in part by the nature of the product. Advertising is aimed at
special market segments and is typically low key. There is little
general advertising. Remanufacturers view other remanufacturers in the
same product areas as their primary competitors. Remanufactured goods
are rarely exported_anV only a small fraction is sold to the federal
government. Survey respbndants sold only 3.4% of their output abroad
compared to 12% for the U.S. economy as a whole, and they sold only 1% of
their product to the Federal government compared to 8% for the rest of
the economy.

B. SOCIETAL BENEFITS FROM REMANUFACTURING

1. Energy conservation. Because remanufacturing Is able to recapture
energy embodied in discarded products and restore it to use, this
form of activity might be said fo be creating that energy. We have
seen evidence that the leverage ratio of energy recovered to energy
expended may be in the order of four to five times. *This calculation
was derived from the Annual Survey of Manufacturers statistics for
value of shipments and purchased fuels and electric energy. Briefly,
energy for remanufacturing represents approximately 0.9% of the value
of shipments as-compared to 2.6% embodied energy in similar new
product manufacture. Since a remanufactured product is on average
60% the price of a new product, the calculation of the ratio is

0.9% 0.54.60 x - or roughly1:5.

Given that the marginal cost of creating any new energy production
source is-higher than the marginal cost of energy sources now in
operation, it is to our economic benefit to find means such as this
that conserve the energy already invested in our stock of durable
goods. The social and political desirability of energy independence
has been stressed for the past seven years. Remanufacturing
contributes to this goal.

5
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2. Materials conservation. Conservation of materials is both an

economic and a political good. There is a materials leverage similar
to the energy leverage discussed above. For every pound of new
material used in remanufacturing, from six to nine times that amount
is recaptured or salvaged. By recapturing iron, steel, copper,

aluminum, zinc, lead, tin, plastics and other materials,
remanufacturing reduces demand o riw materials sources, and makes a

country less Vulnerable to shortages of critical materials arising
either from depletion of source or from international cartel actions.

3. Productive capacity enhancement. In a sense, remanufacturing

"conserves" capital plant and equipment as well. Neither primary nor

secondary materials processing facilities are required to produce the

parts used in remanufactured assemblies. The net effect is that the
capacity of existing plant and equipment is effectively augmented by

remanufacturing.

4. Stimulant to competition. Remanufacturing offers products on the
market at substantially lower prices (50-70% of new price), and has
the effect-of broadening'the market at the same time that it
furnishes price competition to new products in the same market.

5. Emplyment Opportunities. Although remanufacturing also recaptures

the labor embodied in the materials and parts re-used, the
remanufacturing process itself is labor intensive. The mean ratio of

labor costs to sales dollars for surveyed remanufacturers was .30 as

compared to .13 for new manufacturers in the same SIC codes.
Further, remanufacturing requires a range of skills, with a
substantial number of jobs at low-to-moderate-skill levels providing
entry ports into the industrial workforce.

The geographic spread of remanufacturing suggests that such
-operatins can be located where the labor force is. (See table
below) Because of modest capital equipment requirements and the
predominantly assembly-type operations, this can be considered a
relatively "portable" industry. It may, for instance, be responsive

to industrial development efforts of states or regions experiencing
chronically high levels of unemployment.

e6,-

87- 0 - 82- 37
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REGION

New England
Middle Atlantic
East North Central
West North Central
South Atlantic
East South Central
West South Central
Mountain
Pacific

COUNTI

OI STRIP BUTIO
OF FIRMS
SURVEYED

I

7%
18
20
13
8
6

13
6
9

I DISTRIBUTION OF
I ALL U.S. MANU-

I FACTURING FIRMS
II

I 7%
I22

I 20o
1 7

13
5 I
8

I 3 I
I 15
I

6. Reduction of Solid Waste Disposal Problems. To the extent that
remanufacturing prolongs the useful life of products, the volume of
solid waste that must be collected, processed and disposed of is
reduced. As was noted in one of our earlier publications, a 33%
increase in product life (from 9 years to 12 years, for instance)
would reduce the annual contribution to solid waste by 25%3

Recycling of metal products to reduce their cqnstltutents to their
elemental state; by crushing, milling, smelting, refining, etc., is
an energy-expensive process, even after the energy expenditures for
collection and handling have been accounted for. In the very long
run, remanufacturing is not an alternative to recycling, since
virtually everything will reach a state where it can no longer be
re-used. Remanufacturing, however, does reduce the amount of
materials that must be recycled annually.

7. Export potential. Although-the avenue of exporting remanufactured
products has not had significant use, it remains an alternative worth

exploring, In the overseas automotive markets, for instance, a major
difficulty in keeping a car or truck in operation is the
unavailability, delays and high prices of replacement parts.
Remanufactured parts of reliable quality could be more easily
available (particularly for older vintage vehicles) at lower cost.

7

9
23
25
16
11
.8

-16
7

12
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,8. Aid to Developing Countries. As an adjunct to our main study of
aspects of remanufacturing that relate to the U.S. economy, we have
made some preliminary assessments of the potential of remanufacturing
as a means of accomplishing technology transfer and capital equipment
development in developing countries. Remanufacturing could provide
opportunities for training'and development of an-industrial labor
force, technicians and managers. Because of its-low capital
equipment requirements, remanufacturing does not drain a country's
capital funds. Indeed, if capital equipment is-remanufactured from
cores obtained inexpensively from industrialized nations, remanu-
factring can be an inexpensive source of capital equipment.

C. PRIVATE INU-STRY BENEFITS

The societal benefits discussed in the previous section May sho*
-remanufacturing to be a useful part of-our economy, but these benefits
are not the reasons why entrepreneurs are attracted to this activity.
The fact is, remanufacturing is good business. It offers definite
'advantages to individuals and firms who decide to enter it.

First of all, remanufacturing is a profitable business. Our case
studies indicate that the opportunity for profit in resanufacturing is
considerable. This is not to say that all areas of remanufacturing are
equally profitable. Highly competitive product areas such as automobile
parts may have lower relative profit margins than other, less devetoiied
areas. But the mai~y market sectors in which remanufacturers operate
indicate the diversity of profitable opportunities available.

The relatively limited capital investment needed for remanufacturing,

as compared to new product manufacturing r.epqesents an attractive -
opportunity for a small business or individual entrepreneurs. The basic

activities for remanufacturing are disassembly, cleaning, refinishing and
.reassembly. Far greater capital is required for conventional product

manufacturing processes, and the barriers to entry to compete-in original
product manufacture are much more formidable.

8
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For the original equipment manufacturer (OEM) several benefits result
from remanufacturing. First, remanufacturing is a natural way to expand_
market potential. The lower price of the remanufactured product may
reach or create new customers, thus increasing market share.

Information feedback is a remanufacturing by-product for the OEM.
OEM's often have-l-imited knowledge about performance, failure modes,
design weaknesses, and other product problems after the warranty period.
The remanufacturer has this knowledge and often alters designs to improve
product performance. An exchange of information between product design
and remanufacturing groups can be of significance to both !he improvement
of current-products and the ease of remanufacture of future products.

Remanufacturing is an effective way for OEM's to control the identity
of their products beyond the warranty per-iod. A remanufactured product
may continue to carry the original maker's trademark. It is therefore in
the best interest of the OEM to protect the reputation of that

-- trademark. If the OEM remanufactures the used product to original
specffic-a ions,t--it ensures that those units in the marketplace represent
the highest qua ity possible.

By exten tn control of a produc -beyodn ts warranty period, an-OEM
consequently extends its pspere of service offere-to-the customer.
Consumers are more likely to purc b product they feel ac ed
by a stong service commitmentJfor the life o oduct. Remanufac-
turing can be part of that commitment.

In the pursuit of. increased productivity, many manufacturers are
introducing labor-saving automation. Rather than force layoffs because
of technological change, OEM's may-wish to consider remanufacturing as a
way that utilizes their surplus labor while broadening their product
market.

One final benefit of remanufacturing accruing to private industry is
an intangible -- a sense of corporate acc.9plishment. Many firms-
responding to the remanufacturing survey were aware of and proud of their
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contribution to the national welfare through conservation of resources,
through the employnent- of disadvantaged persons, and through the quality
of their products.

iq

D. NEW OPPORTUNITIES FOR MANUFACTURING

The study included the identification of products not yet being
remanufactured that would be prime candidates for remanufacture. This
task included the identification of as many remanufacturers as could be
located.and classification of their product lines, and the screening of
all durable products for acceptability as potential candidates.
Throughout the selection process an attempt was made to identify those
common product elements important to remanufacturing. Using these
elements as criteria, the list of potential'products--was narrowed to

twenty-one. Along the way, more remanufacturers were discovered,
particularly from the market analysis of the group of twenty-one final
candidates.

The discovery of more remanufacturers emphasizes the fact that our
list of known remanufacturers is far from complete. Also evident from
this study is the'potential not only for introducing remanufacturing into
previously untouched areas, but also for expanding remanufacturing
activities in areas where some remanufacturing is currently taking place.

In our preparation for a possible demonstration project, we have
sought products not currently remanufactured. None of the final three
products selected (motorcycle parts, chain-saws, and garbage disposers)-
re currently remanufactured, although some chain-saws and some

motor par-ts-re regularly rebuilt. All three products are basically
consumer products, but, for-c-ian-saws, the most likely remanufacturing
p lies in the commercial sector of-tlhmarketThat commercial
sector is made up fessional loggers, a relatively homogenousnd- _
reachable market group.

The increase in chain-saw sales is in no small way connected to t e

energy scarcity. As wood has become an important alternative heating

10
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fuel, sales of chain-saws have risen sharply. In a similar fashion
motorcycles are linked to the energy situation. As gasoline prices rise,
motorcycles, with their superior gas mileage, will continue to gain
popularity as a means of inexpensive transportation, as distinct from
their use as recreational vehicles. These energy links represent perhaps
an added bonus to the energy and resources savings already inherent in
remanufactur Ing.

These throw products are not considered the only product areas in

which remanufacturing can be encouraged. As mentioned, many areas-of
remanufacturing can be expanded, and it is likely that other new

candidate products will be discovered. Microprocessor systems are
expected to be future candidates, particularly in the automotive sector,
where remanufacturing is well established. It may take some time for the
technology to stabilize enough to allow remanufacturing on a mass scale,
but some support for the idea is already in evidence. A recent article
in The Wall Street Journal cited General Motor's policy for repair of
computerized fuel injectors:

GM isn't asking mechanics to become computer experts, though.
If something goes wrong with the computer itself, the mechanic
is supposed to replace it with a new one. The malfunctioning
computer then is to be sent to a contractor for remanufacture
and eventual re-use as a replacement part.*

As products become more complicated and repair labor more expensive,
the option to remanufacture will become increasingly attractive and
necessary.

E. PRESENT AND FUTURE PLANS OF PROGRAM

Preliminary Engineering Feasibility Study

sed on the findings to date,jemanufacturing is seen as a useful

strategy for esource conservation and as an economically attractive
field of endeavor. phlsroject ias as its ultimate goal the
demonstration of a commerce 11yvitable, privately-financed

* Wall Street Journa, uary 13, 1981, page 16.

/
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remanufacturing operation. By carrying the project through to that stage,
we will improve public understanding of the potential importance of
remanufacturing, give perspective to public policies to encourage its
development and growth, and provide information to current and potential
remanufacturers.

Since we plan that the demonstration will be a privately funded
venture, a considerable amount of "staff work" is needed to inform
potential remanufacturers concerning both the opportunities, risks and
alternative modes of entry into the business. No one will wish to invest
merely on the bas'ts of a product nomination, no matter how careful the
selection process. We are now undertaking-a preliminary engineering
feasibility study to assist people interested In making the necessary
commitment to a demonstration. More specifically, the purposes of the
feasibility study are:

1. To determine the technical feasibility and requirements, the
economic attractiveness, energy conservation implications, and
the legal and regulatory constraints of remanufacturing a
selected product, and

2. To locate a private firm or individual willing to establish a
remanufactur ing venture.

In addition to what is proposed here for the primary candidate
product, we may wish to launch similar demonstrations for several other

products. If the primary candidate is a consumer product, for example,
we may wish to examine product opportunities in commercial and industrial
product areas as well. If this proves desirable, we may attempt to

obtain funding for these purposes to that effect at a later date. We

would want to have much of the engineering feasibility study on the first
product completed before we attempt to go further with other candidates.
In this way we profit from what we learn in the first product study and
apply it to subsequent products.

12
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Policy. Analysis

With the principal effort of the Remanufacturing Program now being

focused on the development of specific demonstration plans, it is

desirable to establish a modest separate study that focuses on the
private and public policy aspects of remanufacturing. Such a study would

seek answers to questions that affect the future of remanufacturing: If

remanufacturing is seen to have societal benefits, what are the societal
impediments to growth of remanufacturing? What are possible public

policy options for encouraging remanufacturing and the use of
remanufactured products? What are effective strategies for entry into

remanufacturing? How can remanufacturers more effectively promote their

own interests in the U.S. and abroad?

These questions*, and others of this kind, vH11 be important to later
stages of the demonstration project, but they will be even more important

to the general promotion of U.S. remanufacturing activities. Given the
diffuse nature and low profile of remanufacturing, it will be necessary
to develop explicit approaches for making the public aware of the

benefits and for convincing decision makers to consider policies that
encourage remanufacturing.

With respect to private enterprise, the policy areas that should be

examined include:

1. Remanufacturing start-up strategies -- for OEM's and for

independents.

2. Marketing policies for remanufactured products.

3. Collection, processing and distribution strategies.

4. Relationships between OEM's and independent remanufacturers.

5. Effects of regulation on remanufacturing.

Many public policy alternatives can be studied to evaluate their

13
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applicability to the encouragement of remanufacturing. Among these are
the following:

1. Modification of federal, state and local procurement
regulations to encourage use of remanufactured goods by

government agencies or in projects sponsored by the government.

2. Provision of training assistance for unskilled workers.

3. Relaxation of minimum hourly wage standards for entry level
jobs.

4. Freight rate preferences.

5. Investment tax credits, rapid depreciation allowances.

6. Small Business Administration assistance.

7. Modification of product labeling regulations that discourage
use of.remanufactured components.

In addition to these fairly standard approaches that need to be
studied, more novel ideas should be sought out and considered. For
example, in view of the energy leverage possible in remanufacturing, it
might be posible to consider some form of "energy recapture" incentive
that recognizes this important contribution to our society. This would
encourage remanufacturers to redouble their efforts to rescue a maximum
fraction of the cores they process.

The policy study should consider the merits of individual policy
choices and should identify the appropriate government agency or agencies
for implementing each of the policies recommended.

14



R80

REFERENCES

1. Energy Savings Through Remanufacturing: A Pre-Demonstration Study,
interim Progress Report, MI.T., Center for Policy Alternatives,
CPA 80-6, August 1980.

2. Bollinger, Lynn et.-a)., Remanufacturing Survey Findings, M.I.T.,
Center for Policy Alternatives, CPA 81-12, January 1981.

3. Bollinger, Lynn, et. al., Energy Recapture Through Remanufacturing;
Final Report of Pre-Demonstration Study, M.I.T., Center for Policy
Alternatives, CPA 81-13, January 1981.

4. Lund, Robert T., "Making Products Live Longer," Technology Review,
Volume 79, Number 3, January 1977.

5. Barnett, Christopher, Remanufacture of Durable Metal Products: The
Concept and Its Potential for the Countries of the Andean Region,
-.".T. Unpublished thesis,' May, 1980.

S. Upaa, Raphael, Is Remanufacturing Adaptable to Nigeria?, M.I.T.
Center for Policy Alternatives, CPA-wp 80-1, January 1980.

15



581

STATMM"NT OF THE

INSTITUTE OF SCRAP IRON AND STEEL, INC.

ON

S. 750

This statement is submitted on behalf of the Institute

of Scrap Iron and Steel, Inc., for inclusion in the records of

the hearings on S. 750.

The Institute is a national trade association representing

approximately 1,600 processors, brokers and dealers of metallic

scrap, and industry suppliers. Institute members process, ship

or otherwise handle approximately 95 percent of the iron and steel

scrap purchased in the United States and handle equally impressive

percentages of the many other metallic scrap materials which are

recycled in our economy.

The Institute appears in support of S. 750, which would

increase the present energy tax credit from 10% to 20% and would

extend the effective date of the credit through December 31, 1986.

The Institute is in full agreement with Senator Wallop that

"Energy conservation remains one of the most economic, safest

and most environmentally sound methods of reducing our dependence

on foreign energy sources." The Institute supports Senator

Wallop and the other members of the Finance Committee in their

efforts to preserve and expand the energy tax credit, which is

one of the most important incentives for energy conservation.
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2

If ever there was a program that had two clear "supply side"

benefits, \it is the energy credit. First, the value of invest-

ment incentives, so well recognized in the 3conomic RWovory

Act, is equally potent in this industry. The proposed 20t energy

tax credit could provide another significant incentive to invest.

But the second, more powerful, ingredient is the huge potential,!

to conserve energy as a result of that investment, thus not only

making the investment important, but elso making American goods

more competitive by reducing the inflationary effect of energy

costs on the overall cost of production.

According to the United States Environmental Protection Agency,

the energy consumed to make 1,000 tons of new steel from iron ore

is 23,347 x 106 BTUst while using scrap iron, the energy consumption

66
is 6,098 x 106 BETs. Thus, the use of scrap nstead of ore results

in a savings of 17,258 x 106 BTUs per thousand tons of stael pro-

duction. To fully comprehend the significance of the energy savings

that result from making steel from scrap rather than from ore,

consider that 17,258 x 10 6 STUS is equivalent to 3,083 barrels of

crude oil, or 140,000 gallons of gasoline per 1,000 tons of steel

produced. In 1980, American steel mills and foundries purchased_

41 million net tons of ferrous scrap for recycling. Using that

scrap to make new iron and steel products resulted in an energy

saving equivalent to 125.4. million barrels of crude oil, or about

the amount of crude oil that America imported from OPEC during one

month in 1980.

The point is -- and indeed it is a dramatic point -- that each

million tons of scrap iron used instead of iron ore to make new

products saves over 3 million barrels of crude oil.
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But the benefits associated with scrap iron recycling do not

stop with energy. While this bill is designed to encourage

energy conservation, it is of great significance and clearly

relevant to note that using 1 million tons of scrap iron instead

of 1.5 million tons of iron ore and 350,000 tons of coal to make

the same amount of new steel, will also result in the following

savings (reported,by the ZPA) s

a air pollution effluents fall by 860 (208 million pounds)

* water pollution falls by 860 (102 million pounds)

* water use falls by 40% (6.7 billion gallons)

o mining wastes falt 97% (2.8 million tons)

It is clear that in terms of energy conservation alone, the benefit/

cost ratio for such investments is very high. When the additional

environmental benefits are include" the equation, the ratio

becomes ever more pursuasive. Accordingly, investments in scrap

iron and steel recycling equipment should be given the maximum

possible encouragement. By increasing and extending the existing

energy tax credit for recycling equipment, S. 750 would provide a

significant incentive for such investments. Moreover, with certain

modfications, the incentive effect of the Bill could be sub-

stantially increased.

1. Restore parity for iron and steel recycling equipment:

As originally proposed and as passed by both the House and

the Senate, the energy tax credit for recycling equipment would

have been available on equal terms to all recyclers. However,

as ultimately reported by the Conference Committee, all processors

of recyclable materials and all consumers of those processed

products, except the users of iron and steel scrap were included.

87-648 0 - 82 - 38
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4

The omision of the steel and foundry industries has not only

caused ayeitry in the granting of the credits, but has prevented

the country from realizing the maximu potential benefits

associated with iron and steel recycling.

In roecunt years, in part through the encouragement of the

existing energy tak oredit,.,major modernization and up-grading of

scrap processing equipment has been accomplished. Much more will

be accomplished if the credit is extended an proposed in a. 750.

However, in order to encourage the maximum use of..reoycld scrap

iron and steel, the energy tax credit for recycling equipment must

also be extended to the scrap melting equipment used by the stool

and foundry industries. Indeed, the recent investments made

by the processing industry could come to naught unless there

is an expanded market to purchase the material. Accordingly, all

recyclable consumers, including steel mills and foundries, should

be included in 8. 750.

The need for this change is obvious.xtithout it, the millions

of dollars inVestod in now pzooessing equipment will increase the

capacity of the scrap iron and steel industry to produce and up-

grade the quaLi.y of its products,,- while the investments of the

steel industry in scrap using technology might not be able- to keep

pace. If the market for scrap fails to increase, the" be effts of

recycling -- the dramatic savings in energy and sharp increase in

environmental quality -will not occur. There is no energy saving

if so P iron in processed but not used - not recycled. There is no
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reduction in air pollution, water pollution or water use if the

scrap iron is processed but not melted. There is no energy saving

unless the mills and foundries make the investmts to use the

material.

For this reason, the mills and foundries Itust be provided

with an incentLve to invest in scrap-using equipment.: nhgt can

re dJly'be accompUshed by deleting the provision in the energy

tax credit which denies the credit to equipment used at or beyond

the point that iron or steel is reduced to molten state. Such

an action would not extend the energy tax credit into new and

possibly questionable areas - rather, it would merely serve to

put all users of recyclabe materials on an equal basis.

2. Provide an eat=y tax credit for gondola cars used in the

trazisuortion of scrao iron and steel.
The ntitute has a second suggestion which is as important

as the first, but which admittedly would extend the energy tax

credit into areas not previously enviuioned. Specifically, ts

institute suggests that the energy tax. credit be extended to

include investments in rdalroad gondola cars.

To understand this pzposal, some background on the nature

of the scrap iron industry is necessary. Scrap iron moves by

gondola (and virtually-only by gondola) from .the point of origin

to the processing facilities (at times) and from the processors'

facilities to the mils and foundries (most of the time).

Unfortunately, the gondola is a general purpose car, while the

railroad industry, when it is investing in cars at all, prefers

to invest in special purpose cars. As a result, over the last

deade, far more gondola cars have been scrapped than have been
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added ney, and the gondola fleet is becoming ever smaller and

smaller.

Because of the dwindling supply of gondolas, whenever an

upturn in steelmaking occor the railroad delivery system is

taxed immediately and the mills and foundries find it very

difficult to obtain the needed scrap. Thus, for want of a viable

logistics system, the mills and foundries find their productive

ability challenged - and .during the most critical times. It is
obvious that as the size of the gondola fleet continues to decrease

and potential scrap usage increases, the consequences of the

Inadequate railroad gondola fleet will become more severe each

tjm that there is an upsving in steel production.

What do gondola investments have to do with energy conser-

vation? First, without comenting on the question as to whether

railroads or trucks are ultimately more energy efficient, it

is important to note the apparent energy efficiency of the rail-

roads in handling large. volumes of bulk shipments.. Anything which

would strengthen carriers that use energy more efficiently is

certainly in keeping with the concept of S. 750. But, second, and

more important, is th fact that investments by scrap processors

and steel mills and foundries will not be able to fully realize their

energy saving potential unless the scrap is able to move in volume

when it is needed. Such movement is Impossible today. If the

tax credit is extended to the mills and foundries, the demand for

scrap materials will grow, and it is obvious that the logistics

syten must grow as-fast or faster If the energy conservation gains

are t6 be realized.
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Most gondolas are loaded with scrap iron during some part of

their service life# and nearly 401 of all gondola movements are

scrap iron. However, the gondola, as a general purpose car, is

used indiscriminately in the car fleet for products other than

scrap. These other movements include finished steel, rock, sand

and gravel. Absent an ability on the part of the carrier to

dedicate specific cars that are purchased under the tax credit

program to scrap iron and steel use, it would be a major step

forward to allow a credit of 81 (20% times 40%), based on the

average usage of such cars for scrap iron movement.

A combination of a 20% tax credit for the processor of

recyclable materials, an extension of the credit to the user of

recyclable iron and steel scrap, and the creation of a special

credit for the purchase of railroad gondolas to move the scrap that

will be demanded, would create a powerful tool in the battle to

control energy costs and energy availability. If this program is

able to create a demand for (and the ability to deliver) I million

more tons of scrap yearly, the energy saving would be the equivalent

of 3 million barrels of crude ol. If the program leads to a total

scrap demand of 51.3 million tons (the tonnage used in 1974 but

never again approached), the energy saving over current levels would

be an estimated 33 million barrels of crude oil, or 1.5 billion

gallons of gasoline. These numbers are staggering, but they are

all attainable.
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CONCLUSION

The value of the energy tax credit is beyond challenge. As

has been stated repeatedly of late, government revenue can be

increased in two ways. The historical way was by raising taxes.

However, the newer concept is to increase revenue by lowering

taxes so that business will invest and people will spend, thus

Increasing the net incomes of all. These increased incomes will

in turn result in increased government revenue. The opportunity to

test the supply side concept Is moroiamatic in the eorgy tax

credit area than in virtually any other area of legislation to come

before the Congress. .n this one package is the supply side

inducement to invest in energy conserving techniques which will

yield jobs, etc., combined with the huge energy savings that will

lead to the relative lowering of American production costs.
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WINDfARMS

Ira Lewi e6M WI iI
ViCe plesdeid 639 frOM Stt"
A cf^al/Couesg November 2, 1981 S(cFho.ill?

415 9515655

Honorable Malcolm Wallop
Chairman
Subcommittee on Energy and Agricultural
Senate Committee on Finance
Washington, D.C. 20510

Windfarms Ltd. appreciates the opportunity to provide its
comments to the Subcommittee on S. 750 and related matters
affecting the Investment Tax Credit and Energy Tgx:Ciedit-wow
available to Windfarms' developing wind energy projects.

As introduction, Windfarms Ltd. is a San Francisco based
corporation, actively engaged in developing large scale wind
energy projects. The output of Windfarms' projects is sold to
public utilities for ultimate distribution at retail to their
customers.

- Windfarms Ltd. has under contract, and actively is
developing major wind energy projects in Hawaii and northern
California. It owns sites in, and intends to extend its acti-
vities to, southern California and Oregon in the immediate
future.

Windfarms currently has under contract, and in active
development 1) 80 megawatts of turbine generators to be
installed on the.north shore of Oahu for the Hawaiian Electric
Co. These machines will begin commercial operation in 1984.
This project will provide almost 10% of Oahu's electrical
requirements.- 2) A 10 MW project for the Maui Electric Co.
3) A 4 MW project for the Hawaiian Electric Light Co., located
on the "Big Island* of Hawaii.

Most recently, Windfarms contracted with the Pacific Gas &
Electric Co. (PG&E) and the State of California Department of
Water Resources (DWR) to provide PG&E and DWR with 350 MW of
wind turbine generation from sites in northern California. For
reference, this project will be approximately one-third the
size of an average 1,000 MW nuclear plant, and will provide
energy for more than 200,000 California homes.

Windfarms is engaged solely in the exploration,
development, production and marketing of wind resources.
Recent federal legislation, including the Public Utility
Regulatory Policies Act of 1978, the Enerqy Tax Act of 1978 and
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the Crude Oil Windfall Profits Tax Act of 1980 have done much
to support and encourage development of alternate resources by
private companies such as Windfarms.

Now, however, we face the Administration proposal to
repeal the energy tax credits. The enactment of such a propo-
sal would, for all intents and purposes, shatter our industry.
We have worked and reworked our numbers and, at this point in
the industry's development, I can tell you, without quali-
fication, that our wind projects will not be feasible without
the present energy tax credit.

The tax credits are needed now to reduce the effective
cost of prototype and development equipment to economic levels.
It is incredible to Windfarms that a repeal proposition would
surface at this critical developmental stage, particularly in
light of the massive tax subsidies which are available for con-
ventional fuels. Perhaps, at this time, with the so-called oil
glut, some will remain passive to our future energy needs.
However, it is clear that in the future, if we do not have
alternative energy sources, shortages could leave us vulnerable
to the dictates of others.

By making first generation machines economic, the tax cre-
dits pave the way for second generation machines, which in the
late years of this decade and thereafter will stand alone and
compete economically, without subsidies, against nuclear, coal
and fossil fuel generation. Windfarms greatly appreciates the
efforts of this Subcommittee and its members, who have gone on
record against the repeal of the tax credits.

With regard 8. 750, windfarms notes that although the bill
would increase the energy tax percentage from 10% to 200 for
certain alternative energy property, the proposal does not
include wind property. We endorse the increase in percentages
but believe that such an increase should also apply to wind
property. In reality, economics and risk dictate that the
energy tax percentage be even higher which, as you know, has
previously been proposed in the Senate.

We also note that under S. 750 the expiration date of tax
credits affecting certain energy property (again not including
wind property) would be lengthened. We support extending the
expiration dates of the energy tax credits since many of these
projects are long term in nature. With regard to the wind
property energy tax credit, which otherwise would expire at the
end of 1985, we would suggest that the credit also be extended
through 1990.
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We wholeheartedly endorse the concept contained in S. 750
of "associated property", which would become eligible for the
energy investment tax credit. Such property is integral to the
development of the alternative energy resources and will serve
notice to the Internal Revenue Service that its interpretations
of the energy tax credits are unduly restrictive.

Finally, we note with great interest your expansion of the
timetable for affirmative commitments, which enables entities
to secure access to energy tax credits so long as certain sig-
nificant steps were taken prior to their expiration. We find,
as one of the major defects in the present law, the fact that
renewable energy property is not endowed, as are other energy
properties, with affirmative commitments statutory language.
In other words, for renewable resources, all property must be
placed in service prior to the expiration date of the tax cre-
dit in order to obtain that credit. We strongly urge the
Subcommittee to amend S. 750 to include affirmative commitments
language similar to that outlined in the bill for other prop-
erty to give renewable energy property an affirmative commit-
ment backup through 1994, and to include wind energy properties
within its provisions.

Let me again thank you for your efforts in supporting the
energy tax credits and the alternative energy and conservation
industries in general. We appreciate having the opportunity to
share our views with you.

Sincerely yours,

Ivan Lewis Gold

Vice President and
General Counsel

Windfarmsp Ltd.
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Statement of Russell F. McKinnon
Executive Vice President

Automotive Dismantlers & Recyclers Association

Before the
Subcommittee on Energy and Agricultural Taxation

Committee on Finance

October 30, 1981

On S. 750

Mr. Chairman and members of the Subcommittee, my

name is Russell F. McKinnon. I am Executive Vice President

of the Automotive Dismantlers and Recyclers Association (ADRA).

I am accompanied by William E. Sudow, a partner in the law

firm of Wyman, Bautzer, Rothman, Kuchej & Silbert, the Asso-

ciation's counsel. We would like to thank the Subcommittee

for providing us with the opportunity to testify regarding

the 1978 energy tax credit provisions, and in support of

Senator Wallop's proposed revisions and extensions of the in-

vestment tax credits in S.750.

ADRA is a trade association representing small busi-

nessmen across the nation who specialize in the dismantling and

recycling of unserviceable motor vehicles. ADRA has over 5,500

members and the industry as a whole includes over 17,000 business

establishments with annual sales of between 6 and 8 billion

dollars.

-The member companies comprising ADRA provide a vital

service to the American consumer and driving public. Each year,

our members dismantle 7-8 million inoperable motor vehicles into
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parts and components which in turn are sold at substantial

savings to customers of all kinds, service stations, repair

shops, auto parts rebuilders, car dealerships, collision shops

and retail customers. As a result, the 17,000 establishments

in our industry make an important contribution to the economic

and environmental well being of the U.S. - not only through

saving consumers substantial sums in car repairs and in help-

ing to keep city streets and neighborhoods free of unsightly

wrecked vehicles, but also in another important way. by dis-

mantling cars and trucks and recycling their pafts, our industry

saves the U.S. an estimated 80 million barrels of oil each year

that otherwise would be used up in the manufacture of identical

new parts.

The Automotive Dismantling Industry

The automotive dismantling industry is probably the

only industry in the world that recycles 100% of its raw mater-

ials - in this case inoperable cars, trucks and other motor

vehicles. Allow me to explain this by briefly outlining the

steps involved.

After a wrecked vehicle is purchased by an auto dis-

mantler, the first step is to remove all reusable parts such as

the starter, alternator, engine, transmission, tires, wheels,

undamaged glass, and various body components including doors,

hood, fenders, bumpers and interiors. These parts and components

are then cleaned, tested, inventoried, and sold to various cus-

tomers such as new and used car dealerships, body shops, auto-

motive repair shops and individuals.
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Next, mechanical and electrical parts which are not

in reusable condition but are rebuildable are sold to rebuilders

as "cores." We are the rebuilding industries' major supplier of

"core" parts.

Our industry has found that there is a substantial

market for the used parts which dismantlers generate through

this recycling process. Used parts are reliable and literally

road tested. And, in most instances, they cost less than half

the price of comparable new parts, benefitting every segment of

the population.

Finally, the remaining hulks of the stripped vehicles

are flattened for easy shipment to a shredder where they are re-

duced into raw materials such as iron, steel", aluminum, platinum,

lead, and zinc. As you can see, this is 100% recycling.

Substantial amounts of energy are saved through the

automotive dismantling and recycling operation. For example,

the American Iron and Steel Institute estimates that the recy-

cling of scrap requires only 50% of the energy used in the manu-

facture of iron from virgin ores. And, the Aluminum Association

estimates that recycling scrap aluminum saves 95% of the energy

required to produce aluminum from raw-bauxite ore. Furthermore,

the EPA estimates that when scrap steel is used in place of vir-

gin iron-ore, there is an 86% reduction in air pollution, a 76%

reduction in water pollution, a 97% reduction in mining wastes,

and a 40% decrease in fresh water consumption. The automotive

dismantling and recycling industry is proud to play a major role

in contributing these benefits to the U.S.
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The Energy Tax Act of 1978

ADRA believes that the energy investment tax credit

provisions of the Energy Tax Act of 1978 played an important

role in the expansion of the industry's recycling capacity and

contributed to a meaningful increase in energy conservation.

As you are aware, section 48(l)(6) of the Energy

Tax Act authorized a 10% Energy Investment Tax Credit for "re-

cycling equipment." As will be discussed more fully below,

"recycling equipmene was defined in a way which limited the

special tax credit to equipment which was used to reduce inop-

erable vehicles to scrap. Nonetheless, the tax credit was an

important incentive for investments in expensive energy saving

equipment.

For the average dismantler, most of this equipment

was quite expensive. For example, an auto body crusher which

flattens an auto hulk into a "slab" of manageable size may cost

$18,000; a metal baler may cost as much as $85,000. Our members,

and automotive dismantlers generally, are primarily small busi-

nessmen. Most of our members had annual gross sales of under

$1 million last year; and half our members had sales of less

than $500,000. For these businessmen, the energy tax credit

was a major factor in their decisions during the last year to

invest in new equipment to expand their recycling capacity. In

fact, in our judgment, many of our members would not have in-

vested in this new equipment had it not been for the additional

energy tax credit.
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Because our Association is aware of the impact of

the tax credit on decisions by automotive dismantlers to pur-

chase recycling equipment and because we see what these deci-

sions have meant in terms of increased capacity to recycle used

vehicles into only one of the three products our industry produces,

scrap metal, we cannot understand why some officials have termed

the credit "ineffective" and why they have called for its repeal.

Clearly, it has been highly effective and has stimulated and

rejuvenated this industry. Clearly, we cannot be complacent

about measures to conserve our scarce energy resources. We

should not forget that one of the reasons the so-called "energy

crisis" does not seem as critical today as it may have been a

few years ago is that energy consumption has been curbed through

a heightened public awareness of the importance of conservation

measures such as recycling. We are, however, still dependent

on foreign oil, a situation that will not change for years.

Although there are domestic fuels and alternate sources of

energy which may provide the long-term solution, there is still

a critical need to reduce our immediate energy requirements

through greater conservation and energy efficiency. As I am

sure you are all aware, a report released in 1980 by the National

Science Foundation stated that the U.S. could achieve the great-

est short term reduction in energy use by conservation measures.

ADRA strongly supports, therefore, the provisions of

S.750 which extend the energy tax credit provisions and in-

crease the amount of the credit to 20%. These provisions are

important because one of the major impediments to investments
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in auto recycling equipment is a lack of available capital.

The automotive dismantling industry traditionally has con-

sisted of small, labor intensive , family-run operations.

Recycling equipment costs represent a high proportion of gross

income. Tax credits may mean the difference between buying

and not buying. And,of course, each purchase represents an

increase in the nation's total recycling capacity.

Investments for Equipment to
Recycle "Re-Usable" Parts

ADRA believes that one of the short-comings of the

1978 Act is that it limited the credits to equipment used to

recover *raw materials", S.Rep. No. 529, 95th Cong., lst Sees.

(1977). This meant that equipment used in the recycling of

"re-usable" items-was not eligible for the credit. ADRA be-

lieves this was a critical oversight beeaupe even more energy

is conserved through the recycling of used parts than by recy-

cling scrap metal.

For example, very little energy is required to strip

parts from a wrecked or inoperable vehicle - most of the energy

is in the form of labor. These parts require no significant

machinery or manufacturing. Generally, energy is consumed only

to separate the re-usable part from the inoperable vehicle,

clean it, test it, and in some instances rebuild it.

However, if a wrecked vehicle is not dismantled into

parts, but instead is scrapped, substantial sums of energy are

still required in smelting, milling, shipping, manufacturing and

parts assembly to make the same parts that were scrapped. This

doesn't make much sense.
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ADRA believes that this source of energy conservation

should be encouraged and that the definition of "recycling equip-

ment" should be broadened to encompass equipment used to recycle

used parts. Senator Wallop's bill appears to correct this over-

sight; however, we would like this made even more explicit by a

specific reference to the recovery of reusable automotive parts.

Working with the Automotive Parts Rebuilders Associa-

tion and the Automotive Service Industry Association, we have

drafted language which we believe will make clear that equipment

utilized to recycle usable parts would be eligible for the tax

credits:

(A) In general - Subparagraph (D) of section
48(1) (6) (relating to inclusion of certain
equipment) is amended to read as follows:

"(D) Certain Equipment Included - The
term 'recycling equipment' includes any new
or replacement property which is used in the
conversion or processing of solid waste into
a fuel or into useful energy such as steam,
electricity, or hot water and any property
which is used in the processing of solid waste
to recover and store other reusable resources
and materials, including but not limited to
paper, ferrous metals, non-ferrous metals,
and glass, and reusable parts and components.

We appreciate the opportunity to express our views

on the energy investment tax credits. we hope that the Com-

mittee will continue the Congressional initiative of 1978 to

encourage energy efficiency. We believe that these incentives

should be applied equally to the diverse methods of recycling

motor vehicles so that the purpose of the Act can be served

more completely.
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TESTIMONY RELATED TO
HEARING ON INDUSTRIAL AND

COMMERCIAL ENERGY TAX CREDITS

The Treasury Department has indicated that they are considering a change in or

elimination of the energy_tax credits. We believe that the present 15% energy tax credit

when added to the 10% investment tax credit is an essential economic element in

developing the market for solar industrial process heat in the USA.

The Luz Group of companies has successfully sold three solar powered industrial

process heat installations in the USA. These are the first and only large solar industrial

installations sold to date without federal government financial subsidies. We believe

that this qualifies us to speak on the subject the important role of tax credits in carrying

out the Administration's economic and energy programs. The critical elements in

concluding these solar system sales have been the followings -

- development of a technically superior system;

- use of third party financing combined with a 20-year steam sale to the

industrial user; and

- availability of 25% tax credits (10% investment tax credit plus 15% energy

tax credit) to the third party financing.

We believe that our new industry, solar Industrial process heat, can make a

significant contribution toward reducing USA dependence on foreign oil. However, our

-1-
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experience to date in the market place leads us to believe that the present energy tax

credits are essential to launching this new industry. Our sales would simply not have

taken place and our manufacturing business would not exist without tax credits. In time,

probably 1985-89, with (i) reduced R&D expenditures (1i) mass production cost savings

and (i1) continued, stable tax credits through 1985, this new industry will be on a firm

economic foundation and will be able to function successfully without tax credit support.

In support of our position we submit the following Information:

Attachment A

Summary of the economics and the key role of tax credits in the development of

the solar industrial process heat equipment industry. This data shows the short

term dependence of our solar Industrial process heat industry on tax credits. It

also indicates that by the period 1985-89 solar source industrial process heat will

successfully compete with fossil fuels.

Attachment B

- Excerpts from Lawrence Livermore National Laboratory Report LlSOL-80-270

outlined by William C. Dickinson entitled "The Role of Financing in the

Marketability of Capital Intensive Solar Technologies for Industry."
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Attachment C

Executive Summary of a Theodore Barry & Associates report dated June 1981

entitled "Luz System One Technical Evaluation" prepared by James B. Ayers,

Theodore Barry & Associates partner in charge of its solar energy projects and

Dr. David W. Kearney, former. Program Chairman for industrial process heat at the

national Solar Energy Research Institute.
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ECONOMIC SUMMARY
SOLAR INDUSTRIAL PROCESS HEAT

Market Size

As reported by the Solar Engineering Research Institute, the industrial sector of

the economy is the largest consumer of energy In the United States, consuming

approximately 37% of the gross energy demand of 77 quads annually. A quad of energy Is

equal to one quadrillion BTU's and Is approximately equivalent to the energy contained In

200,000,000 barrels of petroleum. Energy used to produce industrial process heat

accounts for 50% to 70% of total industrial demand for energy. Industrial process heat is

thermal energy used in the preparation and treatment of goods in various manufacturing

processes.

The application of current solar energy technology is most cost effective at

Intermediate temperatures below 550 degrees Farenheit (288 degrees Centigrade).

Approximately 27% of industrial process heat requirements fall in this temperature

range. Although current solar technology is not cost effective at higher temperatures,

solar energy may be used for preheating when higher temperatures are required. Solar

energy may be used to heat steam (or other heat transfer medium) to 482 degrees

Farenheit (250 degrees Centigrade), after which conventional sources may be used to

achieve the higher temperatures required. If preheating to 482 degrees Farenheit in

cases where higher temperatures are required is included, approximately 51% of

industrial process heat can be supplied by applying current solar energy technology.

Accordingly, the potential market for solar generated industrial process heat is in the

range of 3.85 to 5.85 quads or 770,000,000 to 1,170,000,000 barrels of oil annually.

-t

Attachment A

.-
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The major manufacturing markets for use of solar generated Industrial prsst-hem

are concentrated in food processing, textile manufacturing, chemicals, paper and pulp

products, petroleum products, aluminum anodizing, and secondary and tertiary oil

recovery.

Solar Inutrial Procese Heat Potental Impact
an USA Enery Cosuwtptlan

Description

Total Annual Consumption

Industrial Sections
- Process Heat
- Other

Solar Industria! Process Heats
- Direct

System Cost and Revenues

Quads of

77.0

17.0
11.3

4.6
4.1

% of
Total

100.0

22.0
15.0

6.0
3.31175

$ Value
($ $33 bbl. oil

$ 539.0 billion

$ 120.0 billion
80.0 billion

$ 32.3 billion
28.7 billion
61,0 billion

The Luz Group commissioned in 1980 a study of all "iPH tracking parabolic trough

collectors" in the USA. The purpose was to determine the experienced, installed cost in

relation to BTU output capacity. This study Identified 33 qualifying installations over

the five year period of 1977 through 1981. From these 33 installations we developed a

statistical power curve that can be used to project future Installed system costs. The

following table summarizes the results of the study

-5.

Attachment A
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Cost Ier MM BTU Anmal Output

Average
Cost Range Cost •

$2242 $ 2242.0

140-915 542.4

,9-1373 448.0

239-490 327.8
84-306 170.4

There are

years forward.

a number of econometric models that forecast energy costs 20 to 25

One of the more creditable of these is published by Data Resources Inc.

-6-
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No. of
Units

5

8

14

Power
Curve

Projection

$ 2010.3

731.4

404.8

266.1

192.2

147.3

117.6

96.8

Year

1977

1978

1979

1980

1981

1982

1983

1984

1985

1986

1987

1988

1989

1990

1991

1992

1993

81.5

69.9

60.8

53.6

47.7

42.8

38.7

35.2

32.2
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One can calculate, using this energy price forecast and assumed fossil fuel energy

conversion efficlencles, the competitive cost of fossil fuel source industrial process heat

on a per million BTU basis. A comparison of these costs with the Installed per million

BTU capacity cost of solar source industrial process heat systems, gives a meaningful

Insight as to the point in time when solar fuel will be competitive with fossil fuels. The

following table Indicates that solar will compete successfully in 1985-87 with electricity

and In 1986-88 with natural gas and residual fuel oil if one assumes that capital

Investments require a four-to-five year pay-back.

Solar Industrial Procem Heat
Pay-back on Installed Systems

Solar Electricity Natural Gas Fuel Oil
System Operating Operating Operating

Cost per Cost/MM Pay-back Cost/MM Pay-back Cost/MM Pay-back
Year MM BTU BTU Period BTU Period BTU Period

1980 266.1 10.61 - 3.79 - 4.9 --

1981 192.2 12.38 - 4.66 - 6.88 --

1982 147.3 - 14.15 8 5.58 12 7.94 -

1983 117.6 15.85 7 6.83 10 9.01 -

1984 96.8 17.93 6 8.31 8 10.00 8

1985 81.5 20.33 5 9.94 7 11.14 6

1986 69.9 22.52 5 11.89 5 12.55 5

1987 60.8 24.87 4 13.99 4 14.06 5

1988 ,3.6 27.33 3 16.29 4 15.75 4

1989 47.7 30.06 2 18.94 3 17.60 3

-7-
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EXCERPTS FROM

The Role of Financing in the MarketablUty of

Capital Intensive Solar Tedmologles for Industry*

William C. Dickinson
Lawrence Livermore National Laboratory

Livermore, California

SOL-80-270
November 21, 1980

ABSTRACT

Three methods of financing large, capital-intensive, industrial solar systems are

examined conventional end-user financing; conventional lease financing; and the solar

management company/limited partnership (SMC). The primary disadvantage of the first

method is the large capital investment required of the end-user. The availability of

investment capital is limited and other investment priorities usually are dominant. In

the latter two methods the end-user Is not required to provide any front-end capital.

The SMC structure appears particularly attractive in that the end-user pays only for

solar energy delivered to the process and is not required to operate and maintain the

system. However, certain types of initial government assistance will be needed to make

this financing technique feasible.

*This work is supported by the Office of Solar Applications for Industry, U.S.

Department of Energy.

-8-
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In a recent study entitled, "The Role of Financing In the Marketability of Capital

Intensive Solar Technologies for Industry," conducted by William C. Dickinson of the

Lawrence Livermore National Laboratory, Livermore, California, which was funded by

the Office of Solat Applications for Industry, U.S. Department of Energy, it Is stated:

"Over the past several years the cost In constant dollars of industrial solar systems

for providing hot water, hot air, and Intermediate temperature steam has been

steadily decreaslno. Over this same period, the cost of oil and-gas has been rapidly

Increasing .... the present levelized cost of solar generated process heat from

commercially available systems, determined on a life-cycle cost basis and with

available government incentives, is now within a factor of two of the present

levelized cost of distillate oil.

"With this situation in mind, how can the federal government assist in eliminating

the barriers to a massive penetration of capital-intensive solar systems Into the

Industrial process heat market over the next few years? Perhaps the major barrier

is the capital intensive nature of large-area solar systems. Even if it can be

demonstrated that solar generated heat is fully competitive with fossil fuel on a

life-cycle basis, there is little Impetus for the industrial plant manager to invest

several million dollars in a solar system. The availability of investment capital as

well as the high cost of that capital represent major road blocks to Industry.

Investments generally must meet stringent pay-back criteria. Priorities are

generally given to investments In expansion of plant capacity and investments

mandated by government agencies such as EDP and OSHA.

1SOL-80-270, November 21, 1980, p. 2-4.
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"Another barrier to the acceptance of solar systems by industry Is the traditional

way that Industry purchases energy. Energy constitutes a necessary expense, along

with labor and materials, In the manufacture of a product. Each of these three

elements is a tax deductible operating expense that represents a certain fraction of

the consumer price of that product. Any Increase In the cost of energy, labor, or

materials can be directly flowed through as an increase in the price of the product

In order to maintain the same profit margin. The purchase of a solar process heat

system would require the end-user to capitalize and amortize the cost of energy

rather than expensing It and this Is generally not an attractive alternative.

"Since the plant manager Is accustomed to purchasing energy on an annual basis,

with minimal front-end investment costs, the challenge for the solar community,

with necessary help from the state and federal government, is to proved a

marketing mechanism to make this possible. It Is the contention of this paper that

a substantial penetration of solar systems into the industrial market can only be

expected when solar generated energy can be purchased in a similar way that fossil

fuels and electricity are now purchased."

After analyzing the economics of conventional end-user financing, conventional

lease financing and the solar management company/limited partnership structure, the

study concludes:

"There Is a strong likelihood that industrial solar systems will not appear attractive

to the typical end-user as long as they require large front-end capital investments.

This is because investment capital is generally scarce and, also, because the end-

user would prefer to purchase solar energy as he purchases electricity today.
- -10-
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"To bring about rapid market penetration of these multi-million dollar systems over

the next few years, the solar management company/limited partnership structure

appears to have the following important advantages.

"- The end-uiser Is not responsible for the purchase, installation, or operation of

the solar system but only pays for delivered energy. This payment

constitutes a tax-deductible operating expense as does the purchase of fuel.

"- Equity investors In high income tax brackets would find this type of tax-

advantaged Investment very attractive. It would make risk capital available

for investment in these systems.

"- The Increased sales volume that could result from this method of financing

would lead to lower cost systems which in turn would make other financing

methods, such as leasing, more attractive.

J'The advantages to the government of encouraging market penetration of industrial

solar systems are obvious. It would result In substantial savings of fossil fuel and In

the establishment of a healthy solar industry with the creation of many jobs.

Additionally, it would establish a major new capital investment opportunity in the

private section. For this to come about however, the gQvernment will need to

provide considerable assistance, particularly in the initial phases. In addition to

the tax incentives presently provided, the following types of government assistance.

will be required"

-l-
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"- Legislation must be passed to exempt investments in industrial solar systems

from the at-risk provision in present U.S. tax law. (The precedent has

already been established for real estate Investments.)

"- Some type of government warranty Insurance will probably be needed to

protect the solar manufacturers from taking undue risk in providing the

necessary performance warranties on their systems. Ths will be particularly

important for the early systems where there is little operating experience.

"-. An existing or new government agency must be empowered to make

government guarantees available to lending institutions for providing the

large amounts of necessary debt capital." 2

Whereas the study concludes that additional incentives are required to make solar

energy a viable alternative source of energy, the proposed elimination of tax credits

would have the opposite effect. While no one would argue with limitation of tax credits

In the case of an abusive tax shelter, such as, for example, where the purchase price of

the Industrial solar system Is artificially inflated, the Internal Revenue Service would

seem to possess an adequate arsenal of weapons to police the potentially abusive tax

shelter transaction without frustrating Congress' countervailing energy policy. The

proposed elimination of energy tax credits would have such an effect and, therefore,

should not apply to "solar energy property". 3

21d. at p. 19-21.
31.R.C. Sec. 48(IX4) defines the term "solar or wind energy property" to mean "any
equipment which uses solar or wind energy (A) to generate electricity, (B) to heat or
cool (or provide hot water for use in) a structure, or (C) to provide solar process heat."

-12-
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LUZ SYSTEM ONE TECHNICAL EVALUATION

FOR

LUZ INTERNATIONAL LTD.

June 1981

Theodore Barry & Associates
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EVALUAlION SUMMARY

"This evaluation Indicates that the Luz System One should, when development Is

complete, be technically equal or superior to competitive systems In terms of

performance, durability and reliability. This expectation, however, requires

confirmation through collector testing--and field demonstration experience. Several

stages of design and verification exist between collector conceptual design and

demonstrated system performance at an .industrial site. In brief, these stages Include

collector development, fabrication and test, prototype systemdesign, Installation and

test, and full scale system design, Installation and measured performance over time.

"The first engineering prototype was completed and tested in August-September,

1980. After a detailed design evaluation, the second engineering prototype was designed

and fabricateds culminating In a full eight-panel assembly being installed at the Luz

facilities In April, 1981. This prototype of the commercial Luz System One collector Is

the basis of the current evaluation. Performance testing of this assembly by Lu-z Is In

progress and Is scheduled for completion by late 3une, 1981. A series of field

Installations will be Installed and operated starting In the fall of 1981, located both in

the United States and In Israel. The first operational results over a period of several

months' operation should be available in early 1982.

"Uncertainties exist In several specific design areas, as discussed In this report, and

there is no substitute for demonstrated collector and system performance. Previous

solar industrial process heat installations using other collectors have experienced

unexpected operational problems. However, evidence at this stage indicates that the

i -14- -
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Lux System One design is based on both knowledge of previous component and system

failures and sound engineering design principles. Component and material design choices

have been made with long lifetime and reliability as major- -criteria. An Important

characteristic of the Luz approach Is that Luz System One is an integrated, turn-key

system, which allows the opportunity -for careful system tradeoffs and improvements

based on field experience. These observations, In conjunction with the apparent

commitment and ability of the organization to respond to the need for design

modifications, warrant confidence In this endeavor. -

"In conclusion, performance expectations of the Luz System One must at present

be based on preliminary test results; the design features of the system; comparison of

these features with other systems already operating; the likelihood of success of unique

aspects of the Luz collector; and an assessment of the abilities of the Luz staff to

design, manufacture and Install systems with sound engineering knowledge and practice.

The present evaluation has overviewed the technical details of the system design, the

capability and dedication of the staff, the commitment of the management, and planned

steps to achieve Luz goals. Based on this evaluation, It Is our judgment that successful

achievement of the design and performance goals can be reasonably expected."

-I,-
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INTRODUiCIION

kr_. Chairman, and members of the Subcommittee, my name is

MARTIN KLEPPER.

I am an attorney with the Washington, D.C. law firm of Lane

and Edson, P.C., and have been working for the last four years

on various ways of financing investments in energy conservation.

We have worked with public and private sector clients, including

major national underwriters, leasing companies, companies that

raise equity capital, and state and local governments. Recently

we completed a study for HUD that identified methods of financing

energy efficiency measures in small and medium sized industrial

buildings in New York City.

I've also had a unique opportunity, by serving as chairman

of the Energy Law Committee of the American Bar Association's

Section of Real Property, Probate and Trust Law, to talk with

attorneys throughout the country who are interested in energy con-

servation financing. However, my testimony is presented in mv

personal capacity and not as a representative of any client or

group.

We are currently in a state of energy transition from the

artificially low prices of the past decades which in effect served

as incentives for investments in inefficient plant and equipment,

to 'the current decade of high energy prices. To bridge this gap,

property owners need incentives sufficient to overcome the non-

economic barriers to energy investment. These incentives are also

necessary to interest financial institutions in entering the

-1-
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business of providi g third party financing for energy measures.

To date, banks, insurance companies, leasing companies and under-

writers have not actively developed financing programs for energy

efficiency measures. Enactment of the energy conservation tax

credits provided by S. 750 and S. 1288 will form the basis for

more active involvement of financial institutions in helping

industry become more energy efficient.

These financial institutions can provide the private sector

capital needed to finance energy investments. Firms with energy

savings potential can obtain the funds needed to install effi-

ciency measures from third parties if adequate tax credits are

available. To date there has been relatively little third party

financing of energy efficiency measures. Third party financing --

by a bank, a leasing company, a manufacturer, etc. -- is particu-

larly important to small and medium sized firms which cannot fi-

nance conservation investments out of internally qenerated funds.

To understand the need for additional tax credits, one must

recognize that property owners donot act in accordance with model

economic theory. Even if an investment is cost-effective, a host

of other factors inhibit industrial conservation. These include:

1. Failure to apply rate of return analysis to measure

energy investments. Energy costs usually constitute a very small

portion of the total costs of manufacturing or creating a product,

generally two to three percent of the value of the finished pro-

duct. Therefore, the opportunity to reduce enerqy costs by ten

- 2 -
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percent or more is often not as important In contributing to in-

creased profitability as other investments, such as those that

lead to increased sales.

2. Competition for investment capital. Competition for

a firm's scarce dollars is widely recognized as the most important

limitation on energy efficiency investment. An entity with lim-

Ited funds will compare the expected return from one investment

with the expected return from another Aside from investments

required by law, such as environmental and OSHA requirements,

energy efficiency improvemerts often compete favorably with other

projected expenditures of funds. However, they do not create

added plant capacity which can have a multiplier effect on profits.

3. Separate responsibility. Separation of responsibility

within a company for energy costs is another reason industrial

energy conservation has been lagging. Energy bills are often paid

by a corporate controller who does not have responsibility for

managing the facility. In large firms one person has resoonsi-

bility for energy costs and improving energy efficiency. Small

and medium sized firms usually do not give enerqy similar atten-

tion.

I believe that the energy tax credits proposed in S. 750 and

S. 1288 would help overcome these constraints and would provide an

effective catalyst for industrial investment in energy efficiency-

improvements: These credits should be-made equally available to

small and medium sized firms so that they have an incentive to

- 3 -
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install energy efficiency measures. The Economic Recovery Tax Act

of 1981 ("ERTA") does not, by itself, provide sufficient incentive

for industrial and commercial energy efficiency investments. For

example, the accelerated cost recover- system contained In ERTA

requires a property owner who retrofits a commercial office build-

ing with a new boiler to depreciate that boiler over 15 years be-

cause It is a structural component of a building.

Tax credit Incentives are necessary so that risk takers will

undertake innovative conservation investments that will become

accepted models for their industry. Without this added financial

incentive, qiven hiqh rates of interest, the return on capital

invested in new energy efficiency technologies, relative to the

risks, does not provide adequate incentive for many industrial and

commercial efficiency investments. Even though energy conservation

measures are not new, they are relatively new to most financial

institutions which have no experience with the measures. Moreover,

industry itself (aces novel construction, financing and operating

risks when it installs a new energy efficiency measure. Technolo-

gies developed in laboratories and in 'ilot demonstration projects

may simply not translate to meet. industrial and commercial

demands. Operating costs could exceed original estimates because

of higher than projected costsoof construction, finance, environ-

mental and regulatory requirements, and inflation. There risks may

reduce a project's feasibility or increase the cost of eneray

efficiency tb a level not competitive with other sources of enerv

- 4 -



619

or alternatives fotcapital investment. The proposed tax credits

of S. 750 and S. 1288 increase the potential rate of return to a

level which is expected to induce companies to overcome the risks

and barriers now preventing investments in energy efficiency im-

provements.

The bottom line is that, without the economic incentive pro-

vided by S. 750 and S. 1288 businessmen in the industrial and com-

mercial sectors simply will not finance many efficienty measures

and energy will continue to be wasted. We should all remember

that energy wasted today'can n6t be recovered tomorrow.

I want to suggest for your consideration two specific changes

to S. 750 and S. 1288 that I believe would significantly increase

investment in energy efficiency improvements:

1. Provide a Safe Harbor For Energy Equipment Leases. The

Economic Recovery Tax Act of 1981 has created a safe harbor from

traditional leasing concepts for equipment leased by a corpora-

tion. These safe harbor rules permit corporations to transfer

tax benefits related to owning equipment-to other corporations

who help finance the cost of the equipment. A similar safe harbor

provision should be incorporated into S. 750 and S. 1288 to permit

individual lessors to obtain the tax benefits related to owning

and leasing energy equipment eNen if the lease would not otherwise

qualify as a lease for tax purposes. This provision will permit

third parties to finance the installation of energy equipment;

it will significantly increase the ability of small and medium

sized property owners to benefit from the new energy tax credits.

- 5 -
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In the leasing area there are a number of restrictions on

the use of leasing equipment that prevent a company that wants

to lease energy conservation equipment for a building from obtain-

ing the tax credits that would otherwise be available. There is a

provision,4or example, that if the lessor is an individual or

group of individuals, the lease term cannot be more than one- half

of the useful life of the equipment. It is very difficult for a

company that is planning to acquire a coal-fired boiler with a

fifteen year life to lease that boiler on an economic basis if the

lease cannot exceed 71 ypars. Under present law,_ if the lease

exceeds 71 years, the owner loses the applicable tax credit.

. Thus, even if a tax credit is available, because of the restric-

tions on leasing by noncorporate lessors, those tax credits cannot

be uied by partnerships or individuals to provide the capital that

.he property owner might need. The tax credit is meaningless to

the building owner if he doesn't have the capital to buy the equip-

ment. Therefore, I urge this Committee to allow noncorporate les-

sors of energy efficiency equipment to retain the tax credits with-

out complying with other definitions or a "lease" for tax purposes.

2. Extend the Tax Credit To Multifamily Buildings. Based

on our experience with a variety of clients who own and manage

buildings, there is an urgent need for a tax credit that would

induce eenrqy conservation in multifamily buildings. Currently,

investment in energy efficiency improvements by multifamily

property owners lags far behind conservation investments by both

industrial and commercial property owners.. The regular investment

tax credit and most available energy tax credits are not available

6 6
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for energy retrofit measures installed In multifamily buildings.

the absence of tax incentives for multifamily building owners is a

barrier that could be-overcome by an amendment to S. 1288.

Thank you for the opportunity to offer these comni.ents Pn S.

750 and S. 1288. Mr. Chairman, I applaud your commitment to

energy tax incentives. I would be pleased to assist you and the

Committee in preparing appropriate legislative lanouaqe to accom-

plish the changes suggested above.

-7-
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October 190- 1981

Son. alceom Wallop, Chairman
Energy and Agricultural Taxation Subcommittee
Committee on Vinance
United States Senate
Washington* D.C. 20510

Dear Senator Wallops

Enclosed is written testimony prepared by GeoProducts Corporation
for inclusion in the record of the hearing held by your
Subcommittee oh this date on S. 750 and similar energy tax
measures.

To summarize the statement; we are concerned about recent reports
that officials of the Treasury Department are contemplating
repeal or modification of the Investment tax credit for alter-
native energy equipment. Such a move would be short-sighted.
The Energy Tax Act credits are working as intended. They jre
encouraging wide spread interest in the alternate energy projects
of companies such as GeoProducts. The ground rules should not be
changed at this time.

We also want to take this opportunity to point out an unreaso-
nable situation arising from regulations implementing the Energy
Tax Act. Under the IRS regulations, a company constructing an
electrical power plant utilizing two alternative energy resources
- geothermal and wood waste in our case - is unfairly penalized.
Our statement details the specifics of the situation and recom-
mends a solution for your consideration.

We appreciate this opportunity to present our views on the
pending legislation. We look forward to working closely with you
and your members as you consider possible amendments to the enrgy
tax incentives enacted in 1978.

Sincerely;

Alexander Black
Chairman of the Board

saHuapr "

GEOPRODUCTS CORPORATION. 1330 $ROADWAY, OAKLAND. CALIFORNIA 94612 (415) 693-8365
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STATEMENT
or

GE0PRODUCT8 CORPORATION
ON 5. 750

October 19, 1981

Hr. Chairman and members of the Energy and Agricultural Taxation

Subcommittee, GeoProducts Corporation welcomes this opportunity

to present its views on 8. 750, legislation amending and expand-

ing the energy tax incentives enacted in the Energy Tax Act in

1978.

GeoProducts Corporation was formed in 197S to develop and utilize

such alternate energy resources as geothermal heat and wood resi-

dues. The company has headquarters in Oakland* California, and

is actively pursuing the development of alternative energy pro-

jeots at a number of locations in the West.

In 1979@ GeoProducts acquired exclusive rights to a new process

for converting organic plant materials to ethanol. This process

was developed by the Forest Products Laboratory of the University

of California and uses neither food grains nor fossil fuels, as

do other ethanol processes. Instead# it uses wood residues and

agricultural waste to produce fuel-grade ethanol.

Also in 1979; GeoProducts signed agreements with the U.S. Forest

Service, the California Department of Water Resources, and the

U.S. Department of Energy to share in the funding of project

development work for a hybrid geothermal-wood residue power

plant. The plant is to be sited in Lassen County# California,

(about 19 miles east of Susanville) and will produce SS megawatts

87-48 0 - 62 - 40
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Statement on 8. 750

Page 2.

of electricity when completed in 1985. Wood residues collected

within a 100 mile radius of Busanville will provide the fuel for

the facility. Low temperature geothermal fluid will be usid to

dry-th.-wood-and also to preheat the boiler feedwater and com-

bustion air. The dried wood will be burned in a conventional

combustion process to produce steam for the generation of

electricity. GeoProducts will own and operate the plant the

California Department of Water Resources will purchase up to 100

percent of the electrical outputs and up to 30 percent of the

electricity will be available for local use.

GeoProducts is presenting this statement to your Subcommittee for

three reasons. First# we are alarmed at recent reports that the

Administration is seriously considering the elimination or reduc-

tioa of the alternative energy and conservation tax incentives

established in 1978 with passage of the Energy Tax Act and reaf-

firmed with enactment of the Crude Oil Windfall Profits Tax Act

in 1980. Second, we wish to point out certain inequities in-the

regulations promulgated by the Internal Revenue Service to imple-

ment the provisions of the 1978 Act relating to the investment

tax credit for businesses. Third# and finally we have a speci-

fio amendment to S. 750 to offer for your consideration.
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Continued Support for theEnergy Tax Incentives

As members of this Subcommittee are aware, the Administration is

vigorously exploring ways to increase revenue without tampering

with the tax cuts enacted earlier this year. One of the possi-

bilities under active consideration by the Treasury Department is

elimination or modification of the conservation and altornative

energy tax incentives established in 1978. Should the Department

recommend such changes, and Congress accept them the effect on

alternative energy companies would be nothing short of

devastating.

Atttacting equity capital for conventional energy projects is

often a reasonably easy propostion. Convincing investors to

provide risk capital for alternative energy projects is, on the

other hand, significantly more difficult. Recognition by

Congress of this reality, resulted in enactment-of the energy tax

credits for homeowners and businesses.

The energy credits are working as anticipated they are encourag-

ing large-scale and geographically wide-spread commercial energy

development. Companies, like GeoProducts, have made long-range

decisions based on the expectation that the current tax incen-

tives will be available at least through 1985. To change the
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ground rules at this time would only slow down the on-going

efforts of individual companies to increase and diversify our

domestic supplies of energy.

Therefore, we respectfully urge the members of this Subcommittee

to join Senators Chaffee and Matsunaga in their drive to put the

Senate on record in support of retaining the existing tax incen-

tives for investments in conservation and renewable energy-pro-

jects. The "sense of the Senate" resolution they are preparing

(and a companion measure now pending in the House of Representa-

tives) will give a strong signal.to the officials at the Depart-

ment of the Treasury that any proposal to repeal the energy tax

incentives would be opposed by Congress. We hope you will sup-

port the Chaffee-Mataunaga resolution.

Problems with the IRS Regulations of January 23

On January 23. 1981, the Internal Revenue Service promulgated

final regulations to implement the provisions of the Energy Tax

Act of 1978 providing investment tax credits for business energy

property. These regulations contain certain inequities which we

hope you will address when the Subcommittee takes up S. 750.

The principal problem for GeoProducte appears at 26 CFR 1.48-9(c)

(l0)(iv) which states that's
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"(iv) Equipment that uses energy derived from a geother-

mal deposit is eligible [for the 151 investment tax credit

for geothermal property] only if it uses geothermal energy

exclusively Thus, geothermal equipment does not include

equipment that uses energy derived both from a geothermal

deposit and from sources other than a geothermal deposit..."

The obvious purpose of this limitation is to prevent systems

which are primarily fueled by oil or gas, with only a minimal

geothermal contribution, from qualifying for the geothermal cre-

dit. - However# the IRS rule inadvertently, but nonetheless adver-

sely, penalizes innovative hybrid projects like the one GeoPro-

ducts is contemplating in northern California.

Under the IRS regulations, those components of the hybrid plant

which "produce, extract, or use" energy derived "exclusively"

from a geothermal deposit (such as hot water distribution lines)

are eligible for the credit for geothermal property. Similarly,

those components of the plant which convert the wood waste to

steam (such as the fire box and the boiler) will qualify for the

credit for "alternative energy property", because the wood burned

to heat the water is "an alternate substance". But, those parts

of the plant which use energy from both geothermal and biomass
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sources (such as the turbine generator set) cannot qualify for

either credit.

The limitation is especially unreasonable in light of explicit

language in the Energy Tax Act which states the "geothermal

equipment" includes, in the case of electricity generated by

geothermal power, all of the components of the plant up to (but

no: including) the electrical transmission stage. The intent of

Congress that all of the equipment of a geothermal power plant

qualify for the credit is quite clear. Unfortunately, the IRS

regulations are not so explicit.

Other examples serve to illustrate the unfortunate restrictions

which this IRS rule has placed on mixing geothermal energy and

energy from another energy source. Geothermal resources may not#

in some instances, be hot enough to fully satisfy a particular

industrial process heat requirement. However, by adding a few

degrees to the heat supplied by the geothermal source, it is

often possible to reduce significantly the amount of oil or gas

used in a plant or facility. Furthermore, many industrial pro-

ceases involve several separate steps requiring different tem-

peratures, Some of these steps can use geothermal heat, while

others may require further heating. Under the IRS regulations,

K
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if an industrial or commercial geothermal system contains even a

-minimal addition on non-geothermal heat, then the energy system

is ineligible for the energy investment tax credit.

A Proposed Amendment to S. 750

-- n order to correct these inequities# GeoProducts has prepared an

amendment to 8. 750 which is attached to this statement. The

amendment has twd basic provisions.

In the case of a business energy system which uses both geother-

mal energy and energy from a source not eligible for the invest-

ment tax credits (such as oil or gas), a new eligibility formula

is proposed all of the equipment of the system-shall be

eligible for the credit for geothermal property if-more than 80

percent of the energy is supplied from geothermal resources. If

less than 80 percent comes from geothermal, the credit shall

apply to only those portions of the system which produce, distri-

bute, extract, transfer, or use energy which is more than 50 per-

cent supplied by geothermal.

- For a system which uses geothermal energy and another energy

-source which is eligible for the energy investment credit (such

as biomass, wind, or solar), all of the equipment of the system
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shall be eligible for the tax credit for-eothermalr property if

more than 80 percent of the energy comes from geothermal, or any

of the other alternative energy sources eligible for the credit# or

any combination thereof (referred to as *qualified sources"). If

less than 80 percent of the energy is supplied by qualified

sources, the credit shall apply to those portions of the system

which produce, distribute, transfer, extract, or use energy which

is more than 50 percent supplied by such qualified sources.

The purpose of the second section of the amendment is to deal

with situations, like the GeoProducts hybrid plant, where a com-

bination of alternative energy sources will be used to produce

electrical power. Existing law already allows electric

generating equipment driven by hydroelectric, wind, or geothermal
energy to qualify for the energy tax credit. The logic behind

enacting the credits for such situations was to encourage the

construction of facilities to produce electric power from domes-

tic alternative energy sources. Since geothermal and biomass are

clearly "alternative energy sources"# it is consistent with the

original intent of Congress in Adopting the Energy Tax Act to

extend the business energy investment credits to steam-driven,

turbine-generator sets utilizing water from any source, if the
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water is converted to steam by use of- alternative energy sources#

such as g-eothermal heat* biomass energy, or any combination

thereof.

We appreciate your consideration of this amendment. We stand

ready to answer any questions you might have or to assist the

Subcommittee in any manner.

Thank you for this opportunity to present our.views.

N
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At a relevant place. insert the following new sections

aParagraph (3) of section 46(1) is amended by adding at the

end thereof the following new subparegraphe

a(H) APPLICATION OF CREDIT UNDER SECTION 46 TO EQUIPMENT

WHICH USES ENERGY FROM A GEOTHERAL DPOSIT AND MOTHER ENERGY

SOURCE. --

(i) In the case of a system which uses both energy from

a geothermal deposit (hereinafter referred to in this sub- g

paragraph as "geothermal energy") and an energy source not eli-

gible for the credit under Section 46. all of the equipment

comprising the system shall be eligible for the credit for Solar#

Wind' or Geothermal Property under section 46(a)(2)(9) if, on a

British Thermal Unit (BTU) basis, geothermal energy provides more

than 80 percent of the energy in a typical year for which the

system is designed. If less than 80 percent of the energy is

supplied by geothermal energy, the credit shall apply to those

portions of the system which producfi distribute, transfer.

extract; or use energy Which is more than 50 percent supplied by

g9jothermal energy (an an annual DTU basis).

(I) It% the case of 4L system which uses both geothermal

energy w4 wwotbr energy eQgrce oigible for the credit under

ot4U 4, (*%joh an boWass solar* wind. Q#o thermal, or

bV4xelegt o)v all 0t the equipment comprising the system (up

0qk b, rQt inol4irag, the olectric;.4 transmission stage in the

I.
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cane of an electrical generation facility) shall be eligible for
the credit for Solaro Wind, or Geothermal Property under section

46(a)(2)(c) if, on a BTU basis, more than 80 percent of the
energy in a typical year for which the system is designed, Is

suplied by geothermal energy, or any of the other forms of energy

eligible for tm credit under section 46, or any combination
thereof (hereinafter referred to in this subparagraph as
"qualified sourcesM)* If less than 80 percent of the energy is
supplied by qualified sources, the credit shall apply to those

portions of the system which produce, distribute, transfer,

extract, or use energy which is more than 50 percent supplied by

such qualified sources (on an annual STU basis)."*
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October 26, 1981

Mr. Robert Lighthizer, Chief Counsel
Senate Finance Committee
2227 Dirkson Senate Office Bldg.
Washington D.C. 20501

Dear Mr. Lighthizer:

The National Insulation Contractors'Association supports the
passage of the Energy Security Tax Incentive Act of 1981 (S750).

NICA is a national, Washington based, trade association represen-
ting over 400 industrial and Commercial insulation contractors
which employ over 30,000 people and generate a combined business
volume of $2.9 billion annualy.

We beleive that the need for Industrial energy conservation and
efficiency now is vital to the future of the country.

S 750 provides excellent incentives to industry for investment
In energy conservation systems and equipment which require large
capital expenditures by business.

NICA supports the President's economic program, but feels that in-
centives, such as those included in S 750, are needed In the short
run to meet the administrations goal of a strong, self sufficient
U.S. Industrial base.

Sincerely,

,iinIE. Mackey -

Executive Vice President

cc: Office of Senator Wallop: Attn: Lindsey Hooper
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