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The comprehensive corporate tax legislation that 
Congress enacted recently (H.R. 4520) contains 
over a dozen incentives for the energy indus-
try.  Although most incentives are unrelated to 
electricity, several significant electricity related 
provisions were included from incentives for utili-
ties to join Regional Transmission Organizations 
(RTOs), a temporary waiver of the 85/15 rule for 
cooperatives earning non-member income from 
open-access related activities, to an expansion of 
production tax credits (PTCs) for renewables and 
other “new qualifying resources.”  The final ver-
sion of the bill approved by both the House and 
Senate was signed by President Bush on October 
23, 2004.

The legislation contains significant energy incen-
tives designed to enhance competitiveness of the 
industry while boosting investment in domestic 
production, including generation facilities pow-
ered by renewable fuels such as wind, which has 
languished since expiration of the prior PTCs in 
December 2003.

The following is a brief overview of several of the 
key incentives.

Incentives for Utilities To Transfer Assets to an RTO

The new legislation allows utilities to defer tax 
payments on sales of transmission assets to 
an RTO or other Federal Energy Regulatory 
Commission (FERC) approved independent entity 
over an eight year period.  Previously, utilities 
were required to make this payment within one 
year.  The change should provide a significant 
incentive to utilities to sell or otherwise relinquish 
control of their transmission assets to any RTO 
and should facilitate FERC’s goal of encouraging 
more utilities to participate in RTOs.  Specifically, 
under the new rules, utilities are permitted to pay 
taxes on gains from sales of transmission assets 
over any eight year period so long as the gains 

are reinvested in exempt electricity or natural gas 
utility property within four years.  This provision 
should encourage renewed focus on the “Transco” 
RTO model, under which utilities transfer both 
ownership and control of assets to the RTO, as 
opposed to the independent system operator (ISO) 
model where control over, but not ownership of 
transmission facilities, is transferred.

Changes to the 85/15 Rule Applicable to Cooperatives

One provision of the corporate tax bill allows 
rural electric cooperatives to earn more than 15 
percent of their income from selling transmis-
sion or ancillary services on a nondiscriminatory 
open access basis while still maintaining their 
tax-exempt status.  Specific types of transactions 
that may be excluded when calculating the 85/15 
member income ratio include: revenue from non-
members resulting from open access transactions, 
nuclear decommissioning fund interest earnings 
and distributions, and gains from like-kind asset 
exchanges and involuntary conversions.

Significantly, to qualify for the exemption, the 
legislation specifies that the provision or sales of 
electric transmission service or ancillary services 
must be provided pursuant to an open access 
transmission tariff filed with and approved by 
FERC, including an acceptable reciprocity tariff, 
or under an RTO (including an ISO) approved by 
FERC. 

Waiver of the 85/15 rule had been one of the co-
op community’s primary legislative goals and with 
the new rules established by the corporate tax 
bill, co-ops now will be able to more actively par-
ticipate in FERC’s open-access initiatives without 
triggering adverse tax consequences.  Importantly, 
the new legislation allows a co-op to sell or turn 
over operation of their transmission assets to 
an RTO.  However, the benefit to co-ops of the 
exemption will be short-lived unless extended.  As 

StayCurrent.
November 2004

To maintain momentum ››



written, exemption from the 85/15 rule would 
expire at the end of 2006.

The legislation also includes a load-loss provision 
that allows co-ops to count non-member electric 
sales as member income, to the extent that mem-
bers have chose an alternative electric supplier, for 
the first seven years of customer choice.

Production Tax Credits

The legislation extends PTCs for energy produced 
from wind and closed-loop biomass to include 
other renewable resources.  Specifically, the bill 
expands the PTC to electricity generated by 
biomass, geothermal energy, solar energy, small 
irrigation power, refined coal and municipal solid 
waste, all defined as “new qualifying resources”.  
To take advantage of the credits, facilities using 
landfill gas and trash combustion need to be 
placed in service prior to January 1, 2006; solar 
facilities by year-end 2006; and refined coal com-
bined cycle facilities by year-end 2008.  There are 
other specific size and technology criteria that 
apply to the PTCs.

The extension of PTCs contained in this legisla-
tion (H.R. 4520) complements the extension of 
a tax credit for the wind industry that President 
Bush signed into law earlier in October.  H.R. 
1308 (commonly referred to as the middle class 
tax bill) contained a 1.8-cent per kilowatt hour 
credit that is retroactive to January 1, 2004 (when 
the old credit ended) and runs through December 
31, 2005.  The American Wind Association had 
estimated that there were some 2,000 megawatts 
of wind projects stalled in development awaiting 
passage of the extension.

Tax Deductions and a Safety Net for Marginal 
Domestic Oil and Gas Production

The bill provides several phased-in tax deductions 
for “producers”, including producers of electricity, 
that effectively will reduce the corporate income 
tax rate for energy companies from 35 percent to 
32 percent -- a 9 percent reduction.

In addition, oil and gas produced from marginal 
domestic wells will receive a tax credit.  Generally, 
a $3 per barrel tax credit and a $0.50 per thou-
sand cubic feet (“Mcf”) tax credit will apply to 
daily production from existing marginal oil and 
gas wells, defined to be wells that produce not 
more than 25 barrels of oil equivalent per day and 
produce water at a rate not less than 95 percent 
of total well effluent.  The credits are intended to 
ensure that marginal domestic production is not 
lost in future down pricing cycles.

Possible Implications for Energy Industry Participants

The energy-related tax incentives contained in 
the corporate tax bill are designed to increase the 
industry’s competitiveness, encourage electricity 

production from renewable sources, and stem the 
falloff in domestic oil and gas production over the 
long-term.  The extension and expansion of PTCs 
should provide a boost to renewables.  In particu-
lar, development of new wind projects essentially 
stopped with the expiration of the existing PTC 
in December 2003.  Reviving and expanding the 
PTC should jumpstart the industry as well as 
encourage new technologies and developments 
among renewable resources.  Given continued 
high oil and natural gas prices and ongoing envi-
ronmental concerns raised by fossil fuels, the 
PTC may be the encouragement the renewables 
segment of the industry needs to make significant 
inroads into the market over the near- to medium 
term.

The tax bill also contains several incentives tar-
geted at encouraging RTOs and in particular 
Transcos.  By doing away with some of the tax 
impediments to joining an RTO, the tax bill may 
inject some new life into the otherwise stalled pro-
cess of forming new RTOs in the southeast and 
western regions of the country.  FERC is likely to 
be heartened by the bill’s support for its RTO ini-
tiatives.  To the extent that FERC views this sup-
port as an indirect endorsement of its RTO poli-
cies, it may push harder in this area as a result.

As with any new piece of legislation, its impact 
will be determined only after all of the details 
are assessed and its components begin to weigh 
into the collective decision process of the indus-
try.  Furthermore, the ability of an entity to take 
advantage of the incentives included in the bill 
may be limited based on the entity’s particular sit-
uation.  For example, a cooperative that does not 
have an open access transmission tariff approved 
or accepted by FERC or does not participate in an 
RTO or other independent organization approved 
or accepted by FERC apparently would not be 
able to take advantage of the waiver of the 85/15 
rule on sales of electric transmission service or 
ancillary services.  For electric cooperatives con-
sidering joining an RTO, the short term nature of 
the lifting of the 85/15 rule will likely not encour-
age much more RTO participation, especially 
where revenue from non-members is close to the 
15 percent limit.

Similarly, even where entities are able to take 
advantage of the incentives, they may not be 
strong enough to override other concerns.  Waiver 
of the 85/15 rule with regard to the sale of assets 
to an RTO may not override a particular coopera-
tive’s concerns regarding reliability, planning, and 
cost of service issues that may arise in the context 
of participation in an RTO.  Likewise an investor-
owned utility’s ability to stretch tax payments on 
gains attributable to a sale of its assets to an RTO 
over an eight year period rather than the existing 
one year period may not be much of an incentive 
to encourage utilities to join an RTO when other 
factors are considered.
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This alert is just a short summary of some of the very detailed and complex new tax provisions and amend-
ments and thus should not be relied upon in making investment decisions.  If you would like more infor-
mation on the energy components of the corporate tax bill and how they may impact your business, please 
contact any of the following members of the Energy Practice Group in our Washington, D.C. office:   
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