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ELIMINATE FOSSIL FUEL PREFERENCES

Eliminate Oil and Natural Gas Preferences

REPEAL ENHANCED OIL RECOVERY (EOR) CREDIT

Current Law

The general business credit includes a 15-percent credit for eligible costs attributable to EOR
projects. If the credit is claimed with respect to eligible costs, the taxpayer’s deduction (or basis
increase) with respect to those costs is reduced by the amount of the credit. Eligible costs
include the cost of constructing a gas treatment plant to prepare Alaska natural gas for pipeline
transportation and any of the following costs with respect to a qualified EOR project: (1) the cost
of depreciable or amortizable tangible property that is an integral part of the project; (2)
intangible drilling and development costs that the taxpayer can elect to deduct; and (3) deductible
tertiary injectant costs. A qualified EOR project must be located in the United States and must
involve the application of one or more of nine listed tertiary recovery methods that can
reasonably be expected to result in more than an insignificant increase in the amount of crude oil
which ultimately will be recovered. The allowable credit is phased out over a $6 range for a
taxable year if the annual average unregulated wellhead price per barrel of domestic crude oil
during the calendar year preceding the calendar year in which the taxable year begins (the
reference price) exceeds an inflation adjusted threshold. The credit was completely phased out
for taxable years beginning in 2011, because the reference price ($74.71) exceeded the inflation
adjusted threshold ($42.91) by more than $6.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. The credit, like other oil
and gas preferences the Administration proposes to repeal, distorts markets by encouraging more
investment in the oil and gas industry than would occur under a neutral system. This market
distortion is detrimental to long-term energy security and is also inconsistent with the
Administration’s policy of supporting a clean energy economy, reducing our reliance on oil, and
cutting carbon pollution. Moreover, the credit must ultimately be financed with taxes that result
in other distortions, e.g., in reductions in investment in other, potentially more productive, areas
of the economy.

Proposal

The proposal would repeal the investment tax credit for enhanced oil recovery projects for
taxable years beginning after December 31, 2014.
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REPEAL CREDIT FOR OIL AND NATURAL GAS PRODUCED FROM MARGINAL
WELLS

Current Law

The general business credit includes a credit for crude oil and natural gas produced from
marginal wells. The credit rate is $3.00 per barrel of oil and 50 cents per 1,000 cubic feet of
natural gas for taxable years beginning in 2005 and is adjusted for inflation in taxable years
beginning after 2005. The credit is available for production from wells that produce oil and
natural gas qualifying as marginal production for purposes of the percentage depletion rules or
that have average daily production of not more than 25 barrel-of-oil equivalents and produce at
least 95 percent water. The credit per well is limited to 1,095 barrels of oil or barrel-of-oil
equivalents per year. The credit rate for crude oil is phased out for a taxable year if the annual
average unregulated wellhead price per barrel of domestic crude oil during the calendar year
preceding the calendar year in which the taxable year begins (the reference price) exceeds the
applicable threshold. The phase-out range and the applicable threshold at which phase-out
begins are $3.00 and $15.00 for taxable years beginning in 2005 and are adjusted for inflation in
taxable years beginning after 2005. The credit rate for natural gas is similarly phased out for a
taxable year if the annual average wellhead price for domestic natural gas exceeds the applicable
threshold. The phase-out range and the applicable threshold at which phase-out begins are 33
cents and $1.67 for taxable years beginning in 2005 and are adjusted for inflation in taxable
years beginning after 2005. The credit has been completely phased out for all taxable years since
its enactment. Unlike other components of the general business credit, which can be carried
back only one year, the marginal well credit can be carried back up to five years.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. The credit, like other oil
and gas preferences the Administration proposes to repeal, distorts markets by encouraging more
investment in the oil and natural gas industry than would occur under a neutral system. This
market distortion is detrimental to long-term energy security and is also inconsistent with the
Administration’s policy of supporting a clean energy economy, reducing our reliance on oil, and
cutting carbon pollution. Moreover, the credit must ultimately be financed with taxes that cause
other economic distortions, e.g. underinvestment in other, potentially more productive, areas of
the economy.

Proposal

The proposal would repeal the production tax credit for oil and natural gas from marginal wells
for production in taxable years beginning after December 31, 2014.
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REPEAL EXPENSING OF INTANGIBLE DRILLING COSTS
Current Law

In general, costs that benefit future periods must be capitalized and recovered over such periods
for income tax purposes, rather than being expensed in the period the costs are incurred. In
addition, the uniform capitalization rules require certain direct and indirect costs allocable to
property to be included in inventory or capitalized as part of the basis of such property. In
general, the uniform capitalization rules apply to real and tangible personal property produced by
the taxpayer or acquired for resale.

Special rules apply to intangible drilling costs (IDCs). IDCs include all expenditures made by an
operator (i.e., a person who holds a working or operating interest in any tract or parcel of land
either as a fee owner or under a lease or any other form of contract granting working or operating
rights) for wages, fuel, repairs, hauling, supplies, and other expenses incident to and necessary
for the drilling of wells and the preparation of wells for the production of oil and natural gas. In
addition, IDCs include the cost to operators of any drilling or development work (excluding
amounts payable only out of production or gross or net proceeds from production, if the amounts
are depletable income to the recipient, and amounts properly allocable to the cost of depreciable
property) done by contractors under any form of contract (including a turnkey contract). 1DCs
include amounts paid for labor, fuel, repairs, hauling, and supplies which are used in the drilling,
shooting, and cleaning of wells; in such clearing of ground, draining, road making, surveying,
and geological works as are necessary in preparation for the drilling of wells; and in the
construction of such derricks, tanks, pipelines, and other physical structures as are necessary for
the drilling of wells and the preparation of wells for the production of oil and natural gas.
Generally, IDCs do not include expenses for items which have a salvage value (such as pipes and
casings) or items which are part of the acquisition price of an interest in the property.

Under the special rules applicable to IDCs, an operator who pays or incurs IDCs in the
development of an oil or natural gas property located in the United States may elect either to
expense or capitalize those costs. The uniform capitalization rules do not apply to otherwise
deductible IDCs.

If a taxpayer elects to expense IDCs, the amount of the IDCs is deductible as an expense in the
taxable year the cost is paid or incurred. Generally, IDCs that a taxpayer elects to capitalize may
be recovered through depletion or depreciation, as appropriate; or in the case of a nonproductive
well (“dry hole”), the operator may elect to deduct the costs. In the case of an integrated oil
company (i.e., a company that engages, either directly or through a related enterprise, in
substantial retailing or refining activities) that has elected to expense IDCs, 30 percent of the
IDCs on productive wells must be capitalized and amortized over a 60-month period.

A taxpayer that has elected to deduct IDCs may, nevertheless, elect to capitalize and amortize
certain IDCs over a 60-month period beginning with the month the expenditure was paid or
incurred. This rule applies on an expenditure-by-expenditure basis; that is, for any particular
taxable year, a taxpayer may deduct some portion of its IDCs and capitalize the rest under this
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provision. This allows the taxpayer to reduce or eliminate IDC adjustments or preferences under
the alternative minimum tax.

The election to deduct IDCs applies only to those IDCs associated with domestic properties. For
this purpose, the United States includes certain wells drilled offshore.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. The expensing of IDCs,
like other oil and gas preferences the Administration proposes to repeal, distorts markets by
encouraging more investment in the oil and natural gas industry than would occur under a neutral
system. This market distortion is detrimental to long-term energy security and is also
inconsistent with the Administration’s policy of supporting a clean energy economy, reducing
our reliance on oil, and cutting carbon pollution. Moreover, the subsidy for oil and natural gas
must ultimately be financed with taxes that cause other economic distortions, e.g.,
underinvestment in other, potentially more productive, areas of the economy. Capitalization of
IDCs would place the oil and gas industry on a cost recovery system similar to that of other
industries and reduce economic distortions.

Proposal

The proposal would repeal expensing of IDCs and 60-month amortization of capitalized 1DCs.
IDCs would be capitalized as depreciable or depletable property, depending on the nature of the
cost incurred, in accordance with the generally applicable rules.

The proposal would be effective for costs paid or incurred after December 31, 2014.
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REPEAL DEDUCTION FOR TERTIARY INJECTANTS

Current Law

Taxpayers are allowed to deduct the cost of qualified tertiary injectant expenses for the taxable
year. Qualified tertiary injectant expenses are amounts paid or incurred for any tertiary
injectants (other than recoverable hydrocarbon injectants) that are used as a part of a tertiary
recovery method to increase the recovery of crude oil. The deduction is treated as an
amortization deduction in determining the amount subject to recapture upon disposition of the

property.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. The deduction for tertiary
injectants, like other oil and natural gas preferences the Administration proposes to repeal,
distorts markets by encouraging more investment in the oil and natural gas industry than would
occur under a neutral system. This market distortion is detrimental to long-term energy security
and is also inconsistent with the Administration’s policy of supporting a clean energy economy,
reducing our reliance on oil, and cutting carbon pollution. Moreover, the tax subsidy for oil and
gas must ultimately be financed with taxes that cause other economic distortions, e.g.,
underinvestment in other, potentially more productive, areas of the economy. Capitalization of
tertiary injectants would place the oil and natural gas industry on a cost recovery system similar
to that of other industries and reduce economic distortions.

Proposal

The proposal would repeal the deduction for qualified tertiary injectant expenses for amounts
paid or incurred after December 31, 2014.
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REPEAL EXCEPTION TO PASSIVE LOSS LIMITATION FOR WORKING
INTERESTS IN OIL AND NATURAL GAS PROPERTIES

Current Law

The passive loss rules limit deductions and credits from passive trade or business activities.
Deductions attributable to passive activities, to the extent they exceed income from passive
activities, generally may not be deducted against other income, such as wages, portfolio income,
or business income that is not derived from a passive activity. A similar rule applies to credits.
Suspended deductions and credits are carried forward and treated as deductions and credits from
passive activities in the next year. The suspended losses and credits from a passive activity are
allowed in full when the taxpayer completely disposes of the activity.

Passive activities are defined to include trade or business activities in which the taxpayer does
not materially participate. An exception is provided, however, for any working interest in an oil
or natural gas property that the taxpayer holds directly or through an entity that does not limit the
liability of the taxpayer with respect to the interest.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. The special tax treatment
of working interests in oil and gas properties, like other oil and natural gas preferences the
Administration proposes to repeal, distorts markets by encouraging more investment in the oil
and natural gas industry than would occur under a neutral system. This market distortion is
detrimental to long-term energy security and is also inconsistent with the Administration’s policy
of supporting a clean energy economy, reducing our reliance on oil, and cutting carbon pollution.
Moreover, the working interest exception for oil and natural gas must ultimately be financed
with taxes that cause other economic distortions, e.g., underinvestment in other, potentially more
productive, areas of the economy. Eliminating the working interest exception would subject oil
and natural gas properties to the same limitations as other activities and reduce economic
distortions.

Proposal

The proposal would repeal the exception from the passive loss rules for working interests in oil
and natural gas properties for taxable years beginning after December 31, 2014.
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REPEAL PERCENTAGE DEPLETION FOR OIL AND NATURAL GAS WELLS

Current Law

The capital costs of oil and natural gas wells are recovered through the depletion deduction.
Under the cost depletion method, the basis recovery for a taxable year is proportional to the
exhaustion of the property during the year. This method does not permit cost recovery
deductions that exceed basis or that are allowable on an accelerated basis.

A taxpayer may also qualify for percentage depletion with respect to oil and natural gas
properties. The amount of the deduction is a statutory percentage of the gross income from the
property. For oil and natural gas properties, the percentage ranges from 15 to 25 percent and the
deduction may not exceed 100 percent of the taxable income from the property (determined
before the deductions for depletion and domestic manufacturing). In addition, the percentage
depletion deduction for oil and natural gas properties may not exceed 65 percent of the
taxpayer’s overall taxable income (determined before the deduction for depletion and with
certain other adjustments).

Other limitations and special rules apply to the percentage depletion deduction for oil and natural
gas properties. In general, only independent producers and royalty owners (in contrast to
integrated oil companies) qualify for the percentage depletion deduction. In addition, oil and
natural gas producers may claim percentage depletion only with respect to up to 1,000 barrels of
average daily production of domestic crude oil or an equivalent amount of domestic natural gas
(applied on a combined basis in the case of taxpayers that produce both). This quantity
limitation is allocated, at the taxpayer’s election, between oil production and natural gas
production and then further allocated within each class among the taxpayer’s properties. Special
rules apply to oil and natural gas production from marginal wells (generally, wells for which the
average daily production is less than 15 barrels of oil or barrel-of-oil equivalents or that produce
only heavy oil). Only marginal well production can qualify for percentage depletion at a rate of
more than 15 percent. The rate is increased in a taxable year that begins in a calendar year
following a calendar year during which the annual average unregulated wellhead price per barrel
of domestic crude oil is less than $20. The increase is one percentage point for each whole dollar
of difference between the two amounts. In addition, marginal wells are exempt from the 100-
percent-of-net-income limitation described above in taxable years beginning during the period
1998-2007 and in taxable years beginning during the period 2009-2011. Unless the taxpayer
elects otherwise, marginal well production is given priority over other production in applying the
1,000-barrel limitation on percentage depletion.

A qualifying taxpayer determines the depletion deduction for each oil and natural gas property
under both the percentage depletion method and the cost depletion method and deducts the larger
of the two amounts. Because percentage depletion is computed without regard to the taxpayer’s
basis in the depletable property, a taxpayer may continue to claim percentage depletion after all
the expenditures incurred to acquire and develop the property have been recovered.
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Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. Percentage depletion
effectively provides a lower rate of tax with respect to a favored source of income. The lower
rate of tax, like other oil and natural gas preferences the Administration proposes to repeal,
distorts markets by encouraging more investment in the oil and natural gas industry than would
occur under a neutral system. This market distortion is detrimental to long-term energy security
and is also inconsistent with the Administration’s policy of supporting a clean energy economy,
reducing our reliance on oil, and cutting carbon pollution. Moreover, the tax subsidy for oil and
natural gas must ultimately be financed with taxes that cause other economic distortions, e.g.,
underinvestment in other, potentially more productive, areas of the economy.

Cost depletion computed by reference to the taxpayer’s basis in the property is the equivalent of

economic depreciation. Limiting oil and gas producers to cost depletion would place them on a
cost recovery system similar to that of other industries and reduce economic distortions.

Proposal

The proposal would repeal percentage depletion with respect to oil and natural gas wells.
Taxpayers would be permitted to claim cost depletion on their adjusted basis, if any, in oil and
natural gas wells.

The proposal would be effective for taxable years beginning after December 31, 2014.
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REPEAL DOMESTIC MANUFACTURING DEDUCTION FOR OIL AND NATURAL
GAS PRODUCTION

Current Law

A deduction is allowed with respect to income attributable to domestic production activities (the
manufacturing deduction). For taxable years beginning after 2009, the manufacturing deduction
is generally equal to nine percent of the lesser of qualified production activities income for the
taxable year or taxable income for the taxable year, limited to 50 percent of the W-2 wages of the
taxpayer for the taxable year. The deduction for income from oil and natural gas production
activities is computed at a six-percent rate.

Qualified production activities income is generally calculated as a taxpayer’s domestic
production gross receipts (i.e., the gross receipts derived from any lease, rental, license, sale,
exchange, or other disposition of qualifying production property manufactured, produced, grown,
or extracted by the taxpayer in whole or significant part within the United States; any qualified
film produced by the taxpayer; or electricity, natural gas, or potable water produced by the
taxpayer in the United States) minus the cost of goods sold and other expenses, losses, or
deductions attributable to such receipts.

The manufacturing deduction generally is available to all taxpayers that generate qualified
production activities income, which under current law includes income from the sale, exchange
or disposition of oil, natural gas or primary products thereof produced in the United States.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. The manufacturing
deduction for oil and natural gas effectively provides a lower rate of tax with respect to a favored
source of income. The lower rate of tax, like other oil and natural gas preferences the
Administration proposes to repeal, distorts markets by encouraging more investment in the oil
and natural gas industry than would occur under a neutral system. This market distortion is
detrimental to long-term energy security and is also inconsistent with the Administration’s policy
of supporting a clean energy economy, reducing our reliance on oil, and cutting carbon pollution.
Moreover, the tax subsidy for oil and natural gas must ultimately be financed with taxes that
cause other economic distortions, e.g., underinvestment in other, potentially more productive,
areas of the economy.

Proposal

The proposal would retain the overall manufacturing deduction, but exclude from the definition
of domestic production gross receipts all gross receipts derived from the sale, exchange or other
disposition of oil, natural gas or a primary product thereof for taxable years beginning after
December 31, 2014. There is a parallel proposal to repeal the domestic manufacturing deduction
for coal and other hard mineral fossil fuels.
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INCREASE GEOLOGICAL AND GEOPHYSICAL AMORTIZATION PERIOD FOR
INDEPENDENT PRODUCERS TO SEVEN YEARS

Current Law

Geological and geophysical expenditures are costs incurred for the purpose of obtaining and
accumulating data that will serve as the basis for the acquisition and retention of mineral
properties. The amortization period for geological and geophysical expenditures incurred in
connection with oil and natural gas exploration in the United States is two years for independent
producers and seven years for integrated oil and natural gas producers.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. The accelerated
amortization of geological and geophysical expenditures incurred by independent producers, like
other oil and natural gas preferences the Administration proposes to repeal, distorts markets by
encouraging more investment in the oil and natural gas industry than would occur under a neutral
system. This market distortion is detrimental to long-term energy security and is also
inconsistent with the Administration’s policy of supporting a clean energy economy, reducing
our reliance on oil, and cutting carbon pollution. Moreover, the tax subsidy for oil and natural
gas must ultimately be financed with taxes that cause other economic distortions, e.g.,
underinvestment in other, potentially more productive, areas of the economy.

Increasing the amortization period for geological and geophysical expenditures incurred by
independent oil and natural gas producers from two years to seven years would provide a more
accurate reflection of their income and more consistent tax treatment for all oil and natural gas
producers.

Proposal

The proposal would increase the amortization period from two years to seven years for
geological and geophysical expenditures incurred by independent producers in connection with
all oil and natural gas exploration in the United States. Seven-year amortization would apply
even if the property is abandoned and any remaining basis of the abandoned property would be
recovered over the remainder of the seven-year period.

The proposal would be effective for amounts paid or incurred after December 31, 2014,
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Eliminate Coal Preferences

REPEAL EXPENSING OF EXPLORATION AND DEVELOPMENT COSTS

Current Law

In general, costs that benefit future periods must be capitalized and recovered over such periods
for income tax purposes, rather than being expensed in the period the costs are incurred. In
addition, the uniform capitalization rules require certain direct and indirect costs allocable to
property to be included in inventory or capitalized as part of the basis of such property. In
general, the uniform capitalization rules apply to real and tangible personal property produced by
the taxpayer or acquired for resale.

Special rules apply in the case of mining exploration and development expenditures. A taxpayer
may elect to expense the exploration costs incurred for the purpose of ascertaining the existence,
location, extent, or quality of an ore or mineral deposit, including a deposit of coal or other hard-
mineral fossil fuel. Exploration costs that are expensed are recaptured when the mine reaches the
producing stage either by a reduction in depletion deductions or, at the election of the taxpayer,
by an inclusion in income in the year in which the mine reaches the producing stage.

After the existence of a commercially marketable deposit has been disclosed, costs incurred for
the development of a mine to exploit the deposit are deductible in the year paid or incurred
unless the taxpayer elects to deduct the costs on a ratable basis as the minerals or ores produced
from the deposit are sold.

In the case of a corporation that elects to deduct exploration costs in the year paid or incurred, 30
percent of the otherwise deductible costs must be capitalized and amortized over a 60-month
period. In addition, a taxpayer that has elected to deduct exploration costs may, nevertheless,
elect to capitalize and amortize those costs over a 10-year period. This rule applies on an
expenditure-by-expenditure basis; that is, for any particular taxable year, a taxpayer may deduct
some portion of its exploration costs and capitalize the rest under this provision. This allows the
taxpayer to reduce or eliminate adjustments or preferences for exploration costs under the
alternative minimum tax. Similar rules limiting corporate deductions and providing for 60-
month and 10-year amortization apply with respect to mine development costs.

The election to deduct exploration costs and the rule making development costs deductible in the
year paid or incurred apply only with respect to domestic ore and mineral deposits.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. The expensing of
exploration and development costs relating to coal and other hard-mineral fossil fuels, like other
fossil-fuel preferences the Administration proposes to repeal, distorts markets by encouraging
more investment in fossil-fuel production than would occur under a neutral system. This market
distortion is inconsistent with the Administration’s policy of supporting a clean energy economy

85



and cutting carbon pollution. Moreover, the tax subsidy for coal and other hard-mineral fossil
fuels must ultimately be financed with taxes that cause other economic distortions, e.g.,
underinvestment in other, potentially more productive, areas of the economy. Capitalization of
exploration and development costs relating to coal and other hard-mineral fossil fuels would
place taxpayers in that industry on a cost recovery system similar to that employed by other
industries and reduce economic distortions.

Proposal

The proposal would repeal expensing, 60-month amortization, and 10-year amortization of
exploration and development costs with respect to coal and other hard-mineral fossil fuels. The
costs would be capitalized as depreciable or depletable property, depending on the nature of the
cost incurred, in accordance with the generally applicable rules. The other hard-mineral fossil
fuels for which expensing, 60-month amortization, and 10-year amortization would not be
allowed include lignite and oil shale to which a 15-percent depletion rate applies.

The proposal would be effective for costs paid or incurred after December 31, 2014.
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REPEAL PERCENTAGE DEPLETION FOR HARD MINERAL FOSSIL FUELS

Current Law

The capital costs of coal mines and other hard-mineral fossil-fuel properties are recovered
through the depletion deduction. Under the cost depletion method, the basis recovery for a
taxable year is proportional to the exhaustion of the property during the year. This method does
not permit cost recovery deductions that exceed basis or that are allowable on an accelerated
basis.

A taxpayer may also qualify for percentage depletion with respect to coal and other hard-mineral
fossil-fuel properties. The amount of the deduction is a statutory percentage of the gross income
from the property. The percentage is 10 percent for coal and lignite and 15 percent for oil shale
(other than oil shale to which a 7¥2-percent depletion rate applies because it is used for certain
nonfuel purposes). The deduction may not exceed 50 percent of the taxable income from the
property (determined before the deductions for depletion and domestic manufacturing).

A qualifying taxpayer determines the depletion deduction for each property under both the
percentage depletion method and the cost depletion method and deducts the larger of the two
amounts. Because percentage depletion is computed without regard to the taxpayer’s basis in the
depletable property, a taxpayer may continue to claim percentage depletion after all the
expenditures incurred to acquire and develop the property have been recovered.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. Percentage depletion
effectively provides a lower rate of tax with respect to a favored source of income. The lower
rate of tax, like other fossil-fuel preferences the Administration proposes to repeal, distorts
markets by encouraging more investment in fossil-fuel production than would occur under a
neutral system. This market distortion is inconsistent with the Administration’s policy of
supporting a clean energy economy and cutting carbon pollution. Moreover, the tax subsidy for
coal and other hard-mineral fossil fuels must ultimately be financed with taxes that cause other
economic distortions, e.g., underinvestment in other, potentially more productive, areas of the
economy.

Cost depletion computed by reference to the taxpayer’s basis in the property is the equivalent of

economic depreciation. Limiting fossil-fuel producers to cost depletion would place them on a
cost recovery system similar to that of other industries and reduce economic distortions.

Proposal

The proposal would repeal percentage depletion with respect to coal and other hard-mineral
fossil fuels. The other hard-mineral fossil fuels for which no percentage depletion would be
allowed include lignite and oil shale to which a 15-percent depletion rate applies. Taxpayers
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would be permitted to claim cost depletion on their adjusted basis, if any, in coal and other hard-
mineral fossil-fuel properties.

The proposal would be effective for taxable years beginning after December 31, 2014.
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REPEAL CAPITAL GAINS TREATMENT FOR ROYALTIES

Current Law

Royalties received on the disposition of coal or lignite generally qualify for treatment as long-
term capital gain, and the royalty owner does not qualify for percentage depletion with respect to
the coal or lignite. This treatment does not apply unless the taxpayer has been the owner of the
mineral in place for at least one year before it is mined. The treatment also does not apply to
income realized as a co-adventurer, partner, or principal in the mining of the mineral or to certain
related-party transactions.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. The capital gain
treatment of coal and lignite royalties, like other fossil-fuel preferences the Administration
proposes to repeal, distorts markets by encouraging more investment in fossil-fuel production
than would occur under a neutral system. This market distortion is inconsistent with the
Administration’s policy of supporting a clean energy economy and cutting carbon pollution.
Moreover, the tax subsidy for coal and lignite must ultimately be financed with taxes that cause
other economic distortions, e.g., underinvestment in other, potentially more productive, areas of
the economy.

Proposal

The proposal would repeal capital gains treatment of coal and lignite royalties and would tax
those royalties as ordinary income.

The proposal would be effective for amounts realized in taxable years beginning after December
31, 2014.
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REPEAL DOMESTIC MANUFACTURING DEDUCTION FOR THE PRODUCTION OF
COAL AND OTHER HARD MINERAL FOSSIL FUELS

Current Law

A deduction is allowed with respect to income attributable to domestic production activities (the
manufacturing deduction). For taxable years beginning after 2009, the manufacturing deduction
is generally equal to nine percent of the lesser of qualified production activities income for the
taxable year or taxable income for the taxable year, limited to 50 percent of the W-2 wages of the
taxpayer for the taxable year.

Qualified production activities income is generally calculated as a taxpayer’s domestic
production gross receipts (i.e., the gross receipts derived from any lease, rental, license, sale,
exchange, or other disposition of qualifying production property manufactured, produced, grown,
or extracted by the taxpayer in whole or significant part within the United States; any qualified
film produced by the taxpayer; or electricity, natural gas, or potable water produced by the
taxpayer in the United States) minus the cost of goods sold and other expenses, losses, or
deductions attributable to such receipts.

The manufacturing deduction generally is available to all taxpayers that generate qualified
production activities income, which under current law includes income from the sale, exchange
or disposition of coal, other hard-mineral fossil fuels, or primary products thereof produced in
the United States.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels so
that the United States can transition to a 21%-century energy economy. The manufacturing
deduction for coal and other hard mineral fossil fuels effectively provides a lower rate of tax with
respect to a favored source of income. The lower rate of tax, like other fossil-fuel preferences
the Administration proposes to repeal, distorts markets by encouraging more investment in
fossil-fuel production than would occur under a neutral system. This market distortion is
inconsistent with the Administration’s policy of supporting a clean energy economy and cutting
carbon pollution. Moreover, the tax subsidy for coal and other hard-mineral fossil fuels must
ultimately be financed with taxes that cause other economic distortions, e.g., underinvestment in
other, potentially more productive, areas of the economy.

Proposal

The proposal would retain the overall manufacturing deduction, but exclude from the definition
of domestic production gross receipts all gross receipts derived from the sale, exchange or other
disposition of coal, other hard-mineral fossil fuels, or a primary product thereof. The hard
mineral fossil fuels to which the exclusion would apply include lignite and oil shale to which a
15-percent depletion rate applies. There is a parallel proposal to repeal the domestic
manufacturing deduction for oil and natural gas companies. The proposal would be effective for
taxable years beginning after December 31, 2014.
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EXPAND THE DEFINITION OF SUBSTANTIAL BUILT-IN LOSS FOR PURPOSES OF
PARTNERSHIP LOSS TRANSFERS

Current Law

Under section 743(b), a partnership does not adjust the basis of partnership property following
the transfer of a partnership interest unless the partnership has made an election under section
754 to make basis adjustments or the partnership has a substantial built-in loss. If an election is
in effect or the partnership has a substantial built-in loss, adjustments are made with respect to
the transferee partner to account for the difference between the transferee partner’s proportionate
share of the adjusted basis of the partnership property and the transferee’s basis in its partnership
interest. These adjustments are intended to adjust the basis of partnership property to
approximate the result of a direct purchase of the property by the transferee partner.

Prior to 2004, section 743(b) applied only if the partnership made an election under section 754.
To prevent the duplication of losses, Congress amended section 743 to mandate section 743(b)
adjustments if the partnership had a substantial built-in loss in its assets. Section 743(d) defines
a substantial built-in loss by reference to the partnership’s adjusted basis — that is, there is a
substantial built-in loss if the partnership’s adjusted basis in its assets exceeds by more than
$250,000 the fair market value of such property.

Reasons for Change

Although the 2004 amendments to section 743 prevent the duplication of losses where the
partnership has a substantial built-in loss in its assets, it does not prevent the duplication of losses
where the transferee partner would be allocated a net loss in excess of $250,000 if the
partnership sold all of its assets in a fully taxable transaction for fair market value, but the
partnership itself does not have a substantial built-in loss in its assets.

Proposal

The proposal would amend section 743(d) to also measure a substantial built-in loss by reference
to whether the transferee would be allocated a net loss in excess of $250,000 upon a hypothetical
disposition by the partnership of all of the partnership’s assets, immediately after the transfer of
the partnership interest, in a full taxable transaction for cash equal to the fair market value of the
assets.

The proposal would apply to sales or exchanges after the date of enactment.
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EXTEND PARTNERSHIP BASIS LIMITATION RULES TO NONDEDUCTIBLE
EXPENDITURES

Current Law

Section 704(d) provides that a partner’s distributive share of loss is allowed only to the extent of
the partner’s adjusted basis in its partnership interest at the end of the partnership year in which
such loss occurred. Any excess is allowed as a deduction at the end of the partnership year in
which the partner has sufficient basis in its partnership interest to take the deductions. Section
704(d) does not apply to partnership expenditures not deductible in computing partnership
taxable income and not properly chargeable to capital account.

Reasons for Change

Even though a partner’s distributive share of nondeductible expenditures reduces the partner’s
basis in its partnership interest, such items are not subject to section 704(d), and the partner may
deduct or credit them currently even if the partner’s basis in its partnership interest is zero.

Proposal

The proposal would amend section 704(d) to allow a partner’s distributive share of expenditures
not deductible in computing the partnership’s taxable income and not properly chargeable to
capital account only to the extent of the partner’s adjusted basis in its partnership interest at the
end of the partnership year in which such expenditure occurred.

The proposal would apply to a partnership’s taxable year beginning on or after the date of
enactment.
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BUDGET PROPOSALS

The Administration’s proposals, which begin the process of reducing the deficit and reforming
the Internal Revenue Code, will strengthen the economy and provide support to middle-income
families. These proposals provide support for job creation and incentives for investment in
infrastructure, help make work pay by expanding the Earned Income Tax Credit for workers
without qualifying children, and help families save for retirement and pay for college and child
care. They also reduce the deficit and make the tax system fairer by eliminating a number of tax
loopholes and reducing tax benefits for higher-income taxpayers. The Administration’s
proposals that affect receipts are described below.
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LOOPHOLE CLOSERS

TAX CARRIED (PROFITS) INTERESTS AS ORDINARY INCOME

Current Law

A partnership is not subject to Federal income tax. Instead, an item of income or loss of the
partnership retains its character and flows through to the partners, who must include such item on
their tax returns. Generally, certain partners receive partnership interests in exchange for
contributions of cash and/or property, while certain partners (not necessarily other partners)
receive partnership interests, typically interests in future profits (“profits interests” or “carried
interests”), in exchange for services. Accordingly, if and to the extent a partnership recognizes
long-term capital gain, the partners, including partners who provide services, will reflect their
shares of such gain on their tax returns as long-term capital gain. If the partner is an individual,
such gain would be taxed at the reduced rates for long-term capital gains. Gain recognized on
the sale of a partnership interest, whether it was received in exchange for property, cash, or
services, is generally treated as capital gain.

Under current law, income attributable to a profits interest of a general partner is generally
subject to self-employment tax, except to the extent the partnership generates types of income
that are excluded from self-employment taxes, e.g., capital gains, certain interest, and dividends.

Reasons for Change

Although profits interests are structured as partnership interests, the income allocable to such
interests is received in connection with the performance of services. A service provider’s share
of the income of a partnership attributable to a carried interest should be taxed as ordinary
income and subject to self-employment tax because such income is derived from the
performance of services. By allowing service partners to receive capital gains treatment on labor
income without limit, the current system creates an unfair and inefficient tax preference. The
recent explosion of activity among large private equity firms and hedge funds has increased the
breadth and cost of this tax preference, with some of the highest-income Americans benefiting
from the preferential treatment.

Proposal

The proposal would tax as ordinary income a partner’s share of income on an “investment
services partnership interest” (ISPI) in an investment partnership, regardless of the character of
the income at the partnership level. Accordingly, such income would not be eligible for the
reduced rates that apply to long-term capital gains. In addition, the proposal would require the
partner to pay self-employment taxes on such income. In order to prevent income derived from
labor services from avoiding taxation at ordinary income rates, this proposal assumes that the
gain recognized on the sale of an ISPl would generally be taxed as ordinary income, not as
capital gain. To ensure more consistent treatment with the sales of other types of businesses, the
Administration remains committed to working with Congress to develop mechanisms to assure
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the proper amount of income recharacterization where the business has goodwill or other assets
unrelated to the services of the ISPI holder.

An ISPI is a carried interest in an investment partnership that is held by a person who provides
services to the partnership. A partnership is an investment partnership if substantially all of its
assets are investment-type assets (certain securities, real estate, interests in partnerships,
commodities, cash or cash equivalents, or derivative contracts with respect to those assets), but
only if over half of the partnership’s contributed capital is from partners in whose hands the
interests constitute property not held in connection with a trade or business. To the extent (1) the
partner who holds an ISPI contributes “invested capital” (which is generally money or other
property) to the partnership, and (2) such partner’s invested capital is a qualified capital interest
(which generally requires that (a) the partnership allocations to the invested capital be in a same
manner as allocations to other capital interests held by partners who do not hold an ISPI and (b)
the allocations to these non-1SPI holders are significant), income attributable to the invested
capital would not be recharacterized. Similarly, the portion of any gain recognized on the sale of
an ISPI that is attributable to the invested capital would be treated as capital gain. However,
“invested capital” will not include contributed capital that is attributable to the proceeds of any
loan or other advance made or guaranteed by any partner or the partnership.

Also, any person who performs services for an entity and holds a “disqualified interest” in the
entity is subject to tax at rates applicable to ordinary income on any income or gain received with
respect to the interest. A “disqualified interest” is defined as convertible or contingent debt, an
option, or any derivative instrument with respect to the entity (but does not include a partnership
interest, stock in certain taxable corporations, or stock in an S corporation). This is an anti-abuse
rule designed to prevent the avoidance of the proposal through the use of compensatory
arrangements other than partnership interests. Other anti-abuse rules may be necessary.

The proposal is not intended to adversely affect qualification of a real estate investment trust
owning a carried interest in a real estate partnership.

The proposal would be effective for taxable years ending after December 31, 2014.
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STREAMLINE AUDIT AND ADJUSTMENT PROCEDURES FOR LARGE
PARTNERSHIPS

Current Law

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) established unified audit rules
applicable to all but certain small partnerships.

These rules require the tax treatment of all “partnership items” to be determined at the
partnership, rather than the partner, level. The rules also require a partner to report all
partnership items consistently with the partnership return, unless the partner notifies the Internal
Revenue Service (IRS) of any inconsistency. The IRS may challenge the reporting position of a
partnership by conducting a single administrative proceeding to resolve the issue with respect to
all partners. Nevertheless, the IRS must still assess any resulting adjustment against each of the
taxpayers who were partners in the year in which the misstatement of tax liability arose. In
addition, any partner can request an administrative adjustment or a refund for his own separate
tax liability and participate in partnership-level administrative proceedings. The TEFRA
partnership rules also require the IRS to give notice of the beginning of partnership-level
administrative proceedings and any resulting administrative adjustment to all partners whose
names and addresses are furnished to the IRS. For partnerships with more than 100 partners,
however, the IRS generally is not required to give notice to any partner whose profits interest is
less than one percent.

Because “[the TEFRA] audit and adjustment procedures for large partnerships are inefficient and
more complex than those for other large entities,”* the Taxpayer Relief Act of 1997 established
streamlined audit and adjustment procedure, as well as a simplified reporting system, for electing
large partnerships (ELPs), which are generally defined as partnerships that have 100 or more
partners during the preceding taxable year and elect to be treated as an ELP.

Under the streamlined ELP audit and adjustment procedures, the IRS generally makes
adjustments at the partnership level that flow through to the partners for the year in which the
adjustment takes effect. Thus, the current-year partners’ share of current-year partnership items
of income, gains, losses, deductions, or credits are adjusted to reflect partnership adjustments
that take effect in that year. The adjustments generally will not affect prior-year returns of any
partners (except in the case of changes to any partner’s distributive shares). Unlike the TEFRA
partnership rules, only the partnership can request a refund and the partners of an ELP do not
have the right to participate in partnership-level administrative proceedings. Under the ELP
audit rules, the IRS need not give notice to individual partners of the beginning of an
administrative proceeding or of a final adjustment. Instead, a notice of partnership adjustments
is generally sent to the partnership, and only the partner designated by the partnership may act on
behalf of the partnership. In addition, the ELP regime allows for simplified reporting to the IRS.

! House Conference Report No. 105-220.
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Reasons for Change

The present TEFRA partnership audit and adjustment procedures for large partnerships remain
inefficient and more complex than those applicable to other large entities. Although the ELP
regime was enacted to mitigate the problem, few large partnerships have elected into the ELP
regime. In addition, there has been substantial growth in the number and complexity of large
partnerships, magnifying the difficulty of auditing large partnerships under the TEFRA
partnership procedures.

Proposal

The proposal would mandate the streamlined ELP audit and adjustment procedures, but not the
simplified reporting, for any partnership that has 1,000 or more partners at any time during the
taxable year, a “Required Large Partnership” (RLP).

An RLP, like an ELP, would not include any partnership if substantially all the partners are:

(1) individuals performing substantial services in connection with the partnership’s activities, or
personal service corporations the owner-employees of which perform those services; (2) retired
partners who had performed those services; or (3) spouses of partners who had performed those
services.

An RLP will continue to be treated as an RLP unless it can demonstrate that the number of
partners fell below the 1,000 partner threshold for the 60-month period ending with the last day
of its most recently ended taxable year. An RLP, however, may elect to continue to be an RLP.
In addition, a partnership that has 100 or more partners at any time during the taxable year may
elect to be an RLP. If a partnership makes an election provided for in the prior two sentences,
the election cannot be revoked for any year without the consent of the Secretary.

For purposes of determining whether a partnership has 1,000 or more partners, any person that
owns an interest directly or indirectly in the partnership through one or more pass-thru partners
(as defined in section 6231(a)(9)) is treated as a partner. The proposal would require any
partnership, estate, trust, S corporation, nominee, or other similar person (“pass-through person”)
that owns a direct interest in another pass-through person (“lower-tier pass-through person”) to
provide to the lower-tier pass-through person the information necessary for the lower-tier pass-
through person to determine the number of owners that the pass-through person has. A pass-
through person and a lower-tier pass-through person may agree that the pass-through person
need not provide the above information to the lower-tier pass-through person if the parties
determine the information is not necessary to determine that the lower-tier partnership has 1,000
or more partners.

The partnership would be required to certify that it had at least 1,000 partners at some time
during the taxable year by filing an RLP return. The treatment provided by the certification
would be binding on the partnership, all partners of the partnership, and on the IRS. Thus, if a
partnership incorrectly filed an RLP return, the RLP procedures would continue to apply for that
taxable year. Conversely, if a partnership incorrectly failed to file an RLP return, the TEFRA
partnership audit procedures would continue to apply to the partnership for that taxable year.
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The proposal, however, would provide that if a partnership incorrectly failed to file an RLP
return, the period of limitations on assessment would not expire before the date that is three years
after the date that the Secretary determined that an RLP return should have been filed. This
would allow the IRS sufficient time to carry out the TEFRA partnership procedures. In addition,
the partnership would be treated as an RLP for the partnership’s taxable year ending on or after
the date the Secretary determines and notifies the partnership that an RLP return should have
been filed. For example, if on June 1, 2016, the Secretary determines and notifies a calendar-
year partnership that it incorrectly failed to file an RLP return for its 2014 taxable year, the
partnership would be treated as an RLP for its taxable year ending December 31, 2016.

If a partnership incorrectly failed to file the proper return, a penalty will be imposed on the
partnership equal to the product of $5,000 multiplied by the number of direct and indirect
partners of the partnership. The partnership would be liable for any penalty imposed by this
provision. No penalty will be imposed if the partnership establishes that there was reasonable
cause for, and the partnership acted in good faith with respect to, incorrectly failing to file the
proper return.

The proposal would also make simplifying changes to the existing ELP regime. The proposal
would eliminate the requirement that an ELP provide information returns to its partners within
2% months following the close of its taxable year and, instead, require the information returns be
provided by the time required for non-ELP partnerships. Additionally, the definition of an ELP
would be amended to provide that the number of persons who were partners in the partnership
must equal or exceed 100 at any time during the partnership taxable year, as opposed to in the
preceding partnership taxable year.

The proposal would allow the Secretary to promulgate regulations to further define these rules,
including rules to ensure that taxpayers do not transfer partnership interests with a principal
purpose of utilizing the RLP regime to alter the taxpayers’ aggregate tax liability, and rules to
address foreign pass-through partners including, where appropriate, treating a foreign pass-
through partner that is a partnership as an RLP.

The proposal would apply to a partnership’s taxable year ending on or after the date that is two
years from the date of enactment.
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RATIONALIZE TAX RETURN FILING DUE DATES SO THEY ARE STAGGERED

Current Law

Individuals are generally required to file their income tax returns by April 15 of the year
following the close of the taxable year. An individual may request a six-month extension of time
to file his or her income tax return.

Calendar year corporations (i.e., corporations with a tax year ending on December 31), including
S corporations, are required to file their income tax returns by March 15 of the year following the
close of the taxable year. Fiscal year corporations (i.e., corporations with a tax year ending on a
date other than December 31), including S corporations, are required to file their income tax
returns by the 15™ day of the third month following the close of the taxable year. Corporations
may request an automatic six-month extension of time to file their income tax returns. In
addition, corporations classified as S corporations are required to provide shareholders with a
copy of the Schedule K-1 by the due date (including extensions) of the S corporation’s income
tax return.

Calendar year partnerships are required to file the Form 1065 with the Internal Revenue Service
(IRS) and furnish a copy of the Schedule K-1 to each partner by April 15 of the Xear following
the close of the taxable year. For fiscal year partnerships, the due date is the 15" day of the
fourth month following the close of the taxable year. Partnerships may request an automatic
five-month extension of time to file the Form 1065 and furnish copies of the Schedule K-1 to
partners.

Most information returns, including Forms 1099, 1098, and 1096, are required to be filed with
the IRS by February 28 of the year following the year for which the information is being
reported. Form W-2 is required to be filed with the Social Security Administration (SSA) by the
last day of February. A copy of the information filed with the IRS is generally required to be
furnished to payees by January 31 of the year following the year for which the information is
being reported. In the case of payments reported on the Form 1099-B, statements to payees are
required to be furnished by February 15, rather than January 31. The due date for filing
information returns with the IRS or SSA is generally extended until March 31 if the returns are
filed electronically.

Reasons for Change

Third-party information is used by taxpayers to assist them in preparing their income tax returns.
However, many taxpayers do not receive Schedules K-1 before their income tax returns are due.
As a result, taxpayers may not have accurate information when they file their income tax returns.
Accelerating the taxpayer’s receipt of third-party information will reduce burden on taxpayers by
providing them with accurate information when preparing their original returns and potentially
reduce the number of amended returns filed by taxpayers.
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The IRS also uses third-party information to determine a taxpayer’s compliance with federal tax
obligations. Accelerating the IRS’s receipt of third-party information will facilitate detection of
non-compliance earlier in the filing season.

Proposal

The proposal would rationalize income tax return due dates so that taxpayers receive Schedules
K-1 before the due date for filing their income tax returns. Under the proposal, calendar year S
corporation filing deadlines would remain the same, and partnership filing deadlines would be
made to conform to the current deadlines imposed on S corporations. Accordingly, all calendar
year partnership and all calendar year S corporation returns (Forms 1065 and 1120-S) and
Schedules K-1 furnished to partners and shareholders would be due March 15. In addition,
returns of calendar year corporations other than S corporations would be due April 15 instead of
March 15.

The proposal would also accelerate the due date for filing information returns and eliminate the
extended due date for electronically filed returns. Under the proposal, information returns would
be required to be filed with the IRS (or SSA, in the case of Form W-2) by January 31, except that
Form 1099-B would be required to be filed with the IRS by February 15. The due dates for the
payee statements would remain the same.

The proposal would be effective for returns required to be filed after December 31, 2014.
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REPEAL TECHNICAL TERMINATIONS OF PARTNERSHIPS

Current Law
Under section 707(b)(1)(B) of the Internal Revenue Code, if within a 12-month period, there is a

sale or exchange of 50 percent or more of the total interest in partnership capital and profits, the
partnership is treated as having terminated for U.S. federal income tax purposes.

Reasons for Change

A termination of this kind is commonly referred to as a “technical termination” because the
termination occurs solely for U.S. federal income tax purposes, even though the entity continues
to exist for local law purposes and the business of the partnership continues. Even though the
business of the partnership continues in the same legal form, several unanticipated consequences
occur as a result of a technical termination, including, among other things, the restart of section
168 depreciation lives, the close of the partnership’s taxable year, and the loss of all partnership
level elections. Accordingly, this rule currently serves as a trap for the unwary taxpayer or as an
affirmative planning tool for the savvy taxpayer.

Proposal

The proposal would repeal section 708(b)(1)(B) effective for transfers on or after December 31,
2014.
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