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UNITED STATES GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

Resources, ;
LOMMUNITY AND ECONOMIC :

DEVELOPMENT DIVISION

B~208806 DECEMBER 2, 1982

The Honorable Roscoe L. Egger, Jr.
Commissiocner of Internal Revenue
Department of the Treasury

Dear Mr. Egger:

Subject: Possibility of Improper Geothermal Energy
Tax Credit Claims (GAO/RCED-83-1) '

The General Accounting Office has for some time been con-
ducting reviews dealing with energy tax credits. As part of these 7
reviews, we recently identified a potential problem that could ,
be costing the U.S. Treasury several millions in lost individual
income tax revennue. Specifically, Internal Revenue Service (IRS) ;
statistics indicate that taxpayers may be improperly claiming 5
residential energy tax credits for geothermal energy expendi-
tures (hereafter referred to as geothermal energy tax credits).
These tax credits have been claimed by taxpayers residing either
in States without geothermal resources as defined by IRS5, or in ;
States with such resources bhut at depths too great to be econom- ?
ically useful.

Without an examination of individual tax returns, it is not
possible to prove that improper tax credit claims have been made.
We believe, however, that there are sufficient indications of a
potential problem to warrant your attention and action.

BACKGROUND _ i

The Energy Tax Act of 1978 (P.L. 25-618, Nov. 9, 1978) pro-
vides a residential energy tax credit for certain energy conserv-
ing and renewable energy source expenditures made in connection i
with a taxpayer's principal residence. The credit applies to :
expenditures on energy-conserving items such as insulation and
storm windows, as well as to investments in solar, wind, and geo-
thermal energy property, categorized as renewable energy source
property. In this latter case, the act provided that a credit
may be claimed for 30 percent of the first $2,000 of expenditures i
and 20 percent of the next $8,000 of expenditures up to a max-
imum credit of $2,200 for expenditures made after April 12, 1977, *
and before January 1, 1986. Subseguently, the Crude 0il Windfall
Profit Tax Act of 1980 (P.L. 96-223, Apr. 2, 1980), expanded the
renewable energy credii to 40 percent of $10,000 in expenditures
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to @ maximum credit of $4,CC0C for expenditures nade after LCecem-
Fer 31, 16879, &and¢ kefore Janvary 1, 1886.

With resrect tc cecthermwal ernergy yprorerty, the Energy Tex
2ct ¢f 1978 recuired thst the gecthermal expenditures ke racde in
cennection with a "ceothermel cdercsit" which it defired kroadly
as "e gectherral reservecir congisting ¢f natural heat which is
stcred in rocks ¢r in &an sqguecus liguidé cor vercr (whether cr ncot
under fprescure)." Tre act authorized the fecretary cof the Trezs-
ury to issue rmore specific criteria ancé standards fcr implerenting
the tax crecit preovicsions, Cn Pucust 2%, 198(C, IEf issued such
irplerenting reculastions (26 CFF Fart 1) and made them effective
with resrect to expenditures cccurring efter 2pril 1¢, 1977. The
reculations state thet for gecthermal energy expenditures tec qual-
ify fcr the tzx crecdit, they heve tc ke maede in ccnnecticn with a
gectherral derceit defined as having

"k % * 5 tenpereture exceedirg 50 cegrees Celsius as
neacsurec¢ at the wellhead cor, in the cazse of a nestural
hct erring (where nc well is ¢érillec), &t the intake
tc the cdistrituticn system."

In estekliching ite definiticn of & cgeotherwrzl derceit, IES
concluded that 50°C (1220F) wes an arrrcrgriate cutcff rcint fer
Cetermining whether heat was Cerived fror a2 cecthermal reserveir
rether then simrprly frcew grcocuné water affected bty etrespheric
tenperatures,

CEJECTIVES, SCCEE, AKL
FETECLCICCY

Cur prirery purgrose was toc evaluate the reascrnekleness of
gectherral erercy tax credit claims rade by individuel taxpayers.
In perfeorming this review, we d8id not exarine any income tax re-
turrns., Instead, we examired State-by-Stete IERS estirmates cf the
nurker of geothernal enercy tax credit clairs. Ve cermpared these
estimates with State-bty-Stete assessments ¢f geothermal resources
using repcrts 1/ rrepared ky the U.S£. Ceolocical Survey in the
Cepertment of the Intericr, the Wational Ccesnic ané 2trwosgpheric
2Pémirnistreticn in the Cepartment of Ccnmerce, and the LCepartment
cf Erercy (LCE) ané its ccentractors. These reports incluée meacs-
urec tenperstures ¢f the resources icdentifieéd zt various degpths
whick enzkled us tc Cetermire which ¢f the rescurces would reet
IFE' Cdefinition of & ¢ecthermrel rescurce &and cualify for a tax
crecit. Wwe &lsc held discussions with various CCE ané LCE con-
tractor cfficials tc cdetermrine which c¢f the rescurces identified
in tke rercrts would ke eccnomricelly recoverakle ty individual

1/2 listinc cf these repcrts is includedé as enclosure 1I.

2



B-208806 i

taxpayers. Our review was performed in accordance with generally
accepted government auditing standards.

INDICATION OF IMPROPER
GEOTHERMAL ENERGY TAX
CREDIT CLAIMS

Based on available IRS statistics, it appears that some geo- i
thermal energy tax credits have been claimed improperly. The sta-
tistics indicate that taxpayers in some States without geothermal
resources meeting IRS' definition have claimed credits. We noted
also that tax credits were being claimed by taxpayers in other
States with resources meeting IRS' definition but at depths too
great for economical residential use. From 1978, the first vyear
that the credit was allowed, through 1980, we estimate that the
amount of the apparently improper geothermal energy tax credit
claims could be as much as $11.2 million.

According to the reports we reviewed concerning geothermal
resources on a State-by-State basis, such resources are either
in the form of geothermal springs or in a form accessible only by E
drilling a well. With respect to geothermal springs, the reports
show that resources meeting IRS' definition (i.e., having a tem-
perature of 50 C or higher) are located in 13 States. All of these
resources, with the exception cof those in Arkansas, are located
in States west of the Rocky Mountains. With respect to deep gec-
thermal resources accessible by drilling wells, the reports indi-
cate that gualifying resources are located in basically the same
Western States. Although the repor+s identified some deep-well i
resources, and projected the existence of others, which would meet :
IPS' definition in certain Eastern and Midwestern States, these
resources are at depths of 3,000 feet or greater and, according
to DOE and DOF contractor officials, would not be economically re-
coverable by individual taxpayers for use in their residences. 1/
Thus, while deep-well resources may exist in some Fastern and Mid-
western States, it is unlikely that any individual could be devel-
oping such resources.

Despite the fact that developable geothermal resources meet-
ing IRS' requirements for individual income tax credits are locat-
ed almost exclusively in Western States, IRS statistics indicate ;
that taxpayers from a number of Eastern and Midwestern States are

claiming geothermal energy tax credits. Fach year IRS prepares
estimates, based on statistical samples, of the number of tax-
payers in each State claiming various energy tax credits. In the

case of geothermal energy tax credits, estimates are available

1/According to these officials, costs to develop geothermal re-
sources at the 3,000 foot level could be as much as $500,000.
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for 1978, 197%, and 1980. 1/ Cur exarination of these estimates E
showed that akeout 2,700 returns came from taxpayers in 9 EStates
without geotherral rescurces meeting IERE' definition. 2Accoréding
to IPE statistics, estimated geothermal energy exgrenditures asso-
ciated with these returne totalled akout $4.6 million. We also
noted that more than 10,000 2é8¢iticnal returns, invelving about
$26.5 million in cleaimed expenditures, carme from 10 States with
resources meeting IFS' definiticon kut conly at depthe of 3,000 |
feet or ¢reater. 2/

IRS cfficials told us they had not prerared an estimrate of
the arcunt of tax credits that would ke associated with these
exrenditures. 1In order to approximate the potential tax credit
involved, we arrlied the maximurw auvthorized tax credit percent-
ages to the estimated expencitures in each of the 19 States, Cn
this tasis, we estimate that the eamount ¢f the potentially im-
Frorer tax credits could be @s high as $11.2 willion over the 3- !
year pericd. 2 listing of the States with cuesticnakle geothermel
energy tax credit claims ané the estirated amounts of gecthermal i
energy expenditures claimed are included as enclosure II,

We ciscussed these rpotentially inmprcper cleinrs with an of- |
ficial in IFS' Cffice ¢f RAgsistant Conmissioner (Examrination).
The cfficial tolé us that his office was unaware of a potential
Frokler with gecthermal energy tex credit claims. Be alsc stated
his telief that the dollar vclume associated with geotherrel i
energy tax crecits was extrermely small in relaticn to the total 5
individual incere tax picture and to other areas of potential IES
audit attention. PRccordirgly, IFS has not identified gecthermeal
energy tax credit cleinms as & mwajor tax non-compliance protlem
andéd has not taken any srecial sters to adcdress the issue during
its annual procese for selecting end exerining individual incore
tex returns.

The official told us that the 3-yeer statute of limitations
fcr exaemining 1978 returns had expired and that IFS has essen-
tially concluded exarinetions of 1979 and 1980 returns. BEe fur=-
ther steted that to identify and exarine those srecific 1979 and
1880 returns on which geotherral enercy tax credits may have teen
clezimred wculé ke costly. FBe added thet there wculd be little

1/1IFs officials emphasized that these estimates were prepared
from a srall sample end, accordingly, coulé ke sukject to a
wide sampling error. EHowever, they said the estimates are
the kest availetle.

2/These cuestionakble expenditures totalled $31.1 millicn and
rerresented zkout 81 percent of the total geothermel energy
exrenditures claired natiornwide. i
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justificaticn fcr IFS to incur thcse ccosts without greater cer-
tainty that & prcklemr exists. FEe pointed out, however, that if
it kecere evident thaet & significant rorticn of claims for geo-
therrnral energy tex credits was improrer, there ere a nurker of
sters that IEFS coulé take to adérese the prokler in the future.
Thkese steps cculd include screening out gectherwel energy tax
crecit claims fecr further review during initial return procesesing
or alerting exeminers in the arrreorriate field offices to ray
srecial ettention to such claimrs in selecting returns for exam-
inaticn.

CCNCLUSICKE
ANL FECCMNMENLCATICES

IRS staticstice indicate that taxrayvers in & nurker of States
may have imprecperly claimred geotherrmal energy tax credits. For
the years 1978 through 1980, these potentially imprerer tax credit
clairs could ke as high as $11.2 nmillion. We recognize that the
availakle statistics provide only an indication of a proktler and
that the statistics themselves may ke subject to a wide sampling
error. Nevertheless, we kelieve the statistice rrovide sufficient
indicaticne cf & potential preoklem to warrant IFS action.

EZceerdingly, we recormend that the Corrissioner cof Internal
Fevenue (1) test the rrorriety of selected gectherral tax credit
cleims and (2} deterrine the extent to which a prrcecklenm exists that
warrante exranded action on IEFE' pert. Cpe way this cculéd ke ac-
cerplished@ wculé kbe threough sampling or selectively screening out
anc¢ exarining returns cortaining such claims fror taxrayers in
States without geotherral rescurces meeting IRE' definition andé
in £tates with such recsources kut at depths toc great to ke eco-
nerically vseful. FEaced on its exarination cf the returne in
cuesticn, IFE wculd ther be in a ketter pceiticon to assess the
extent tc which a protler exists ané, as aprrorriate, take correc-
tive reasures. 1In &ny cece, it would te keneficial for exariners
to have access to infecrmetion identifying thoce States or regions
of the country which are likely to reve geothermral resources that
wculcd cualify for the credit, The repcrts we exarined (enclcesure
I) shoulé ke helpful fcr this purpose.

ACENCY CCMMENTE

IRE generally agreed with the findings of this rerort and
agreed to take corrective acticn. CSrecifically, IRS agreed to
¢istribute informaticn to ite district offices and service centers
to aseist in icentifying cuesticnable geotherral energy tax credit
clairs. This inforraticon will include IES' definition of a gec-
therral cderosit, and a list cf States cshowing those with rescurces
that would protakly cualify for the credit, those without geother-
mal resources, &ané those with deer resources where credits claimed
by its residents would ke guesticnzktle. IRS also decided to re-
view the instructiorns it provides texpayers for sukritting energy
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tax credit claime to clarify the definition c¢f a geothermal re-
scurce tc help prevent misinterrretstions bty taxpayers.

As you know, section 236 of the lLegislative Feorganizetion
Act of 1970 reqguires the head cf the Federal agency to sukrit a
written statement on actions taken on cur recorrendaticns to the
Senate Commrittee on Covernmental Affaire and the House Comrittee
on Covernrent Creraticne not later than €0 days after the date
of the report end to the House and fenate Comrittees on Appro-
Friations with thre acency's firet recuest for arrrcecrriaticns rade
wrore than 60 days after the date cf the rerort.

We arrreciate the courtesy and ccoreration extencded to cur
staff during the review.

€incerely yours,

J. Text é//7
Cirector

EFnclosures ~ 2



ENCLOSURE I ENCLOSURE I

GEQOTEERMAL RESOURCE ASSESSMENT REPORTS

"Assessment of Geothermal Resources of the United States-—-
1978," Geological Survey Circular 790.

1"

"Thermal Springs List for the United States,” National Oceanic

and Atmospheric Administration, June 1980.

"Geothermal Resources of the Fastern United States," prepared
by Gruy Federal Incorporated for the Department of Energy,
December 12979.

"Fact Sheets Relating to Use of Geothermal Energy in the
United States," prepared by the Johns Hopkins University for
the Department of Energy, December 1980.

"Geothermal Progress Monitor," Department of Enerqgy, June 1982.



ENCLOSURE II ENCLOSURE II

STATES WHERE GEOTHERMAL ENERGY
TAX CREDIT CLAIMS WERE QUESTIONABLE (note a)

Estimated Estimated total
number of expenditures
claims between claimed between
1978 and 1980 1278 and 1980

{thousands)

States without reported
resources meeting IRS'

definition
Connecticut 38 S 63
Louisiana {b) 4
Maine 282 574
Massachusetts 644 918
Minnesota 711 1,836
Nebraska 3 48
New York 734 936
Rhode Island 33 11
Vermont _ 213 192
Subtotal 2,659 $ 4,582

States with reported
resources but at depths
of 3,000 feet or greater

Florida 469 S 1,049
Illinois 24 472
Indiana 11 142
Maryland 1,784 150
Michigan 1,618 245
North Carolina 1,759 11,825
Ohio 2,246 10,015
Pennsylvania 2,233 2,232
South Carolina 9 24
Virginia 86 323

Subtotal 10,3592 $26,477

Total 13,0lz $31,059°

a/The information in this table was prepared from IRS estimates.
IRS cfficials cautioned that these estimates were subject to a
wide sampling error but that the estimates are the best avail-
able.

b/Less than three.





