
TAX EXPENDITURES 

The Congressional Budget Act of 1974 (Public Law 
93-344) requires that a list of tax expenditures be in-
cluded in the Budget. The legislation identifies tax ex-
penditures as "revenue losses attributable to provisions 
of the Federal tax laws which allow a special exclusion, 
exemption, or deduction from gross income or which 
provide a special credit, a preferential rate of tax, or a 
deferral of liability." 

The definition of a tax expenditure draws a distinc-
tion between the baseline provisions of the tax struc-
ture and special or preferential provisions that are ex-
ceptions to the baseline structure. The Act does not, 
however, specify the baseline provisions of the tax law. 
Deciding which provisions are special or preferential, 
therefore, is necessarily a matter of judgment. 

Prior to 1983, the list of tax expenditures was almost 
identical to the list published by the Congressional 
Budget Office and the Joint Committee on Taxation. 
The same concept—a "normal tax"—was used as the 
baseline. This concept is a variant of a comprehensive 
income tax. 

After 1982, tax expenditures were identified using an 
alternative baseline, the "reference tax law." Neither 
the Congressional Budget Office nor the Joint Commit-
tee on Taxation has adopted the reference tax law 
standard. Both continue to use the above described 
modified income tax norm. Some have found the dis-
crepancies confusing. As in previous years, therefore, 
this budget includes both groups of tax expenditures. 

PRE-1983 BUDGET CONCEPTS 
The normal tax structure used for identifying expend-

itures is quite similar to a comprehensive income tax. 
Such a tax defines taxable income as the sum of con-
sumption, income taxes, and the change in net wealth 
in a given period of time. The normal tax is not limited 
to a particular structure of tax rates, or by a specific 
definition of the taxpaying unit. It also permits person-
al exemptions and a standard deduction. In addition, 
the normal tax, like a pure comprehensive income tax, 
allows deductions from gross income to arrive at a 
measure of taxable income when these are expenses 
incurred to earn income. The normal tax structure, 
however, does make several major departures from a 
truly comprehensive income tax. For example: 

• Under the normal tax structure, income is taxed 
when realized, not as it is accrued. 

• The current tax system does not tax imputed 
income, only cash income, and this is reflected in 
the normal tax structure. 

• A separate tax on corporation income is included. 
• It does not adjust the basis of capital assets or 

debt for changes in the price level during the time 
assets are held. 

Notwithstanding these exceptions, the normal tax 
concept can be thought of as a practical compromise 
with the ideal of a comprehensive income tax. 

POST-1982 BUDGET CONCEPTS 

Two types of items had been identified as tax expend-
itures in pre-1983 budgets: deviations from general 
rules that could be compared to the subsidy and trans-
fer programs on the outlay side of the budget, and more 
general deviations from some normative, comprehen-
sive tax standard. The second group is no longer consid-
ered as tax expenditures. 

To identify the special provisions that substitute for 
outlay expenditures, tax expenditure budgets since 
fiscal year 1983 were constructed using a revised base-
line with an added selection criterion. Under this proce-
dure, a provision in the tax laws is listed as a tax 
expenditure if: (a) the tax law would enable a taxpayer 
to determine his tax liability in the absence of the 
provision, i.e., the particular provision is an exception 
to a general rule that is part of the reference tax law; 
and (b) the provision is sufficiently narrow in scope that 
it could be replaced by an expenditure program admin-
istrate by a Federal agency other than the Internal 
Revenue Service. The operational effect of these two 
criteria is to identify tax law provisions that function 
like the "authorizing and appropriation" authority for 
specific expenditure programs. 

Government outlays generally are provided in pre-tax 
magnitudes. Beginning with the fiscal year 1983 budget, 
tax expenditures have also been estimated in terms of 
taxable "outlay equivalents." This allows a comparison 
of the resource cost of tax expenditure programs with 
direct Federal Government expenditures. 

In some, but not all, instances the, outlay equivalent 
tax expenditure estimate differs from the "revenue 
loss" estimate for the same tax subsidy. This difference 
arises when the tax subsidy functions as a government 
payment for service, and when this is the case, the 
outlay equivalent estimate is always larger than the 
revenue loss estimate. 

Revenue loss estimates are lower in these situations 
because such payments for services are treated as a 
reduction in tax that increases the taxpayer's after-tax 
income. Under either a normal or reference income tax 
law standard such payments would instead enter the 
taxpayer's pre-tax income as government payments for 
services. 

In other instances, when the tax subsidy is not in the 
form of a tax-exempt payment for services performed, 
the outlay equivalent and revenue loss estimates are 
the same. Such instances include, for example: acceler-
ated cost recovery deductions which result in tax defer-
rals, the amounts of which are the principal of interest-
free loans; and deductions allowed with respect to con-
sumption expenditures, the tax benefits of which func-
tion as price reductions. Since neither the principal of a 
loan nor a price reduction enters taxpayers' pre-tax 
incomes, the issue of tax-exemption does not arise. 
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REFERENCE TAX RULES AND COMPARISON TO NORMAL 
TAX STANDARD 

The reference tax rules from which departures repre-
sent expenditure-like government programs include: 

1. Definition of the taxpaying unit. The taxpaying 
units are the same in the normal and reference tax 
structures with one major exception.1 In the normal 
tax, controlled foreign corporations are not regarded as 
entities separate from their controlling U.S. sharehold-
ers. Therefore, the deferral of tax on income received 
by controlled foreign corporations is regarded as a tax 
expenditure. In contrast, except for tax haven activities, 
the reference tax rules follow the current tax system in 
treating controlled foreign corporations as separate tax-
able entities whose income is not subject to U.S. tax 
until distributed to U.S. taxpayers. Under that defini-
tion of the tax unit, deferral of tax on controlled foreign 
corporation income is not a tax expenditure because 
U.S. taxpayers generally are not taxed on accrued, but 
unrealized income. 

2. Tax rate schedules. Separate schedules apply to the 
various taxpaying units. These schedules are all includ-
ed in the reference tax system. The normal tax system 
is similar, except that it specifies a single rate (the 
current maximum rate) on corporate income. The lower 
tax rates applied to the first $75,000 of corporate 
income are thus regarded as a tax expenditure. 

Since 1987, an alternative minimum tax (AMT) has 
been in effect. This tax, levied at a flat rate on a tax 
base derived by specific tax accounting rules, is payable 
whenever the AMT exceeds income tax liability, as de-
termined by regular applicable income tax accounting 
rules. 

3. General accounting rules for determining income 
subject to the tax. Income subject to tax is defined as 
gross income less the costs of earning that income. The 
Federal income tax has always defined gross income to 
include: (1) consideration received, both within the 
United States and abroad, in the exchange of goods and 
services, including labor services, or property; and (2) 
the taxpayer's share of gross, or net income earned 
and/or reported by another entity.2 Under the refer-
ence tax rules, therefore, gross income does not include 
gifts, defined as receipts of money or property that are 
not consideration in an exchange, or most transfer pay-
ments, which can be thought of as gifts from the Gov-
ernment. Gross income does, however, include transfer 
payments associated with past employment, such as 
social security benefits. The normal tax baseline also 
excludes from gross income gifts between individuals. 
Under the normal tax baseline used prior to 1983, all 
cash transfer payments from government to private in-
dividuals are counted in gross income, and exemptions 
of such transfers from tax are identified as tax expendi-
tures. 

The costs of earning gross income are deductible in 
determining taxable income under the reference and 

1 The Internal Revenue Service code identifies as taxpaying units individuals (single, 
married, head of household), corporations (except those electing subchapter S treatment), 
cooperatives, real estate investment trusts, and other financial organizations that attribute 
their income to members in whose hands it is taxable, as well as trusts and estates (to the 
extent income is not distributed to beneficiaries). Certain otherwise taxable corporations and 
associations whose activities and ownership meet the requirements of section 501 are exempt 
from income tax, as are government-owned enterprises encompassed by section 115. 

2 Such as interest, dividends, rents, royalties, and profits of partnerships, subchapter S 
corporations, and cooperatives. 

normal tax rules. These costs include: (1) expenses in-
curred in earning income from personal service (not 
including expenditures on goods and services for per-
sonal use); (2) costs of earning income incurred by a 
taxpayer's trade or business including costs of goods 
sold 3 and an allowance for physical capital used up in 
producing the output that generates the gross income of 
the business; 4 and (3) interest paid creditors who have 
advanced funds to help finance the ownership and use 
of assets by the trade or business. 

In the cases of individuals who hold "passive" equity 
interests in businesses the pro rata shares of sales and 
expense deductions reportable in a year are limited. A 
passive business activity is defined to be one in which 
the holder of the interest, usually a partnership inter-
est, does not actively perform managerial or other par-
ticipatory functions. For all his interests in passive ac-
tivities the taxpayer may generally report no larger 
deductions for a year than will reduce his taxable 
income from such activities to zero. Deductions in 
excess of the limitation may be taken in subsequent 
years, or when the interest is liquidated. 

With one exception, both the reference and normal 
tax law standards have incorporated the general statu-
tory provisions governing allowable deductions. The ex-
ception is the rule for determining tax depreciation 
allowances. Under the reference tax law standard, the 
accelerated cost recovery system (ACRS) allowances for 
property placed in service before January 1, 1987, serve 
as the baseline. The system of depreciation allowances 
provided by the Tax Reform Act of 1986 is the reference 
tax law baseline for investments placed in service be-
ginning with January 1, 1987. Thus, under the refer-
ence tax law standard, there are no tax expenditures 
from accelerated depreciation. 

Under the normal tax standard baseline, however, 
the depreciation allowance for personal property is de-
termined by using statutory accelerated methods 5 over 
tax lives equal to mid-values of the asset depreciation 
range (ADR).6 The depreciation baseline for real prop-
erty is computed using 40-year straight line deprecia-
tion. Consequently, from 1981 through 1986, the ACRS 
depreciation provisions generated tax expenditures 
under the normal tax baseline. The Tax Reform Act of 
1986 provided depreciation allowances approximately 
equal to those in the normal tax baseline for machinery 
and equipment. Post-1986 investment, therefore, will no 
longer generate tax expenditures under either standard 
for investments of this type. 

In addition to determining what must be included in 
gross income and what can be deducted, an operational 
income tax system also stipulates rules for valuing the 
exchange of goods and services and specifies when gross 
income is reportable and when deductions may be 
taken. On these matters, both the reference and normal 
tax law standards embody the provisions of enacted law 
including: (1) valuation is determined at the time trans-
actions occur (realization as opposed to accrual account-

3 Such as compensation of employees, goods and services purchased from other firms, 
royalties paid. 

4 Depreciation in the case of machinery, equipment, and structures and depletion in the 
case of mineral deposits. 

s Declining balance at double the straight-line rate or sum-of-years digits. 
6 A statutory system in effect from 1971 through 1980. 
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ing); (2) the market value of services from owner occu-
pied housing and other durable goods or self-produced 
income, such as do-it-yourself repairs and maintenance, 
is excluded; (3) historical costs determine allowable de-
ductions for capital cost recovery and the gain on the 
sale of an asset (no inflation adjustments); (4) current 
expenses are deductible from gross income in the period 
when the transaction is completed, while capital ex-
penditures are recovered by depreciation or depletion 
deductions over the asset's productive life; and (5) the 
accounting period to determine income subject to tax, 
computing tax due and payable, and the dates when tax 
must be paid, are as specified. 

Both the reference and normal tax law standards 
accept, without classifying it as a tax expenditure, a tax 
credit for foreign income taxes paid up to the amount of 
U.S. income taxes that would otherwise be due. This 
prevents the double taxation of income earned abroad. 

M A J O R D E P A R T U R E S F R O M T H E R E F E R E N C E R U L E S 

Beginning with the 1983 budget, the reference tax 
law standard has been used to identify as tax expendi-
tures provisions that can be thought of as substitutes 
for budget outlays. 

Defense Department outlays for military personnel 
are lower because part of military compensation takes 
the form of tax-free housing and food allowances. Ex-
cluding this compensation from tax substitutes for the 
higher direct outlays which would otherwise be re-
quired to maintain an equivalent level of compensation. 
Compensation in this form, if received from another 
employer, would be subject to tax. Similarly, the tax 
exclusion for interest paid by State and local govern-
ments enables them to obtain funds at lower rates. This 
exclusion is, therefore, equivalent to an interest subsidy 
or capital grant to State and local governments on the 
outlay side of the budget. The tax exclusion of employ-
er-paid pension, health, and other insurance premiums 
and the preferred treatment of pension trust income 
are equivalent to direct Federal Government subsidies 
that would partly pay for private retirement, health, 
and insurance plans. 

The tax laws also permit many deductions from gross 
income in the derivation of taxable income that have no 
apparent relation to the cost of earning the reported 
gross income, as the general rule would require. 

Particular exceptions to the general rules for comput-
ing taxable income have direct incentive effects that 
could just as well be obtained with outlay programs. 
Matching grants to qualified organizations based on 
contributors' support could replace the charitable de-
ductions. Direct subsidies paid to mineral producers 
could replace the preferential treatment of oil and min-
eral investments. Expanded Federal mortgage interest 
subsidy programs could substitute for the deductibility 
of mortgage interest. 

Finally, there are special exceptions to the general 
rules for determining net income tax due and payable. 
For example, a taxpayer may take as a credit against 
his tax otherwise due and payable an amount deter-
mined by expenditures during the tax year on child and 
dependent care. 

All of these examples are tax expenditures using 
either the reference tax rules or the normal tax rules. 

It is not difficult to imagine equivalent outlay programs 
that would subsidize these activities directly. 

M E A S U R I N G T A X E X P E N D I T U R E S 

Presenting budget outlays along functional lines is a 
way of showing how the Federal Government influences 
the allocation of resources. The functions may be broad-
ly categorized as: (1) the provision of public goods and 
services; (2) the provision of subsidies; and (3) the pay-
ment of transfers. The budget outlays for public goods, 
such as national defense, are used to acquire the labor 
and capital services needed to produce such goods. Sub-
sidies, such as those for school lunches, are used to 
reduce the effective price of the subsidized item. Trans-
fers, such as aid to families with dependent children, 
are intended to provide a level of income to recipients 
they would not otherwise achieve. 

These Government activities alter the composition of 
national output. This occurs as a result of taxation or 
through the effects of borrowing. There also will be 
direct effects because of the changes in income and 
relative prices that these activities cause. Functional 
budget outlay figures measure the resource cost to the 
Federal Government of accomplishing the program ob-
jectives. Because GNP measures the total market value 
of goods and services, the ratio of total budget outlays 
to GNP is commonly used as an indicator of the size of 
Government relative to the private economy. 

When functional budget outlay figures are used to 
evaluate the costs of specific programs, these costs 
should reflect the pre-tax price of the resources. The 
market value of the goods and services included in GNP 
covers indirect taxes (sales and property taxes) as well 
as before tax incomes of wage earners and property 
owners.7 Consistency requires that all budget outlay 
measures also be stated in pre-tax magnitudes. Outlays 
for the purchase of goods and services are generally 
gross of taxes.8 Similarly, subsidy outlays in the budget 
generally enter the gross incomes of sellers of subsi-
dized goods. In some instances government purchases 
(outlays) or subsidies are exempted from tax by a spe-
cial tax provision. When this occurs, the outlay figure 
understates the resource cost of the program and is, 
therefore, not comparable with other outlay amounts. 
For example, as noted above, the outlays for certain 
military personnel allowances are not taxed. If this 
form of compensation were treated as income taxable to 
the employee, the Defense Department would have to 
make larger cash payments to its military personnel to 
leave them as well off after tax as they are now. The 
tax subsidy must be added to the tax-exempt budget 
outlay to make this element of national defense expend-
itures comparable with other outlays. 

The Treasury Department prepared all tax expendi-
ture estimates based upon income tax law enacted as of 
December 31, 1989. In estimating tax expenditures, it is 
assumed—as is true for estimates of out-year budget 
outlays—that the existing tax structure is unchanged. 
Aggregate output and income estimates are the same as 
those used for the 1991 budget estimates. The estimates 

7 The income of property owners is usually received in the form of rent, interest and profit. 
8 The payments to vendors and Government employees are gross income to the sellers out 

of which taxes will be paid as determined by the reference tax law in effect. 
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of tax expenditures conform to the functional budget 
classification for outlays. 

In table C-l are shown, side-by-side, the outlay equiv-
alent and the revenue loss estimates of each special tax 
provision by fiscal year. The revenue loss estimates are 
displayed separately for corporations and individuals. 
The outlay equivalent estimates are comparable to the 
taxable outlay figures in the budget. These entries rep-
resent amounts that could be added to the other func-
tional budget outlays while at the same time being 
added to budget receipts to provide a more consistent 
and comprehensive display of the resource reallocations 
produced by Federal fiscal measures. The revenue loss 
estimates are not consistent with direct budget outlays 
because they do not adjust for the implicit tax liability 
on certain of the items as was noted above. 

The tax expenditure estimates are similar to outlays 
and should not be interpreted as estimates of the in-
crease in Federal receipts or the reductions in budget 
deficits that would accompany the repeal of the special 
provisions. There are four reasons why such an inter-
pretation is not possible. 

First, repeal of some provisions could affect levels of 
income and rates of economic growth. All receipts and 
expenditures in the budget are based, however, on pro-
jections of income and growth that assume all existing 
laws will continue.9 

Second, many individual tax expenditures are not in-
dependent of each other. 

Third, tax expenditures are all cleared through indi-
vidual and corporation tax accounts and, for this 
reason, their values become interdependent. 

Finally, the annual value of tax expenditures for tax 
deferrals, like the outlay figures for government lend-
ing programs, is highly time-dependent while the uni-
fied budget is largely prepared on a strict cash receipts 
and disbursement basis. 

TAX EXPENDITURES BY FUNCTION 

The 1989-91 outlay equivalent and revenue loss esti-
mates of tax expenditures are displayed by the budget's-
functional categories in table C-l. In the appendix table 
the same tax expenditures are ranked by the fiscal year 
1991 total revenue loss estimates. 

Listing revenue loss estimates under the corporation 
and individual headings does not imply that these cate-
gories of filers benefit from the special tax provisions in 
proportion to the respective tax expenditure amounts 
shown. Rather, these breakdowns principally show the 
specific tax accounts through which the cost of the 
program is cleared because the sources of data for esti-
mating tax expenditures are largely corporation and 
individual income tax returns. Corporations as such nei-
ther pay tax nor receive Government payments. They 
are the institutional conduit through which their em-
ployees, creditors, and stockholders engage in ex-
changes with customers and the Government. Thus, the 
exemption from Federal income tax of interest paid by 
State and local governments provides a subsidy to those 
governments in the form of lower borrowing rates. Indi-
vidual and corporate holders of such debt only benefit 
from the tax exemption to the extent their marginal 

9 Except as amended by proposals made in the budget. 

tax rates exceed the percentage spread between taxable 
and nontaxable interest rates. 

With these caveats in mind, a review follows of the 
tax expenditure estimates by functional category, as 
shown in table C-l, that are departures from both the 
reference and normal tax law unless otherwise specifi-
cally identified. Whenever an item is identified as a tax 
expenditure under the normal tax rules, but not the 
reference tax rules, it is indicated by the designation, 
"Pre-1983 budget method" in the table. In these cases a 
line also appears, designated as "Post-1982 budget 
method" showing that tax expenditures for this item 
would be zero using the reference tax rules. 

NATIONAL DEFENSE 

Benefits and allowances to armed forces personnel.— 
The housing and meals provided military personnel, 
either in cash or in kind, are excluded from income 
subject to tax. 

INTERNATIONAL AFFAIRS 

Income earned abroad.—A U.S. citizen or resident 
alien who resides in a foreign country or who stays in 
one or more foreign countries for a minimum of 11 out 
of the past 12 months may exclude $70,000 per year of 
foreign earned income. Eligible taxpayers also may ex-
clude or deduct reasonable housing costs in excess of 
one-sixth of the salary of a civil servant at grade GS-14, 
step 1. These provisions do not apply to Federal employ-
ees working abroad, however, the tax expenditure esti-
mate does reflect certain allowances that are excluded 
from their taxable income. 

Income of Foreign Sales Corporations (FSC).—The 
Foreign Sales Corporation (FSC) provisions exempt 
from tax a portion of U.S. exporters' foreign trading 
income to reflect the FSC's sales functions as foreign 
corporations. These provisions conform to the General 
Agreement on Tariffs and Trade (GATT). 

Income of U.S. controlled foreign corporations.—The 
income of foreign corporations controlled by U.S. share-
holders is not subject to U.S. taxation because, under 
the reference tax rules, corporations chartered and op-
erating in foreign countries are not subject to U.S. 
income reporting and taxation. The income becomes 
taxable only when the controlling U.S. shareholders 
receive dividends or other distributions from their for-
eign stockholding. 

Under the normal tax accounting rules, the currently 
attributable foreign source pre-tax income from such a 
controlling interest is subject to U.S. taxation, whether 
or not distributed. Thus, when the normal tax rule is 
taken as a baseline, the excess of controlled foreign 
corporation income over the amount distributed to a 
U.S. shareholder gives rise to a tax expenditure in the 
form of a tax deferral, that is, an interest-free loan. 

Source rule exceptions.—The worldwide income of 
U.S. persons is taxable by the United States and a 
credit for foreign taxes paid is allowed. The amount of 
foreign taxes that can be credited is limited to the pre-
credit U.S. tax on the foreign source income. There are 
two exceptions. The first is an exception for sales of 
inventory property that reduces the U.S. tax of export-
ers. The second exception is for financial institutions 
and certain financing operations of nonfinancial enter-
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prises from the rules that require allocation of interest 
expenses between domestic and foreign activities of a 
U.S. taxpayer. 

GENERAL SCIENCE, SPACE, AND TECHNOLOGY 

Expensing R&E expenditures.—Research and experi-
mentation (R&E) expenditures are commonly referred 
to as investments because their benefits continue to 
accrue for several years, when they are successful. The 
characteristics of R&E, however, are such that it is 
difficult to identify completed, discrete R&E projects, to 
determine whether the completed project is successful 
and, if it is successful, what its expected life will be. For 
these reasons, the statutory provision that these ex-
penditures may be currently deducted (expensed) is con-
sidered part of the reference law. Under the normal tax 
standard the expensing of R&E expenditures is viewed, 
however, as the source of a tax expenditure. To meas-
ure the tax deferral under the pre-FY 1983 method, the 
"norm" assumed is that all R&E expenditures are suc-
cessful and have an expected life of 8 years. 

R&E credit—The tax credit is 20 percent of the 
qualified expenditures in excess of each year's base 
amount. This threshold is the product of multiplying a 
"fixed-base percentage", limited to a maximum of .16 
for existing companies, by the average amount of the 
company's gross receipts for the four preceding years. 
The "fixed-base percentage" is the ratio of R&E ex-
penses to gross receipts for the 1984 to 1988 period. 
Start-up companies that did not both incur qualified 
expenses and have gross receipts in at least three of the 
base years are assigned a "fixed-base percentage" of .03. 
A similar credit with its own separate threshold is pro-
vided for taxpayers' basic research grants to universi-
ties. Beginning in 1989, the otherwise deductible quali-
fied R&E expenditures are reduced by the amount of 
the credit. Both R&E credits have been extended to the 
end of 1990 although the business credit is only for a 
nine-months prorated portion of one year. 

Allocation of R&E expenditures.—Regulations issued 
in 1977 were designed to achieve a reasonable alloca-
tion of R&E expenses between corporations' domestic 
and foreign activities, but successive legislative actions 
suspended this requirement. Currently, 64 percent of 
both U.S. and foreign based R&E expenses are allocated 
to their respective income sources. The remaining R&E 
expenses must then be allocated on the basis of gross 
sales or gross income. These rules, however, are effec-
tive only for the first nine months of the first taxable 
year beginning after August 1, 1989 and before August 
2, 1990. 

ENERGY 

Exploration and development costs.—In the case of 
successful investments in domestic oil and gas wells, 
intangible drilling costs (IDCs), such as wages, the costs 
of using machinery for grading and drilling, and the 
cost of unsalvageable materials used in constructing 
wells, may be expensed rather than capitalized or amor-
tized over the productive life of the property. 

Integrated oil companies may currently deduct only 
70 percent of such costs and amortize the remaining 30 
percent over five years. The same rule applies to the 
exploration and development costs of surface stripping 

and the construction of shafts and tunnels for other 
fuel minerals. 

Percentage depletion.—Independent fuel mineral pro-
ducers and royalty owners are generally allowed to take 
percentage depletion deductions rather than cost deple-
tion on limited quantities of output. Under cost deple-
tion, outlays not recovered immediately through ex-
pensing are deducted over the productive life of the 
property. Unlike depreciation or cost depletion allow-
ances, however, percentage depletion deductions are not 
limited to the cost of the investment. Taxpayers instead 
deduct a percentage of gross income from mineral pro-
duction at rates of 22 percent for uranium, 15 percent 
for oil, gas and oil shale, and 10 percent for coal. The 
deduction, however, is limited to 50 percent of net 
income from the property and also to 65 percent of total 
taxable income in the case of oil and gas. Production 
from geothermal deposits is eligible for percentage de-
pletion at the same rate as allowed for oil and gas, but 
with no limit on output and no limitation with respect 
to qualified producers. 

Tax-exempt bonds for energy facilities.—Tax-exempt 
bond financing for small scale hydroelectric generating 
facilities expired at the end of 1985. Tax-exempt financ-
ing for steam generating or alcohol production facilities 
was repealed by the Tax Reform Act of 1986. The 
budget cost of this type of tax-exempt financing will 
continue, however, until the bonds are retired. 

Conservation and new technology credits.—A variety 
of tax incentives have been available to stimulate 
energy conservation and encourage conversion to alter-
native energy sources. All but three of these programs 
have expired. The three surviving investment credits 
that will expire after September 30, 1990, are: two, at 
10 percent, for investment in solar and geothermal 
energy facilities; and one, at 15 percent, for investment 
in ocean thermal facilities. Notwithstanding their expi-
ration, some of these incentive programs continue to 
have a budget effect. They are carried forward because 
qualified projects, not constructed before the cut-off 
date but subject to binding construction contracts, may 
be placed in service or credits, which were earned but 
not taken due to insufficient tax liabilities, may be 
taken after the expiration dates. 

Alternative fuel production credit.—A nontaxable $3 
per barrel of oil-equivalent production credit is provided 
for several forms of alternative fuels. As a general rule, 
it is available as long as the price of oil stays below 
$29.50 (in 1979 dollars). 

Alcohol fuel credit.—Gasohol10 is exempt from 6 of 
the 9 cents per gallon Federal excise tax on gasoline. 
There is a corresponding income tax credit for alcohol 
used as a fuel in applications where the excise tax is 
not assessed. This credit, equal to a subsidy of 60 cents 
per gallon for alcohol used as a motor fuel, is intended 
to encourage substitution of alcohol for petroleum-based 
gasoline. 

Gas and oil exception to passive loss limitation.— 
Although owners of working interests in oil and gas 
properties are subject to the alternative minimum tax, 
they are exempted from the "passive income" limita-

10 A motor fuel composed of at least 10 percent alcohol. 
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tions. This means that the working interest holder, who 
manages on behalf of himself and all other owners of 
interests the development of wells and incurs all the 
costs of their operation, may aggregate negative taxable 
income from such interests with his income from all 
other sources. Thus, he will be relieved of the minimum 
tax rules limit on tax deferrals. 

N A T U R A L R E S O U R C E S A N D E N V I R O N M E N T 

Exploration and development costs.—As is true for 
fuel minerals, certain capital outlays associated with 
exploration and development of nonfuel minerals may 
be expensed rather than depreciated over the life of the 
asset. 

Percentage depletion.—Most nonfuel mineral extrac-
tors also make use of percentage depletion rather than 
cost depletion, with percentage depletion rates ranging 
from 22 percent for sulphur down to 5 percent for sand 
and gravel. 

Tax-exempt bonds for pollution control and waste dis-
posal.—Interest on State and local government debt 
issued to finance private pollution control and waste 
disposal facilities was excludable from income subject to 
tax. This authorization was repealed for pollution con-
trol equipment and a cap placed on the amount of debt 
that could be issued for waste disposal facilities by the 
Tax Reform Act of 1986. 

Historic preservation.—Expenditures to preserve and 
restore historic structures qualify for a 20 percent in-
vestment credit but the depreciable basis must be re-
duced by the full amount of the credit taken. 

Expensing multiperiod timber growing costs.—Gener-
ally, costs must be capitalized when goods are produced 
for inventory used in one's own trade or business, or 
under contract to another party. Timber production, 
however, was specifically exempted from these multi-
period cost capitalization rules creating a special bene-
fit derived from this deferral of taxable income. 

Credit and seven year amortization for reforestation.— 
A special 10 percent investment tax credit is allowed 
for up to $10,000 invested annually in clearing land and 
planting trees for the ultimate production of timber. 
The same amount of forestation investment as is eligi-
ble for the investment credit also may be amortized 
over a 7 year period. Without this preference, the 
amount would have to be capitalized and could be re-
covered (deducted) only when the trees were sold or 
harvested 20 or more years later. Moreover, the amount 
of forestation investment that is amortizable need not 
be reduced by any of the investment credit that is 
allowed. 

A G R I C U L T U R E 

Expensing certain capital outlays.—Farmers, except 
for certain agricultural corporations and partnerships, 
are allowed to deduct certain expenditures for feed and 
fertilizer as well as for soil and water conservation 
measures. Expensing is allowed, even though these ex-
penditures are for inventories held at the end of the 
year or for capital improvements that would otherwise 
be capitalized. 

Expensing multiperiod livestock and crop production 
costs.—Farmers are exempted from application of the 
uniform cost capitalization rules to the production of 

livestock and crops with a production period of less 
than two years. Farmers establishing orchards, con-
structing farm facilities for their own use, or producing 
any goods for sale with a production period of two years 
or more may elect not to capitalize costs. If they do, 
they must apply straightline depreciatipn to all depre-
ciable property they use in farming. 

Loans "forgiven" solvent farmers.—In 1986, farmers 
were granted special tax treatment by being forgiven 
the tax liability on certain forgiven debt.11 Normally, 
the amount of loan forgiveness is accounted for as a 
gain (income) of the debtor and he must either report 
the gain, or reduce his recoverable basis in the property 
to which the loan relates. If the debtor elects to reduce 
basis and the amount of forgiveness exceeds his basis in 
the property, the excess forgiveness is taxable. Howev-
er, in the case of insolvent (bankrupt) debtors, the 
amount of loan forgiveness never results in an income 
tax liability.12 Farmers with forgiven debt will be con-
sidered insolvent for tax purposes and thus qualify for 
income tax forgiveness. 

Drought-related relief payments.—Government pay-
ments to farmers are part of their taxable incomes in 
the year received. In 1988, a special exception was pro-
vided allowing the reporting of drought relief payments 
received in one year to be deferred until the following 
year. 

C O M M E R C E A N D H O U S I N G C R E D I T 

This category includes a number of tax expenditure 
provisions that also affect economic activity in other 
functional categories. In general, provisions related to 
investment, such as accelerated depreciation, could as 
well have been classified under the natural resources 
and environment, energy, agriculture, or transportation 
categories. 

Credit union income.—The earnings of credit unions 
not distributed to members as interest or dividends are 
exempt from income tax. 

Bad debt reserves.—Only commercial banks with less 
than $500 million in assets, mutual savings banks, and 
savings and loan associations are permitted to deduct 
additions to bad debt reserves in excess of actually ex-
perienced losses. The deduction for additions to loss 
reserves, allowed qualifying mutual savings banks and 
savings and loan associations, is 8 percent of otherwise 
taxable income. To qualify, the thrift institutions must 
maintain a specified fraction of their assets in the form 
of mortgages, primarily residential. 

Special merger rules for financial institutions.—When 
a corporation becomes insolvent, it may reorganize 
under special bankruptcy rules. One of the results is 
that the previous tax accounts of the bankrupt corpora-
tion are cancelled. This includes previous claims to tax 
refunds with respect to excesses of allowable tax deduc-
tions over gross income, called net operating losses 
(NOLs). 

A special exception to this rule was provided to aid in 
the reorganization of troubled (insolvent) savings banks 
whose deposits were insured by the Federal Savings and 

11 Settlement of a debt for an amount less than the principal of a loan. 
12 The insolvent taxpayer's carryover losses and unused credits are extinguished first, and 

then his basis in assets reduced to no less than amounts still owed creditors, finally, the 
remainder of taxable income is itself forgiven. 
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Loan Insurance Corporation (FSLIC). An acquisition of 
an insolvent bank, if certified by FSLIC, could be treat-
ed as a tax-free reorganization. The normal require-
ment of continuity of ownership in the merged organi-
zation was waived to make possible the future claim of 
tax refunds with respect to the acquired insolvent 
bank's NOLs. The value of preserving these claims to 
tax refunds reduced the cost FSLIC would otherwise 
have had to bear as insurer of the insolvent bank's 
deposits. This provision was repealed in August 1989 
with the enactment of the FSLIC bailout. 

Interest on life insurance savings.—Savings in the 
form of policyholder reserves are accumulated from pre-
mium payments and interest is earned on the reserves. 
Such interest income is not taxed as it accrues nor 
when received by beneficiaries upon the death of the 
insured. 

Small property and casualty insurance companies.— 
Insurance companies that have annual net premium 
incomes of less than $350,000 are exempted from tax; 
those with $350,000 to $2,100,000 of net premium in-
comes may elect to pay tax only on the income earned 
by their investment portfolio. 

Insurance companies owned by exempt organiza-
tions.—Generally, the income generated by life and 
property and casualty insurance companies is subject to 
tax, albeit by special rules. Insurance operations con-
ducted by such exempt organizations as fraternal soci-
eties and voluntary employee benefit associations, how-
ever, are exempted from tax. 

Mutual funds (RIC) expenses.—Individuals may 
deduct miscellaneous expenses only to the extent that 
they exceed 2 percent of their adjusted gross income. 
Many of the costs incurred by individuals in managing 
their personal securities portfolios are among the mis-
cellaneous deductions allowed taxpayers who itemize 
deductions. Mutual funds perform these portfolio man-
agement functions for their shareholders and pay out 
their portfolio incomes net of these expenses. The 
shareholders are permitted to report their fund income 
net of management expense. They are, thereby, able to 
deduct fully portfolio management expenses without 
regard to the miscellaneous deduction limitation. 

Interest on consumer debt.—Deductions allowed indi-
viduals for interest paid on consumer credit is being 
phased out. Only 10 percent will be deductible in 1990 
and none in 1991 and thereafter. 

Small issue industrial development bonds.—The inter-
est on small issue industrial development bonds (IDBs) 
issued by State and local governments to finance pri-
vate business property is excluded from income subject 
to tax. Depreciable property financed with small issue 
IDBs must be depreciated, however, using the straight-
line method. The tax exemption of small issue bonds 
expired in 1986, except for small issue IDBs exclusively 
issued to finance manufacturing facilities for which the 
tax exemption is scheduled to expire in September 1990. 
The budget cost of these bonds continues as long as 
they are outstanding. 

Mortgage housing bonds.—Interest on all mortgage 
revenue bonds, issued before October 1, 1990 by State 
and local governments, is exempt from taxation. Pro-
ceeds are used to finance homes purchased by first time 
buyers—with low to moderate incomes—of dwellings 

with prices under 90 percent of the average area pur-
chase price. The annual volume of mortgage revenue 
bonds is restricted to State-by-State ceilings under a 
unified volume cap which also covers student loan 
bonds and IDBs. 

States have been authorized through September 30, 
1990, to issue mortgage credit certificates (MCCs) in lieu 
of qualified mortgage revenue bonds because the bonds 
are relatively inefficient in providing subsidies to first 
time home buyers. MCCs entitle home buyers to income 
tax credits for a specified percentage of interest on 
qualified mortgage loans. In this way the entire amount 
of the subsidy flows directly to the home buyer without 
being partly diverted to financial middlemen or bond-
holders. A State may not issue an aggregate annual 
amount of MCCs greater than 25 percent of its annual 
ceiling for qualified mortgage bonds. Because of the 
relationship between MCCs and qualified mortgage 
bonds, their estimates are presented as one line item in 
the tables. 

Rental housing bonds.—State and local government 
issues of IDBs are restricted to multifamily rental hous-
ing projects in which 20 percent (15 percent in targeted 
areas) of the units are reserved for families whose 
income does not exceed 50 percent of the area's median 
income; or 40 percent for families with incomes of no 
more than 60 percent of the area median income. Other 
tax-exempt bonds for multifamily rental projects are 
generally issued with the requirement that all tenants 
must be low or moderate income families. 

Limits on private activity tax-exempt bonds.—There 
are limits imposed on the amount of tax-exempt State 
and local government bonds that can be issued to fund 
private activity. The volume cap for single-family mort-
gage revenue bonds and multifamily rental housing 
bonds is combined with the cap for student loans and 
IDBs. The cap was set at $50 per capita or a minimum 
of $150 million for each State. 

Interest and taxes on owner-occupied homes.—Owner-
occupants of homes may deduct mortgage interest and 
property taxes on their primary and secondary resi-
dences as itemized nonbusiness deductions. The mort-
gage interest deduction is limited to interest on debt no 
greater than the owner's basis in the residence, and for 
debt incurred after October 13, 1987, it is limited to no 
more than $1 million. Interest on up to $100,000 of 
other debt secured by a lien on a principal or second 
residence is also deductible, irrespective of the purpose 
of borrowing, provided the debt does not exceed the fair 
market value of the residence. Mortgage interest deduc-
tions on personal residences are tax expenditures be-
cause the taxpayers are not required to report the value 
of owner-occupied housing services as gross income. 

Real property installment sales.—Dealers in real and 
personal property, i.e., sellers that regularly hold prop-
erty for sale or resale, can not defer taxable income 
from installment sales until the receipt of the loan 
repayment. Nondealers, defined as sellers of real prop-
erty used in their business, are required to pay interest 
to the Federal Government on deferred taxes attributa-
ble to their total installment obligations in excess of $5 
million. Only property with sales prices exceeding 
$150,000 are includable in the total. The payment of a 
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market rate of interest eliminates the benefit of the tax 
deferral. The tax exemption for nondealers with total 
installment obligations of less than $5,000,000 is, there-
fore, a tax expenditure. 

Ordinary income treatment of losses from sale of 
small business corporate stock shares.—Up to $100,000 
in losses from the sale of such stock may be treated as 
ordinary losses and, therefore, not be subject to the 
$3,000 annual capital loss write-off limit if the corpora-
tion's capitalization is less than $1 million. 

Capital gains on home sales.—These gains are recog-
nized and taxed only to the extent that the adjusted 
sales price exceeds the cost of a new home or the new 
home is not purchased and occupied within 2 years 
before or after the sale. The adjusted sales price is the 
amount realized (gross proceeds less selling expenses) 
minus qualified fixing up expenses. If a new house is 
constructed, it must be occupied within 2 years after 
the sale of the previous residence. The deferral of tax 
with respect to these gains on owner-occupied dwellings 
is a tax expenditure. 

Capital gains on sales by owners aged 55 or older.—A 
taxpayer who is 55 years of age or older at the time of 
the sale of his residence may elect to exclude from tax 
up to $125,000 of the gain from its sale. This is a once-
in-a-lifetime election. In effect, this provision converts 
some prior deferrals of tax into forgiveness of tax. 

Carryover basis of capital gains at death.—The 
assets 14 in the estate of a person that has died are 
valued at their market prices for estate tax purposes. If 
the assets are inherited and they appreciated during 
the decedent's lifetime, the income and estate tax laws 
permit a step-up in the heirs' basis to the valuation 
used for estate tax purposes. This upward reevaluation 
of the transferred assets is allowed without payment of 
the tax that had been deferred by the decedent with 
respect to the accrual of that appreciation. In effect, the 
deferred tax on the gain is forgiven. The resulting 
higher estate tax base is taxable at generally lower tax 
rates of the heirs. 

Carryover basis of capital gains on gifts.—When a gift 
is made, the transferred property carries to the donee 
the donor's basis—the cost that was incurred when the 
property was first acquired. The donee assumes a tax 
obligation equal to the donee's tax rate times the differ-
ence between the market value of the gift and the 
donor's basis. The carryover of the donor's basis allows 
a continued deferral of unrealized capital gains. This 
creates a tax preference because it is an exception to 
the reference tax law. The preference becomes even 
more valuable whenever the donee's income tax rate is 
lower than the donor's. An amount of the donor's de-
ferred tax is then effectively forgiven. 

Investment credit on machinery and equipment.—Al-
though the 10 percent investment tax credit for invest-
ment in machinery and equipment was repealed as of 
the end of 1986, it continues to exert a budget impact 
for two reasons. First, such credits as had been earned 
by pre-repeal investments, but which could not be taken 
because the taxpayer had insufficient tax liability, can 
be carried forward for 15 years. And second, qualified 
investments that were subject to a binding contract 

14 After settlement of all income tax obligations. 

prior to the repeal date may earn investment credits 
when they are subsequently delivered and/or placed in 
service. In both instances, the amount of the credit that 
may be taken after 1986 is 65 percent of the amount of 
the pre-repeal credit and, moreover, the credit is fully 
taxable. The taxpayer must now reduce his recoverable 
basis in the qualified assets by the full amount of the 
credit, rather than half, as before repeal. 

Accelerated depreciation of real property, machinery 
and equipment.—As previously noted,15 the tax depre-
ciation allowance provisions are part of the reference 
law standard and, thus, not a source of tax expenditure 
entries under the post-FY 1982 method. Under the pre-
FY 1983 normal tax standard, however, a 40-year tax 
life for depreciable real property is the norm so the 
statutory depreciation periods in effect since 1987 for 
residential and nonresidential properties of 27.5 and 
31.5 years, respectively, give rise to tax expenditures. 
Moreover, the tax expenditure estimates based on the 
pre-FY 1983 method include not only the continuing 
budget effects of more accelerated pre-1987 tax allow-
ances for real property, but also those for machinery 
and equipment. 

Safe harbor leasing.—When highly accelerated tax 
depreciation allowances and enhanced investment tax 
credits were enacted in 1981, a safe harbor leasing pro-
vision was also introduced. Under this provision, a cor-
poration, otherwise unable to utilize the accelerated de-
preciation allowances and investment credit, might sell 
to, and then lease from, another corporation assets ac-
quired after December 31, 1981. The terms of such 
leaseback agreements, absent the safe harbor leasing 
provision, would not qualify the lessor corporation as 
the owner of the assets and allow it to utilize the in-
vestment incentives for tax purposes. The selling corpo-
ration could gain at least part of the financial advan-
tage provided by the investment tax incentives by suc-
cessfully negotiating leaseback agreements below 
market costs. Although the provision was repealed in 
1982, its budget effects persist for the duration of the 
safe harbor leases entered into in 1981. 

Business start-up costs.—When an individual or corpo-
ration acquires or otherwise enters into a new business, 
certain start-up expenses, such as the costs of investi-
gating opportunities and legal services, are normally 
incurred. The taxpayer may elect to amortize these out-
lays over 60 months although they are similar to other 
payments he makes for nondepreciable intangible 
assets that are not recoverable until the business is 
sold. 

Graduated corporation income tax rate schedule.—The 
schedule is graduated, with rates of 15 percent on the 
first $50,000 of taxable income, 25 percent on the next 
$25,000, and a rate of 34 percent on income over 
$75,000. As compared with a flat 34 percent tax rate, 
the lower rates provide a $11,750 reduction in tax liabil-
ity for corporations with taxable incomes of $75,000. 
This benefit is recaptured in the cases of corporations 
with taxable incomes exceeding $100,000. This is accom-
plished by a 5 percent additional tax on corporate in-
comes in excess of $100,000, but less than $335,000. At 

15 See the discussion of general accounting rules of the section on the reference tax rules 
and the comparison to the normal tax standard. 
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this point the $11,750 is fully recaptured. Since this 
rate schedule is part of the reference tax law, it does 
not give rise to a tax expenditure under the post-FY 
1982 method. A flat corporation income tax rate is 
taken as the norm under the pre-FY 1983 method, how-
ever, and, therefore, the lower rates do yield a tax 
expenditure under this concept. 

Passive loss real estate exemption.—The Tax Reform 
Act of 1986 disallowed the offset of passive losses 
against income from other sources. Losses up to $25,000 
attributable to certain rental real estate activity, how-
ever, were exempted from this rule.16 

Treatment of Alaskan Native Corporations losses.— 
Tax law restricts the ability of profitable corporations 
to reduce their tax liabilities by merging or buying 
corporations with accumulated net operating losses 
(NOLs) and as yet unrefunded claims to investment 
credits. Alaska Native Corporations have a limited ex-
emption17 from these restrictions that includes NOLs 
and credits claimable prior to April 26, 1988. 

Imputed interest rules.—Under reference tax law 
rules commonly referred to as original issue discount 
(OID), both the holder and seller of a financial contract 
are generally required to report interest earned in the 
period it accrues, not when the contract payments are 
made. Moreover, the amount of interest accruable is 
determined by the actual price paid for the contract, 
not by the stated or nominal principal and interest 
stipulated in the contract.18 

Exceptions to the general rules for accounting for 
interest expense or income include the following: (a) 
permission for the mortgagor of his personal residence 
to treat the discount from the nominal principal of his 
mortgage loan, commonly called "points," as prepaid 
interest which is deductible in the year paid, not the 
year accrued; and (b) sellers of farms and small busi-
nesses worth less than $1 million, in exchange for the 
purchaser's debt obligation, are exempted from the OID 
rules. This is $750,000 more than the $250,000 exemp-
tion that the reference tax law generally allows for 
such transactions. 

TRANSPORTATION 
Shipping companies that are U.S. flag carriers.—Cer-

tain companies that operate U.S. flag vessels receive a 
deferral of income taxes on that portion of their income 
used for shipping purposes, primarily construction, 
modernization and major repairs to ships, and repay-
ment of loans to finance these qualified investments. 
Once indefinite, the deferral has been limited to 25 
years since January 1, 1987. 

Tax-exempt bonds for mass commuting vehicles.— 
Until expiration on December 31, 1984, State and local 
governments were allowed to issue tax-exempt obliga-
tions to finance the purchase of mass transit commut-
ing vehicles for lease to government transit agencies. 

16 A more detailed discussion is provided under the general accounting rules of the section 
on the reference tax rules and the comparison to the normal tax standard. 

17 Fifteen years after the NOL or credit claim was first experienced. 
18 Thus, when a borrower on December 31, 1988, issues a promise to pay $1,000 plus 

interest at 10 percent on December 30, 1989, for a total repayment of $1,100, and accepts $900 
from a lender in exhange for the contract, the rules require that both parties: (a) recognize 
that $900 is the amount lent, so that the effective loan interest rate is not the nominal 10 
percent rate but is 22.2 percent; and (b) both report $200 as interest pain or received in 1989, 
as the case may be. 

There will be continued budget effects as long as such 
bonds are outstanding. 

COMMUNITY AND REGIONAL DEVELOPMENT 

Five year amortization of housing rehabilitation.— 
Until it expired on December 31, 1986, taxpayers could 
elect under certain conditions to amortize rehabilitation 
expenditures for low and moderate income rental hous-
ing over a 5 year period in lieu of ACRS depreciation. 
There will be a continued budget effect from qualified 
expenditures for which the 5 year amortization period 
had been selected. 

Low-income housing investment.—Through 1989, a 
tax credit for investment in low income housing19 was 
structured to have a present value of 70 percent of 
construction or rehabilitation costs incurred and was 
allowed over 10 years. For federally subsidized projects 
and those involving unrehabilitated existing low income 
housing, the credit was structured to have a present 
value of 30 percent. Beginning on January 1, 1990, the 
credit is extended for one year at 70 percent including 
projects financed with other Federal subsidies, but only 
if substantial rehabilitation is done. Notwithstanding 
the capital grant character of this subsidy, the inves-
tor's recoverable basis is not reduced by the substantial 
credit allowed. 

Rehabilitation of structures.—A 10 percent invest-
ment tax credit is available for the rehabilitation of 
buildings that are used for business or productive ac-
tivities and that were erected before 1936 for other than 
residential purposes. A full reduction by the amount of 
the credit is required in the taxpayer's recoverable 
basis. 

Tax-exempt bonds for airports and similar facilities.— 
Until repealed, the interest on IDBs issued by State and 
local governments to finance airports, docks, wharves, 
and sports and convention facilities was exempt from 
tax. Government-owned airports, docks and wharves, as 
well as high speed rail facilities that need not be gov-
ernment owned, may continue to be financed with tax-
exempt bond issues. These bonds are not covered by a 
volume cap. There will be continued budget effects as 
long as bonds, that had been issued for private pur-
poses, are outstanding. 

Exemption of certain mutuals' and cooperatives' 
income.—The incomes of mutual and cooperative tele-
phone and electric companies are exempted from tax if 
at least 85 percent of their revenues are derived from 
patron service charges. 

EDUCATION, TRAINING, EMPLOYMENT, AND SOCIAL 
SERVICES 

Scholarship and fellowship income.—Scholarships 
and fellowships are not excluded from taxable income 
to the extent they exceed tuition and course-related 
expenses of the grantee. From a strictly economic point 
of view, scholarships and fellowships are either gifts not 
conditioned on the performance of services, or they are 
rebates of educational costs. Thus, under the post-1982 
budget method, the exclusion is not a tax expenditure 
because the reference tax law does not include either 

19 New, substantially rehabilitated, and certain unrehabilitated, existing low income hous-
ing can qualify for the credit. 
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gifts or price reductions in a taxpayer's gross income. 
However, under the pre-1983 budget method, the exclu-
sion is considered a tax expenditure. Under the normal 
tax standard, gift-like transfers of government funds— 
and many scholarships are derived directly or indirectly 
from government funding—are included in gross 
income. 

Tax-exempt bonds for educational purposes.—Interest 
on State and local government debt issued to finance 
student loans or the construction of facilities used by 
private nonprofit educational institutions is excluded 
from income subject to tax. The aggregate volume of 
such private activity bonds is limited that each State 
may issue during any calendar year. 

U.S. savings bonds for education.—Interest on U.S. 
savings bonds, issued after December 31, 1989, may be 
excluded from tax if the bonds, plus accrued interest, 
are transferred to an educational institution as pay-
ment for educational expenses. The exclusion from tax 
is phased out for joint returns with adjusted gross in-
comes of $60,000 to $90,000 and $40,000 to $50,000 for 
single and head of household returns. 

Dependent students age 19 or older.—Taxpayers can 
claim personal exemptions for dependent children age 
19 or over who receive parental support payments of 
$1,000 or more per year, are full-time students, and do 
not claim a personal exemption on their own tax re-
turns. This preferential arrangement usually generates 
tax savings because the students' marginal tax rates 
are more often than not lower than their parents' mar-
ginal tax rates. 

Charitable contributions.—Contributions to charita-
ble, religious, and certain other nonprofit organizations 
are allowed as an itemized deduction for individuals, 
generally up to 50 percent of adjusted gross income. 
Taxpayers whose contributions to charitable or educa-
tional organizations take the form of capital assets can 
claim their current value as a deduction without the 
taxation of any appreciation in value. Corporations 
could also deduct charitable contributions up to 10 per-
cent of their pre-tax income. Included in the alternative 
minimum tax bases of individuals and corporations is 
the untaxed appreciation of contributed property. Tax 
expenditures resulting from the deductibility of contri-
butions are shown separately for educational and other 
institutions. Contributions to health institutions are re-
ported under the health function. 

Employer provided benefits.—Many employers provide 
employee benefits that are not counted in employee 
income. The employers' costs for these benefits are de-
ductible business expenses. The exclusion from an em-
ployee's income of the value of child care, meals and 
lodging provided by an employer for his own conven-
ience is a tax expenditure, as are the exclusion of hous-
ing allowances and the rental value of parsonages from 
the taxable income of ministers. 

Until September 30, 1990, an employer may pay for 
his employees tuition, fees, books, and supplies; the 
amounts received under the program are excluded from 
an employee's gross income. Employer contributions to 
prepaid legal services plans and the value of legal serv-
ices received under such plans are also excluded from 
employee income through September 30, 1990. 

Employer Stock Ownership Plan (ESOP) credit.— 
Before the provision expired in 1986, a corporation 
could claim a limited tax credit if an equivalent amount 
of its common stock was set aside in an ESOP plan. The 
effective subsidy rate for this form of employee compen-
sation exceeds 100 percent. The employer is fully reim-
bursed for the stock he transfers, and the benefited 
employees are not required to include this compensa-
tion in their current year gross income. This provision 
will be carried as a tax expenditure until the as yet 
unrefunded claims to the tax credits have been satis-
fied. 

Child and dependent care expenses.—A tax credit may 
be claimed by married couples for child and dependent 
care expenses incurred when one spouse works full time 
and the other works at least part time or goes to school. 
The credit may also be claimed by divorced or separat-
ed parents who have custody of children and by single 
parents. Expenditures up to a maximum $2,400 for one 
dependent and $4,800 for two or more dependents are 
eligible for the credit. The credit is equal to 30 percent 
of qualified expenditures for taxpayers with incomes of 
$10,000 or less. The credit is reduced to a minimum of 
20 percent by one percentage point for each $2,000 of 
income between $10,000 and $28,000. This aid is supple-
mented by excluding the value of employer-furnished 
child care from employees' income. 

Targeted jobs credit.—Employers may claim a tax 
credit for qualified wages paid to individuals who begin 
work after December 31, 1989 and before October 1, 
1990 and who are certified as members of various tar-
geted groups. The amount of the credit that may be 
claimed is 40 percent of the first $6,000 paid during the 
first year of employment. The 40 percent credit also 
applies to the summer employment wages paid 16 and 
17 year old youths who are members of low income 
families. Employers must reduce their deduction for 
wages paid by the amount of the credit claimed. 

Costs of removing architectural barriers to the handi-
capped— The investment cost of making any business 
accessible to persons suffering physical or mental dis-
abilities may be deducted, rather than capitalized as 
part of the taxpayer's basis in such property and recov-
ered by subsequent depreciation allowances as is gener-
ally required. 

Foster care payments.—Foster parents provide a home 
and care for children who are wards of the state, under 
contract with the state. Compensation received for this 
service is explicitly excluded from the gross incomes of 
foster parents, making the expenses they incur nonde-
ductible. This activity, is, in effect, tax-exempt. 

HEALTH 

Employer paid medical insurance and expenses.—Em-
ployee compensation, in the form of payments by em-
ployers for health insurance premiums and other medi-
cal expenses, is deducted as a business expense by em-
ployers, but it is not included in employee gross income. 

Untaxed Medicare benefits.—The employer's payment 
of 1.45 percent of employees' wages (up to $51,300 in 
1990) into the Hospitalization Trust Fund, which fi-
nances Medicare benefits, is not included in employees' 
reportable compensation. 
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Medical care expenses.—Personal expenditures for 
medical care, including the costs of prescription drugs 
and insulin, exceeding 7.5 percent of the taxpayer's ad-
justed gross income, are deductible. 

Tax-exempt bonds for hospital construction.—Interest 
earned on State and local government debt issued to 
finance hospital construction is excluded from income 
subject to tax. 

Charitable contributions to health institutions.— Con-
tributions to nonprofit health institutions are allowed 
as a deduction for individuals and corporations. Tax 
expenditures resulting from the deductibility of contri-
butions to other charitable institutions are listed under 
the education, training, employment, and social services 
function. 

Orphan drugs.—To encourage the development of 
drugs for the treatment of rare diseases or physical 
conditions, a tax credit is granted equal to 50 percent of 
the costs for clinical testing that must be completed 
before manufacture and distribution are approved by 
the Food and Drug Administration. Because the drug 
firm is not required to reduce its deduction for testing 
expenses (an R&D expenditure) by the amount of this 
credit, the private cost of clinically testing orphan 
drugs is reduced to little more than 24 cents per $1 
expended. This tax expenditure expires after 1990. 

Blue Cross and Blue Shield.—Although these organi-
zations are not qualified as exempt, they are provided 
exceptions from otherwise applicable insurance compa-
ny income tax accounting rules that effectively elimi-
nate their tax liabilities. 

INCOME SECURITY 

Railroad retirement benefits.—These benefits are not 
generally subject to the income tax unless the recipi-
ent's gross income reaches a certain threshold discussed 
more fully under the social security function. 

Workmen}s compensation benefits.—Workmen's com-
pensation provides payments to disabled workers. These 
benefits, although income to the recipients, are a tax 
preference because they are not subject to the income 
tax. 

Public assistance benefits.—The exclusion from tax-
able income of public assistance benefits received by 
individuals is listed as a tax expenditure under the pre-
1983 budget method because, under the normal tax 
rules, cash transfers from government are included in 
gross income. In contrast, gifts not conditioned on the 
performance of services, including transfers from gov-
ernment, are not taxable under the reference tax base-
line. Therefore, under the post-1982 budget method the 
tax exclusion for public assistance benefits is not shown 
as a tax expenditure. 

Special benefits for disabled coal miners.—Disability 
payments to former coal miners out of the Black Lung 
Trust Fund, although income to the recipient, are not 
subject to the income tax. 

Military disability pensions.—Most of the military 
pension income received by current retired veterans is 
excluded from their income subject to tax. 

Pension contributions and earnings.—Certain employ-
er contributions to pension plans along with amounts 
set aside by the self-employed and individual contribu-
tions to individual retirement accounts (IRAs) are ex-

cluded from adjusted gross income in the year of contri-
bution. Self-employed persons can make deductible con-
tributions to their own retirement (defined contribu-
tion) plans equal to 25 percent of their income up to a 
maximum of $30,000 per year. 

Employees may deduct annual contributions to an 
IRA of $2,000 (or 100 percent of compensation, if less), 
or $2,250 on a joint return with only one spouse earning 
income, if: (a) neither the individual or spouse is an 
active participant in an employer-provided retirement 
plan; or (b) their adjusted gross income falls below 
$40,000 ($25,000 for a single taxpayer). The allowable 
IRA deduction is phased out between $40,000 and 
$50,000 for a joint return and $25,000 and $35,000 for a 
single return. Beyond these income limits, nondeduct-
ible contributions to IRAs are available to taxpayers 
who are active participants in employer-provided retire-
ment plans. 

Limited amounts ($7,993 in 1990) can be excluded 
from an employee's adjusted gross income under a 
qualified cash or deferred arrangement with the em-
ployer (401(k) plan). An employee's own contribution of 
no more than $9,500 or the 401(k) limitation (whichever 
is greater) may be excluded annually from an employ-
ee's adjusted gross income when placed in a tax-shel-
tered annuity (403(b) plan). The investment income 
earned by pension funds and other qualifying retire-
ment plans is not taxable when earned, and this exemp-
tion is, therefore, also a tax expenditure. 

Income earned by voluntary employee beneficiary asso-
ciations.—Generally, the income generated by business-
es is subject to income tax. However, the income from 
business operations conducted by exempt organizations, 
such as fraternal societies and voluntary employee ben-
efit associations, is exempt from tax. 

Employer provided benefits.—Many employers cover 
part or all the cost of premiums or payments for: (a) 
employees' life insurance benefits; (b) accident and dis-
ability benefits; (c) death benefits; and (d) supplementa-
ry unemployment benefits. The amounts are deductible 
by the employers and are excluded as well from em-
ployees' gross incomes for tax purposes. 

Employer Stock Ownership Plan (ESOP) provisions.— 
A special type of employee benefit plan, organized as a 
trust, is tax-exempt. Employer-paid contributions (the 
value of stock issued to the ESOP) are deductible by the 
employer as part of employee compensation costs. They 
are not included in the employees' gross income for tax 
purposes, however, until they are paid out as benefits. 
The following five special income tax provisions for 
ESOPs are intended to increase employee ownership of 
the corporations in which they are employed: (1) annual 
employer contributions are subject to less restrictive 
limitations (percentages of employees' cash compensa-
tion); (2) ESOPs may borrow to purchase employer 
stock, guaranteed by their agreement with the employ-
er that the debt will be serviced by his payment (de-
ductible by him) of a portion of wages (excludable by 
the employees) to service the loan; (3) ESOPs' lenders 
may exclude half the interest from their gross income; 
(4) employees who sell appreciated company stock to 
the ESOP may defer any taxes due until they withdraw 
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A-70 THE BUDGET FOR FISCAL YEAR 1991 

benefits; and (5) dividends paid to ESOP-held stock are 
deductible by the employer. 

Support of the aged and the blind.—Taxpayers who 
are blind or 65 years of age or older may take an 
additional $800 standard deduction, if single, or $650, if 
married. In addition, individuals who are 65 years of 
age or older, or who are permanently disabled, can take 
a tax credit equal to 15 percent of the sum of their 
earned and retirement income. Qualified income is lim-
ited to no more than $2,500 for single individuals or 
married couples filing a joint return where only one 
spouse is 65 years of age or older, and up to $3,750 for 
joint returns where both spouses are 65 years of age or 
older. These limits are reduced by one-half of the tax-
payer's adjusted gross income over $7,500 for single 
individuals and $10,000 for married couples filing a 
joint return. 

Casualty losses.—Neither the purchase of property 
nor insurance premiums to protect its value are deduct-
ible as costs of earning income; therefore, reimburse-
ment for insured loss of such property is not reportable 
as a part of gross income. However, a special provision 
permits relief for taxpayers suffering an uninsured loss. 
They may deduct casualty and theft losses of more than 
$100 each, but only to the extent that total losses 
during the year exceed 10 percent of adjusted gross 
income. 

Earned income credit.—This credit may be claimed by 
low-income workers with minor dependents. For 1990, 
the credit is 14 percent of the first $6,810 of earnings up 
to a maximum credit of $953. The credit is reduced by 
10 percent of income over $10,730, so that no credit is 
available at incomes over $20,264. The maximum 
amount of income on which the credit may be taken is 
adjusted for inflation, as is the income level at which 
the phase out begins. 

In any tax year the amount of the credit must be 
reduced by the minimum tax liability of the taxpayer. 
Earned income tax credits in excess of tax liabilities are 
paid by the Federal Government to individuals. This 
portion of the credit is included in outlays, while the 
amount that offsets tax liabilities is shown as a tax 
expenditure. 

SOCIAL SECURITY 

OA SI benefits for retired workers.—Social security 
benefits that exceed the beneficiary's contributions out 
of taxed income are deferred employee compensation 
and the deferral of tax on that compensation is a tax 
expenditure. These additional retirement benefits are 
paid for partly by employers' contributions that were 
not included in employees' taxable compensation. Up to 
one-half of any recipient's social security benefits and 
tier 1 railroad retirement benefits are included in the 
income tax base if a recipient's "modified adjusted gross 
income" plus one-half of his or her social security and 
railroad retirement benefits exceed a certain base 
amount: $32,000 for those filing joint tax returns; 
$25,000 for single persons; and zero for those married 

filing separately if they did not live apart from their 
spouse for the entire year. Modified AGI is equal to 
AGI plus foreign or U.S. possession income and tax-
exempt interest, both excluded from AGI. If the modi-
fied AGI exceeds the specified base amount, either one-
half of the excess or one-half of the social security or 
railroad retirement benefits is included in income sub-
ject to tax, whichever is less. This limits the tax ex-
penditure to the portion of the benefit which is still 
excluded. 

Social Security benefits for the disabled, dependents 
and survivors.—Benefit payments from the Social Secu-
rity Trust Fund, for disability and for dependents and 
survivors, are excluded from the beneficiaries' gross in-
comes and thus give rise to tax expenditures. 

VETERANS BENEFITS AND SERVICES 

Veterans benefits.—All compensation due to death or 
disability and pensions paid by the Veterans Adminis-
tration are excluded from taxable income. In addition, 
the GI bill, as well as other veterans' readjustment and 
education benefits, are excluded from taxable income. 

Tax-exempt mortgage bonds for veterans.—Interest 
earned on general obligation bonds issued by State and 
local governments to finance housing for veterans is 
excluded from taxable income. The issuance of such 
bonds is limited, however, to five preexisting State pro-
grams and to amounts based upon previous volume 
levels for the period January 1, 1979 to June 22, 1984. 
Furthermore, future issues are limited to veterans who 
served on active duty before 1977. 

GENERAL GOVERNMENT 

Public purpose State and local debt.—Interest on 
State and local government debt, issued to finance gov-
ernment activities, is excluded from Federal taxation. 
State and local governments, therefore, can sell debt 
obligations at a lower interest cost than would be possi-
ble if such interest were subject to tax. Only the ex-
cluded interest on bonds for public purposes, such as 
schools, roads, and sewers, is included here. 

Nonbusiness State and local taxes excluding home-
owner property taxes.—The deductibility of nonbusiness 
State and local taxes gives indirect assistance to these 
governments by reducing the costs of the services they 
provide and, thus, the burden on their taxpayers. Al-
though general sales taxes may no longer be deducted, 
State and local income taxes still may be deducted. 

Business income earned in U.S. possessions.—Under 
certain conditions, U.S. corporations receiving income 
from an active trade or business, or from investments 
located in a U.S. possession, can claim a special credit 
against U.S. tax otherwise due. 

INTEREST 

U.S. savings bonds.— The interest on U.S. savings 
bonds is not taxable until the bonds are redeemed, 
thereby deferring tax liability. The deferral is equiva-
lent to an interest-free loan and, therefore, it is a tax 
expenditure. 
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Table C - l . ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX 
(Fiscal years; in millions of dollars) 

Description 
Outlay Equivalents 

1989 1990 1991 

Revenue Loss 
Corporations 

1989 1990 1991 

Individuals 

1989 1990 1991 

National defense: 
Exclusion of benefits and allowances to armed forces personnel 

International affairs: 
Exclusion of income earned abroad by United States citizens 
Exclusion of income of foreign sales corporations (FSC) 
Inventory property sales source rules exception 
Certain nonfinancial institutions operations interest allocation rules exception 
Deferral of income from controlled foreign corporations: 

Pre-1983 budget method 
Post-1982 budget method 

Total (after interactions) 
General science, space, and technology: 

Expensing of research and development expenditures: 
Pre-1983 budget method 
Post-1982 budget method 

Credit for increasing research activities 
Suspension of the allocation of research and experimentation expenditures 

Total (after interactions) 
Energy: 

Expensing of exploration and development costs: 
Oil and gas 
Other fuels 

Excess of percentage over cost depletion: 
Oil and gas 
Other fuels 

Exclusion of interest on State and local industrial development bonds for certain energy 
facilities 

Alternative, conservation and new technology credits: 
Supply incentives 
Conservation incentives 

Alternative fuel production credit 
Alcohol fuel credit1 

Energy credit for intercity buses 
Special rules for mining reclamation reserves 
Exception from passive loss limitation for working interests in oil and gas properties 

Total (after interactions) 
Natural resources and environment: 

Expensing of exploration and development costs, nonfuel minerals 
Excess of percentage over cost depletion, nonfuel minerals 
Exclusion of interest on State and local IDBs for pollution control and sewage and waste 

disposal facilities 
Tax incentives for preservation of historic structures 
Expensing of multiperiod timber growing costs 
Investment credit and seven-year amortization for reforestation expenditures 

Total (after interactions) 
Agriculture: 

Expensing of certain capital outlays 
Expensing of certain multiperiod production costs 
Treatment of loans forgiven solvent farmers as if insolvent 
Deferral of drought-related payments 

Total (after interactions) 
Commerce and housing credit: 

Exemption of credit union income 
Excess bad debt reserves of financial institutions 
Special merger rules for financial institutions 
Exclusion of interest on life insurance savings 
Special alternative tax on small property and casualty insurance companies 
Tax exemption of certain insurance companies 
Small life insurance company deduction 
Exemption of RIC expenses from miscellaneous deduction floor 
Deductibility of interest on consumer credit 
Exclusion of interest on small issue industrial development bonds 
Exclusion of interest on State and local mortgage bonds for owner-occupied housing 
Exclusion of interest on State and local debt for rental housing 
Deductibility of mortgage interest on owner-occupied homes 
Deductibility of property tax on owner-occupied homes 
Deferral of income from post 1987 installment sales 
Ordinary income treatment of loss from small business corp. stock sale 
Deferral of capital gains on home sales 
Exclusion of capital gains on home sales for persons age 55 and over 

2,215 

1,580 
795 

3,000 
100 

750 

6,225 

1,750 

1,590 * 

3,675 

- 6 5 
35 

530 
210 

380 

1 1 0 
_ * 

15 

50 
135 
995 

40 
315 

1,905 
140 
310 
210 

2,860 

505 
85 
10 

190 
745 

645 
45 

5,635 
8,115 

45 
30 

105 
385 

3,945 
3,020 
2,195 
1,510 

34,190 
10,065 

670 
30 

12,035 
4,195 

2,295 

1,645 
880 

3,300 
130 

6,755 

1,750 

1,410 

3,420 

110 
35 

560 
220 

405 

110 
* 

15 
45 

_ * 

50 
175 

1,225 

40 
330 

1,830 
140 
360 
215 

2,855 

495 
180 

10 
- 1 2 5 

530 

740 
25 

5,720 
9,025 

35 
35 

105 
420 

2,080 
2,840 
2,045 
1,420 

39,785 
11,240 

735 
20 

12,635 
4,250 

2,380 

1,710 
965 

3,630 
135 

850 

7,290 

1,800 

960 

"2,860 

365 
35 

565 
230 

440 

35 * 

15 
155 _ * 

50 
200 

1,480 

40 
350 

1,760 
130 
400 
220 

2,840 

450 
160 

10 
- 8 5 

505 

850 
20 

4,795 
10,040 

35 
40 

110 
600 
770 

2,650 
1,875 
1,340 

46,595 
12,430 

790 
20 

13,265 
4,280 

1,900 

1,155 
525 

2,000 
65 

750 

580 
2,200 

85 

635 
2,420 

90 

850 

1,965 

1,205 

2,040 

1,255 

1,720 1,720 1,770 30 30 30 

1,120 970 660 25 20 15 

-625 
35 

125 

315 

80 * 

10 * 
_ * 

45 

-490 
35 

80 
135 

340 

75 * 

10 
35 * 

45 

- 2 8 0 
35 

80 
140 

360 

25 * 

10 
110 * 

45 

560 600 645 

310 
10 

325 
10 

330 
10 

5 
135 

5 
175 

5 
200 

35 
220 

1,575 
45 

180 
40 

35 
235 

1,515 
45 

205 

35 
245 

1,455 
40 

225 
40 

5 
15 

5 
15 

95 
130 
160 

95 
155 
170 

90 
175 
175 

25 - 1 5 - 1 0 

445 
50 
10 

165 

435 
120 

10 
-110 

400 
105 

10 
- 7 5 

445 
45 

3,885 
145 
35 
25 
75 

510 
25 

3,945 
240 

25 
25 
80 

590 
20 

3,310 
350 

25 
30 
80 

6,085 7,335 

300 
3,945 

325 470 
770 

2,600 

1,220 

2,445 

l" 150 

2,280 

1,080 
1,895 1,775 1,625 

170 185 195 

34,190 
10,065 

500 
30 

12,035 
3,190 

39,785 
11,240 

550 
20 

12,635 
3,230 

46,595 
12,430 

595 
20 

13,265 
3,250 
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Table C- l . ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX—Continued 
(Fiscal years; in millions of dollars) 

Description 

Outlay Equivalents 

1989 1990 1991 

Revenue Loss 

Corporations 

1989 1990 1991 

Individuals 

1989 1990 

Step-up basis of capital gains at death 
Carryover basis of capital gains on gifts 
Investment credit, other than ESOP's, rehabilitation of structures, energy property, and 

reforestation expenditures 
Accelerated depreciation on rental housing: 

Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of buildings other than rental housing: 
Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of machinery and equipment: 
Pre-1983 budget method 
Post-1982 budget method 

Safe harbor leasing rules 
Amortization of start-up costs 
Reduced rates on the first $100,000 of corporate income: 

Pre-1983 budget method 
Post-1982 budget method 

Exception from the passive loss rules for $25,000 of rental losses 
Treatment of Alaska Native Corporations 
Permanent exceptions from imputed interest rules 

Total (after interactions) 
Transportation: 

Deferral of tax on shipping companies 
Exclusion of interest on State and local government bonds for mass commuting vehicles.... 

Total (after interactions) 
Community and regional development: 

Five-year amortization for housing rehabilitation 
Credit for low-income housing investments 
Investment credit for rehabilitation of structures (other than historic) 
Exclusion of interest on IDBs for airports, docks and sports and convention facilities 
Exemption of certain mutuals' and cooperatives' income 

Total (after interactions) 
Education, training, employment, and social services: 

Exclusion of scholarship and fellowship income-. 
Pre-1983 budget method 
Post-1982 budget method 

Exclusion of interest on State and local student loan bonds 
Exclusion of interest on State and local debt for private nonprofit educational facilities.. 
Exclusion of interest on savings bonds transferred to educational institutions 
Parental personal exemption for students age 19 or over 
Deductibility of charitable contributions (education) 
Exclusion of employer provided educational assistance 

Total education (after interactions) 
Exclusion of employer provided child care 
Exclusion of employee meals and lodging (other than military) 
Exclusion of contributions to prepaid legal services plans 
Investment credit for ESOPs 
Credit for child and dependent care expenses 
Targeted jobs credit 

Total training and employment (after interactions) 
Expensing of costs of removing certain architectural barriers to the handicapped 
Deductibility of charitable contributions, other than education and health 
Exclusion of certain foster care payments 
Exclusion of parsonage allowances 

Total social services (after interactions) 
Grand total (after interactions) 

Health: 
Exclusion of employer contributions for medical insurance premiums and medical care-
Exclusion of untaxed Medicare benefits 
Deductibility of medical expenses 
Exclusion of interest on State and local debt for private nonprofit health facilities 
Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 
Special Blue Cross/Blue Shield deduction 

Total (after interactions) 
Income security: 

Exclusion of railroad retirement system benefits 
Exclusion of workmen's compensation benefits 

16,635 
75 

8,560 

2,410 

18,075 
85 

5,545 

2,230 

19,640 

3,715 

2,065 

5,860 

1,135 

4,030 

1,055 

2,655 

975 

12,310 
75 

795 

605 

13,375 
85 

490 

555 

9,875 9,475 9,230 

41,590 33,985 28,065 

4,995 

23,145 

4,795 

19,155 

4,665 1,990 1,910 

16,055 5,660 4,370 

- 7 1 0 
230 

4,435 

-710 
245 

1,980 

- 7 1 5 
265 

5,760 

- 7 1 0 
30 

2,875 

- 7 1 0 
35 

3,235 

- 7 1 5 
35 

3,715 

130 135 

4,210 
660 
140 

153,085 

115 
45 

160 

15 
400 
130 
875 

1,015 
2,425 

700 

5,475 
235 
160 

151,590 

125 
40 

165 

10 
700 
115 
860 

1,065 
2,730 

730 

6,435 
170 
170 

154,685 

135 
30 

165 

5 
850 
100 
840 

1,120 
2,895 

770 

4,210 5,475 
660 235 170 

110 125 

115 
20 

125 
20 

135 
20 

10 
60 
70 

715 
725 

5 
100 
65 

700 
760 

- 5 
120 
55 

685 

5 
225 
60 

5 
400 
50 

640 665 

305 
315 # 

435 
1,735 

235 
3,765 

260 
790 

85 
195 

4,875 
340 

6,635 
20 

10,795 
25 

215 
10,965 
21,365 

32,425 
7,290 
2,690 
2,805 
1,515 * 

80 
46,725 

275 
2,760 

275 
305 

20 
450 

1,890 
275 

3,990 
320 
830 

85 
115 

5,210 
335 

6,990 
20 

11,945 
25 

240 
12,130 
23,110 

36,465 
7,685 
2,860 
2,725 
1,665 * 

150 
51,400 

295 
2,980 

260 
300 
75 

465 
2,030 

95 
4,040 

380 
865 

30 
65 

5,505 
275 

7,220 
25 

12,885 
25 

265 
13,090 
24,350 

40,945 
8,325 
3,035 
2,675 
1,785 * 

175 
56,765 

300 
3,220 

470 500 525 

290 
270 * 

395 
1,100 

190 

265 
265 

15 
405 

1,220 
225 

200 
715 

65 

240 
750 

70 
145 

"300 

85 

"3OO 

50 

245 
3,710 

40 
3,895 

35 

15 
585 

15 
620 

20 
655 

5 
10,005 

20 
175 

5 
11,110 

20 
195 

290 * 

55 

305 * 

100 

325 * 

120 

26,550 
5,965 
2,690 
2,430 
1,125 

29,820 
6,285 
2,860 
2,370 
1,250 

275 
2,760 

295 
2,980 
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Table C - l . ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX—Continued 
(Fiscal years; in millions of dollars) 

Description 
Outlay Equivalents 

1989 1990 1991 

Revenue Loss 
Corporations 

1989 1990 1991 

Individuals 

1989 1990 

Exclusion of public assistance benefits: 
Pre-1983 budget method 
Post-1982 budget method 

Exclusion of special benefits for disabled coal miners 
Exclusion of military disability pensions 
Net exclusion of pension contributions and earnings: 

Employer plans 
Individual Retirement Accounts 
Keogh plans 

Exclusion of income earned by voluntary employee beneficiary & other associations 
Exclusion of employer provided death benefits 
Exclusion of other employee benefits: 

Premiums on group term life insurance 
Premiums on accident and disability insurance 
Income of trusts to finance supplementary unemployment benefits 

Special ESOP rules (other than investment credit) 
Additional deduction for the blind 
Additional deduction for the elderly 
Tax credit for the elderly and disabled 
Deductibility of casualty losses 
Earned income credit2 

Total (after interactions) 
Social Security: 

Exclusion of social security benefits: 
OASI benefits for retired workers 
Disability insurance benefits 
Benefits for dependents and survivors 

Total (after interactions) 
Veterans benefits and services: 

Exclusion of veterans disability compensation 
Exclusion of veterans pensions 
Exclusion of Gl bill benefits 
Exclusing of interest on state and local debt for veterans housing 

Total (after interactions) 
General government: 

Exclusion of interest on public purpose State and local debt 
Deductibility of nonbusiness State and local taxes other than on owner-occupied homes 
Tax credit for corporations receiving income from doing business in United States 

possessions 
Total (after interactions) 

Interest: 
Deferral of interest on savings bonds 

Addendum—Aid to State and local governments: 
Deductibility of: 

Property taxes on owner-occupied homes 
Nonbusiness State and local taxes other than on owner-occupied homes 

Exclusion of interest on: 
Public purpose State and local debt 
IDBs for certain energy facilities 
IDBs for pollution control and sewage and waste disposal facilities 
Small-issue IDBs 
Owner-occupied mortgage revenue bonds 
State and local debt for rental housing 
Mass commuting vehicle IDBs 
IDBs for airports, docks, and sports and convention facilities 
State and local student loan bonds 
State and local debt for private nonprofit educational facilities 
State and local debt for private nonprofit health facilities 
State and local debt for veterans housing 

Total (after interactions) 

340 355 375 340 355 

110 
105 

56,985 
7,155 
1,715 

410 
25 

3,195 
165 
30 

850 
10 

1,575 
95 

170 
2,215 

75,810 

14,840 
1,105 
2,940 

18,885 

1,490 
80 
55 

320 
1,945 

13,490 
18,495 

2,895 
34,880 

960 

10,065 
18,495 

13,490 
380 

1,905 
3,020 
2,195 
1,510 

45 
875 
305 
315 

2,805 
320 

23,090 

110 
110 

60,095 
7,820 
1,900 

445 
25 

3,335 
170 
30 

1,745 
15 

1,885 
105 
205 

2,405 
80,670 

15,680 
1,145 
3,110 

19,935 

1,500 
75 
45 

295 
1,915 

13,520 
20,290 

3,185 
36,995 

1,070 

11,240 
20,290 

13,520 
405 

1,830 
2,840 
2,045 
1,420 

40 
860 
275 
305 

2,725 
295 

22,575 

110 
110 

62,660 
8,165 
2,100 

485 
25 

3,480 
175 
30 

2,125 
15 

2,120 
115 
180 

2,720 
84,690 

16,490 
1,195 
3,285 

20,970 

1,590 
75 
40 

275 
1,980 

13,865 
21,860 

3,505 
39,230 

1,090 

12,430 
21,860 

13,865 
440 

1,760 
2,650 
1,875 
1,340 

30 
840 
260 
300 

2,675 
275 

22,365 

1,200 1,465 

110 
105 

42,805 
5,440 
1,325 

350 
20 

2,460 
125 
30 
15 
10 

1,260 
75 

140 
1,780 

110 
110 

45,085 
5,960 
1,470 

380 
20 

2,565 
130 
30 
20 
10 

1,505 
85 

165 
2,045 

14,840 
1,105 
2,940 

15,680 
1,145 
3,110 

1,490 
80 
55 

255 

1,500 
75 
45 

240 

2,075 2,100 2,105 9,035 
18,495 

9,190 
20,290 

1,910 2,100 2,310 

2,075 
315 

1,575 
2,600 

2,100 
340 

1,515 
2,445 

2,105 
360 

1,455 
2,280 

960 

10,065 
18,495 

9,035 

1,070 

11,240 
20,290 

9,190 

1,895 
1,220 

20 
715 

1,150 
20 

700 

1,080 
20 

685 

1,775 

290 
270 

2,430 
255 

265 
265 

2,370 
240 

* $2.5 million or less. All estimates have been rounded to the nearest $5 million. 
1 In addition, the partial exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $485 million in 1989; $435 million in 1990; and $415 million in 1991. 
2 The figures in the table indicate the tax subsidies provided by the earned income tax credit. The effect on outlays is: 1989, $4,005 million; 1990, $4,195 million; 1991, $4,370 million. 
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A-74 THE BUDGET FOR FISCAL YEAR 1991 

TAX EXPENDITURES I N T H E FEDERAL UNIFIED 
TRANSFER TAX 

The Federal unified transfer tax has replaced the 
former separate gift and estate taxes. Exceptions to the 
general terms of the tax favor particular transferees or 
dispositions of transferors, similar to Federal direct ex-
penditure or loan programs. The transfer tax provisions 
identified as tax expenditures satisfy the two post-1982 
criteria for inclusion in the tax expenditure budget that 
were described above. No additional listings based on 
departures of the unified transfer tax from a normal 
tax structure, as discussed earlier for the income tax, 
are included because of the lack of a generally accepted 
normative tax structure for transfer taxes. 

UNIFIED TRANSFER TAX REFERENCE RULES 

The reference tax rules for the unified transfer tax 
from which departures represent expenditure-like gov-
ernment programs include: 

1. Definition of the taxpaying unit. The payment of 
the tax is the liability of the transferor whether the 
transfer of cash or property was made by gift or be-
quest. 

2. Definition of the tax base and rules of its measure-
ment. The base for the tax is the transferor's cumula-
tive, taxable lifetime gifts made plus the net estate at 
death. 

Gifts that are counted as part of the tax base are all 
annual transfers in excess of $10,000 to any donee 
except the donor's spouse. Excluded are, however, pay-
ments on behalf of family members' educational and 
medical expenses, as well as the cost of ceremonial 
gatherings and celebrations that are not in honor of the 
donor. 

Athough the value of gifts may be split by spouses for 
tax-reporting purposes, individuals are presumed to 
maintain their own separate cumulative transfer tax 
records. Any gift taxes paid by decedents during their 
lifetime are added to the amounts of taxable gifts. 
These plus the value of the final net estate are the 
comprehensive pre-tax measure of the transferred ag-
gregate wealth and, thus, determine the final transfer 
tax liability. 

In general, property is valued at its fair market value 
at the time it is transferred. This is not necessarily the 
case in the valuation of property for transfer tax pur-
poses. Executors of estates are provided the option to 
value assets at the time of the testator's death or up to 
6 months later. 

3. Tax rate schedule. A single graduated tax rate 
schedule applies to all taxable transfers. This is reflect-
ed in the name of the "unified transfer tax" that has 
replaced the former separate gift and estate taxes. The 
tax rates vary from 18 percent on the first $10,000 of 
aggregate taxable transfers to 55 percent on amounts 
exceeding $3 million. 

A $192,800 lifetime credit is provided against the tax 
in determining the final amount of transfer taxes that 
are due and payable. This allows each taxpayer to 
make a $600,000 tax-free transfer of assets that other-
wise would be liable to the unified transfer tax. 

An additional tax, at a flat rate of 50 percent, is 
imposed on lifetime generation skipping transfers in 
excess of $1 million. It is considered a generation skip-

ping transfer whenever the transferee is at least two 
generations younger than the transferor as it would be 
in the case of transfers to grandchildren or great-grand-
children. The liability of this tax is on the recipients of 
the transfer. The transferor must advise them as to 
what part of the gift or bequest is in excess of the 
transferor's generation skipping exemption. 

4. Time when tax is due and payable. Donors are 
required to pay the tax annually as gifts are made. The 
amount due and payable is the difference between the 
end-of-year transfer tax liability on the cumulated tax-
able transfers and the total amount of tax that had 
been paid previously. 

The generation skipping transfer tax is payable by 
the donees whenever they accede to the gift. The net 
estate tax liability is due and payable within 9 months 
after the decedent's death. The Internal Revenue Serv-
ice may grant an extension of up to 10 years for a 
reasonable cause. Once an extension has been granted, 
the tax liability may be paid no less rapidly than it 
would have been due without the extension. Interest is 
charged on the unpaid tax liability at a rate equal to 
the cost of Federal short-term borrowing, plus 3 per-
centage points. 

TAX EXPENDITURES BY FUNCTION 

The 1989-91 estimates of tax expenditures in the Fed-
eral unified transfer tax are displayed by functional 
category in table C-2. Outlay equivalent estimates are 
similar to revenue loss estimates for transfer tax ex-
penditures and, therefore, are not shown separately. 

NATURAL RESOURCES AND ENVIRONMENT 

Donations of conservation easements.—Bequests for 
conservation are excluded from taxable estates. A con-
servation bequest is the value of property and ease-
ments (in perpetuity) to such property the use of which 
is restricted to any one or more of the following: (a) the 
public for outdoor recreation; (b) protection of the natu-
ral habitats of fish, wildlife, plants, etc.; (c) scenic enjoy-
ment of the public; and (d) preservation of historic land 
areas and structures. Similar conservation gifts are ex-
cluded from the gift tax base and, in addition, are de-
ductible from the donor's otherwise taxable income in 
the year of the gift. 

AGRICULTURE 

Special use valuation of farms.—Farmland owned and 
operated by a decedent and/or a member of the family 
may be valued for estate tax purposes on the basis of its 
"continued use" as a farm if: (a) the farmland is at least 
25 percent of the decedent's gross estate; (b) the entire 
value of all farm property is at least 50 percent of the 
gross estate; and (c) family heirs to the farm agree to 
continue to operate the property as a farm for at least 
10 years. Since continued use valuation of farmland is 
frequently substantially less than the fair market 
value, the resulting reduction in tax liability serves as a 
subsidy to the continued operation of family farms. 

Tax deferral of closely held farms.—Decedents' es-
tates may use a preferential, extended installment pay-
ment period of 5 to 15 years to discharge estate tax 
liabilities if the value of the farm properties exceed 35 
percent of the net estates. The interest charged is only 
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4 percent for the first 5 years, rather than the standard 
Federal short-term borrowing rate plus 3 percentage 
points, which applies during the last 10 years of the 
repayment period. 

COMMERCE AND HOUSING CREDIT 

Special use valuation of closely held businesses.—The 
two estate tax incentives to family farming are also 
available to the estates of owners of nonfarm family 
businesses. If the same three conditions previously de-
scribed are met, the real property in their estates is 
eligible for continued use valuation. 

Tax deferral of closely held businesses.—Nonfarm 
family businesses that satisfy the net estate require-
ments qualify for preferential 15 year deferred estate 
tax payment. Also, the redemption of stock, required to 
pay funeral and administrative expenses and estate and 
gift taxes, may be charaterized as a sale of stock. This 
applies in those cases where the family business is in-
corporated and only the closely held corporation stock 
rather than the business assets appear in the decedent's 
estate. This subjects to tax only the appreciation in the 
value of the stock, whereas under reference tax law 
rules, all of the proceeds generally would be taxed as a 
dividend. To be eligible for this special provision, the 
value of stock in closely held corporations must exceed 
35 percent of the decedent's gross estate, less debt and 
funeral expenses. 

EDUCATION, TRAINING, EMPLOYMENT, AND SOCIAL 
SERVICES 

Employee Stock Ownership Plan (ESOP) deduction.— 
Until December 19, 1989, one-half of the proceeds from 
the sale of employer securities could be excluded from a 
taxable estate when it was sold by the executor to an 
ESOP. Employer securities are securities issued by cor-
porations of which the ESOP members are employees. 
Disposing certain estate assets in this way reduced the 
cost of settling estates and also increased the supply of 
employer securities to ESOPs. 

Tax deferral for Employee Stock Ownership Plan 
(ESOP).—Through July 12, 1989, an ESOP, to which a 
decedent had bequeathed employer securities, could 
avail itself of the preferential 15 year deferred tax pay-
ment plan previously described. The ESOP had to 
agree, however, to pay a pro-rata share of the estate tax 
for which it can be reimbursed by the estate. 

Bequests to tax-exempt organizations.—These bequests 
are deductible from decedents otherwise taxable life-
time transfers. 

HEALTH 

Bequests to health providers.—Such bequests, that are 
exempt from the income tax, are deductible from other-
wise taxable lifetime transfers of decedents. This tax 
preference is similar to preferences provided through 
the income tax. 

GENERAL GOVERNMENT 

State and local death taxes.—A credit is allowed for 
state death taxes against any Federal estate tax that 

otherwise would be due. The amount of the state death 
tax credit is limited to 80 percent of the amount of the 
Federal estate tax that would have been due under the 
tax rates prevailing in 1926. This provision is intended 
to restrain states from competing for wealthy individ-
uals' official domicile. 

Table C-2. ESTIMATES FOR TAX EXPENDITURES IN THE FEDERAL UNIFIED 
TRANSFER TAX 
(In millions of dollars) 

Fiscal Years 
Description Description Description 

1989 1990 1991 

Natural Resources and Environment: 
Deductions for donations of conservation easements * * * 

Agriculture: 
Special use valuation of farm real property 60 65 70 
Tax deferral of closely held farms 55 55 55 

Commerce: 
Special use valuation of real property used in closely held 

businesses 15 20 20 
Tax deferral of closely held business 10 10 10 

Education, training, employment, and social services: 
ESOP deduction 65 65 * 

Tax deferral for payments made by ESOP's 10 10 5 
Deduction for charitable contributions (education) 385 420 450 
Deduction for charitable contributions (other education 

and health) 1,145 1,240 1,335 
Health: 

Deduction for charitable contributions (health) 350 380 410 
General government: 

Credit for state death taxes 1,615 1,745 1,885 

Grand Total (after interactions) 3,525 3,810 4,130 

PROPOSED CHANGES IN TAX EXPENDITURES 

The Administration proposes a number of tax revi-
sions that would affect the tax expenditure budget. The 
receipts effects of the proposals are shown in table C-3 
and a discussion of each proposal may be found in part 
II, section B. 

Table C-3. RECEIPTS EFFECTS OF PROPOSED LEGISLATION ON TAX EXPENDITURES 
(Fiscal year, in millions of dollars) 

Description 

Capital gains tax reduction 
Make permanent the R&E credit 
Revise and make permanent R&E allocation rules 
Family savings account 
Provide a credit for intangible drilling 
Extend and make permanent health insurance deduction for self-employed. 
Extend low-income housing credit 
Revise AMT for exploratory drilling by independents 
Establish enterprise zones tax incentives 
Modify oil and gas depletion rules 
Waive penalty for certain early withdrawals from IRAs 
Provide a new credit for tertiary enhanced oil recovery 
Establish refundable child care credit1 

Double and restore special needs adoption deduction 

1991 

4,900 
- 5 1 0 
- 3 8 0 
- 2 0 0 
- 1 9 0 
- 1 7 4 
- 9 7 
- 7 9 
- 5 0 
- 4 9 
- 4 0 
- 1 7 

* $1 million or less. 
1 This estimate reflects only the effect of the proposal on budget receipts. The proposal increases outlays by $0.2 

billion in 1991. 
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A-76 THE BUDGET FOR FISCAL YEAR 1991 

Appendix 
ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX RANKED BY REVENUE LOSS 

(Fiscal year; in millions of dollars) 

Description 

Net exclusion of employer plans pension contributions and earnings 
Deductibility of mortgage interest on owner-occupied homes 
Exclusion of employer contributions for medical insurance premiums and care 
Deductibility of nonbusiness State and local taxes other than on owner-occupied 

homes 
Accelerated depreciation of machinery and equipment (pre-1983 budget method) 
Exclusion of OASI benefits for retired workers 
Step-up basis of capital gains at death 
Deferral of capital gains on home sales 
Deductibility of charitable contributions, other than education and health 
Deductibility of property tax on owner-occupied homes 
Exclusion of interest on public purpose State and local debt 
Exclusion of interest on life insurance savings 
Exclusion of untaxed Medicare benefits 
Accelerated depreciation of buildings other than rental housing (pre-1983 budget 

method) 
Exception from the passive loss rules for $25,000 of rental losses 
Net exclusion of IRA pension contributions and earnings 
Credit for child and dependent care expenses 
Reduced rates on the first $100,000 of corporate income (pre-1983 budget 

method) 
Special merger rules for financial institutions 
Exclusion of social security benefits for dependents and survivors 
Exclusion of capital gains on home sales for persons age 55 and over 
Exclusion of workmen's compensation benefits 
Deductibility of medical expenses 
Investment credit, other than ESOP's, rehabilitation of structures, energy property, 

and reforestation expenditures 
Exclusion of premiums on group term life insurance 
Inventory property sales source rules exception (for exporters) 
Earned income credit 
Tax credit for corporations receiving income from doing business in United States 

possessions 
Exclusion of interest on State and local debt for private nonprofit health facilities 
Exclusion of interest on small issue industrial development bonds 
Exclusion of benefits and allowances to armed forces personnel 
Deductibility of charitable contributions (education) 
Expensing of research and development expenditures (Pre-1983 budget method) 
Additional deduction for the elderly 
Deductibility of charitable contributions (health) 
Net exclusion of Keogh pension contributions and earnings 
Exclusion of interest on State and local mortgage bonds for owner-occupied housing. 
Exclusion of veterans disability compensation 
Accelerated depreciation on rental housing (pre-1983 budget method) 
Special ESOP rules (other than investment credit) 
Exclusion of interest on State and local IDBs for pollution control and sewage and 

waste disposal facilities 
Exclusion of income earned abroad by United States citizens 
Exclusion of social security disability insurance benefits 
Deferral of interest on savings bonds 
Exclusion of interest on State and local debt for rental housing 
Deferral of income from controlled foreign corporations (Pre-1983 budget method)... 
Exemption of certain mutuals' and cooperatives' income 
Deferral of income from post 1987 installment sales 
Exclusion of employee meals and lodging (other than military) 
Deductibility of interest on consumer credit 
Exclusion of scholarship and fellowship income (pre-1983 budget method) 
Exclusion of interest on IDBs for airports, docks and sports and convention facilities. 
Credit for increasing research activities 
Exclusion of income of foreign sales corporations (FSC) 
Credit for low-income housing investments 
Exemption of credit union income 
Exemption of RIC expenses from miscellaneous deduction floor 
Expensing of certain capital outlays (for agriculture) 
Parental personal exemption for students age 19 or over 
Exclusion of income earned by voluntary employee beneficiary & other associations... 
Excess of percentage over cost depletion for oil & gas 

1991 Description 

46,910 
46,595 
33,450 

21,860 
19,420 
16,490 
14,535 
13,265 
12,655 
12,430 
11,345 
7,685 
6,810 

6,530 
6,435 
6,230 
4,165 

3,715 
3,310 
3,285 
3,250 
3,220 
3,035 

2,950 
2,680 
2,420 
2,400 

2,310 
2,305 
2,280 
2,040 
1,845 
1,800 
1,695 
1,675 
1,630 
1,625 
1,590 
1,495 
1,490 

1,455 
1,255 
1,195 
1,090 
1,080 

850 
800 
790 
780 
770 
700 
685 
675 
635 
605 
590 
470 
450 
420 
415 
410 

Expensing of multiperiod timber growing costs 
Exclusion of public assistance benefits (pre-1983 budget method) 
Expensing of oil & gas exploration and development costs: 
Exclusion of interest on State and local industrial development bonds for certain 

energy facilities 
Exclusion of railroad retirement system benefits 
Exclusion of employer provided child care 
Targeted jobs credit 
Excess of percentage over cost depletion, nonfuel minerals 
Exclusion of interest on State and local debt for private nonprofit educational 

facilities 
Exclusion of interest on State and local student loan bonds 
Exclusing of interest on state and local debt for veterans housing 
Investment credit and seven-year amortization for reforestation expenditures 
Exclusion of parsonage allowances 
Exception from passive loss limitation for working interests in oil and gas properties-
Amortization of start-up costs 
Treatment of Alaska Native Corporations 
Expensing of certain multiperiod production costs (for agriculture) 
Excess of percentage over cost depletion for other fuels 
Deductibility of casualty losses 
Permanent exceptions from imputed interest rules 
Exclusion of premiums on accident and disability insurance 
Deferral of tax on shipping companies 
Tax incentives for preservation of historic structures 
Special Blue Cross/Blue Shield deduction 
Exclusion of special benefits for disabled coal miners 
Exclusion of military disability pensions 
Alcohol fuel credit 
Investment credit for rehabilitation of structures (other than historic) 
Tax credit for the elderly and disabled 
Carryover basis of capital gains on gifts 
Certain nonfinancial institutions operations interest allocation rules exception (inter-

national) 
Small life insurance company deduction 
Exclusion of employer provided educational assistance 
Exclusion of veterans pensions 
Exclusion of interest on savings bonds transferred to educational institutions 
Special rules for mining reclamation reserves 
Investment credit for ESOPs 
Expensing of exploration and development costs, nonfuel minerals 
Exclusion of Gl bill benefits 
Expensing of other fuels exploration and development costs: 
Exclusion of income of trusts to finance supplementary unemployment benefits 
Tax exemption of certain insurance companies 
Expensing of costs of removing certain architectural barriers to the handicapped 
Special alternative tax on small property and casualty insurance companies 
Alternative, conservation and new technology credits (supply incentives) 
Ordinary income treatment of loss from small business corp. stock sale 
Exclusion of employer provided death benefits 
Exclusion of certain foster care payments 
Exclusion of contributions to prepaid legal services plans 
Excess bad debt reserves of financial institutions 
Treatment of loans forgiven solvent farmers as if insolvent 
Additional deduction for the blind 
Alternative fuel production credit 
Alternative, conservation and new technology credits (conservation incentives) 
Exclusion of interest on State and local government bonds for mass commuting 

vehicles 
Tax credit for orphan drug research 
Suspension of the allocation of research and experimentation expenditures 
Energy credit for intercity buses 
Five-year amortization for housing rehabilitation 
Deferral of drought-related payments 
Safe harbor leasing rules 

1991 

400 
375 
365 

360 
300 
290 
275 
260 

255 
240 
220 
215 
215 
200 
180 
170 
160 
150 
150 
135 
135 
135 
130 
120 
110 
110 
110 
100 
90 
90 

75 
60 
50 
50 
40 
40 
35 
30 
30 
25 
25 
25 
20 
20 
20 
20 
20 
10 
10 
10 

- 5 
- 8 5 
-715 

* $2.5 million or less. All estimates have been rounded to the nearest $5 million. 
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XI. TAX EXPENDITURES 

The Congressional Budget Act of 1974 (Public Law 
93-344) requires that a list of tax expenditures be in-
cluded in the budget. This Act identifies tax expendi-
tures as "revenue losses attributable to provisions of 
the Federal tax laws which allow a special exclusion, 
exemption, or deduction from gross income or which 
provide a special credit, a preferential rate of tax, or 
a deferral of liability." 

Tax expenditures are one means by which the Fed-
eral Government pursues public policy objectives and, 
in many cases, can be regarded as alternative means 
of achieving the same objectives pursued by other Gov-
ernment policy instruments such as direct expenditures 
and regulations. There are numerous examples of the 
similarity in objective between tax expenditures and 
direct outlays. For instance, the cost of medical care 
is reduced both by direct Government expenditures for 
the medicare and medicaid programs and by the exclu-
sion from individual taxpayer income of the medical 
insurance premiums that employers pay for their em-
ployees. State and local governments benefit both from 
direct grants and from the ability to borrow funds at 
tax-exempt rates. Individuals benefits both from social 
security payments and from the exemption of most of 
these payments from tax. 

Tax expenditures ordinarily result from enacted legis-
lation. They therefore are not submitted to Congress 
each year and do not routinely receive a formal and 
systematic annual review. In this sense, they share a 
legislative status with entitlement programs that do 
not require annual appropriations (such as social secu-
rity). Tax expenditures, however, are generally re-
viewed whenever significant policy decisions are made 
about the overall level of tax receipts. 

The Omnibus Budget Reconciliation Act of 1990 
(OBRA) has affected some of the tax expenditures in 
this year's budget. While the top statutory rate on ordi-
nary income is 31 percent, the rates on capital gains 
are limited to 28 percent. The earned income tax credit 
was expanded and included a new credit for child 
health insurance. A new tax credit for access expendi-
tures for the disabled was introduced. Other relevant 
changes were revisions of the income tax rates and 
minor modifications to and extensions of other tax pref-
erences. 

Alternative Tax Expenditure Estimates 
A tax expenditure is defined as an exception to the 

baseline provisions of the tax structure. The Act does 
not, however, specify the baseline provisions of the tax 
law. Deciding whether provisions are special or pref-
erential exceptions therefore, is a matter of judgement. 
One baseline is the "normal" tax measure, used by the 
Joint Committee on Taxation. The other baseline is 
the "reference" tax law, which has been used since 

1983. As in prior years, this year's tax expenditure 
estimates will be presented using both baselines. 

Normal Tax Baseline.—The normal tax structure 
is patterned on a comprehensive income tax. Such a 
tax defines income as the sum of consumption, taxes, 
and the change in net wealth in a given period of time. 
The normal tax is not limited to a particular structure 
of tax rates, or by a specific definition of the taxpaying 
unit. It not only allows personal exemptions and a 
standard deduction, but also allows deduction from 
gross income of the expenses incurred in earning it. 
The normal tax structure, however, does make several 
major departures from a pure comprehensive income 
tax. For example: 

• Under a comprehensive income tax, income is tax-
able as it accrues; under the normal tax, income 
is taxable when realized in exchange. Thus, with 
a normal tax baseline, the deferral of tax on unre-
alized capital gains, as under present law, is not 
regarded as a tax expenditure. 

• Under a comprehensive income tax, all income is 
subject to tax whether it is self-produced and 
consumed or produced for exchange with others. 
The normal tax baseline includes only income real-
ized in exchange with others. Thus, the exclusions 
from tax of the rental value of owner-occupied 
housing and farmers' consumption of their own 
produce, as under present law, are not regarded 
as tax expenditures when the normal tax is the 
baseline. 

• Under a comprehensive income tax, there is no 
separate corporation income tax; corporate equity 
income is taxed only once—to shareholders wheth-
er or not distributed in the form of dividends. 
But the normal tax baseline includes a separate 
corporation income tax, levied at a flat rate equal 
to the highest statutory corporate income tax rate. 
Thus, with a normal tax baseline, rather than con-
sidering the corporate tax a "negative tax expendi-
ture" or tax penalty, the lower rates on the first 
$75,000 of corporate income give rise to a tax ex-
penditure. 

• Under a comprehensive income tax, the income 
measure would adjust the cost basis of capital as-
sets and debt for changes in the price level during 
the time assets are held. Consequently, the failure 
to take account of inflation in measuring deprecia-
tion, capital gains, and interest income would be 
regarded as a negative tax expenditure, and fail-
ure to take account of inflation in measuring inter-
est costs would be regarded as a positive tax ex-
penditure. Under the normal tax baseline, how-
ever, these inflation adjustments are not made. 

Part Three-19 
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Part Three-20 THE BUDGET FOR FISCAL YEAR 1992 

Notwithstanding these exceptions, the normal tax 
concept can be thought of as a practical compromise 
with the ideal of a comprehensive income tax, one that 
avoids certain complexities while preserving the general 
idea. 

Reference Law Baseline.—Beginning with the 1983 
budget, the Administration has used the "reference law" 
baseline to identify tax expenditure provisions. 

Reference law is the set of generally applicable, statu-
tory income tax accounting rules, i.e., rules for measur-
ing income subject to tax. Like the normal tax baseline, 
the reference law accepts realization accounting prin-
ciples, the existence of a separate corporation income 
tax, and the absence of inflation adjustments in the 
measurement of capital income as part of the baseline. 

Unlike the normal tax baseline, however, the ref-
erence law baseline includes the statutory schedule of 
corporation income tax rates, the "capital gain'7"ordi-
nary income" distinction, and several capital cost recov-
ery allowances. Thus, under the reference law baseline 
there are: 

• No tax expenditures for corporation income tax 
rates below the maximum statutory rate. 

• No general capital gain tax expenditures; only the 
statutory definition of otherwise "ordinary income" 
events, such as timber cutting, coal and iron ore 
royalties. Also, the sale of certain agricultural 
products occasion a tax expenditure entry when 
capital gains tax rates are preferentially lower. 

• No "accelerated depreciation" tax expenditures; 
only specified exceptions to otherwise applicable 
depreciation and mineral cost recovery schedules 
give rise to tax expenditures. 

Under the reference tax law baseline, entries in the 
tax expenditure budget closely conform to budget cat-
egories. Reference law tax expenditures measure "taxes 
otherwise due" the Government were it not for special 
exceptions in the tax code. These special exceptions 
have the characteristic that they serve programmatic 
functions, just as direct outlays for national defense, 
health care, or farm subsidies do. These tax expendi-
tures, therefore, are the equivalents of direct outlays 
from the standpoint of the budget. It is generally the 
case that while tax expenditures under the normal tax 
baseline are also considered tax expenditures under the 
reference law baseline, the reverse is not true. Hence, 
not all departures from the normal tax base are finan-
cially equivalent to direct outlays. 

Adopting the reference law as the baseline for tax 
expenditure measurement does not imply the reference 
law to be "ideal." Whether the generally applicable ref-
erence law rules for measuring the tax base and the 
schedules of personal, corporate, and capital gains tax 
rates are in accord with economic income measurement 
and allocative efficiency, and whether they fairly dis-
tribute the burden of taxation are matters of tax policy 
to be dealt with as such in the process of improving 
the efficiency and fairness of the tax system, and are 
not "expenditure policies." 

Comparison of Reference Tax Rules and the Nor-
mal Tax Standard.—The differences between the ref-
erence tax rules and the normal tax baseline include: 

1. Definition of the taxpaying unit. The taxpaying 
units are the same in the normal and reference tax 
structures, with one major exception.1 In the normal 
tax, controlled foreign corporations are not regarded 
as entities separate from their controlling U.S. share-
holders. Therefore, the deferral of tax on income re-
ceived by controlled foreign corporations is regarded 
as a tax expenditure. In contrast, except for tax haven 
activities, the reference tax rules follow the current tax 
system in treating controlled foreign corporations as 
separate taxable entities whose income is not subject 
to U.S. tax until distributed to U.S. taxpayers. Under 
that definition of the tax unit, deferral of tax on con-
trolled foreign corporation income is not a tax expendi-
ture because U.S. taxpayers generally are not taxed 
on accrued, but unrealized, income. 

2. Tax rate schedules. Separate schedules apply to 
the various taxpaying units. These schedules are in-
cluded in the reference tax system. The normal tax 
system is similar, except that it specifies a single rate 
(the current maximum rate) on corporate income. The 
lower tax rates applied to the first $75,000 of corporate 
income are thus regarded as a tax expenditure. 

Since 1987, an alternative minimum tax (AMT) has 
been in effect. This tax, levied at a flat rate on a tax 
base derived by specific tax accounting rules, is payable 
whenever the AMT exceeds the regular income tax li-
ability, as determined by regular applicable income tax 
accounting rules. 

3. General accounting rules for determining income 
subject to the tax. Income subject to tax is defined 
as gross income less the costs of earning that income. 
The Federal income tax has always defined gross in-
come to include: (1) consideration received, both within 
the United States and abroad, in the exchange of goods 
and services, including labor services or property; and 
(2) the taxpayer's share of gross or net income earned 
and/or reported by another entity.2 Under the reference 
tax rules, therefore, gross income does not include gifts, 
defined as receipts of money or property that are not 
consideration in an exchange, or most transfer pay-
ments, which can be thought of as gifts from the Gov-
ernment. Gross income does, however, include transfer 
payments associated with past employment, such as 
social security benefits. The normal tax baseline also 
excludes from gross income gifts between individuals. 
Under the normal tax baseline, however, all cash trans-
fer payments from Government to private individuals 
are counted in gross income, and exemptions of such 
transfers from tax are identified as tax expenditures. 

irThe Internal Revenue Code identifies as taxpaying units individuals (single, married, 
head of household), corporations (except those electing subchapter S treatment), cooperatives, 
real estate investment trusts, and other financial organizations that attribute their income 
to members in whose hands it is taxable, as well as trusts and estates (to the extent 
income is not distributed to beneficiaries). Certain otherwise taxable corporations and asso-
ciations whose activities and ownership meet the requirements of section 501 are exempt 
from income tax, as are Government-owned enterprises encompassed by section 115. 

2 Such income included interest, dividends, rents, royalties, and the taxpayer's share of 
the profits of partnerships, subchapter S corporations, and cooperatives. 
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The costs of earning income are deductible in deter-
mining taxable income under the reference and normal 
tax rules. These costs include: (1) expenses incurred 
in earning income from personal service (not including 
expenditures on goods and services for personal use); 
(2) costs of earning income incurred by a taxpayer's 
trade or business, including costs of goods sold3 and 
an allowance for physical capital used up;4 and (3) in-
terest paid creditors who have advanced funds to help 
finance the ownership and use of assets by the trade 
or business. 

In the cases of individuals who hold "passive" equity 
interests in businesses, the pro rata shares of sales 
and expense deductions reportable in a year are lim-
ited. A passive business activity is defined to be one 
in which the holder of the interest, usually a partner-
ship interest, does not actively perform managerial or 
other participatory functions. The taxpayer may gen-
erally report no larger deductions for a year than will 
reduce taxable income from such activities to zero. De-
ductions in excess of the limitation may be taken in 
subsequent years, or when the interest is liquidated. 

With one exception, both the reference and normal 
tax law standards have incorporated the general statu-
tory provisions governing allowable deductions. The ex-
ception is the rule for determining tax depreciation al-
lowances. Under the reference tax law standard, the 
accelerated cost recovery system (ACRS) allowances for 
property placed in service before January 1, 1987, serve 
as the baseline. The system of depreciation allowances 
provided by the Tax Reform Act of 1986 is the reference 
tax law baseline for investments placed in service be-
ginning with January 1, 1987. Thus, under the ref-
erence tax law standard, there are no tax expenditures 
from accelerated depreciation. 

Under the normal tax baseline, however, the depre-
ciation allowance for personal property is determined 
by using statutory accelerated methods5 over tax lives 
equal to mid-values of the asset depreciation range.6 

The baseline for real property is computed using 40-
year straight-line depreciation. Consequently, from 
1981 through 1986, the ACRS depreciation provisions 
generated tax expenditures under the normal tax base-
line. The Tax Reform Act of 1986 provided depreciation 
allowances approximately equal to those in the normal 
tax baseline for machinery and equipment. Post-1986 
investment, therefore, will no longer generate tax ex-
penditures under either standard for investments of 
this type. 

The baseline income tax system also stipulates rules 
for valuing the exchange of goods and services and 
specifies when gross income is reportable and when 
deductions may be taken. On these matters, both the 
reference and normal tax law standards embody the 
provisions of enacted law including: (1) valuation is de-
termined at the time transactions occur (realization as 

3 Cost of goods sold includes the compensation of employees and payments for goods 
and services purchased from other firms, and royalties paid, to the extent the inputs used 
are allocated to the goods sold. 

"These costs include depreciation in the case of machinery, equipment, and structures, 
and depletion in the case of mineral deposits. 

5 Declining balance at double the straight-line rate or sum-of-years digits. 
6 An elective depreciation system in effect from 1971 through 1980. 

opposed to accrual accounting); (2) the market value 
of services from owner-occupied housing and other du-
rable goods or self-produced income, such as do-it-your-
self repairs and maintenance, is excluded; (3) historical 
costs determine allowable deductions for capital cost 
recovery and the gain on the sale of an asset (no infla-
tion adjustments); (4) current expenses are deductible 
from gross income in the period when the transaction 
is completed, while capital expenditures are recovered 
by depreciation or depletion deductions over the asset's 
productive life; and (5) the accounting period used to 
determine income subject to tax, computing tax due 
and payable, and the dates when tax must be paid, 
are those specified under current law. 

Both the reference and normal tax law standards 
accept, without classifying it as a tax expenditure, a 
tax credit for foreign income taxes paid up to the 
amount of U.S. income taxes that would otherwise be 
due. This credit prevents the double taxation of income 
earned abroad. 

Tax Expenditures as Substitutes for Budget 
Outlays 

Under both the normal and reference tax baselines, 
some tax expenditure provisions can be thought of as 
substitutes for budget outlays. For example: 

• Current law excludes some forms of employee 
compensation, such as certain military housing 
and food allowances or employer-paid fringe bene-
fits, from employees' gross income although they 
are clearly part of an employee's total com-
pensation and are properly deductible from the 
gross income of the trade or business of employers 
who are taxable entities. Defense Department out-
lays for military personnel are lower because part 
of military compensation takes the form of tax-
free housing and food allowances. Excluding this 
compensation from tax substitutes for the higher 
direct outlays that would otherwise be required 
to maintain an equivalent level of compensation. 
Compensation in this form, if received from an-
other employer, would be subject to tax. 

• The interest payments on State and local tax-ex-
empt government are no less income than interest, 
dividends, rents, and royalties received from other 
sources, but they are not included in the bond-
holder's gross income. The tax exclusion for inter-
est paid by State and local governments enables 
them to obtain funds at lower rates. This exclusion 
is, therefore, equivalent to an interest subsidy or 
capital grant to State and local governments on 
the outlay side of the budget. 

• The dividend and interest receipts of pension 
funds are not included as they accrue in the gross 
income of the taxable beneficiaries who ultimately 
receive them; they are reported only when they 
are paid out as retirement benefits after 
compounding, in some cases, for many years, at 
pre-tax interest rates. 

The tax exclusion of employer-paid pension, health, 
and other insurance premiums and the preferred treat-
ment of pension trust income are equivalent to direct 
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Federal Government subsidies that would partly pay 
for private retirement, health, and insurance plans. 

The tax laws also permit many deductions from gross 
income in the derivation of taxable income that have 
no direct relation to the cost of earning the reported 
gross income, as the general rule would require. For 
example: 

• Individuals may deduct contributions to chari-
table, educational, scientific, or religious organiza-
tions. Matching grants to qualified organizations 
based on contributors' support could replace the 
charitable deductions. 

• Some oil, gas, and mineral producers may deduct 
a percentage depletion allowance that is not lim-
ited to recovery of the cost of acquiring the de-
posit. In addition, some investments in this type 
of property may be deducted in the year incurred, 
rather than capitalized and recovered as produc-
tion ensues. These special rules permit investment 
costs to be recovered more rapidly than the ref-
erence tax rules generally allow. They, in fact, 
often permit more than the full investment to be 
recovered tax-free. Direct subsidies paid to min-
eral producers could replace the preferential treat-
ment of oil and mineral investments. 

• Individuals are allowed to deduct mortgage inter-
est from their pre-tax incomes, although they need 
not report the (imputed) gross income they receive 
from the housing that the mortgages finance. Ex-
panded Federal mortgage interest subsidy pro-
grams could substitute for the deductibility of 
mortgage interest. 

Finally, there are special exceptions to the general 
rules for determining net income tax due and payable. 
After a taxpayer has determined his income, taking 
into account all exclusions and deductions, and has ap-
plied the appropriate tax rate schedule, there are still 
other factors that determine the amount to be paid. 
For example, the taxpayer may take as credits against 
tax otherwise due and payable certain amounts deter-
mined by expenditures during the tax year on: 

• Child and dependent care. 
• Newly constructed or substantially rehabilitated 

low-income housing. 
• Incremental research and experimentation. 
• Rehabilitation of old and historic structures. 

It is not difficult to imagine equivalent outlay pro-
grams that would subsidize these activities directly. 

The major tax expenditures defined according to the 
normal tax baseline that are not tax expenditures ac-
cording to the reference tax rules are: deferral of in-
come of controlled foreign corporations, expensing of 
research and development expenditures, progressive 
corporation income tax rates, the difference between 
statutory depreciation rules (ACRS) for investments 
made between 1981 and 1986, exclusion of public assist-
ance benefits and of scholarship and fellowship income, 
and the preferential treatment of capital gains. 

Outlay Equivalents 
Beginning with the 1983 budget, the Administration 

introduced the concept of "outlay equivalents" as a sub-

stitute for "revenue losses" as measures of the budget 
impact of tax expenditure programs. This was done to 
harmonize the tax expenditure budget with the implicit 
purposes of the budget format as the Federal Govern-
ment's sources and uses statement. The outlay equiva-
lent measure is calculated to be the amount of outlay 
that would be required to provide to the taxpayer the 
same after-tax income that would be received when 
using the revenue loss measure. This measure allows 
a comparison of the cost of the tax expenditure with 
that of a direct Federal Government expenditure. 

In many cases, the outlay equivalent tax expenditure 
estimate differs from the revenue loss estimate for the 
same tax subsidy. This difference arises when the tax 
subsidy functions as a Government payment for service 
and, when this is the case, the outlay equivalent esti-
mate is always larger than the revenue loss estimate. 
Revenue loss estimates are lower in these situations, 
because such payments for services are treated as a 
reduction in a tax that increases the taxpayer's after-
tax income. Under either a normal or reference income 
tax law standard, such payments would instead enter 
the taxpayer's pre-tax income as Government payments 
for services. 

For some tax expenditures, however, the revenue loss 
is equivalent to a direct Government outlay. The accel-
erated cost recovery deductions, for example, result in 
tax deferrals, the amount of which are the principal 
of interest-free loans. They also entail consumption ex-
penditures, the tax benefits of which function as price 
reductions. Since neither the loan principal nor a price 
reduction enters taxpayers' pre-tax income, the issue 
of tax exemption does not arise. 

Measuring Tax Expenditures 
Presenting budget outlays along functional lines is 

a way of showing how the Federal Government influ-
ences the allocation of resources. The functions may 
be broadly categorized as: (1) the provision of public 
goods and services; (2) the provision of subsidies; and 
(3) the payment of transfers. The budget outlays for 
public goods, such as national defense, are used to ac-
quire the labor and capital services needed to produce 
such goods. Subsidies, such as those for school lunches, 
are used to reduce the effective price of the subsidized 
item. Transfers, such as aid to families with dependent 
children, are intended to provide a level of income to 
recipients they would not otherwise achieve. 

Functional budget outlay figures measure the re-
source cost to the Federal Government of accomplishing 
the program objectives. When functional budget outlay 
figures are used to evaluate the costs of specific pro-
grams, these costs should reflect the pre-tax price of 
the resources. The market value of the goods and serv-
ices included in GNP covers indirect taxes (sales and 
property taxes) as well as before tax incomes of wage 
earners and property owners.7 Consistency requires 
that all budget outlay measures also be stated in pre-
tax magnitudes. Outlays for the purchase of goods and 

7 The income of property owners is usually received in the form of rent, interest and 
profit. 
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services are generally gross of taxes.8 Similarly, subsidy 
outlays in the budget generally enter the gross incomes 
of sellers of subsidized goods. In some instances, Gov-
ernment purchases (outlays) or subsidies are exempted 
from tax by a special tax provision. When this occurs, 
the outlay figure understates the resource cost of the 
program and is, therefore, not comparable with other 
outlay amounts. For example, as noted above, the out-
lays for certain military personnel allowances are not 
taxed. If this form of compensation were treated as 
income taxable to the employee, the Defense Depart-
ment would have to make larger cash payments to its 
military personnel to leave them as well off after tax 
as they are now. The tax subsidy must be added to 
the tax-exempt budget outlay to make this element of 
national defense expenditures comparable with other 
outlays. 

The Treasury Department prepared all tax expendi-
ture estimates based upon income tax law enacted as 
of December 31, 1990. In estimating tax expenditures, 
it is assumed that the existing tax structure is un-
changed. The estimates of tax expenditures conform to 
the functional budget classification for outlays. 

In table XI-1 are shown, side-by-side, the outlay 
equivalent and the revenue loss estimates of each spe-
cial tax provision by fiscal year. The revenue loss esti-
mates are displayed separately for corporations and in-
dividuals. The outlay equivalent estimates are com-
parable to the taxable outlay figures in the budget. 
These entries represent amounts that could be added 
to the other functional budget outlays while, at the 
same time, being added to budget receipts to provide 
a more consistent and comprehensive display of the 
resource reallocations produced by Federal fiscal meas-
ures. The revenue loss estimates are not consistent with 
direct budget outlays because they do not adjust for 
the implicit tax liability on certain items, as was noted 
above. 

The tax expenditure estimates are similar to outlays 
and should not be interpreted as estimates of the in-
crease in Federal receipts or the reductions in budget 
deficits that would accompany the repeal of the special 
provisions. There are four reasons why such an inter-
pretation is not possible. 

First, the assumed deletion of a tax expenditure may 
have incentive effects that alter the behavior of individ-
uals, households and firms. These may be either "cross" 
or "own" effects. Many tax expenditures are not inde-
pendent of each other. If one subsidy program is re-
pealed or severely curtailed, it is frequently the case 
that the demand for, and cost of, other Federal subsidy 
programs will be increased. For example, if the exclu-
sion of employer-paid medical insurance from the gross 
income of employees were repealed, other tax-exempt 
forms of compensation, such as employer paid pensions, 
would probably expand. Consequently, the net effect 
on the budget of repealing the exclusion of employer-
paid medical insurance would not equal the estimated 
cost of that tax expenditure, but would be smaller after 

8 The payments to vendors and Government employees are gross income to the sellers 
out of which taxes will be paid as determined by the reference tax law in effect. 

subtracting some increase in tax expenditures for pen-
sions or other fringes. If deductibility of charitable con-
tributions or mortgage interest were severely limited, 
some taxpayers would contribute less to charitable 
donees or hold smaller mortgages, with a concomitantly 
smaller effect on the budget than if no such limits 
were in force. 

Second, tax expenditures are all cleared through indi-
vidual and corporation tax accounts and, for this rea-
son, their values become interdependent. For example, 
excluding interest received from State and local govern-
ments lowers a taxpayer's taxable income and, in a 
tax system with progressive tax rates, this can reduce 
the value of other tax deductions, such as charitable 
contributions. If the interest exclusion alone were re-
pealed, some taxpayers could be thrust into higher tax 
brackets, automatically increasing the value of chari-
table contributions and their budget cost even if tax-
payers did not make larger contributions. On the other 
hand, if both the interest exclusion and the charitable 
deduction were repealed simultaneously, the increase 
in tax liability would be greater than the sum of the 
two separate tax expenditures since each is estimated 
assuming that the other remains in force. 

Third, the annual value of tax expenditures for tax 
deferrals, like the outlay figures for government lending 
programs, is largely prepared on a strict cash receipts 
and disbursement basis. For example, the annual budg-
et cost of tax deferrals due to the exclusion from em-
ployees' gross income of employers' contributions to em-
ployee pension plans is the sum of two items: the em-
ployers' current year pension plan contributions and 
the current year pension fund asset earnings. Both ac-
crue to the current benefit of employees, but are not 
currently included in their gross incomes. If the tax 
expenditure composed of these two exclusions were re-
pealed, the immediate budget impact would be to tax 
only the employees on the employers' current-year con-
tributions and the current-year pension fund asset 
earnings. Only as the existing population of covered 
employees retired and received their annuities, thereby 
depleting the stock of asset reserves previously accumu-
lated with untaxed dollars, would the remaining deficit-
reducing impact of repealing this tax expenditure be 
fully registered in the budget. 

Finally, repeal of some provisions could affect overall 
levels of income and rates of economic growth. Con-
sequently, large changes in tax expenditures could be 
expected to alter projected growth rates for aggregate 
national income and product and, thus, the tax base 
over the forecast period. All receipts and expenditures 
in the budget are based, however, on projections of 
income and growth that assume all existing laws will 
continue (except as amended by proposals made in the 
budget). 

Tax Expenditures By Function 
The 1990-92 outlay equivalent and revenue loss esti-

mates of tax expenditures are displayed by the budget's 
functional categories in table XI-1. In the appendix 
table, the major tax expenditures are ranked by the 
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fiscal year 1992 total revenue loss estimates. Tax ex-
penditures that are divided into functional categories 
in table XI-1 are merged in the appendix table, e.g., 
instead of the three separate entrees for charitable con-
tributions found in XI-1, the table contains one merged 
entry. 

Listing revenue loss estimates under the corporation 
and individual headings does not imply that these cat-
egories of filers benefit from the special tax provisions 
in proportion to the respective tax expenditure amounts 
shown. Rather, these breakdowns principally show the 
specific tax accounts through which the cost of the pro-
gram is cleared because the sources of data for estimat-
ing tax expenditures are largely corporation and indi-
vidual income tax returns. Corporations, as such, nei-
ther pay tax nor receive Government payments. They 
are the institutional conduit through which their em-
ployees, creditors and stockholders engage in exchanges 
with customers and the Government. Thus, the exemp-
tion from Federal income tax of interest paid by State 
and local governments provides a subsidy to those gov-
ernments in the form of lower borrowing rates. Individ-
ual and corporate holders of such debt only benefit 
from the tax exemption to the extent their marginal 
tax rates exceed the percentage spread between taxable 
and nontaxable interest rates. 

With these caveats in mind, a review follows of the 
tax expenditure estimates by functional category, as 
shown in table XI-1, that are departures from both 
the reference and normal tax law unless otherwise spe-
cifically identified. Whenever an item is identified as 
a tax expenditure under the normal tax rules, but not 
the reference tax rules, it is indicated by the des-
ignation, "Normal tax" in the table. In these cases, 
a line also appears, designated as "Reference tax," 
showing that tax expenditures for this item would be 
zero using the reference tax rules. 

NATIONAL DEFENSE 

Benefits and allowances to armed forces person-
nel.—The housing and meals provided military person-
nel, either in cash or in kind, are excluded from income 
subject to tax. 

INTERNATIONAL AFFAIRS 

Income earned abrocul.—A U.S. citizen or resident 
alien who resides in a foreign country or who stays 
in one or more foreign countries for a minimum of 
11 out of the past 12 months may exclude $70,000 
per year of foreign-earned income. Eligible taxpayers 
also may exclude or deduct reasonable housing costs 
in excess of one-sixth of the salary of a civil servant 
at grade GS-14, step 1. These provisions do not apply 
to Federal employees working abroad; however, the tax 
expenditure estimate does reflect certain allowances 
that are excluded from their taxable income. 

Income of Foreign Sales Corporations (FSC).— 
The Foreign Sales Corporation (FSC) provisions exempt 
from tax a portion of U.S. exporters' foreign trading 
income to reflect the FSC's sales functions as foreign 

corporations. These provisions conform to the General 
Agreement on Tariffs and Trade. 

Income of U.S.-controlled foreign corporations.— 
The income of foreign corporations controlled by U.S. 
shareholders is not subject to U.S. taxation because, 
under the reference tax rules, corporations chartered 
and operating in foreign countries are not subject to 
U.S. income reporting and taxation. The income be-
comes taxable only when the controlling U.S. sharehold-
ers receive dividends or other distributions from their 
foreign stockholding. 

Under the normal tax accounting rules, the currently 
attributable foreign source pre-tax income from such 
a controlling interest is subject to U.S. taxation, wheth-
er or not distributed. Thus, when the normal tax rule 
is taken as a baseline, the excess of controlled foreign 
corporation income over the amount distributed to a 
U.S. shareholder gives rise to a tax expenditure in the 
form of a tax deferral, that is, an interest-free loan. 

Source rule exceptions.—The worldwide income of 
U.S. persons is taxable by the United States and a 
credit for foreign taxes paid is allowed. The amount 
of foreign taxes that can be credited is limited to the 
pre-credit U.S. tax on the foreign source income. There 
are two exceptions. The first is an exception for sales 
of inventory property that reduces the U.S. tax of ex-
porters. The second exception is for financial institu-
tions and certain financing operations of nonfinancial 
enterprises from the rules that require allocation of 
interest expenses between domestic and foreign activi-
ties of a U.S. taxpayer. 

GENERAL SCIENCE, SPACE, AND TECHNOLOGY 

Expensing R&E expenditures.—Research and ex-
perimentation (R&E) expenditures are commonly re-
ferred to as investments because their benefits continue 
to accrue for several years, when they are successful. 
The characteristics of R&E, however, are such that it 
is difficult to identify completed, discrete R&E projects 
to determine whether the completed project is success-
ful and, if it is successful, what its expected life will 
be. For these reasons, the statutory provision that these 
expenditures may be currently deducted (expensed) is 
considered part of the reference law. Under the normal 
tax standard, the expensing of R&E expenditures is 
viewed, however, as the source of a tax expenditure. 
To measure the tax deferral under the pre-1983 meth-
od, the "norm" assumed is that all R&E expenditures 
are successful and have an expected life of eight years. 

R&E credit.—The tax credit is 20 percent of the 
qualified expenditures in excess of each year's base 
amount. This threshold is the product of multiplying 
a "fixed-base percentage", limited to a maximum of .16 
for existing companies, by the average amount of the 
company's gross receipts for the four preceding years. 
The "fixed-base percentage" is the ratio of R&E ex-
penses to gross receipts for the 1984 to 1988 period. 
Start-up companies that did not both incur qualified 
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expenses and have gross receipts in at least three of 
the base years are assigned a "fixed-base percentage" 
of .03. A similar credit with its own separate threshold 
is provided for taxpayers' basic research grants to uni-
versities. Beginning in 1989, the otherwise deductible 
qualified R&E expenditures were reduced by the 
amount of the credit. Both R&E credits have been ex-
tended to the end of 1991. 

Allocation of R&E expenditures.—Regulations is-
sued in 1977 were designed to achieve a reasonable 
allocation of R&E expenses between corporations' do-
mestic and foreign activities, but successive legislative 
actions suspended this requirement. Currently, 64 per-
cent of both U.S.- and foreign-based R&E expenses are 
allocated to their respective income sources. The re-
maining R&E expenses must then be allocated on the 
basis of gross sales or gross income. These rules are 
effective through August 1, 1991. 

ENERGY 

Exploration and development costs.—In the case 
of successful investments in domestic oil and gas wells, 
intangible drilling costs, such as wages, the costs of 
using machinery for grading and drilling, and the cost 
of unsalvageable materials used in constructing wells, 
may be expensed rather than capitalized or amortized 
over the productive life of the property. 

Integrated oil companies may currently deduct only 
70 percent of such costs and amortize the remaining 
30 percent over five years. The same rule applies to 
the exploration and development costs of surface strip-
ping and the construction of shafts and tunnels for 
other fuel minerals. 

Percentage depletion.—Independent fuel mineral 
producers and royalty owners are generally allowed to 
take percentage depletion deductions rather than cost 
depletion on limited quantities of output. Under cost 
depletion, outlays not recovered immediately through 
expensing are deducted over the productive life of the 
property. Unlike depreciation or cost depletion allow-
ances, percentage depletion deductions are not limited 
to the cost of the investment. Taxpayers, instead, de-
duct a percentage of gross income from mineral produc-
tion at rates of 22 percent for uranium, 15 percent 
for oil, gas and oil shale, and 10 percent for coal. The 
deduction, however, is limited to 50 percent of net in-
come from the property. OBRA increased the allowable 
deduction for oil and gas from 50 percent to 100 percent 
of net property income, and also reduced the excess 
depletion amount subject to the alternative minimum 
tax. Production from geothermal deposits is eligible for 
percentage depletion at 65 percent of net income, but 
with no limit on output and no limitation with respect 
to qualified producers. 

Capital gains treatment of royalties on coal.— 
While the top statutory rate on ordinary income is 31 
percent, the rates on capital gains are limited to 28 
percent. 

Tax-exempt bonds for energy facilities.—Tax-ex-
empt bond financing for small scale hydroelectric gen-
erating facilities expired at the end of 1985. Tax-exempt 
financing for steam generating or alcohol production 
facilities was repealed by the Tax Reform Act of 1986. 
The budget cost of this type of tax-exempt financing 
will continue, however, until the bonds are retired. 

Conservation and new technology credits.—A va-
riety of tax incentives have been available to stimulate 
energy conservation and encourage conversion to alter-
native energy sources. All but two of these programs 
have expired. (The two surviving investment credits 
will expire after December 31, 1991. They provide a 
10 percent credit for investment in solar and geo-
thermal energy facilities.) Notwithstanding expiration, 
some of these incentive programs continue to have a 
budget effect. They are carried forward because quali-
fied projects not constructed before the cut-off date, but 
subject to binding construction contracts, may be placed 
in service, or credits that were earned, but not taken 
due to insufficient tax liabilities, may be taken after 
the expiration dates. 

Alternative fuel production credit.—A nontaxable 
$3 per barrel of oil-equivalent production credit is pro-
vided for several forms of alternative fuels for facilities 
placed in service before December 31, 1992. OBRA ex-
tended the credit to additional alternative fuels. As a 
general rule, it is available as long as the price of 
011 stays below $29.50 (in 1979 dollars). 

Alcohol fuel credit.—Gasohol9 is exempt from 5.4 
of the 14 cents per gallon Federal excise tax on gaso-
line. There is a corresponding income tax credit for 
alcohol used as a fuel in applications where the excise 
tax is not assessed. This credit, equal to a subsidy 
of 54 cents per gallon for alcohol used as a motor fuel, 
is intended to encourage substitution of alcohol for pe-
troleum-based gasoline. 

Gas and oil exception to passive loss limita-
tion.—Although owners of working interests in oil and 
gas properties are subject to the alternative minimum 
tax, they are exempted from the "passive income" lim-
itations. This means that the working interest-holder, 
who manages on behalf of himself and all other owners 
the development of wells and incurs all the costs of 
their operation, may aggregate negative taxable income 
from such interests with his income from all other 
sources. Thus, he will be relieved of the minimum tax 
rules limit on tax deferrals. 

NATURAL RESOURCES AND ENVIRONMENT 

Exploration and development costs.—As is true 
for fuel minerals, certain capital outlays associated with 
exploration and development of nonfuel minerals may 
be expensed rather than depreciated over the life of 
the asset. 

'A motor fuel composed of at least 10 percent alcohol. 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

1992



Part Three-26 THE BUDGET FOR FISCAL YEAR 1992 

Percentage depletion.—Most nonfuel mineral ex-
tractors also make use of percentage depletion rather 
than cost depletion, with percentage depletion rates 
ranging from 22 percent for sulphur down to 5 percent 
for sand and gravel. 

Capital gains treatment of iron ore and of cer-
tain timber income.—While the top statutory rate on 
ordinary income is 31 percent, the rates on capital 
gains are limited to 28 percent. 

Tax-exempt bonds for pollution control and 
waste disposal.—Interest on State and local govern-
ment debt issued to finance private pollution control 
and waste disposal facilities was excludable from in-
come subject to tax. This authorization was repealed 
for pollution control equipment and a cap placed on 
the amount of debt that could be issued for waste dis-
posal facilities by the Tax Reform Act of 1986. 

Historic preservation.—Expenditures to preserve 
and restore historic structures qualify for a 20 percent 
investment credit, but the depreciable basis must be 
reduced by the full amount of the credit taken. 

Expensing multiperiod timber growing costs.— 
Generally, costs must be capitalized when goods are 
produced for inventory used in one's own trade or busi-
ness, or under contract to another party. Timber pro-
duction, however, was specifically exempted from these 
multiperiod cost capitalization rules, creating a special 
benefit derived from this deferral of taxable income. 

Credit and seven-year amortization for reforest-
ation.—A special 10 percent investment tax credit is 
allowed for up to $10,000 invested annually in clearing 
land and planting trees for the ultimate production of 
timber. The same amount of forestation investment as 
is eligible for the investment credit also may be amor-
tized over a seven-year period. Without this preference, 
the amount would have to be capitalized and could 
be recovered (deducted) only when the trees were sold 
or harvested 20 or more years later. Moreover, the 
amount of forestation investment that is amortizable 
need not be reduced by any of the investment credit 
that is allowed. 

AGRICULTURE 

Expensing certain capital outlays.—Farmers, ex-
cept for certain agricultural corporations and partner-
ships, are allowed to deduct certain expenditures for 
feed and fertilizer, as well as for soil and water con-
servation measures. Expensing is allowed, even though 
these expenditures are for inventories held at the end 
of the year, or for capital improvements that would 
otherwise be capitalized. 

Expensing multiperiod livestock and crop pro-
duction costs.—Farmers are exempted from applica-
tion of the uniform cost capitalization rules to the pro-
duction of livestock and crops with a production period 
of less than two years. Farmers establishing orchards, 

constructing farm facilities for their own use, or produc-
ing any goods for sale with a production period of two 
years or more may elect not to capitalize costs. If they 
do, they must apply straight-line depreciation to all 
depreciable property they use in farming. 

Loans "forgiven" solvent farmers.—In 1986, farm-
ers were granted special tax treatment by being for-
given the tax liability on certain forgiven debt.10 Nor-
mally, the amount of loan forgiveness is accounted for 
as a gain (income) of the debtor and he must either 
report the gain, or reduce his recoverable basis in the 
property to which the loan relates. If the debtor elects 
to reduce basis and the amount of forgiveness exceeds 
his basis in the property, the excess forgiveness is tax-
able. However, in the case of insolvent (bankrupt) debt-
ors, the amount of loan forgiveness never results in 
an income tax liability.11 Farmers with forgiven debt 
will be considered insolvent for tax purposes, and thus 
qualify for income tax forgiveness. 

Capital gains treatment of certain income.— 
While the top statutory rate on ordinary income is 31 
percent, the rates on capital gains are limited to 28 
percent. 

Drought-related relief payments.—Government 
payments to farmers are part of their taxable incomes 
in the year received. In 1988, a special exception was 
provided, allowing the reporting of drought relief pay-
ments received in one year to be deferred until the 
following year. 

COMMERCE AND HOUSING CREDIT 
This category includes a number of tax expenditure 

provisions that also affect economic activity in other 
functional categories. In general, provisions related to 
investment, such as accelerated depreciation, could as 
well have been classified under the natural resources 
and environment, energy, agriculture, or transportation 
categories. 

Credit union income.—The earnings of credit 
unions not distributed to members as interest or divi-
dends are exempt from income tax. 

Bad debt reserves.—Only commercial banks with 
less than $500 million in assets, mutual savings banks, 
and savings and loan associations are permitted to de-
duct additions to bad debt reserves in excess of actually 
experienced losses. The deduction for additions to loss 
reserves allowed qualifying mutual savings banks and 
savings and loan associations is 8 percent of otherwise 
taxable income. To qualify, the thrift institutions must 
maintain a specified fraction of their assets in the form 
of mortgages, primarily residential. 

Special merger rules for financial institutions.— 
When a corporation becomes insolvent, it may reorga-

10 Settlement of a debt for an amount less than the principal of a loan. 
11 The insolvent taxpayer's carryover losses and unused credits are extinguished first, 

and then his basis in assets reduced to no less than amounts still owed creditors. Finally, 
the remainder of taxable income is itself forgiven. 
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nize under special bankruptcy rules. One of the results 
is that the previous tax accounts of the bankrupt cor-
poration are canceled. This includes previous claims to 
tax refunds with respect to excesses of allowable tax 
deductions over gross income, called net operating 
losses (NOLs). 

A special exception to this rule was provided to aid 
in the reorganization of troubled (insolvent) savings and 
loan (or thrift) institutions whose deposits were insured 
by the Federal Savings and Loan Insurance Corporation 
(FSLIC). An acquisition of an insolvent bank, if certified 
by FSLIC, could be treated as a tax-free reorganization. 
The normal requirement of continuity of ownership in 
the merged organization was waived to make possible 
the future claim of tax refunds with respect to the 
acquired insolvent bank's NOLs. The value of preserv-
ing these claims to tax refunds reduced the cost FSLIC 
would otherwise have had to bear as insurer of the 
insolvent bank's deposits. This provision was repealed 
in August 1989 with the enactment of the savings and 
loan rescue and reform legislation. 

Interest on life insurance savings.—Savings in the 
form of policyholder reserves are accumulated from pre-
mium payments and interest is earned on the reserves. 
Such interest income is not taxed as it accrues nor 
when received by beneficiaries upon the death of the 
insured. 

Small property and casualty insurance compa-
nies.— Insurance companies that have annual net pre-
mium incomes of less than $350,000 are exempted from 
tax; those with $350,000 to $2,100,000 of net premium 
incomes may elect to pay tax only on the income earned 
by their investment portfolio. 

Insurance companies owned by exempt organiza-
tions.—Generally, the income generated by life and 
property and casualty insurance companies is subject 
to tax, albeit by special rules. Insurance operations con-
ducted by such exempt organizations as fraternal soci-
eties and voluntary employee benefit associations, how-
ever, are exempted from tax. 

Mutual funds (RIC) expenses.—Individuals may 
deduct miscellaneous expenses only to the extent that 
they exceed 2 percent of their adjusted gross income. 
Many of the costs incurred by individuals in managing 
their personal securities portfolios are among the mis-
cellaneous deductions allowed taxpayers who itemize 
deductions. Mutual funds perform these portfolio man-
agement functions for their shareholders and pay out 
their portfolio incomes net of these expenses. The share-
holders are permitted to report their fund income net 
of management expense. They are thereby able to de-
duct fully portfolio management expenses without re-
gard to the miscellaneous deduction limitation. 

Interest on consumer debt.—Deductions allowed in-
dividuals for interest paid on consumer credit are being 
phased out. Only 10 percent is deductible in 1990, and 
none in 1991 and thereafter. 

Small issue industrial development bonds.—The 
interest on small issue industrial development bonds 
(IDBs) issued by State and local governments to finance 
private business property is excluded from income sub-
ject to tax. Depreciable property financed with small 
issue IDBs must be depreciated, however, using the 
straight-line method. The tax exemption of small issue 
bonds expired in 1986, except for small issue IDBs ex-
clusively issued to finance manufacturing facilities for 
which the tax exemption is scheduled to expire in De-
cember 31, 1991. The budget cost of these bonds contin-
ues as long as they are outstanding. 

Mortgage housing bonds.—Interest on all mortgage 
revenue bonds issued before January 1, 1992 by State 
and local governments is exempt from taxation. Pro-
ceeds are used to finance homes purchased by first-
time buyers—with low to moderate incomes—of dwell-
ings with prices under 90 percent of the average area 
purchase price. The annual volume of mortgage revenue 
bonds is restricted to State-by-State ceilings under a 
unified volume cap which also covers student loan 
bonds and IDBs. 

States have been authorized to issue mortgage credit 
certificates (MCCs) in lieu of qualified mortgage reve-
nue bonds because the bonds are relatively inefficient 
subsidies to first-time home buyers. MCCs entitle home 
buyers to income tax credits for a specified percentage 
of interest on qualified mortgage loans. In this way, 
the entire amount of the subsidy flows directly to the 
home buyer without being partly diverted to financial 
middlemen or bondholders. A State may not issue an 
aggregate annual amount of MCCs greater than 25 per-
cent of its annual ceiling for qualified mortgage bonds. 
Because of the relationship between MCCs and quali-
fied mortgage bonds, their estimates are presented as 
one line item in the tables. 

Rental housing bonds.—State and local government 
issues of IDBs are restricted to multifamily rental hous-
ing projects in which 20 percent (15 percent in targeted 
areas) of the units are reserved for families whose in-
come does not exceed 50 percent of the area's median 
income; or 40 percent for families with incomes of no 
more than 60 percent of the area median income. Other 
tax-exempt bonds for multifamily rental projects are 
generally issued with the requirement that all tenants 
must be low or moderate income families. 

Limits on private activity tax-exempt bonds.— 
There are limits imposed on the amount of tax-exempt 
State and local government bonds that can be issued 
to fund private activity. The volume cap for single-
family mortgage revenue bonds and multifamily rental 
housing bonds is combined with the cap for student 
loans and IDBs. The cap was set at $50 per capita 
or a minimum of $150 million for each State. 

Interest and taxes on owner-occupied homes.— 
Owner-occupants of homes may deduct mortgage inter-
est and property taxes on their primary and secondary 
residences as itemized nonbusiness deductions. The 
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mortgage interest deduction is limited to interest on 
debt no greater than the owner's basis in the residence 
and, for debt incurred after October 13, 1987, it is 
limited to no more than $1 million. Interest on up to 
$100,000 of other debt secured by a lien on a principal 
or second residence is also deductible, irrespective of 
the purpose of borrowing, provided the debt does not 
exceed the fair market value of the residence. Mortgage 
interest deductions on personal residences are tax ex-
penditures because the taxpayers are not required to 
report the value of owner-occupied housing services as 
gross income. 

Real property installment sales.—Dealers in real 
and personal property, i.e., sellers that regularly hold 
property for sale or resale, cannot defer taxable income 
from installment sales until the receipt of the loan re-
payment. Nondealers, defined as sellers of real property 
used in their business, are required to pay interest 
to the Federal Government on deferred taxes attrib-
utable to their total installment obligations in excess 
of $5 million. Only properties with sales prices exceed-
ing $150,000 are includable in the total. The payment 
of a market rate of interest eliminates the benefit of 
the tax deferral. The tax exemption for nondealers with 
total installment obligations of less than $5,000,000 is, 
therefore, a tax expenditure. 

Capital gains (other than agriculture, timber, 
iron ore and coal).—While the top statutory rate on 
ordinary income is 31 percent, the rates on capital 
gains are limited to 28 percent. 

Deferral of gains from sale of broadcasting fa-
cility to minority owned business.—The voluntary 
sale of appreciated assets generally requires the seller 
to pay tax on the gain that has accrued over the period 
of ownership. However, in the case of an involuntary 
sale, as when an owner's property must be sold in a 
condemnation preceding, or to implement a change in 
a government's regulatory policy, the owner is per-
mitted to defer payment of tax, provided the proceeds 
are reinvested in similar property within a specified 
period. In 1979, the Federal Communications Commis-
sion instituted a policy of encouraging minority group 
ownership of broadcast licenses it issues or has issued. 
Since that time, the tax laws have been interpreted 
to permit voluntary sellers of licensed broadcasting fa-
cilities to defer payment of capital gains tax when the 
buyer has been certified as a "minority business," in 
effect treating the sale as "involuntary." 

Ordinary income treatment of losses from sale 
of small business corporate stock shares.—Up to 
$100,000 in losses from the sale of such stock may 
be treated as ordinary losses, and therefore not be sub-
ject to the $3,000 annual capital loss write-off limit 
if the corporation's capitalization is less than $1 million. 

Capital gains on home sales.—These gains are rec-
ognized and taxed only to the extent that the adjusted 
sales price exceeds the cost of a new home or the new 

home is not purchased and occupied within two years 
after the sale. The adjusted sales price is the amount 
realized (gross proceeds less selling expenses) minus 
qualified fixing up expenses. If a new house is con-
structed, it must be occupied within two years after 
the sale of the previous residence. The deferral of tax 
with respect to these gains on owner-occupied dwellings 
is a tax expenditure. 

Capital gains on sales by owners aged 55 or 
older.—A taxpayer who is 55 years of age or older 
at the time of the sale of his residence may elect to 
exclude from tax up to $125,000 of the gain from its 
sale. This is a once-in-a-lifetime election. In effect, this 
provision converts some prior deferrals of tax into for-
giveness of tax. 

Step-up in basis of capital gains at death.—Cap-
ital gains on assets held at the owner's death are not 
subject to capital gains taxes. The cost basis of the 
appreciated assets is adjusted upward to the market 
value at the owner's date of death. The step-up in the 
heir's cost basis means that, in effect, the capital gain 
is forgiven. 

Carryover basis of capital gains on gifts.—When 
a gift is made, the transferred property carries to the 
donee the donor's basis—the cost that was incurred 
when the property was first acquired. The carryover 
of the donor's basis allows a continued deferral of unre-
alized capital gains. This creates a tax preference be-
cause it is an exception to the reference tax law. 

Investment credit on machinery and equip-
ment.—Although the 10 percent investment tax credit 
for investment in machinery and equipment was re-
pealed as of the end of 1986, it continues to exert a 
budget impact for two reasons. First, such credits as 
had been earned by pre-repeal investments, but which 
could not be taken because the taxpayer had insuffi-
cient tax liability, can be carried forward for 15 years. 
Second, qualified investments that were subject to a 
binding contract prior to the repeal date may earn in-
vestment credits when they are subsequently delivered 
and/or placed in service. In both instances, the amount 
of the credit that may be taken after 1986 is 65 percent 
of the amount of the pre-repeal credit and, moreover, 
the credit is fully taxable. The taxpayer must now re-
duce his recoverable basis in the qualified assets by 
the full amount of the credit, rather than half, as before 
repeal. 

Accelerated depreciation of real property, ma-
chinery and equipment.—As previously noted,12 the 
tax depreciation allowance provisions are part of the 
reference law standard, and thus not a source of tax 
expenditure entries under the reference method. Under 
the pre-1983 normal tax standard, however, a 40-year 
tax life for depreciable real property is the norm, so 
the statutory depreciation periods in effect since 1987 

12 See the discussion of general accounting rules of the section on the reference tax rules 
and the comparison to the normal tax standard. 
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for residential and nonresidential properties of 27.5 and 
31.5 years, respectively, give rise to tax expenditures. 
Moreover, the tax expenditure estimates based on the 
normal method include not only the continuing budget 
effects of more accelerated pre-1987 tax allowances for 
real property, but also those for machinery and equip-
ment. 

Safe harbor leasing.—When highly accelerated tax 
depreciation allowances and enhanced investment tax 
credits were enacted in 1981, a safe harbor leasing 
provision was also introduced. Under this provision, a 
corporation, otherwise unable to utilize the accelerated 
depreciation allowances and investment credit, might 
sell to, and then lease from, another corporation assets 
acquired after December 31, 1981. The terms of such 
leaseback agreements, absent the safe harbor leasing 
provision, would not qualify the lessor corporation as 
the owner of the assets and allow it to utilize the in-
vestment incentives for tax purposes. The selling cor-
poration could gain at least part of the financial advan-
tage provided by the investment tax incentives by suc-
cessfully negotiating leaseback agreements below mar-
ket costs. Although the provision was repealed in 1982, 
its budget effects persist for the duration of the safe 
harbor leases entered into in 1981. 

Business start-up costs.—When an individual or 
corporation acquires or otherwise enters into a new 
business, certain start-up expenses, such as the costs 
of investigating opportunities and legal services, are 
normally incurred. The taxpayer may elect to amortize 
these outlays over 60 months although they are similar 
to other payments he makes for nondepreciable intangi-
ble assets that are not recoverable until the business 
is sold. 

Graduated corporation income tax rate sched-
ule.—The schedule is graduated, with rates of 15 per-
cent on the first $50,000 of taxable income, 25 percent 
on the next $25,000, and a rate of 34 percent on income 
over $75,000. As compared with a flat 34 percent tax 
rate, the lower rates provide a $11,750 reduction in 
tax liability for corporations with taxable incomes of 
$75,000. This benefit is recaptured in the cases of cor-
porations with taxable incomes exceeding $100,000. 
This is accomplished by a 5 percent additional tax on 
corporate incomes in excess of $100,000, but less than 
$335,000. At this point the $11,750 is fully recaptured. 
Since this rate schedule is part of the reference tax 
law, it does not give rise to a tax expenditure under 
the reference method. A flat corporation income tax 
rate is taken as the norm under the normal method, 
however, and therefore the lower rates do yield a tax 
expenditure under this concept. 

Passive loss real estate exemption.—The Tax Re-
form Act of 1986 disallowed the offset of passive losses 
against income from other sources. Losses up to $25,000 

attributable to certain rental real estate activity, how-
ever, were exempted from this rule.13 

Treatment of Alaskan Native Corporations 
losses.—Tax law restricts the ability of profitable cor-
porations to reduce their tax liabilities by merging or 
buying corporations with accumulated net operating 
losses (NOLs) and as yet unrefunded claims to invest-
ment credits. Alaska Native Corporations have a lim-
ited exemption14 from these restrictions that includes 
NOLs and credits claimable prior to April 26, 1988. 

Imputed interest rules.—Under reference tax law 
rules commonly referred to as original issue discount 
(OID), both the holder and seller of a financial contract 
are generally required to report interest earned in the 
period it accrues, not when the contract payments are 
made. Moreover, the amount of interest accruable is 
determined by the actual price paid for the contract, 
not by the stated or nominal principal and interest 
stipulated in the contract.15 

Exceptions to the general rules for accounting for 
interest expense or income include the following: (a) 
permission for the mortgagor of his personal residence 
to treat the discount from the nominal principal of his 
mortgage loan, commonly called "points," as prepaid 
interest which is deductible in the year paid, not the 
year accrued; and (b) sellers of farms and small busi-
nesses worth less than $1 million, in exchange for the 
purchaser's debt obligation, are exempted from the OID 
rules. This is $750,000 more than the $250,000 exemp-
tion that the reference tax law generally allows for 
such transactions. 

TRANSPORTATION 

Shipping companies that are U.S. flag car-
riers.—Certain companies that operate U.S. flag ves-
sels receive a deferral of income taxes on that portion 
of their income used for shipping purposes, primarily 
construction, modernization and major repairs to ships, 
and repayment of loans to finance these qualified in-
vestments. Once indefinite, the deferral has been lim-
ited to 25 years since January 1, 1987. 

Tax-exempt bonds for mass commuting vehi-
cles.—Until expiration on December 31, 1984, State 
and local governments were allowed to issue tax-exempt 
obligations to finance the purchase of mass transit com-
muting vehicles for lease to government transit agen-
cies. There will be continued budget effects as long 
as such bonds are outstanding. 

13 A more detailed discussion is provided under the general accounting rules of the section 
on the reference tax rules and the comparison to the normal tax standard. 

14 Fifteen years after the NOL or credit claim was first experienced. 
15 Thus, when a borrower on December 31, 1988, issues a promise to pay $1,000 plus 

interest at 10 percent on December 30, 1989, for a total repayment of $1,100, and accepts 
$900 from a lender in exchange for the contract, the rules require that both parties: (a) 
recognize that $900 is the amount lent, so that the effective loan interest rate is not 
the nominal 10 percent rate but is 22.2 percent; and (b) both report $200 as interest 
paid or received in 1989, as the case may be. 
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COMMUNITY AND REGIONAL DEVELOPMENT 

Five-year amortization of housing rehabilita-
tion.—Until it expired on December 31, 1986, tax-
payers could elect under certain conditions to amortize 
rehabilitation expenditures for low and moderate in-
come rental housing over a five-year period in lieu of 
ACRS depreciation. There will be a continued budget 
effect from qualified expenditures for which the five-
year amortization period had been selected. 

Low-income housing investment.—Through 1989, 
a tax credit for investment in low income housing16 

was structured to have a present value of 70 percent 
of construction or rehabilitation costs incurred and was 
allowed over 10 years. For Federally subsidized projects 
and those involving unrehabilitated existing low income 
housing, the credit was structured to have a present 
value of 30 percent. Beginning on January 1, 1990 and 
continuing through December 31, 1991, the credit is 
extended at a present value of 70 percent, including 
projects financed with other Federal subsidies, but only 
if substantial rehabilitation is done. Notwithstanding 
the capital grant character of this subsidy, the inves-
tor's recoverable basis is not reduced by the substantial 
credit allowed. 

Rehabilitation of structures.—A 10 percent invest-
ment tax credit is available for the rehabilitation of 
buildings that are used for business or productive ac-
tivities and that were erected before 1936 for other 
than residential purposes. A full reduction by the 
amount of the credit is required in the taxpayer's recov-
erable basis. 

Tax-exempt bonds for airports and similar fa-
cilities.—Until repealed, the interest on IDBs issued 
by State and local governments to finance airports, 
docks, wharves, and sports and convention facilities was 
exempt from tax. Government-owned airports, docks 
and wharves, as well as high-speed rail facilities that 
need not be government-owned, may continue to be fi-
nanced with tax-exempt bond issues. These bonds are 
not covered by a volume cap. There will be continued 
budget effects as long as bonds that had been issued 
for private purposes are outstanding. 

Exemption of certain mutuals9 and cooperatives9 

income.—The incomes of mutual and cooperative tele-
phone and electric companies are exempted from tax 
if at least 85 percent of their revenues are derived 
from patron service charges. 

EDUCATION, TRAINING, EMPLOYMENT, AND SOCIAL 
SERVICES 

Scholarship and fellowship income.—Scholar-
ships and fellowships are not excluded from taxable 
income to the extent they exceed tuition and course-
related expenses of the grantee. From a strictly eco-

16 New, substantially rehabilitated, and certain unrehabilitated, existing low income hous-
ing can qualify for the credit. 

nomic point of view, scholarships and fellowships are 
either gifts not conditioned on the performance of serv-
ices, or they are rebates of educational costs. Thus, 
under the reference budget method, the exclusion is 
not a tax expenditure because the reference tax law 
does not include either gifts or price reductions in a 
taxpayer's gross income. However, under the normal 
budget method, the exclusion is considered a tax ex-
penditure. Under the normal tax standard, gift-like 
transfers of government funds—and many scholarships 
are derived directly or indirectly from government fund-
ing—are included in gross income. 

Tax-exempt bonds for educational purposes.—In-
terest on State and local government debt issued to 
finance student loans or the construction of facilities 
used by private nonprofit educational institutions is ex-
cluded from income subject to tax. The aggregate vol-
ume of such private activity bonds that each State may 
issue during any calendar year is limited. 

U.S. savings bonds for education.—Interest on 
U.S. savings bonds, issued after December 31, 1989, 
may be excluded from tax if the bonds, plus accrued 
interest, are transferred to an educational institution 
as payment for educational expenses. The exclusion 
from tax is phased out for joint returns with adjusted 
gross incomes of $60,000 to $90,000 and $40,000 to 
$50,000 for single and head of household returns. 

Dependent students age 19 or older.—Taxpayers 
can claim personal exemptions for dependent children 
age 19 or over who receive parental support payments 
of $1,000 or more per year, are full-time students, and 
do not claim a personal exemption on their own tax 
returns. This preferential arrangement usually gen-
erates tax savings because the students' marginal tax 
rates are more often than not lower than their parents' 
marginal tax rates. 

Charitable contributions.—Contributions to chari-
table, religious, and certain other nonprofit organiza-
tions are allowed as an itemized deduction for individ-
uals, generally up to 50 percent of adjusted gross in-
come. Taxpayers whose contributions to charitable or 
educational organizations take the form of capital as-
sets can claim their current value as a. deduction with-
out the taxation of any appreciation in value. Cor-
porations could also deduct charitable contributions up 
to 10 percent of their pre-tax income. OBRA excluded 
from the alternative minimum tax base of individuals 
the untaxed appreciation of contributed personal prop-
erty. Tax expenditures resulting from the deductibility 
of contributions are shown separately for educational 
and other institutions. Contributions to health institu-
tions are reported under the health function. 

Employer provided benefits.—Many employers pro-
vide employee benefits that are not counted in employee 
income. The employers' costs for these benefits are de-
ductible business expenses. The exclusion from an em-
ployee's income of the value of child care, meals and 
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lodging provided by an employer for his own con-
venience is a tax expenditure, as are the exclusion of 
housing allowances and the rental value of parsonages 
from the taxable income of ministers. 

Until December 31, 1991, an employer may pay for 
his employees' tuition, fees, books, and supplies; the 
amounts received under the program are excluded from 
an employee's gross income. Employer contributions to 
prepaid legal services plans and the value of legal serv-
ices received under such plans are also excluded from 
employee income through December 31, 1991. 

Employer Stock Ownership Plan (ESOP) cred-
it.—Before the provision expired in 1986, a corporation 
could claim a limited tax credit if an equivalent amount 
of its common stock was set aside in an ESOP plan. 
The effective subsidy rate for this form of employee 
compensation exceeds 100 percent. The employer is 
fully reimbursed for the stock he transfers, and the 
benefited employees are not required to include this 
compensation in their current year gross income. This 
provision will be carried as a tax expenditure until 
the as yet unrefunded claims to the tax credits have 
been satisfied. 

Child and dependent care expenses.—A tax credit 
may be claimed by married couples for child and de-
pendent care expenses incurred when one spouse works 
full time and the other works at least part time or 
goes to school. The credit may also be claimed by di-
vorced or separated parents who have custody of chil-
dren, and by single parents. Expenditures up to a maxi-
mum $2,400 for one dependent and $4,800 for two or 
more dependents are eligible for the credit. The credit 
is equal to 30 percent of qualified expenditures for tax-
payers with incomes of $10,000 or less. The credit is 
reduced to a minimum of 20 percent by one percentage 
point for each $2,000 of income between $10,000 and 
$28,000. 

Disabled access expenditures.—OBRA provided for 
a credit of 50 percent of eligible disabled access expend-
itures expenditures in excess of $250. The credit is 
limited to $5,000. 

Targeted jobs credit.—Employers may claim a tax 
credit for qualified wages paid to individuals who begin 
work before January 1, 1992, and who are certified 
as members of various targeted groups. The amount 
of the credit that may be claimed is 40 percent of the 
first $3,000 paid during the first year of employment. 
The 40 percent credit also applies to the summer em-
ployment wages paid 16 and 17 year old youths who 
are members of low income families. Employers must 
reduce their deduction for wages paid by the amount 
of the credit claimed. 

Costs of removing architectural barriers to the 
handicapped.—The investment cost of making any 
business accessible to persons suffering physical or 
mental disabilities may be deducted, rather than cap-
italized as part of the taxpayer's basis in such property 

and recovered by subsequent depreciation allowances, 
as is generally required. 

Foster care payments.—Foster parents provide a 
home and care for children who are wards of the State, 
under contract with the State. Compensation received 
for this service is explicitly excluded from the gross 
incomes of foster parents, making the expenses they 
incur nondeductible. This activity, is, in effect, tax-ex-
empt. 

HEALTH 

Employer paid medical insurance and ex-
penses.—Employee compensation, in the form of pay-
ments by employers for health insurance premiums and 
other .medical expenses, is deducted as a business ex-
pense by employers, but it is not included in employee 
gross income. 

Child health insurance.—OBRA, in expanding the 
earned income tax credit, provided for a credit equal 
to 6 percent for certain health insurance expenses for 
certain policies that cover children. The maximum cred-
it will be $428 in 1991 and is phased out at a rate 
of 4.285 percent through $21,248 of adjusted gross in-
come. 

Untaxed medicare benefits.—The employer's pay-
ment of 1.45 percent of employees' wages (up to 
$125,000 in 1991) into the Hospitalization Trust Fund, 
which finances medicare benefits, is not included in 
employees' reportable compensation. 

Medical care expenses.—Personal expenditures for 
medical care (including the costs of prescription drugs 
and insulin) exceeding 7.5 percent of the taxpayer's ad-
justed gross income are deductible. 

Tax-exempt bonds for hospital construction.—In-
terest earned on State and local government debt is-
sued to finance hospital construction is excluded from 
income subject to tax. 

Charitable contributions to health institu-
tions.—Contributions to nonprofit health institutions 
are allowed as a deduction for individuals and cor-
porations. Tax expenditures resulting from the deduct-
ibility of contributions to other charitable institutions 
are listed under the education, training, employment, 
and social services function. 

Orphan drugs.—To encourage the development of 
drugs for the treatment of rare diseases or physical 
conditions, a tax credit is granted equal to 50 percent 
of the costs for clinical testing that must be completed 
before manufacture and distribution are approved by 
the Food and Drug Administration. Because the drug 
firm is not required to reduce its deduction for testing 
expenses (an R&D expenditure) by the amount of this 
credit, the private cost of clinically testing orphan drugs 
is reduced to little more than 24 cents per $1 expended. 
This tax expenditure expires after 1991. 
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Part Three-32 THE BUDGET FOR FISCAL YEAR 1992 

Blue Cross and Blue Shield.—Although these orga-
nizations are not qualified as exempt, they are provided 
exceptions from otherwise applicable insurance com-
pany income tax accounting rules that effectively elimi-
nate their tax liabilities. 

INCOME SECURITY 

Railroad retirement benefits.—These benefits are 
not generally subject to the income tax unless the re-
cipient's gross income reaches a certain threshold dis-
cussed more fully under the social security function. 

Workmen's compensation benefits.—Workmen's 
compensation provides payments to disabled workers. 
These benefits, although income to the recipients, are 
a tax preference because they are not subject to the 
income tax. 

Public assistance benefits.—The exclusion from 
taxable income of public assistance benefits received 
by individuals is listed as a tax expenditure under the 
normal budget method because, under the normal tax 
rules, cash transfers from government are included in 
gross income. In contrast, gifts not conditioned on the 
performance of services, including transfers from gov-
ernment, are not taxable under the reference tax base-
line. Therefore, under the reference budget method, the 
tax exclusion for public assistance benefits is not shown 
as a tax expenditure. 

Special benefits for disabled coal miners.—Dis-
ability payments to former coal miners out of the Black 
Lung Trust Fund, although income to the recipient, 
are not subject to the income tax. 

Military disability pensions.—Most of the military 
pension income received by current disabled retired vet-
erans is excluded from their income subject to tax. 

Pension contributions and earnings.—Certain 
employer contributions to pension plans, along with 
amounts set aside by the self-employed and individual 
contributions to individual retirement accounts (IRAs), 
are excluded from adjusted gross income in the year 
of contribution. Self-employed persons can make deduct-
ible contributions to their own retirement (defined con-
tribution) plans equal to 25 percent of their income, 
up to a maximum of $30,000 per year. 

Employees may deduct annual contributions to an 
IRA of $2,000 (or 100 percent of compensation, if less), 
or $2,250 on a joint return with only one spouse earn-
ing income, if: (a) neither the individual or spouse is 
an active participant in an employer-provided retire-
ment plan; or (b) their adjusted gross income falls below 
$40,000 ($25,000 for a single taxpayer). The allowable 
IRA deduction is phased out between $40,000 and 
$50,000 for a joint return and $25,000 and $35,000 
for a single return. Beyond these income limits, non-
deductible contributions to IRAs are available to tax-
payers who are active participants in employer-provided 
retirement plans. 

Limited amounts ($8,522 in 1991) can be excluded 
from an employee's adjusted gross income under a 
qualified cash or deferred arrangement with the em-
ployer (401(k) plan). An employee's own contribution 
of no more than $9,500 or the 401(k) limitation (which-
ever is greater) may be excluded annually from an em-
ployee's adjusted gross income when placed in a tax-
sheltered annuity (403(b) plan). The investment income 
earned by pension funds and other qualifying retire-
ment plans is not taxable when earned, and this exemp-
tion is, therefore, also a tax expenditure. 

Income earned by voluntary employee bene-
ficiary associations.—Generally, the income gen-
erated by businesses is subject to income tax. However, 
the income from business operations conducted by ex-
empt organizations, such as fraternal societies and vol-
untary employee benefit associations, is exempt from 
tax. 

Employer provided benefits.—Many employers 
cover part or all the cost of premiums or payments 
for: (a) employees' life insurance benefits; (b) accident 
and disability benefits; (c) death benefits; and (d) sup-
plementary unemployment benefits. The amounts are 
deductible by the employers and are excluded as well 
from employees' gross incomes for tax purposes. 

Employer Stock Ownership Plan (ESOP) provi-
sions.—A special type of employee benefit plan, orga-
nized as a trust, is tax-exempt. Employer-paid con-
tributions (the value of stock issued to the ESOP) are 
deductible by the employer as part of employee com-
pensation costs. They are not included in the employees' 
gross income for tax purposes, however, until they are 
paid out as benefits. The following five special income 
tax provisions for ESOPs are intended to increase em-
ployee ownership of the corporations in which they are 
employed: (1) annual employer contributions are subject 
to less restrictive limitations (percentages of employees' 
cash compensation); (2) ESOPs may borrow to purchase 
employer stock, guaranteed by their agreement with 
the employer that the debt will be serviced by his pay-
ment (deductible by him) of a portion of wages (exclud-
able by the employees) to service the loan; (3) ESOPs' 
lenders may exclude half the interest from their gross 
income; (4) employees who sell appreciated company 
stock to the ESOP may defer any taxes due until they 
withdraw benefits; and (5) dividends paid to ESOP-
held stock are deductible by the employer. 

Support of the aged and the blind,—Taxpayers 
who are blind or 65 years of age or older may take 
an additional $850 standard deduction if single, or $650 
if married. In addition, individuals who are 65 years 
of age or older, or who are permanently disabled, can 
take a tax credit equal to 15 percent of the sum of 
their earned and retirement income. Qualified income 
is limited to no more than $2,500 for single individuals 
or married couples filing a joint return where only one 
spouse is 65 years of age or older, and up to $3,750 
for joint returns where both spouses are 65 years of 
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age or older. These limits are reduced by one-half of 
the taxpayer's adjusted gross income over $7,500 for 
single individuals and $10,000 for married couples fil-
ing a joint return. 

Casualty losses.—Neither the purchase of property 
nor insurance premiums to protect its value are deduct-
ible as costs of earning income; therefore, reimburse-
ment for insured loss of such property is not reportable 
as a part of gross income. However, a special provision 
permits relief for taxpayers suffering an uninsured loss. 
They may deduct casualty and theft losses of more than 
$100 each, but only to the extent that total losses dur-
ing the year exceed 10 percent of adjusted gross income. 

Earned income credit.—This credit may be claimed 
by low-income workers with minor dependents. For 
1991, the credit is 16.7 percent (17.3 percent if two 
or more minors are present) of the first $7,140 of 
earned income. When the taxpayer's income exceeds 
$11,250, the credit is phased out at the rate of 11.93 
percent (12.36 percent if two or more minors are 
present) and is completely phased out at $21,242 of 
adjusted gross income. The credit is increased by a 
"supplemental young child" credit of 5 percent. The sup-
plemental credit is phased out at a rate of 5 percent 
of the first $7,140 of earned income and is completely 
phased out at $21,244 of adjusted gross income. The 
maximum amount of income on which the credit may 
be taken is adjusted for inflation, as is the income 
level at which the phase-out begins. 

In any tax year, the amount of the credit must be 
reduced by the minimum tax liability of the taxpayer. 
As refundable credits, earned income tax credits in ex-
cess of tax liabilities are paid by the Federal Govern-
ment to individuals. This portion of the credit is in-
cluded in outlays, while the amount that offsets tax 
liabilities is shown as a tax expenditure. 

SOCIAL SECURITY 

OASI benefits for retired workers.—Social security 
benefits that exceed the beneficiary's contributions out 
of taxed income are deferred employee compensation 
and the deferral of tax on that compensation is a tax 
expenditure. These additional retirement benefits are 
paid for partly by employers' contributions that were 
not included in employees' taxable compensation. Up 
to one-half of any recipient's social security benefits 
and tier 1 railroad retirement benefits are included in 
the income tax base if a recipient's "modified adjusted 
gross income" plus one-half of his or her social security 
and railroad retirement benefits exceed a certain base 
amount: $32,000 for those filing joint tax returns; 
$25,000 for single persons; and zero for those married 
filing separately if they did not live apart from their 
spouse for the entire year. Modified AGI is equal to 
AGI plus foreign or U.S. possession income and tax-
exempt interest, both excluded from AGI. If the modi-
fied AGI exceeds the specified base amount, either one-
half of the excess or one-half of the social security or 

railroad retirement benefits is included in income sub-
ject to tax, whichever is less. This limits the tax ex-
penditure to the portion of the benefit which is still 
excluded. 

Social Security benefits for the disabled9 depend-
ents and survivors.—Benefit payments from the So-
cial Security Trust Fund, for disability and for depend-
ents and survivors, are excluded from the beneficiaries' 
gross incomes, and thus give rise to tax expenditures. 

VETERANS BENEFITS AND SERVICES 

Veterans benefits.—All compensation due to death 
or disability and pensions paid by the Veterans Admin-
istration are excluded from taxable income. In addition, 
benefits under the GI bill, as well as other veterans' 
readjustment and education benefits, are excluded from 
taxable income. 

Tax-exempt mortgage bonds for veterans.—Inter-
est earned on general obligation bonds issued by State 
and local governments to finance housing for veterans 
is excluded from taxable income. The issuance of such 
bonds is limited, however, to five preexisting State pro-
grams and jto amounts based upon previous volume lev-
els for the period January 1, 1979 to June 22, 1984. 
Furthermore, future issues are limited to veterans who 
served on active duty before 1977. 

GENERAL GOVERNMENT 

Public purpose State and local debt.—Interest on 
State and local government debt, issued to finance gov-
ernment activities, is excluded from Federal taxation. 
State and local governments, therefore, can sell debt 
obligations at a lower interest cost than would be pos-
sible if such interest were subject to tax. Only the ex-
cluded interest on bonds for public purposes, such as 
schools, roads, and sewers, is included here. 

Nonbusiness State and local taxes excluding 
home-owner property taxes.—The deductibility of 
nonbusiness State and local taxes gives indirect assist-
ance to these governments by reducing the costs of 
the services they provide and, thus, the burden on their 
taxpayers. Although general sales taxes may no longer 
be deducted, State and local income taxes still may 
be deducted. 

Business income earned in U.S. possessions.— 
Under certain conditions, U.S. corporations receiving 
income from an active trade or business, or from invest-
ments located in a U.S. possession, can claim a special 
credit against U.S. tax otherwise due. 

INTEREST 

U.S. savings bonds.—The interest on U.S. savings 
bonds is not taxable until the bonds are redeemed, 
thereby deferring tax liability. The deferral is equiva-
lent to an interest-free loan and, therefore, it is a tax 
expenditure. 
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Table XI-1. ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX 
(In millions of dollars) 

Description 

Outlay Equivalents Revenue Loss 

Corporations 

1991 1992 

National defense: 
Exclusion of benefits and allowances to armed forces personnel 

International affairs: 
Exclusion of income earned abroad by United States citizens 
Exclusion of income of foreign sales corporations 
Inventory property sales source rules exception 
Certain nonfinancial institutions operations interest allocation rules ex-

ception 
Deferral of income from controlled foreign corporations: 

Normal tax method 
Reference tax method 

Total (after interactions) 
General science, space, and technology: 

Expensing of research and development expenditures: 
Normal tax method 
Reference tax method 

Credit for increasing research activities 
Suspension of the allocation of research and experimentation expendi-

tures 
Total (after interactions) 

Energy: 
Expensing of exploration and development costs: 

Oil and gas 
Other fuels 

Excess of percentage over cost depletion: 
Oil and gas 
Other fuels 

Capital Gains treatment of royalties on coal 
Exclusion of interest on State and local industrial development bonds 

for energy facilities 
Alternative, conservation and new technology credits: 

Supply incentives 
Conservation incentives 

Alternative fuel production credit 
Alcohol fuel credit1 

Special rules for mining reclamation reserves 
Exception from passive loss limitation for working interests in oil and 

gas properties 
Total (after interactions) 

Natural resources and environment: 
Expensing of exploration and development costs, nonfuel minerals 
Excess of percentage over cost depletion, nonfuel minerals 
Exclusion of interest on State and local IDBs for pollution control and 

sewage and waste disposal facilities 
Tax incentives for preservation of historic structures 
Capital gains treatment of iron ore 
Capital gains treatment of certain timber income 
Expensing of multiperiod timber growing costs 
Investment credit and seven-year amortization for reforestation expendi-

tures 
Total (after interactions) 

Agriculture: 
Expensing of certain capital outlays 
Expensing of certain multiperiod production costs 
Treatment of loans forgiven solvent farmers as if insolvent 
Capital gains treatment of certain income 
Deferral of 1988 drought-relief payments 

Total (after interactions) 
Commerce and housing credit: 

Exemption of credit union income 
Excess bad debt reserves of financial institutions 
Special merger rules for financial institutions 
Exclusion of interest on life insurance savings 
Special alternative tax on small property and casualty insurance compa-

nies 
Tax exemption of certain insurance companies 
Small life insurance company deduction 

2,280 

1,590 
1,315 
3,780 

130 

300 

7,115 

1,750 

1,625 

340 
4,050 

-500 
45 

860 
220 

315 

110 

15 

50 

245 
970 

40 
415 

1,715 
145 

360 

215 
2,830 

495 
180 

10 

-125 
530 

605 
155 

5,635 
7,925 

25 
110 

2,340 

1,655 
1,470 
4,295 

135 

320 

"A875 

1,800 

1,680 

925 
4,750 

- 2 8 0 
50 

895 
235 

10 

300 

105 

60 
80 
50 

280 
1,265 

45 
460 

1,615 
145 

10 
400 

225 
2,840 

450 
160 

15 
65 

- 1 0 
640 

635 
130 

5,720 
8,560 

25 
115 

2,400 

1,670 
1,655 
4,845 

145 

350 

8,665 

1,895 

1,220 

370 
3,795 

-15 
50 

925 
255 

10 

285 

35 

200 
210 

50 

310 
1,645 

45 
515 

1,510 
145 

15 
430 

235 
2,840 

320 
155 

15 
100 
555 

665 
145 

4,005 
8,585 

30 
135 

895 
3,780 

85 

300 

1,720 

1,115 

230 

-425 
40 

110 
135 

255 

75 

10 

45 

35 
300 

1,425 
50 

205 

40 

430 
155 

3,885 
55 

15 
80 

1,000 
4,295 

90 

320 

1,770 

1,155 

630 

-230 
45 

115 
145 

240 

70 

35 
80 
45 

40 
330 

1,330 
50 

225 

40 

450 
130 

3,945 
85 

20 
85 

1,125 
4,845 

95 

350 

1,865 

835 

250 

- 5 
45 

120 
155 

230 

25 * 

100 
210 

45 

40 
365 

1,240 
50 

240 

40 

470 
145 

2,760 
115 

1,955 

1,205 

30 

25 

- 7 5 
5 

540 
10 

5 

180 

5 
20 

95 

155 

170 

435 
120 

10 

-125 

7,265 

20 
100 
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Table XI-1. ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX-Continued 
(In millions of dollars) 

Description 

Outlay Equivalents 

1990 1991 1992 

Revenue Loss 

Corporations 

1991 

Exemption of RIC expenses from the 2% floor miscellaneous itemized 
deduction 

Deductibility of interest on consumer credit 
Exclusion of interest on small issue industrial development bonds 
Exclusion of interest on owner-occupied mortgage bonds subsidy bonds 
Exclusion of interest on State and local debt for rental housing 
Deductibility of mortgage interest on owner-occupied homes 
Deductibility of State and Local property tax on owner-occupied homes 
Deferral of income from post 1987 installment sales 
Capital gains (other than agriculture,timber, iron ore, and coal): 

Normal tax method 
Reference tax method 

Deferral of gains from sale of broadcasting facilities to minority owned 
business 

Ordinary income treatment of loss from small business corp. stock sale 
Deferral of capital gains on home sales 
Exclusion of capital gains on home sales for persons age 55 and over 
Step-up basis of capital gains at death 
Carryover basis of capital gains on gifts 
Investment credit, other than ESOP's, rehabilitation of structures, energy 

property, and reforestation expenditures 
Accelerated depreciation on rental housing: 

Normal tax method 
Reference tax method 

Accelerated depreciation of buildings other than rental housing: 
Normal tax method 
Reference tax method 

Accelerated depreciation of machinery and equipment: 
Normal tax method 
Reference tax method 

Safe harbor leasing rules 
Amortization of start-up costs 
Reduced rates on the first $100,000 of corporate income: 

Normal tax method 
Reference tax method 

Exception from passive loss rules for $25,000 of rental loss 
Treatment of Alaska Native Corporations 
Permanent exceptions from imputed interest rules 

Total (after interactions) 
Transportation: 

Deferral of tax on shipping companies 
Exclusion of interest on State and local government bonds for mass 

commuting vehicles 
Total (after interactions) 

Community and Regional Development 
Five-year amortization for housing rehabilitation 
Credit for low-income housing investments 
Investment credit for rehabilitation of structures (other than historic) 
Exclusion of interest on IDBs for airports, docks and sports and con-

vention facilities 
Exemption of certain mutuals' and cooperatives' income 

Total (after interactions) 
Education, training, employment, and social services: 

Exclusion of scholarship and fellowship income: 
Normal tax method 
Reference tax method 

Exclusion of interest on State and local student loan bonds 
Exclusion of interest on State and local debt for private nonprofit edu-

cational facilities 
Exclusion of interest on savings bonds transferred to educational institu-

tions 
Parental personal exemption for students age 19 or over 
Deductibility of charitable contributions (education) 
Exclusion of employer provided educational assistance 

Total education (after interactions) 
Exclusion of employer provided child care 
Exclusion of employee meals and lodging (other than military) 

440 
1,525 
2,555 
2,020 
1,315 

37,580 
9,520 

735 

230 
20 

12,635 
4,255 

29,770 
125 

3,570 

1,610 

5,975 

23,320 

-710 
170 

4,670 

9,050 
235 
125 

145,810 

125 

35 
160 

10 
115 
550 

920 
1,065 
2,645 

730 

285 

340 

460 
1,695 

275 
3,830 

320 
830 

635 
605 

2,345 
1,980 
1,225 

39,575 
10,490 

775 

3,050 

230 
20 

13,265 
4,280 

32,750 
135 

2,410 

1,495 

5,905 

18,245 

-715 
180 

5,065 

10,020 
170 
135 

149,830 

135 

25 
160 

- 5 
105 
865 

930 
1,120 
2,995 

770 

275 

355 

5 
480 

1,805 
340 

4,075 
380 
865 

755 

2,115 
1,870 
1,150 

40,545 
11,575 

815 

4,660 

260 
-20 

13,925 
4,395 

36,020 
145 

1,205 

1,405 

5,885 

18,810 

-720 
190 

5,670 

10,645 
120 
145 

157,465 

145 

20 
165 

- 2 0 
95 

1,155 

940 
1,175 
3,315 

810 

270 

365 

10 
490 

1,920 
100 

4,010 
440 
865 

2,185 

l"()60 

185 

230 

2,750 

1,075 

4,305 

18,655 

-710 
35 

3,080 

235 

125 

15 

5 
70 

110 

750 
760 

500 

1,995 

980 

195 

230 

1,795 

915 

205 

260 

1,855 

1,000 

4,250 

14,765 

-715 
35 

3,345 

170 

135 

10 

- 5 
65 

170 

745 
800 

930 

940 

4,240 

15,565 

-720 
35 

3,755 

120 

145 

10 

- 1 0 
60 

230 

745 
840 

525 550 

320 
1,525 

5 
45 

435 

470 
605 

40 
685 

1,755 1,705 1,600 

37,580 39,575 40,545 
9,520 10,490 11,575 

550 580 610 

2,205 3,370 

20 20 
* 

20 

12,635 13,265 13,925 
3,230 3,250 3,340 

22,150 24,365 26,800 
125 135 145 

535 495 465 

1,670 1,655 1,645 

4,665 3,480 3,245 

135 145 155 

6,555 7,260 7,715 

125 135 145 

665 700 735 

275 255 245 

305 315 320 

* 5 10 
410 430 440 

1,195 1,280 1,370 
225 280 80 

240 290 335 
750 780 780 
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Table XI-1. ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX-Continued 
(In millions of dollars) 

Description 

Outlay Equivalents 

1991 

Revenue Loss 

Corporations 

1991 1992 

Individuals 

1990 

Exclusion of contributions to prepaid legal services plans 
Investment credit for ESOPs 
Credit for child and dependent care expenses 
Credit for disabled acess expenditures 
Targeted jobs credit 

Total training and employment (after interactions) 
Expensing of costs of removing certain architectural barriers to the 

handicapped 
Deductibility of charitable contributions, other than education and health 
Exclusion of certain foster care payments 
Exclusion of parsonage allowances 

Total social services (after interactions) 
Grand total (after interactions) 

Health: 
Exclusion of employer contributions for medical insurance premiums 

and medical care 
Credit for child medical insurance premiums2 

Exclusion of untaxed Medicare benefits 
Deductibility of medical expenses 
Exclusion of interest on State and local debt for private nonprofit health 

facilities 
Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 
Special Blue Cross/Blue Shield deduction 

Total (after interactions) 
Income security: 

Exclusion of railroad retirement system benefits 
Exclusion of workmen's compensation benefits 
Exclusion of public assistance benefits: 

Normal tax method 
Reference tax method 

Exclusion of special benefits for disabled coal miners 
Exclusion of military disability pensions 
Net exclusion of pension contributions and earnings: 

Employer plans 
Individual Retirement Accounts 
Keogh plans 

Extending tax exempt organization status to voluntary employee bene-
ficiary and other associations 

Exclusion of employer provided death benefits 
Exclusion of other employee benefits: 

Premiums on group term life insurance 
Premiums on accident and disability insurance 
Income of trusts to finance supplementary unemployment benefits .... 

Special ESOP rules (other than investment credit) 
Additional deduction for the blind 
Additional deduction for the elderly 
Tax credit for the elderly and disabled 
Deductibility of casualty losses 
Earned income credit3 

Total (after interactions) 
Social Security: 

Exclusion of social security benefits: 
OASI benefits for retired workers 
Disability insurance benefits 
Benefits for dependents and survivors 

Total (after interactions) 
Veterans benefits and services: 

Exclusion of veterans disability compensation 
Exclusion of veterans pensions 
Exclusion of Gl bill benefits 
Exclusion of interest on state and local debt for veterans housing 

Total (after interactions) 
GENERAL PURPOSE FISCAL ASSISTANCE 

Exclusion of interest on public purpose State and local debt 
Deductibility of nonbusiness State and local taxes other than on owner-

occupied homes 

85 
100 

5,210 

220 
6,865 

20 
11,490 

25 
240 

11,675 
22,370 

32,205 

7,290 
2,860 

3,065 
1,530 

10 
85 

46,960 

305 
2,735 

375 

105 
100 

60,505 
8,710 
1,900 

445 
25 

3,455 
170 
30 

2,645 
45 

1,880 
85 

385 
2,120 

81,705 

16,040 
1,210 
2,995 

20,245 

1,580 
80 
45 

320 
2,025 

14,935 

18,875 

85 
35 

5,505 
85 

230 
7,290 

25 
12,285 

25 
265 

12,485 
23,850 

36,260 
10 

7,515 
3,025 

3,185 
1,635 

10 
160 

51,640 

310 
3,010 

400 

105 
110 

64,040 
9,085 
2,095 

485 
25 

3,620 
175 
30 

2,850 
45 

1,910 
90 

310 
2,445 

86,525 

17,015 
1,300 
3,190 

21,505 

1,655 
80 
45 

315 
2,095 

15,885 

19,375 

30 
15 

5,810 
175 
205 

7,650 

20 
13,135 

35 
295 

13,340 
25,000 

41,010 
160 

8,190 
3,170 

3,295 
1,745 

10 
185 

57,580 

310 
3,310 

425 

105 
120 

68,175 
9,560 
2,310 

530 
30 

3,790 
180 
30 

2,935 
45 

1,970 
90 

320 
2,985 

92,400 

18,000 
1,400 
3,405 

22,805 

1,705 
80 
50 

315 
2,150 

16,700 

20,405 

85 30 10 

185 
50 

190 
100 
175 

15 
620 

20 
655 

15 
690 

305 
5 

65 

325 
5 

120 

345 
5 

140 

1,855 1,995 2,055 

70 

3^895 

35 

5 
10,870 

20 
195 

26,360 

5,965 
2,860 

2,765 
1,225 

305 
2,735 

375 

105 
100 

45,385 
6,620 
1,460 

380 
20 

2,640 
125 
30 

70 

35 
1,565 

70 
310 

1,800 

16,040 
1,210 
2,995 

2,360 2,445 2,520 

1,580 
80 
45 

270 

10,455 

18,875 

4,165 
10 
40 

5 
11,630 

20 
215 

29,640 
5 

6,145 
3,025 

2,830 
1,310 

310 
3,010 

400 

105 
110 

48,035 
6,905 
1,615 

415 
20 

2,770 
130 
30 

35 
1,595 

70 
250 

2,075 

17,015 
1,300 
3,190 

1,655 
80 
45 

265 

10,970 

19,375 
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XI. TAX EXPENDITURES Part Three-37 

Table XI-1. ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX-Continued 
(In millions of dollars) 

Description 

Outlay Equivalents Revenue Loss 

Corporations 

1990 1991 1991 

Tax credit for corporations receiving income from doing business in 
United States possessions 

Total (after interactions) 
Interest: 

Deferral of interest on savings bonds 
Addendum—Aid to State and local governments: 

Deductibility of: 
Property taxes on owner-occupied homes 
Nonbusiness State and local taxes other than on owner-occupied 

homes 
Exclusion of interest on: 

Public purpose State and local debt 
IDBs for certain energy facilities 
IDBs for pollution control and sewage and waste disposal facilities .... 
Small-issue IDBs 
Owner-occupied mortgage revenue bonds 
State and local debt for rental housing 
Mass commuting vehicle IDBs 
IDBs for airports, docks, and sports and convention facilities 
State and local student loan bonds 
State and local debt for private nonprofit educational facilities 
State and local debt for private nonprofit health facilities 
State and local debt for veterans housing 

Total (after interactions) 

2,860 
36,670 

965 

9,520 

18,875 

14,935 
315 

1,715 
2,555 
2,020 
1,315 

35 
920 
285 
340 

3,065 
320 

53,405 

3,125 
38,385 

1,040 

10,490 

19,375 

15,885 
300 

1,615 
2,345 
1,980 
1,225 

25 
930 
275 
355 

3,185 
315 

55,385 

3,420 
40,525 

1,125 

11,575 

20,405 

16,700 
285 

1,510 
2,115 
1,870 
1,150 

20 
940 
270 
365 

3,295 
315 

57,775 

1,945 

2,360 
255 

1,425 
2,185 

1,060 
15 

750 

2,125 

2,445 
240 

1,330 
1,995 

9,080 
10 

745 

2,325 

2,520 
230 

1,240 
1,795 

915 
10 

745 

965 

9,520 

18,875 

10,455 

1,755 

275 
305 

2,765 
270 

1,040 

10,490 

19,375 

10,970 

1,705 

255 
315 

2,830 
265 

* $2.5 million or less. All estimates have been rounded to the nearest $5 million. 
' In addition, the partial exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $445 million in 1990; $390 million in 1991; and $355 million in 1992. 
2The figures in the table indicate the effect of the child medical insurance premium credit on receipts. The effect on outlays in 1992 is $550 million. 
3 The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1990, $4,355 million; 1991, $4,855 million; 1992, $6,770 million. 

Tax Expenditures in the Federal Unified 
Transfer Tax 

The Federal unified transfer tax replaced the former 
separate gift and estate taxes in 1977. Exceptions to 
the general terms of the tax favor particular transferees 
or dispositions of transferors, similar to Federal direct 
expenditure or loan programs. The transfer tax provi-
sions identified as tax expenditures satisfy the ref-
erence law criteria for inclusion in the tax expenditure 
budget that were described above. No additional listings 
based on departures of the unified transfer tax from 
a normal tax structure, as discussed earlier for the 
income tax, are included because of the lack of a gen-
erally accepted normative tax structure for transfer 
taxes. 

UNIFIED TRANSFER TAX REFERENCE RULES 
The reference tax rules for the unified transfer tax 

from which departures represent expenditure-like gov-
ernment programs include: 

1. Definition of the taxpaying unit. The payment of 
the tax is the liability of the transferor whether the 
transfer of cash or property was made by gift or be-
quest. 

2. Definition of the tax base and rules of its measure-
ment. The base for the tax is the transferor's cumu-
lative, taxable lifetime gifts made plus the net estate 
at death. 

Gifts that are counted as part of the tax base are 
all annual transfers in excess of $10,000 to any donee 

except the donor's spouse. Excluded are, however, pay-
ments on behalf of family members' educational and 
medical expenses, as well as the cost of ceremonial 
gatherings and celebrations that are not in honor of 
the donor. 

Although the value of gifts may be split by spouses 
for tax-reporting purposes, individuals are presumed to 
maintain their own separate, cumulative transfer tax 
records. Any gift taxes paid by decedents during their 
lifetime are added to the amounts of taxable gifts. 
These, plus the value of the final net estate, are the 
comprehensive pre-tax measure of the transferred ag-
gregate wealth and thus determine the final transfer 
tax liability. 

In general, property is valued at its fair market value 
at the time it is transferred. This is not necessarily 
the case in the valuation of property for transfer tax 
purposes. Executors of estates are provided the option 
to value assets at the time of the testator's death or 
up to six months later. 

3. Tax rate schedule. A single graduated tax rate 
schedule applies to all taxable transfers. This is re-
flected in the name of the "unified transfer tax" that 
has replaced the former separate gift and estate taxes. 
The tax rates vary from 18 percent on the first $10,000 
of aggregate taxable transfers, to 55 percent on 
amounts exceeding $3 million. 

A $192,800 lifetime credit is provided against the 
tax in determining the final amount of transfer taxes 
that are due and payable. This allows each taxpayer 
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Part Three-38 THE BUDGET FOR FISCAL YEAR 1992 

to make a $600,000 tax-free transfer of assets that oth-
erwise would be liable to the unified transfer tax. 

An additional tax, at a flat rate of 55 percent, is 
imposed on lifetime, generation-skipping transfers in 
excess of $1 million. It is considered a generation-skip-
ping transfer whenever the transferee is at least two 
generations younger than the transferor, as it would 
be in the case of transfers to grandchildren or great-
grandchildren. The liability of this tax is on the recipi-
ents of the transfer. The transferor must advise them 
as to what part of the gift or bequest is in excess 
of the transferor's generation-skipping exemption. 

4. Time when tax is due and payable. Donors are 
required to pay the tax annually as gifts are made. 
The amount due and payable is the difference between 
the end-of-year transfer tax liability on the cumulated 
taxable transfers and the total amount of tax that had 
been paid previously. 

The generation-skipping transfer tax is payable by 
the donees whenever they accede to the gift. The net 
estate tax liability is due and payable within nine 
months after the decedent's death. The Internal Reve-
nue Service may grant an extension of up to 10 years 
for a reasonable cause. Once an extension has been 
granted, the tax liability may be paid no less rapidly 
than it would have been due without the extension. 
Interest is charged on the unpaid tax liability at a 
rate equal to the cost of Federal short-term borrowing, 
plus three percentage points. 

TAX EXPENDITURES BY FUNCTION 

The 1990-92 estimates of tax expenditures in the 
Federal unified transfer tax are displayed by functional 
category in table XI-2. Outlay equivalent estimates are 
similar to revenue loss estimates for transfer tax ex-
penditures and, therefore, are not shown separately. 

NATURAL RESOURCES AND ENVIRONMENT 

Donations of conservation easements.—Bequests 
for conservation are excluded from taxable estates. A 
conservation bequest is the value of property and ease-
ments (in perpetuity) to such property the use of which 
is restricted to any one or more of the following: (a) 
the public for outdoor recreation; (b) protection of the 
natural habitats of fish, wildlife, plants, etc.; (c) scenic 
enjoyment of the public; and (d) preservation of historic 
land areas and structures. Similar conservation gifts 
are excluded from the gift tax base and, in addition, 
are deductible from the donor's otherwise taxable in-
come in the year of the gift. 

AGRICULTURE 

Special use valuation of farms.—Farmland owned 
and operated by a decedent and/or a member of the 
family may be valued for estate tax purposes on the 
basis of its "continued use" as a farm if: (a) the farm-
land is at least 25 percent of the decedent's gross es-
tate; (b) the entire value of all farm property is at 
least 50 percent of the gross estate; and (c) family heirs 
to the farm agree to continue to operate the property 
as a farm for at least 10 years. Since continued use 
valuation of farmland is frequently substantially less 
than the fair market value, the resulting reduction in 
tax liability serves as a subsidy to the continued oper-
ation of family farms. 

Tax deferral of closely held farms.—Decedents' es-
tates may use a preferential, extended installment pay-
ment period of five to 15 years to discharge estate tax 
liabilities if the value of the farm properties exceed 
35 percent of the net estates. The interest charged is 
only 4 percent for the first five years, rather than the 
standard Federal short-term borrowing rate plus three 
percentage points, which applies during the last 10 
years of the repayment period. 

Table XI—2. ESTTMATES FOR TAX EXPENDITURES IN THE FEDERAL UNIFIED TRANSFER TAX 
(In millions of dollars) 

Description 

Natural Resources and Environment: 
Deductions for donations of conservation easements 

Agriculture: 
Special use valuation of farm real property 
Tax deferral of closely held farms 

Commerce: 
Special use valuation of real property used in closely held businesses . 
Tax deferral of closely held business 

Education, training, employment, and social services: 
ESOP deduction 
Tax deferral for payments made by ESOP's 
Deduction for charitable contributions (education) 
Deduction for charitable contributions (other than education and health) 

Health: 
Deduction for charitable contributions (health) 

General government: 
Credit for State death taxes 

Grand Total (after interactions) 

65 
55 

20 
10 

65 
10 

390 
1,160 

355 

1,920 
3,850 

70 
55 

20 
10 

65 
10 

440 
1,305 

400 

2,150 
4,300 

* Less than $ million. 
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XI. TAX EXPENDITURES Part Three-39 

COMMERCE AND HOUSING CREDIT 

Special use valuation of closely held busi-
nesses.—The two estate tax incentives to family farm-
ing are also available to the estates of owners of non-
farm family businesses. If the same three conditions 
previously described are met, the real property in their 
estates is eligible for continued use valuation. 

Tax deferral of closely held businesses.—Nonfarm 
family businesses that satisfy the net estate require-
ments qualify for preferential 15 year deferred estate 
tax payment. Also, the redemption of stock, required 
to pay funeral and administrative expenses and estate 
and gift taxes, may be characterized as a sale of stock. 
This applies in those cases where the family business 
is incorporated and only the closely held corporation 
stock, rather than the business assets, appear in the 
decedent's estate. This subjects to tax only the apprecia-
tion in the value of the stock whereas, under reference 
tax law rules, all of the proceeds generally would be 
taxed as a dividend. To be eligible for this special provi-
sion, the value of stock in closely held corporations 
must exceed 35 percent of the decedent's gross estate, 
less debt and funeral expenses. 

EDUCATION, TRAINING, EMPLOYMENT, AND SOCIAL 
SERVICES 

Employee Stock Ownership Plan (ESOP) deduc-
tion.—Until December 19, 1989, one-half of the pro-
ceeds from the sale of employer securities could be ex-
cluded from a taxable estate when it was sold by the 
executor to an ESOP. Employer securities are securities 
issued by corporations of which the ESOP members 
are employees. Disposing certain estate assets in this 
way reduced the cost of settling estates and also in-
creased the supply of employer securities to ESOPs. 

Tax deferral for Employee Stock Ownership Plan 
(ESOP).—Through July 12, 1989, an ESOP to which 
a decedent had bequeathed employer securities could 
avail itself of the preferential 15-year deferred tax pay-
ment plan previously described. The ESOP had to 
agree, however, to pay a pro-rata share of the estate 
tax for which it can be reimbursed by the estate. 

Bequests to tax-exempt organizations.—These be-
quests are deductible from decedent's otherwise taxable 
lifetime transfers. 

HEALTH 

Bequests to health providers.—Such bequests, that 
are exempt from the income tax, are deductible from 
otherwise taxable lifetime transfers of decedents. This 
tax preference is similar to preferences provided 
through the income tax. 

GENERAL GOVERNMENT 

State and local death taxes.—A credit is allowed 
for state death taxes against any Federal estate tax 
that otherwise would be due. The amount of the state 
death tax credit is determined by a rate schedule that 
reaches a limit of 16 percent of the taxable estate in 
excess of $60,000. This provision is intended to restrain 
states from competing for wealthy individuals' official 
domicile. 

Proposed Changes in Tax Expenditures 
The Administration proposes a number of tax revi-

sions that would affect the tax expenditure budget. The 
receipts effects and a discussion of each proposal are 
found in Part III, Chapter X. 
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Part Three-40 THE BUDGET FOR FISCAL YEAR 1992 

Appendix 
ESTIMATES FOR MAJOR TAX EXPENDITURES IN THE INCOME TAX RANKED BY REVENUE LOSS 

(In millions of dollars) 

Description 1992 

Net exclusion of employer plans pension contributions and earnings 51,170 
Deductibility of . mortgage interest oa owner-occupied homes 40,545 
Exclusion of employer contributions for medical insurance premiums and medical care 33,470 
Step-up basis of capital gains at death 26,800 
Accelerated depreciation (Normal tax method) 26,100 
Deductibility of nonbusiness State and local taxes other than on owner-occupied homes 20,405 
Exclusion of OASI benefits for retired workers 18,000 
Deductibility of charitable contributions 16,800 
Exclusion of interest on public purpose State and local debt 13,950 
Deferral of capital gains on home sales 13,925 
Deductibility of State and Local property tax on owner-occupied homes 11,575 
Exclusion of interest on life insurance savings 7,960 
Exception from passive loss rules for $25,000 of rental loss 7,715 
Net exclusion of IRA pension contributions and earnings 7,265 
Exclusion of untaxed Medicare benefits 6,700 
Inventory property sales source rules exception 4,845 
Credit for child and dependent care expenses 4,395 
Exclusion of interest on industrial development bonds 4,020 
Reduced rates on first $100,000 of corporate income (Normal tax method) 3,755 
Preferential treatment of capital gains (Normal tax method) 3,460 
Exclusion of social security benefits for dependents and survivors 3,405 
Exclusion of capital gains on home sales for persons age 55 and over 3,340 
Exclusion of workmen's compensation benefits 3,310 
Deductibility of medical expenses 3,170 
Exclusion of premiums on group life insurance 2,900 
Exclusion of interest on State and local debt for private nonprofit health facilities 2,895 
Special merger rules for financial institutions 2,760 
Earned income credit1 2,540 
Expensing (Normal tax method) 2,470 
Tax credit for corporations receiving income from doing business in United States possessions 2,325 
Exclusion of benefits and allowances to armed forces personnel 2,060 
Special ESOP rules (other than investment credit) 2,055 
Exclusion of Keogh pension contributions and earnings 1,780 
Exclusion of veterans disability compensation 1,705 
Additional deduction for the elderly 1,615 
Exclusion of disability insurance benefits 1,400 
Exclusion of income earned abroad by United States citizens 1,305 
Excess percentage over cost depletion, fuel and nonfuel minerals 1,250 
Investment credit for rehabilitation of structures (other than historic) 1,145 
Deferral of interest on savings bonds 1,125 
Exclusion of income of foreign sales corporations 1,125 
Investment credit, other than ESOP's, rehabilitation of structures, energy property, and reforestation ex-

930 
Exclusion of interest on State and local debt for rental housing 915 
Credit for increasing research activities 850 
Exemption of certain mutuals and cooperative income 840 
Deferral of income from post 1987 installment sales 815 
Exclusion of employee meals and lodging (other than military) 780 
Exclusion of scholarship and fellowship and fellowship income (Normal tax method) 735 
Exemption of RIC expenses from the 2% floor miscellaneous itemized deduction 560 
Exemption of credit union income 470 
Extending tax exempt organization status to voluntary employee beneficiary and other associations 450 
Parental personal exemption for students age 19 or over 440 
Exclusion of public assistance benefits (Normal tax method) 425 
Deferral of income from controlled foreign corporations (Normal tax method) 350 
Exclusion of empoyer provided child care 335 
Exclusion of interest on State and local debt for private nonprofit educational facilities 320 
Exclusion of railroad retirement system benefits 310 
Exclusion of interest on state and local debt for veterans housing 265 
Deductibility of casualty losses 260 
Deferral of gains from sale of broadcasting facilities to minority owned businesses 260 
Suspension of the allocation of research and experimentation expenditures 250 
Exclusion of interest on State and local student loan bonds 245 
Exclusion of parsonage allowances 240 
Exclusion of interest on State and local industrial development bonds for certain energy facilities 230 
Investment credit and seven-year amortization for reforestation expenditures 225 
Exception from passive loss limitation for working 225 
Alcohol fuel credit2 210 
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XI. TAX EXPENDITURES Part Three-41 

ESTIMATES FOR MAJOR TAX EXPENDITURES IN THE INCOME TAX RANKED BY REVENUE L O S S -
Continued 

(In millions of dollars) 

Description 1992 

Targeted jobs credit 205 
Amortization of start-up costs 190 
Exclusion of interest on owner-occupied mortgage bonds subsidy bonds 160 
Expensing of certain multiperiod production costs 155 
Carryover basis of capital gains on gifts 145 
Permanent exceptions from imputed interest rules 145 
Tax incentives for preservation of historic structures 145 
Excess bad debt reserves of financial institutions 145 
Deferral of tax on shipping companies 145 
Special Blue Cross/Blue Shield deduction 140 
Premiums on accident and disability insurance 135 
Credit for child medical insurance premiums3 135 
Alternative fuel production credit 135 
Credit for disabled acess expenditures 125 
Treatment of Alaska Native Corporations 120 
Exclusion of military disability pensions 120 
Exclusion of special benefits for disabled coal miners 105 
Small life insurance company deduction 100 
Credit for low-income housing investments 95 
Certain nonfinancial institutions operations interest allocation rules exception 95 
Exclusion of employer provided educational assistance 80 
Exclusion of veterans pensions 80 
Tax credit for the elderly and disabled 70 
Special rules for mining reclamation reserves 50 
Exclusion of Gl bill benefits 50 

1The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1990, $4,355 million; 
1991, $4,855 million; 1992, $6,770 million. 

2 In addition, the partial exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $445 million in 1990; 
$390 million in 1991; and $355 million in 1992. 

3 The figures in the table indicate the effect of the child medical insurance premium credit on receipts. The effect on outlays in 1992 is $550 
million. 
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24. TAX EXPENDITURES 

Tax expenditures are revenue losses due to pref-
erential provisions of the Federal tax laws, such as 
special exclusions, exemptions, deductions, credits, de-
ferrals, or tax rates. The Congressional Budget Act of 
1974 (Public Law 93-344) requires that a list of tax 
expenditures be included in the budget. Tax expendi-
tures are an alternative to other Government policy 
instruments, such as direct expenditures and regula-
tions. 

Tax expenditures relating to the individual and cor-
porate income taxes are considered first, followed by 
tax expenditures relating to the unified transfer tax. 
The appendix presents major tax expenditures in the 
income tax ranked by revenue loss. 

The Administration proposes a number of tax revi-
sions that would affect the tax expenditure budget. The 
receipts effects and a discussion of each proposal are 
found in Chapter 22. 

TAX EXPENDITURES IN THE INCOME TAX 

Tax Expenditure Baselines 
A tax expenditure is a preferential exception to the 

baseline provisions of the tax structure. The 1974 Act 
does not, however, specify the baseline provisions of 
the tax law. Deciding whether provisions are pref-
erential exceptions, therefore, is a matter of judgement. 
As in prior years, this year's tax expenditure estimates 
are presented using two baselines: the normal tax base-
line, which is used by the Joint Committee on Taxation, 
and the reference tax law baseline, which has been used 
by the Administration since 1983. 

The normal tax baseline is patterned on a com-
prehensive income tax, which defines income as the 
sum of consumption and the change in net wealth in 
a given period of time. The normal tax allows personal 
exemptions, a standard deduction, and deductions of 
the expenses incurred in earning income. It is not lim-
ited to a particular structure of tax rates, or by a spe-
cific definition of the taxpaying unit. 

The reference tax law baseline is closer to existing 
law. Reference law tax expenditures are limited to spe-
cial exceptions in the tax code that serve programmatic 
functions. These functions correspond to specific budget 
categories such as national defense, health care, or 
farm subsidies. While tax expenditures under the ref-
erence law baseline are generally tax expenditures 
under the normal tax baseline, the reverse is not al-
ways true. 

Both the normal and reference tax baselines allow 
several major departures from a pure comprehensive 
income tax. For example: 

• Income is taxable when realized in exchange. Thus, 
neither the deferral of tax on unrealized capital 
gains nor the tax exclusion of imputed income 
(such as the rental value of owner-occupied hous-
ing or farmers' consumption of their own produce) 
is regarded as a tax expenditure. Both accrued 
and imputed income would be taxed under a com-
prehensive income tax. 

• There is a separate corporation income tax. Under 
a comprehensive income tax corporate income 
would be taxed only once—at the shareholder 

level, whether or not distributed in the form of 
dividends. 

• Values of assets and debt are not adjusted for in-
flation. A comprehensive income tax would adjust 
the cost basis of capital assets and debt for 
changes in the price level during the time the 
assets or debt are held. Thus, under a com-
prehensive income tax baseline the failure to take 
account of inflation in measuring depreciation, 
capital gains, and interest income would be re-
garded as a negative tax expenditure (i.e., a tax 
penalty), and failure to take account of inflation 
in measuring interest costs would be regarded as 
a positive tax expenditure (i.e., a tax subsidy). 

While the reference law and normal tax baselines 
are generally similar, areas of difference include: 

• Tax rates. The separate schedules applying to the 
various taxpaying units are included in the ref-
erence law baseline. Thus, corporate tax rates 
below the maximum statutory rate do not give 
rise to a tax expenditure. The normal tax baseline 
is similar, except that it specifies the current max-
imum rate as the baseline for the corporate in-
come tax. The lower tax rates applied to the first 
$75,000 of corporate income are thus regarded as 
a tax expenditure. Similarly, under the reference 
law baseline, preferential tax rates for capital 
gains generally do not yield a tax expenditure; 
only capital gains treatment of otherwise "ordi-
nary income," such as that from coal and iron 
ore royalties and the sale of timber and certain 
agricultural products, is considered a tax expendi-
ture. The alternative minimum tax is treated as 
part of the baseline rate structure under both the 
reference and normal tax methods. 

• Income subject to the tax. Income subject to tax 
is defined as gross income less the costs of earning 
that income. The Federal income tax defines gross 
income to include: (1) consideration received in 
the exchange of goods and services, including labor 
services or property; and (2) the taxpayer's share 
of gross or net income earned anchor reported by 
another entity (such as a partnership). Under the 
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reference tax rules, therefore, gross income does 
not include gifts—defined as receipts of money or 
property that are not consideration in an ex-
change—or most transfer payments, which can be 
thought of as gifts from the Government.1 The 
normal tax baseline also excludes gifts between 
individuals from gross income. Under the normal 
tax baseline, however, all cash transfer payments 
from Government to private individuals are count-
ed in gross income, and exemptions of such trans-
fers from tax are identified as tax expenditures. 
The costs of earning income are generally deduct-
ible in determining taxable income under both the 
reference and normal tax baselines.2 

• Capital recovery. Under the reference tax law 
baseline there are no tax expenditures from accel-
erated depreciation. Under the normal tax base-
line, the depreciation allowance for machinery and 
equipment is determined using straight-line de-
preciation over tax lives equal to mid-values of 
the asset depreciation range (a depreciation sys-
tem in effect from 1971 through 1980). The normal 
tax baseline for real property is computed using 
40-year straight-line depreciation. 

• Treatment of foreign income. Both the normal and 
reference tax baselines allow a tax credit for for-
eign income taxes paid (up to the amount of U.S. 
income taxes that would otherwise be due), which 
prevents double taxation of income earned abroad. 
Under the normal tax method, however, controlled 
foreign corporations (CFCs) are not regarded as 
entities separate from their controlling U.S. share-
holders. TTius, the deferral of tax on income re-
ceived by CFCs is regarded as a tax expenditure 
under this method. In contrast, except for tax 
haven activities, the reference law baseline follows 
current law in treating CFCs as separate taxable 
entities whose income is not subject to U.S. tax 
until distributed to U.S. taxpayers. Under this 
baseline, deferral of tax on CFC income is not 
a tax expenditure because U.S. taxpayers gen-
erally are not taxed on accrued, but unrealized, 
income. 

In addition to these areas of difference, the Joint 
Committee on Taxation considers a somewhat broader 
set of tax expenditures under its normal tax baseline 
than are considered here. 

Outlay Equivalents 
The concept of "outlay equivalents" complements 

"revenue losses" as a measure of the budget effect of 
tax expenditures. It is the amount of outlay that would 
be required to provide the taxpayer the same after-
tax income as would be received through the tax pref-
erence. The outlay equivalent measure allows a com-
parison of the cost of the tax expenditure with that 
of a direct Federal outlay. 

1 Gross income does, however, include transfer payments associated with past employ-
ment, such as social security benefits. 

2 In the cases of individuals who hold "passive" equity interests in businesses, however, 
the pro rata shares of sales and expense deductions reportable in a year are limited. 
A passive business activity is defined to be one in which the holder of the interest, usually 
a partnership interest, does not actively perform managerial or other participatory functions. 
The taxpayer may generally report no larger deductions for a year than will reduce taxable 
income from such activities to zero. Deductions in excess of the limitation may be taken 
in subsequent years, or when the interest is liquidated. 

The measure is larger than the revenue loss estimate 
when the tax expenditure functions as a Government 
payment for service. This occurs because an outlay pro-
gram would increase the taxpayer's pre-tax income. For 
some tax expenditures, however, the revenue loss 
equals the outlay equivalent measure. This occurs when 
the tax expenditure functions like a price reduction or 
tax deferral that does not directly enter the taxpayer's 
pre-tax income.3 

Tax Expenditure Estimates 
The Treasury Department prepared all tax expendi-

ture estimates based upon income tax law enacted as 
of December 31, 1991. Expired or repealed provisions 
are not listed if their revenue effects result only from 
taxpayer activity in years before 1991. 

Tax expenditure revenue loss estimates do not nec-
essarily equal the increase in Federal revenues (or the 
reduction in budget deficits) that would accompany the 
repeal of the special provisions, for the following rea-
sons: 

• Eliminating a tax expenditure may have incentive 
effects that alter economic behavior. These incen-
tives may affect the resulting magnitudes of the 
formerly subsidized activity or of other tax pref-
erences or Government programs. For example, 
if deductibility of mortgage interest were limited, 
some taxpayers would hold smaller mortgages, 
with a concomitantly smaller effect on the budget 
than if no such limits were in force. 

• Tax expenditures are interdependent even without 
incentive effects. For example, if the State and 
local interest exclusion alone were repealed, some 
taxpayers would be thrust into higher tax brack-
ets, automatically increasing the size of the chari-
table contribution tax expenditure even if tax-
payers did not make larger contributions. Alter-
natively, if both the interest exclusion and the 
charitable deduction were repealed simulta-
neously, the increase in tax liability would be 
greater than the sum of the two separate tax ex-
penditures since each is estimated assuming that 
the other remains in force. 

• The annual value of tax expenditures for tax defer-
rals is prepared on a cash basis. For example, 
the annual budget cost due to employers' con-
tributions to employee pension plans is the sum 
of tax deferrals on two items—the employers' cur-
rent year pension plan contributions and the cur-
rent year pension fund asset earnings—less the 
taxes paid on pensions received. The resulting 
budget cost is sensitive to the relative magnitudes 
of these components, which can change over time. 
An alternative measure of the economic cost of 
the tax expenditure could be based on the dis-
counted present value of the deferral. 

3 Budget outlay figures generally reflect the pre-tax price of the resources. In some in-
stances, however, Government purchases or subsidies are exempted from tax by a special 
tax provision. When this occurs, the outlay figure understates the resource cost of the 
program and is, therefore, not comparable with other outlay amounts. For example, the 
outlays for certain military personnel allowances are not taxed. If this form of compensation 
were treated as part of the employee's taxable income, the Defense Department would 
have to make larger cash payments to its military personnel to leave them as well off 
after tax as they are now. The tax subsidy must be added to the tax-exempt budget 
outlay to make this element of national defense expenditures comparable with other outlays. 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

1993



24. TAX EXPENDITURES Part Two-25 

• Repeal of some provisions could affect overall levels 
of income and rates of economic growth. Changes 
in projected growth rates for aggregate national 
income and product could alter the tax base over 
the forecast period. All receipts and outlays in 
the budget are based, however, on projections of 
income and growth that assume all existing laws 
will continue (except as amended by proposals 
made in the budget). 

Tax Expenditures By Function 
The 1991-93 outlay equivalent and revenue loss esti-

mates of tax expenditures are displayed by the budget's 
functional categories in table 24-1. A description of the 
provisions follows the table. 

Table 24-3 in the appendix ranks the major tax ex-
penditures by fiscal year 1993 revenue loss. Table 24-3 
merges tax expenditures that are divided into func-
tional categories in table 24-1; e.g., table 24-3 contains 

one merged entry for charitable contributions instead 
of the three separate entries found in table 24-1. 

Listing revenue loss estimates under the corporation 
and individual headings does not imply that these cat-
egories of filers benefit from the special tax provisions 
in proportion to the respective tax expenditure amounts 
shown. Rather, these breakdowns show the specific tax 
accounts through which the cost of the program is 
cleared. The ultimate beneficiaries of corporate tax ex-
penditures, for example, could be stockholders, employ-
ees, customers, or others, depending on the cir-
cumstances. 

Items treated as tax expenditures under the normal 
but not the reference tax rules are indicated by the 
designation "Normal tax" in the table. In these cases, 
a line designated as "Reference tax" shows that tax 
expenditures for this item would be zero using the ref-
erence tax rules. 

Table 24-1. ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX 
(In millions of dollars) 

Description 

Outlay Equivalents Revenue Loss 

Corporations Individuals 

1992 1993 

National defense: 
Exclusion of benefits and allowances to armed forces per-

sonnel 
International affairs: 

Exclusion of income earned abroad by United States citizens 
Exclusion of income of foreign sales corporations 
Deferral of income from controlled foreign corporations: 

Normal tax method 
Reference tax method 

Inventory property sales source rules exception 
Interest allocation rules exception for certain financial oper-

ations 
Total (after interactions) 

General science, space, and technology: 
Expensing of research and development expenditures: 

Normal tax method 
Reference tax method 

Credit for increasing research activities 
Suspension of the allocation of research and experimentation 

expenditures 
Total (after interactions) 

Energy: 
Expensing of exploration and development costs: 

Oil and gas 
Other fuels 

Excess of percentage over cost depletion: 
Oil and gas 
Other fuels 

Capital gains treatment of royalties on coal 
Exclusion of interest on State and local industrial develop-

ment bonds for energy facilities 
New technology credit 
Alternative fuel production credit 
Alcohol fuel credit1 

Exception from passive loss limitation for working interests in 
oil and gas properties 

Total (after interactions) 
Natural resources and environment: 

Expensing of exploration and development costs, nonfuel 
minerals 

Excess of percentage over cost depletion, nonfuel minerals .. 
Capital gains treatment of iron ore 
Capital gains treatment of certain timber income 
Special rules for mining reclamation reserves 

2,345 

2,480 
1,545 

-200 

4,230 

135 
8,190 

1,800 

"i"070 

900 
4,055 

-315 
35 

735 
240 

10 

185 
110 
380 

100 
1,040 

45 
305 

5 
50 

2,400 

2,630 
1,730 

-200 

4,440 

140 
8,740 

435 

355 
2,920 

-90 
35 

760 
265 

10 

185 
65 

670 
80 

100 
1,460 

45 
330 * 

10 
50 

2,460 

2,810 
1,925 

-200 

4,660 

150 
9,345 

1,995 

25 

£220 

40 
40 

795 
280 

15 

190 
30 

995 
210 

100 
1,895 

50 
365 * 

15 
50 

1,050 

-200 

2,875 

90 

1,770 

705 

630 

-215 
30 

95 
150 

125 
75 

205 

40 
210 

1,175 

- 2 0 0 

3,020 

95 

1,865 

290 

250 

-45 
30 

95 
160 

125 
45 

360 
80 

45 

230 

"45 

1,310 

- 2 0 0 

3,170 

100 

60 
35 

100 
170 

130 
20 

530 
210 

45 
255 

2,010 

1,675 

-100 
5 

460 
10 
5 

50 

80 

45 

5 
20 * 

5 
5 

2,060 

1,780 

-45 
5 

475 
15 
10 

90 

80 

5 
25 * 

5 
5 

2,110 

1,895 

30 

- 2 0 
5 

500 
15 
10 

130 

80 

5 
25 * 

10 
5 
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Part Two-26 THE BUDGET FOR FISCAL YEAR 1993 

Table 24-1. ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX-Continued 
(In millions of dollars) 

Description 

Outlay Equivalents Revenue Loss 

Corporations 

1991 1992 1993 

1,360 1,350 1,350 
50 50 45 

225 240 250 

10 15 15 

50 35 20 
55 50 45 

285 300 320 
10 15 20 
85 110 140 

* 

30 
* 

30 
* 

35 
105 110 120 

1,175 1,140 1,100 

1,025 1,015 1,005 

195 205 210 

220 240 260 

935 865 820 

4,160 4,120 4,110 

14,730 13,915 15,750 

35 35 40 

2,850 2,940 3,180 

170 120 85 
* * * 

135 145 160 

160 210 230 

30 30 30 

Individuals 

1992 

Exclusion of interest on State and local IDBs for pollution 
control and sewage and waste disposal facilities 

Tax incentives for preservation of historic structures 
Expensing of multiperiod timber growing costs 
Investment credit and seven-year amortization for reforest-

ation expenditures 
Total (after interactions) 

Agriculture: 
Expensing of certain capital outlays 
Expensing of certain multiperiod production costs 
Treatment of loans forgiven solvent farmers as if insolvent ... 
Capital gains treatment of certain income 

Total (after interactions) 
Commerce and housing credit: 

Exemption of credit union income 
Excess bad debt reserves of financial institutions 
Exclusion of interest on life insurance savings 
Special alternative tax on small property and casualty insur-

ance companies 
Tax exemption of certain insurance companies 
Small life insurance company deduction 
Exemption of RIC expenses from the 2% floor miscellaneous 

itemized deduction 
Exclusion of interest on small issue industrial development 

bonds 
Exclusion of interest on owner-occupied mortgage subsidy 

bonds 
Exclusion of interest on State and local debt for rental hous-

ing 
Deductibility of mortgage interest on owner-occupied homes . 
Deductibility of State and Local property tax on owner-occu-

pied homes 
Deferral of income from post 1987 installment sales 
Capital gains (other than agriculture,timber, iron ore, and 

coal): 
Normal tax method 
Reference tax method 

Deferral of gains from sale of broadcasting facilities to minor-
ity owned business 

Ordinary income treatment of loss from small business corp. 
stock sale 

Deferral of capital gains on home sales 
Exclusion of capital gains on home sales for persons age 55 

and over 
Step-up basis of capital gains at death 
Carryover basis of capital gains on gifts 
Accelerated depreciation on rental housing: 

Normal tax method 
Reference tax method 

Accelerated depreciation of buildings other than rental hous-
ing: 
Normal tax method 
Reference tax method 

Accelerated depreciation of machinery and equipment: 
Normal tax method 
Reference tax method 

Amortization of start-up costs 
Reduced rates on the first $100,000 of corporate income: 

Normal tax method 
Reference tax method 

Exception from passive loss rules for $25,000 of rental loss . 
Treatment of Alaska Native Corporations 
Permanent exceptions from imputed interest rules 

Total (after interactions) 
Transportation: 

Deferral of tax on shipping companies 
Community and Regional Development 

Credit for low-income housing investments 
Investment credit for rehabilitation of structures (other than 

historic) 

2,000 
145 
400 

25 
2,920 

450 
160 
10 
65 

645 

10 
9,455 

40 
155 

570 

1,725 

2,730 

1,505 
40,690 

10,735 
745 

3,050 

220 

20 
12,635 

4,255 
32,750 

125 

1,430 

5,810 

18,725 

180 

4,310 

7,635 
170 
135 

145,885 

135 

810 

95 

1,985 
145 
430 

30 
2,965 

320 
155 

15 
95 

550 

380 
15 

9,790 

40 
160 

650 

1,680 

2,745 

1,490 
42,000 

11,610 
785 

4,660 

240 

20 
13,265 

4,280 
36,025 

135 

1,325 

5,755 

17,205 

190 

4,450 

7,995 
120 
135 

152,195 

145 

1,060 

95 

1,985 
135 
455 

35 
3,030 

180 
145 

15 
105 
420 

400 
20 

10,265 

45 
175 

740 

1,615 

2,575 

1,475 
42,900 

12,605 
820 

5,500 

260 

20 
13,925 

4,395 
46,120 

145 

1,255 

5,745 

19,505 

205 

4,820 

8,315 
85 

140 
168,085 

160 

1,160 

90 

95 
175 

15 

400 
105 
10 
45 

7,915 

420 

2,185 

40,690 

10,735 
550 

2,205 

20 
12,635 

3,230 
24,365 

125 

495 

1,650 

3,99$ 

145 

6,095 

135 

650 

95 
190 

15 

285 
105 

10 
70 

8,205 

480 

2,220 

42,000 

11,610 
580 

3,370 

20 
13,265 

3,250 
26,800 

135 

1,635 

3,290 

155 

6,385 

135 

850 
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24. TAX EXPENDITURES Part Two-27 
Table 24-1. ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX-Continued 

(In millions of dollars) 

Description 

Outlay Equivalents Revenue Loss 

Corporations Individuals 
1991 1992 1993 1991 1992 1993 

635 
85 

700 
90 

760 
95 

635 
85 

700 
90 

760 
95 

635 
85 

700 
90 

760 
95 

685 740 785 685 740 785 

290 

555 

5 
430 

1,280 
255 

300 

580 

5 
445 

1,370 
290 

325 

615 

10 
450 

1,450 
25 

290 

555 

5 
430 

1,280 
255 

300 

580 

5 
445 

1,370 
290 

325 

615 

10 
450 

1,450 
25 

290 

555 

5 
430 

1,280 
255 

300 

580 

5 
445 

1,370 
290 

325 

615 

10 
450 

1,450 
25 

290 

555 

5 
430 

1,280 
255 

300 

580 

5 
445 

1,370 
290 

325 

615 

10 
450 

1,450 
25 

525 550 580 

290 

555 

5 
430 

1,280 
255 

300 

580 

5 
445 

1,370 
290 

325 

615 

10 
450 

1,450 
25 

290 

555 

5 
430 

1,280 
255 

300 

580 

5 
445 

1,370 
290 

325 

615 

10 
450 

1,450 
25 

485 

780 
70 

2,545 
10 
40 

565 

785 
70 

2,795 
25 
30 

635 

780 
5 

2,955 
30 
25 

485 

780 
70 

2,545 
10 
40 

565 

785 
70 

2,795 
25 
30 

635 

780 
5 

2,955 
30 
25 

485 

780 
70 

2,545 
10 
40 

565 

785 
70 

2,795 
25 
30 

635 

780 
5 

2,955 
30 
25 

485 

780 
70 

2,545 
10 
40 

565 

785 
70 

2,795 
25 
30 

635 

780 
5 

2,955 
30 
25 

50 
205 

100 
160 

120 
80 

485 

780 
70 

2,545 
10 
40 

565 

785 
70 

2,795 
25 
30 

635 

780 
5 

2,955 
30 
25 

15 

655 

20 

690 

15 

730 

5 

11,630 
20 

215 

5 

12,445 
20 

240 

5 

13,315 
30 

265 

5 

11,630 
20 

215 

5 

12,445 
20 

240 

5 

13,315 
30 

265 

5 

11,630 
20 

215 

5 

12,445 
20 

240 

5 

13,315 
30 

265 

36,225 
5 

6,735 
3,025 

1,320 
1,310 

39,490 
135 

7,415 
3,170 

1,385 
1,400 

43,090 
155 

8,045 
3,365 

1,465 
1,500 

36,225 
5 

6,735 
3,025 

1,320 
1,310 

39,490 
135 

7,415 
3,170 

1,385 
1,400 

43,090 
155 

8,045 
3,365 

1,465 
1,500 

36,225 
5 

6,735 
3,025 

1,320 
1,310 

39,490 
135 

7,415 
3,170 

1,385 
1,400 

43,090 
155 

8,045 
3,365 

1,465 
1,500 

36,225 
5 

6,735 
3,025 

1,320 
1,310 

39,490 
135 

7,415 
3,170 

1,385 
1,400 

43,090 
155 

8,045 
3,365 

1,465 
1,500 

36,225 
5 

6,735 
3,025 

1,320 
1,310 

39,490 
135 

7,415 
3,170 

1,385 
1,400 

43,090 
155 

8,045 
3,365 

1,465 
1,500 325 

5 
135 

350 
10 
60 

375 
10 
10 

36,225 
5 

6,735 
3,025 

1,320 
1,310 

39,490 
135 

7,415 
3,170 

1,385 
1,400 

43,090 
155 

8,045 
3,365 

1,465 
1,500 325 

5 
135 

350 
10 
60 

375 
10 
10 

325 
5 

135 

350 
10 
60 

375 
10 
10 

300 
3,230 

410 

310 
3,505 

465 

315 
3,720 

490 

300 
3,230 

410 

310 
3,505 

465 

315 
3,720 

490 

300 
3,230 

410 

310 
3,505 

465 

315 
3,720 

490 

300 
3,230 

410 

310 
3,505 

465 

315 
3,720 

490 

105 
110 

45,445 
6,350 
2,700 

20 

2,840 
125 

30 

105 
120 

48,270 
5,910 
2,775 

25 

2,990 
130 

30 

100 
130 

51,185 
5,475 
2,880 

25 

3,080 
135 

30 

105 
110 

45,445 
6,350 
2,700 

20 

2,840 
125 

30 

105 
120 

48,270 
5,910 
2,775 

25 

2,990 
130 

30 

100 
130 

51,185 
5,475 
2,880 

25 

3,080 
135 

30 

105 
110 

45,445 
6,350 
2,700 

20 

2,840 
125 

30 

105 
120 

48,270 
5,910 
2,775 

25 

2,990 
130 

30 

100 
130 

51,185 
5,475 
2,880 

25 

3,080 
135 

30 

105 
110 

45,445 
6,350 
2,700 

20 

2,840 
125 

30 

105 
120 

48,270 
5,910 
2,775 

25 

2,990 
130 

30 

100 
130 

51,185 
5,475 
2,880 

25 

3,080 
135 

30 

105 
110 

45,445 
6,350 
2,700 

20 

2,840 
125 

30 

105 
120 

48,270 
5,910 
2,775 

25 

2,990 
130 

30 

100 
130 

51,185 
5,475 
2,880 

25 

3,080 
135 

30 

105 
110 

45,445 
6,350 
2,700 

20 

2,840 
125 

30 

105 
120 

48,270 
5,910 
2,775 

25 

2,990 
130 

30 

100 
130 

51,185 
5,475 
2,880 

25 

3,080 
135 

30 

105 
110 

45,445 
6,350 
2,700 

20 

2,840 
125 

30 

105 
120 

48,270 
5,910 
2,775 

25 

2,990 
130 

30 

100 
130 

51,185 
5,475 
2,880 

25 

3,080 
135 

30 

105 
110 

45,445 
6,350 
2,700 

20 

2,840 
125 

30 

105 
120 

48,270 
5,910 
2,775 

25 

2,990 
130 

30 

100 
130 

51,185 
5,475 
2,880 

25 

3,080 
135 

30 

105 
110 

45,445 
6,350 
2,700 

20 

2,840 
125 

30 

105 
120 

48,270 
5,910 
2,775 

25 

2,990 
130 

30 

100 
130 

51,185 
5,475 
2,880 

25 

3,080 
135 

30 
2,130 2,220 2,230 

105 
110 

45,445 
6,350 
2,700 

20 

2,840 
125 

30 

105 
120 

48,270 
5,910 
2,775 

25 

2,990 
130 

30 

100 
130 

51,185 
5,475 
2,880 

25 

3,080 
135 

30 
2,130 2,220 2,230 

30 
1,400 

70 
255 

2,260 

30 
1,535 

70 
260 

2,600 

30 
1,665 

70 
265 

2,710 

30 
1,400 

70 
255 

2,260 

30 
1,535 

70 
260 

2,600 

30 
1,665 

70 
265 

2,710 

30 
1,400 

70 
255 

2,260 

30 
1,535 

70 
260 

2,600 

30 
1,665 

70 
265 

2,710 

30 
1,400 

70 
255 

2,260 

30 
1,535 

70 
260 

2,600 

30 
1,665 

70 
265 

2,710 

30 
1,400 

70 
255 

2,260 

30 
1,535 

70 
260 

2,600 

30 
1,665 

70 
265 

2,710 

30 
1,400 

70 
255 

2,260 

30 
1,535 

70 
260 

2,600 

30 
1,665 

70 
265 

2,710 

Exclusion of interest on IDBs for airports, docks and sports 
and convention facilities 

Exemption of certain mutuals' and cooperatives' income 
Total (after interactions) 

Education, training, employment, and social services: 
Exclusion of scholarship and fellowship income: 

Normal tax method 
Reference tax method 

Exclusion of interest on State and local student loan bonds 
Exclusion of interest on State and local debt for private non-

profit educational facilities 
Exclusion of interest on savings bonds transferred to edu-

cational institutions 
Parental personal exemption for students age 19 or over 
Deductibility of charitable contributions (education) 
Exclusion of employer provided educational assistance 

Total education (after interactions) 
Exclusion of employer provided child care 
Exclusion of employee meals and lodging (other than mili-

tary) 
Exclusion of contributions to prepaid legal services plans 
Credit for child and dependent care expenses 
Credit for disabled access expenditures 
Targeted jobs credit 

Total training and employment (after interactions) 
Expensing of costs of removing certain architectural barriers 

to the handicapped 
Deductibility of charitable contributions, other than education 

and health 
Exclusion of certain foster care payments 
Exclusion of parsonage allowances 

Total social services (after interactions) 
Grand total (after interactions) 

Health: 
Exclusion of employer contributions for medical insurance 

premiums and medical care 
Credit for child medical insurance premiums2 

Exclusion of untaxed Medicare benefits 
Deductibility of medical expenses 
Exclusion of interest on State and local debt for private non-

profit health facilities 
Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 
Special Blue Cross/Blue Shield deduction 

Total (after interactions) 
Income security: 

Exclusion of railroad retirement system benefits 
Exclusion of workmen's compensation benefits 
Exclusion of public assistance benefits: 

Normal tax method 
Reference tax method 

Exclusion of special benefits for disabled coal miners 
Exclusion of military disability pensions 
Net exclusion of pension contributions and earnings: 

Employer plans 
Individual Retirement Accounts 
Keogh plans 

Exclusion of employer provided death benefits 
Exclusion of other employee benefits: 

Premiums on group term life insurance 
Premiums on accident and disability insurance 
Income of trusts to finance supplementary unemployment 

benefits 
Special ESOP rules (other than investment credit) 
Additional deduction for the blind 
Additional deduction for the elderly 
Tax credit for the elderly and disabled 
Deductibility of casualty losses 
Earned income credit3 

Total (after interactions) 

935 
85 

1,905 

750 

360 

5 
480 

1,805 
310 

4,450 
630 

85 
3,265 

85 
245 

5,250 

20 

12,285 
25 

265 
12,480 
22,180 

45,500 
10 

8,235 
3,025 

1,650 
1,635 

10 
185 

60,065 

300 
3,230 

410 

105 
110 

60,715 
8,290 
3,520 

25 

3,685 
170 

30 
3,040 

35 
1,680 

90 
315 

2,655 
83,660 

1,030 
90 

2,250 

815 

375 

725 

10 
495 

1,920 
355 

4,745 
740 

870 
85 

3,605 
175 
190 

5,745 

25 

13,135 
25 

295 
13,345 
23,840 

49,495 
160 

9,065 
3,170 

1,730 
1,750 

10 
80 

65,380 

310 
3,505 

465 

105 
120 

64,450 
7,720 
3,615 

30 

3,880 
175 

30 
3,175 

35 
1,840 

90 
325 

3,060 
87,960 

1,115 
95 

2,430 

405 

765 

10 
500 

2,030 
30 

4,650 
825 

875 
5 

3,805 
210 
105 

5,910 

20 

14,045 
35 

330 
14,265 
24,825 

54,150 
185 

9,835 
3,365 

1,830 
1,875 

10 
15 

71,250 

315 
3,720 

490 

100 
130 

68,310 
7,160 
3,750 

30 

4,000 
180 

30 
3,190 

35 
2,000 

95 
330 

3,185 
91,985 
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Part Two-28 THE BUDGET FOR FISCAL YEAR 1993 

Table 24-1. ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX-Continued 
(In millions of dollars) 

Description 

Outlay Equivalents 

1991 

Revenue Loss 

Corporations Individuals 

1991 1992 1993 

16,945 18,140 19,375 
1,320 1,440 1,555 
3,170 3,355 3,560 

1,655 1,705 1,760 
80 80 80 
45 45 50 

170 160 155 

6,620 7,030 7,435 

20,940 22,075 23,810 

945 955 960 

10,735 11,610 12,605 

20,940 22,075 23,810 

6,620 7,030 7,435 

2,185 2,220 2,140 

290 300 325 

555 580 615 
1,320 1,385 1,465 

170 160 155 

Social Security: 
Exclusion of social security benefits: 

OASI benefits for retired workers 
Disability insurance benefits 
Benefits for dependents and survivors 

Total (after interactions) 
Veterans benefits and services: 

Exclusion of veterans disability compensation 
Exclusion of veterans pensions 
Exclusion of Gl bill benefits 
Exclusion of interest on state and local debt for veterans 

housing 
Total (after interactions) 

General Purpose Fiscal Assistance 
Exclusion of interest on public purpose State and local debt. 
Deductibility of nonbusiness State and local taxes other than 

on owner-occupied homes 
Tax credit for corporations receiving income from doing busi-

ness in United States possessions 
Total (after interactions) 

Interest: 
Deferral of interest on savings bonds 

Addendum—Aid to State and local governments: 
Deductibility of: 

Property taxes on owner-occupied homes 
Nonbusiness State and local taxes other than on owner-

occupied homes 
Exclusion of interest on: 

Public purpose State and local debt 
IDBs for certain energy facilities 
IDBs for pollution control and sewage and waste disposal 

facilities 
Small-issue IDBs 
Owner-occupied mortgage revenue bonds 
State and local debt for rental housing 
Mass commuting vehicle IDBs 
IDBs for airports, docks, and sports and convention facili-

ties 
State and local student loan bonds 
State and local debt for private nonprofit educational facili-

State and local debt for private nonprofit health facilities .. 
State and local debt for veterans housing 

Total (after interactions) 

16,945 
1,320 
3,170 

21,435 

1,655 
80 
45 

210 
1,990 

13,925 

20,940 

3,180 
38,045 

945 

10,735 

20,940 

13,925 
185 

2,000 
1,725 
2,730 
1,505 

5 

935 
360 

1,650 
210 

55,290 

18,140 
1,440 
3,355 

22,935 

1,705 
80 
45 

200 
2,030 

14,800 

22,075 

3,485 
40,360 

955 

11,610 

22,075 

14,800 
185 

1,985 
1,680 
2,745 
1,490 

5 

1,030 
375 

725 
1,730 

200 
58,210 

19,375 
1,555 
3,560 

24,490 

1,760 
80 
50 

195 
2,085 

15,585 

23,810 

3,815 
43,210 

960 

12,605 

23,810 

15,585 
190 

1,985 
1,615 
2,575 
1,475 

5 

1,115 
405 

765 
1,830 

195 
61,590 

3,840 4,090 4,275 

2,225 2,440 2,670 

3,840 
125 

1,360 
1,175 

4,090 
125 

1,350 
1,140 

4,275 
130 

1,350 
1,100 

1,025 
5 

635 

1,015 
5 

700 

1,005 
5 

760 

*$2.5 million or less. All estimates are rounded to the nearest $5 million. . . .... . i Q O O 
11n addition, the partial exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $465 million in 1991; $460 million in 1992; and $460 million in 1993. 
2 The figures in the table indicate the effect of the child medical insurance premium credit on receipts. The effect on outlays is: 1992, $505 million; 1993, $580 million. 
3 The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1991, $4,885 million; 1992, $7,170 million; 1993, $7,895 million. 
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24. TAX EXPENDITURES Part Two-29 
NATIONAL DEFENSE 

Benefits and allowances to armed forces person-
nel.—The housing and meals provided military person-
nel, either in cash or in kind, are excluded from income 
subject to tax. 

INTERNATIONAL AFFAIRS 

Income earned abroad.—A U.S. citizen or resident 
alien who resides in a foreign country or who stays 
in one or more foreign countries for a minimum of 
11 out of the past 12 months may exclude $70,000 
per year of foreign-earned income. Eligible taxpayers 
also may exclude or deduct reasonable housing costs 
in excess of one-sixth of the salary of a civil servant 
at grade GS-14, step 1. These provisions do not apply 
to Federal employees working abroad; however, the tax 
expenditure estimate does reflect certain allowances 
that are excluded from their taxable income. 

Income of Foreign Sales Corporations.—The For-
eign Sales Corporation (FSC) provisions exempt from 
tax a portion of U.S. exporters' foreign trading income 
to reflect the FSC's sales functions as foreign cor-
porations. These provisions conform to the General 
Agreement on Tariffs and Trade. 

Income of U.S.-controlled foreign corporations.— 
The income of foreign corporations controlled by U.S. 
shareholders is not subject to U.S. taxation. The income 
becomes taxable only when the controlling U.S. share-
holders receive dividends or other distributions from 
their foreign stockholding. Under the normal tax meth-
od, the currently attributable foreign source pre-tax in-
come from such a controlling interest is subject to U.S. 
taxation, whether or not distributed. Thus, under the 
normal tax baseline the excess of controlled foreign cor-
poration income over the amount distributed to a U.S. 
shareholder gives rise to a tax expenditure in the form 
of a tax deferral. 

Source rule exceptions.—The worldwide income of 
U.S. persons is taxable by the United States and a 
credit for foreign taxes paid is allowed. The amount 
of foreign taxes that can be credited is limited to the 
pre-credit U.S. tax on the foreign source income. Two 
exceptions give rise to tax expenditures: sales of inven-
tory property that reduces the U.S. tax of exporters; 
and, for financial institutions and certain financing op-
erations of nonfinancial enterprises, an exception from 
the rules that require allocation of interest expenses 
between domestic and foreign activities of a U.S. tax-
payer. 

GENERAL SCIENCE, SPACE, AND TECHNOLOGY 

Expensing R&E expenditures.—Research and ex-
perimentation (R&E) projects can be viewed as invest-
ments because their benefits accrue for several years 
when they are successful. It is difficult, however, to 
identify whether a specific R&E project is completed 
and successful and, if it is successful, what its expected 
life will be. For these reasons, the statutory provision 
that these expenditures may be expensed is considered 
part of the reference law. Under the normal tax meth-

od, however, the expensing of R&E expenditures is 
viewed as a tax expenditure. The baseline assumed for 
the normal tax method is that all R&E expenditures 
are successful and have an expected life of eight years. 

R&E credit.—The tax credit is 20 percent of the 
qualified expenditures in excess of each year's base 
amount. This threshold is determined by multiplying 
a "fixed-base percentage" (limited to a maximum of .16 
for existing companies) by the average amount of the 
company's gross receipts for the four preceding years. 
The "fixed-base percentage" is the ratio of R&E ex-
penses to gross receipts for the 1984 to 1988 period. 
Start-up companies that did not both incur qualified 
expenses and have gross receipts in at least three of 
the base years are assigned a "fixed-base percentage" 
of .03. A similar credit with its own separate threshold 
is provided for taxpayers' basic research grants to uni-
versities. Beginning in 1989, the otherwise deductible 
qualified R&E expenditures were reduced by the 
amount of the credit. Both R&E credits have been ex-
tended to June 30, 1992. 

Allocation of R&E expenditures.—Regulations is-
sued in 1977 were designed to achieve a reasonable 
allocation of R&E expenses between corporations' do-
mestic and foreign activities, but successive legislative 
actions suspended this requirement. Currently, 64 per-
cent of both U.S.- and foreign-based R&E expenses are 
allocated to their respective income sources. The re-
maining R&E expenses must then be allocated on the 
basis of gross sales or gross income. These rules are 
effective through June 30, 1992. 

ENERGY 

Exploration and development costs.—In the case 
of successful investments in domestic oil and gas wells, 
intangible drilling costs, such as wages, the costs of 
using machinery for grading and drilling, and the cost 
of unsalvageable materials used in constructing wells, 
may be expensed rather than amortized over the pro-
ductive life of the property. 

Integrated oil companies may currently deduct only 
70 percent of such costs and amortize the remaining 
30 percent over five years. The same rule applies to 
the exploration and development costs of surface strip-
ping and the construction of shafts and tunnels for 
other fuel minerals. 

Percentage depletion.—Independent fuel mineral 
producers and royalty owners are generally allowed to 
take percentage depletion deductions rather than cost 
depletion on limited quantities of output. Under cost 
depletion, outlays are deducted over the productive life 
of the property based on the fraction of the resource 
extracted. Under percentage depletion taxpayers deduct 
a percentage of gross income from mineral production 
at rates of 22 percent for uranium, 15 percent for oil, 
gas and oil shale, and 10 percent for coal. The deduc-
tion is limited to 50 percent of net income from the 
property, except for oil and gas where the deduction 
can be 100 percent of net property income. Production 
from geothermal deposits is eligible for percentage de-
pletion at 65 percent of net income, but with no limit 
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Part Two-30 THE BUDGET FOR FISCAL YEAR 1993 

on output and no limitation with respect to qualified 
producers. Unlike depreciation or cost depletion, per-
centage depletion deductions can exceed the cost of the 
investment. 

Capital gains treatment of royalties on coal.— 
Sales of certain coal under royalty contracts can be 
treated as capital gains. While the top statutory rate 
on ordinary income is 31 percent, the rates on capital 
gains are limited to 28 percent. 

Tax-exempt bonds for energy facilities.^Certain 
energy facilities, such as municipal electric and gas util-
ities, may benefit from tax-exempt financing. 

New technology credits.—A credit of 10 percent is 
available for investment in solar and geothermal energy 
facilities. The credit for these two investments will ex-
pire after June 30, 1992. 

Alternative fuel production credit—A nontaxable 
credit of $3 per barrel (in 1979 dollars) of oil-equivalent 
production is provided for several forms of alternative 
fuels. It is generally available as long as the price of 
oil stays below $29.50 (in 1979 dollars). 

Alcohol fuel credit—Gasohol, a motor fuel com-
posed of at least 10 percent alcohol, is exempt from 
5.4 of the 14 cents per gallon Federal excise tax on 
gasoline. There is a corresponding income tax credit 
for alcohol used as a fuel in applications where the 
excise tax is not assessed. This credit, equal to a sub-
sidy of 54 cents per gallon for alcohol used as a motor 
fuel, is intended to encourage substitution of alcohol 
for petroleum-based gasoline. 

Gas and oil exception to passive loss limita-
tion.—Although owners of working interests in oil and 
gas properties are subject to the alternative minimum 
tax, they are exempted from the "passive income" lim-
itations. This means that the working interest-holder, 
who manages on behalf of himself and all other owners 
the development of wells and incurs all the costs of 
their operation, may aggregate negative taxable income 
from such interests with his income from all other 
sources. Thus, he will be relieved of the minimum tax 
rules limit on tax deferrals. 

NATURAL RESOURCES AND ENVIRONMENT 

Exploration and development costs.—As is true 
for fuel minerals, certain capital outlays associated with 
exploration and development of nonfuel minerals may 
be expensed rather than depreciated over the life of 
the asset. 

Percentage depletion.—Most nonfuel mineral ex-
tractors also make use of percentage depletion rather 
than cost depletion, with percentage depletion rates 
ranging from 22 percent for sulphur down to 5 percent 
for sand and gravel. 

Capital gains treatment of iron ore and of cer-
tain timber income.—Iron ore and certain timber sold 
under a royalty contract can be treated as capital gains. 

Mining reclamation reserves.—Taxpayers are al-
lowed to establish reserves to cover certain costs of 
mine reclamation and of closing solid waste disposal 
properties. Net increases in reserves may be taken as 
a deduction against taxable income. 

Tax-exempt bonds for pollution control and 
waste disposal.—Interest on State and local govern-
ment debt issued to finance private pollution control 
and waste disposal facilities was excludable from in-
come subject to tax. This authorization was repealed 
for pollution control equipment and a cap placed on 
the amount of debt that could be issued for waste dis-
posal facilities by the Tax Reform Act of 1986. 

Historic preservation.—Expenditures to preserve 
and restore historic structures qualify for a 20 percent 
investment credit, but the depreciable basis must be 
reduced by the full amount of the credit taken. 

Expensing multiperiod timber growing costs.— 
Generally, costs must be capitalized when goods are 
produced for inventory used in one's own trade or busi-
ness, or under contract to another party. Timber pro-
duction, however, was specifically exempted from these 
multiperiod cost capitalization rules, creating a special 
benefit derived from this deferral of taxable income. 

Credit and seven-year amortization for reforest-
ation.—A special 10 percent investment tax credit is 
allowed for up to $10,000 invested annually in clearing 
land and planting trees for the ultimate production of 
timber. The same amount of forestation investment 
may also be amortized over a seven-year period. With-
out this preference, the amount would have to be cap-
italized and could be recovered (deducted) only when 
the trees were sold or harvested 20 or more years later. 
Moreover, the amount of forestation investment that 
is amortizable is not reduced by any of the investment 
credit that is allowed. 

AGRICULTURE 

Expensing certain capital outlays.—Farmers, ex-
cept for certain agricultural corporations and partner-
ships, are allowed to deduct certain expenditures for 
feed and fertilizer, as well as for soil and water con-
servation measures. Expensing is allowed, even though 
these expenditures are for inventories held beyond the 
end of the year, or for capital improvements that would 
otherwise be capitalized. 

Expensing multiperiod livestock and crop pro-
duction costs.—The production of livestock and crops 
with a production period of less than two years is ex-
empted from the uniform cost capitalization rules. 
Farmers establishing orchards, constructing farm facili-
ties for their own use, or producing any goods for sale 
with a production period of two years or more may 
elect not to capitalize costs. If they do, they must apply 
straight-line depreciation to all depreciable property 
they use in farming. 

Loans forgiven solvent farmers.—In 1986, farmers 
were granted special tax treatment by being forgiven 
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24. TAX EXPENDITURES Part Two-31 
the tax liability on certain forgiven debt. Normally, the 
amount of loan forgiveness is accounted for as a gain 
(income) of the debtor and he must either report the 
gain, or reduce his recoverable basis in the property 
to which the loan relates. If the debtor elects to reduce 
basis and the amount of forgiveness exceeds his basis 
in the property, the excess forgiveness is taxable. How-
ever, in the case of insolvent (bankrupt) debtors, the 
amount of loan forgiveness never results in an income 
tax liability.4 Farmers with forgiven debt are considered 
insolvent for tax purposes, and thus qualify for income 
tax forgiveness. 

Capital gains treatment of certain income.—Cer-
tain agricultural income, such as unharvested crops, 
can be treated as capital gains. 

COMMERCE AND HOUSING CREDIT 
This category includes a number of tax expenditure 

provisions that also affect economic activity in other 
functional categories. For example, provisions related 
to investment, such as accelerated depreciation, could 
also have been classified under the energy, natural re-
sources and environment, agriculture, or transportation 
categories. 

Credit union income.—The earnings of credit 
unions not distributed to members as interest or divi-
dends are exempt from income tax. 

Bad debt reserves.—Only commercial banks with 
less than $500 million in assets, mutual savings banks, 
and savings and loan associations are permitted to de-
duct additions to bad debt reserves in excess of actually 
experienced losses. The deduction for additions to loss 
reserves allowed qualifying mutual savings banks and 
savings and loan associations is 8 percent of otherwise 
taxable income. To qualify, the thrift institutions must 
maintain a specified fraction of their assets in the form 
of mortgages, primarily residential. 

Interest on life insurance savings.—Savings in the 
form of policyholder reserves are accumulated from pre-
mium payments and interest is earned on the reserves. 
Such interest income is not taxed as it accrues nor 
when received by beneficiaries upon the death of the 
insured. 

Small property and casualty insurance compa-
nies.— Insurance companies that have annual net pre-
mium incomes of less than $350,000 are exempted from 
tax; those with $350,000 to $2,100,000 of net premium 
incomes may elect to pay tax only on the income earned 
by their investment portfolio. 

Insurance companies owned by exempt organiza-
tions.—Generally, the income generated by life and 
property and casualty insurance companies is subject 
to tax, albeit by special rules. Insurance operations con-
ducted by such exempt organizations as fraternal soci-
eties and voluntary employee benefit associations, how-
ever, are exempted from tax. 

4 The insolvent taxpayer's carryover losses and unused credits are extinguished first, 
and then his basis in assets reduced to no less than amounts still owed creditors. Finally, 
the remainder of the forgiven debt is excluded from tax. 

Mutual funds (RIC) expenses.—Individuals may 
deduct miscellaneous expenses only to the extent that 
they exceed 2 percent of their adjusted gross income. 
Certain costs incurred by individuals in managing their 
personal securities portfolios are among the mis-
cellaneous deductions allowed taxpayers who itemize 
deductions. Mutual funds (or regulated investment com-
panies) perform these portfolio management functions 
for their shareholders and pay out their portfolio in-
comes net of these expenses. Shareholders are per-
mitted to report their fund income net of management 
expenses; thus, they are thereby able to deduct portfolio 
management expenses without regard to the mis-
cellaneous deduction limitation. 

Small issue industrial development bonds.—The 
interest on small issue industrial development bonds 
(IDBs) issued by State and local governments to finance 
private business property is excluded from income sub-
ject to tax. Depreciable property financed with small 
issue IDBs must be depreciated, however, using the 
straight-line method. The tax exemption of small issue 
bonds expired in 1986, except for small issue IDBs ex-
clusively issued to finance manufacturing facilities for 
which the tax exemption is scheduled to expire in June 
30, 1992. The budget cost of these bonds continues as 
long as they are outstanding. 

There are limits imposed on the amount of tax-ex-
empt State and local government bonds that can be 
issued to fund private activity. The volume cap for sin-
gle-family mortgage revenue bonds and multifamily 
rental housing bonds is combined with the cap for stu-
dent loans and IDBs. The cap is set at $50 per capita 
or a minimum of $150 million for each State. 

Mortgage housing bonds.—Interest on all mortgage 
revenue bonds issued through June 30, 1992 by State 
and local governments is exempt from taxation. Pro-
ceeds are used to finance homes purchased by first-
time buyers—with low to moderate incomes—of dwell-
ings with prices under 90 percent of the average area 
purchase price. The annual volume of mortgage revenue 
bonds is restricted to the unified volume cap discussed 
in the small issue IDB section above. 

States have been authorized to issue mortgage credit 
certificates (MCCs) in lieu of qualified mortgage reve-
nue bonds because the bonds are relatively inefficient 
subsidies to first-time home buyers. MCCs entitle home 
buyers to income tax credits for a specified percentage 
of interest on qualified mortgage loans. In this way, 
the entire amount of the subsidy flows directly to the 
home buyer without being partly diverted to financial 
middlemen or bondholders. A State may not issue an 
aggregate annual amount of MCCs greater than 25 per-
cent of its annual ceiling for qualified mortgage bonds. 
Because of the relationship between MCCs and quali-
fied mortgage bonds, their estimates are presented as 
one line item in the tables. 

Rental housing bonds.—State and local government 
issues of IDBs are restricted to multifamily rental hous-
ing projects in which 20 percent (15 percent in targeted 
areas) of the units are reserved for families whose in-
come does not exceed 50 percent of the area's median 
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income; or 40 percent for families with incomes of no 
more than 60 percent of the area median income. Other 
tax-exempt bonds for multifamily rental projects are 
generally issued with the requirement that all tenants 
must be low or moderate income families. Rental hous-
ing bonds are subject to the volume cap discussed in 
the small issue IDB section above. 

Interest and taxes on owner-occupied homes.— 
Owner-occupants of homes may deduct mortgage inter-
est and property taxes on their primary and secondary 
residences as itemized nonbusiness deductions. The 
mortgage interest deduction is limited to interest on 
debt no greater than the owner's basis in the residence 
and, for debt incurred after October 13, 1987, it is 
limited to no more than $1 million. Interest on up to 
$100,000 of other debt secured by a lien on a principal 
or second residence is also deductible, irrespective of 
the purpose of borrowing, provided the debt does not 
exceed the fair market value of the residence. Mortgage 
interest deductions on personal residences are tax ex-
penditures because the taxpayers are not required to 
report the value of owner-occupied housing services as 
gross income. 

Real property installment sales.—Dealers in real 
and personal property, i.e., sellers that regularly hold 
property for sale or resale, cannot defer taxable income 
from installment sales until the receipt of the loan re-
payment. Nondealers, defined as sellers of real property 
used in their business, are required to pay interest 
to the Federal Government on deferred taxes attrib-
utable to their total installment obligations in excess 
of $5 million. Only properties with sales prices exceed-
ing $150,000 are includable in the total. The payment 
of a market rate of interest eliminates the benefit of 
the tax deferral. The tax exemption for nondealers with 
total installment obligations of less than $5,000,000 is, 
therefore, a tax expenditure. 

Capital gains (other than agriculture, timber, 
iron ore and coal).—While the top statutory rate on 
ordinary income is 31 percent, the rates on capital 
gains are limited to 28 percent. This treatment is con-
sidered a tax expenditure under the normal tax method 
but not under the reference law method. 

Deferral of gains from sale of broadcasting fa-
cility to minority owned business.—The voluntary 
sale of assets generally requires the seller to pay tax 
on the gain that has accrued over the period of owner-
ship. However, in the case of an involuntary sale, as 
when an owner's property must be sold in a con-
demnation preceding, or to implement a change in a 
government's regulatory policy, the owner is permitted 
to defer payment of tax, provided the proceeds are rein-
vested in similar property within a specified period. 
In 1979, the Federal Communications Commission in-
stituted a policy of encouraging minority group owner-
ship of broadcast licenses. Since that time, the tax laws 
have been interpreted to permit voluntary sellers of 
licensed broadcasting facilities to defer payment of cap-
ital gains tax when the buyer has been certified as 

a "minority business," in effect treating the sale as 
"involuntary." 

Ordinary income treatment of losses from sale 
of small business corporate stock shares.—Up to 
$100,000 in losses from the sale of such stock may 
be treated as ordinary losses, and therefore not be sub-
ject to the $3,000 annual capital loss write-off limit 
if the corporation's capitalization is less than $1 million. 

Capital gains on home sales.—When a primary 
residence is sold, the homeowner can defer paying a 
capital gains tax on the proceeds by purchasing or con-
structing a home of value at least equal to that of 
the prior home (net of sales and qualified fix-up ex-
penses) within two years. This deferral is a tax expendi-
ture. 

Capital gains on sales by owners aged 55 or 
older.—A taxpayer who is 55 years of age or older 
at the time of the sale of his residence may elect to 
exclude from tax up to $125,000 of the gain from its 
sale. This is a once-in-a-lifetime election. In effect, this 
provision converts some prior deferrals of tax into for-
giveness of tax. 

Step-up in basis of capital gains at death—Cap-
ital gains on assets held at the owner's death are not 
subject to capital gains taxes. The cost basis of the 
appreciated assets is adjusted upward to the market 
value at the owner's date of death. The step-up in the 
heir's cost basis means that, in effect, the capital gain 
is forgiven. 

Carryover basis of capital gains on gifts.—When 
a gift is made, the transferred property carries to the 
donee the donor's basis—the cost that was incurred 
when the property was first acquired. The carryover 
of the donor's basis allows a continued deferral of unre-
alized capital gains. 

Accelerated depreciation of real properly, ma-
chinery and equipment.—As previously noted, the tax 
depreciation allowance provisions are part of the ref-
erence law rules, and thus do not cause tax expendi-
tures under the reference method. Under the normal 
tax method, however, a 40-year tax life for depreciable 
real property is the norm, so the statutory depreciation 
periods in effect since 1987 for residential and 
nonresidential properties of 27.5 and 31.5 years, respec-
tively, give rise to tax expenditures. Statutory deprecia-
tion of machinery and equipment also is somewhat ac-
celerated relative to the normal tax baseline. In addi-
tion, tax expenditures arise from pre-1987 tax allow-
ances for real and personal property. 

Business start-up costs.—When an individual or 
corporation acquires or otherwise enters into a new 
business, certain start-up expenses, such as the costs 
of investigating opportunities and legal services, are 
normally incurred. The taxpayer may elect to amortize 
these outlays over 60 months although they are similar 
to other payments he makes for nondepreciable intangi-
ble assets that are not recoverable until the business 
is sold. 
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Graduated corporation income tax rate sched-
ule.—The schedule is graduated, with rates of 15 per-
cent on the first $50,000 of taxable income, 25 percent 
on the next $25,000, and a rate of 34 percent on income 
over $75,000. As compared with a flat 34 percent tax 
rate, the lower rates provide a $11,750 reduction in 
tax liability for corporations with taxable incomes of 
$75,000. This benefit is recaptured in the cases of cor-
porations with taxable incomes exceeding $100,000. 
This is accomplished by a 5 percent additional tax on 
corporate incomes in excess of $100,000, but less than 
$335,000. At this point the $11,750 is fully recaptured. 
Since this rate schedule is part of the reference tax 
law, it does not give rise to a tax expenditure under 
the reference method. A flat corporation income tax 
rate is taken as the baseline under the normal tax 
method; therefore the lower rates do yield a tax expend-
iture under this concept. 

Passive loss real estate exemption.—The Tax Re-
form Act of 1986 disallowed the offset of passive losses 
against income from other sources. Losses up to $25,000 
attributable to certain rental real estate activity, how-
ever, were exempted from this rule. 

Treatment of Alaskan Native Corporations 
losses.—Tax law restricts the ability of profitable cor-
porations to reduce their tax liabilities by merging or 
buying corporations with accumulated net operating 
losses (NOLs) and as yet unrefunded claims to invest-
ment credits. Alaska Native Corporations have a lim-
ited exemption (fifteen years after the NOL or credit 
claim was first experienced) from these restrictions that 
includes NOLs and credits claimable prior to April 26, 
1988. 

Imputed interest rules.—Under reference law rules 
commonly referred to as original issue discount (OID), 
both the holder and seller of a financial contract are 
generally required to report interest earned in the pe-
riod it accrues, not when the contract payments are 
made. Moreover, the amount of interest accruable is 
determined by the actual price paid for the contract, 
not by the stated or nominal principal and interest 
stipulated in the contract.5 

Exceptions to the general rules for accounting for 
interest expense or income include the following: (a) 
permission for the mortgagor of his personal residence 
to treat the discount from the nominal principal of his 
mortgage loan, commonly called "points," as prepaid 
interest which is deductible in the year paid, not the 
year accrued; and (b) sellers of farms and small busi-
nesses worth less than $1 million, in exchange for the 
purchasers debt obligation, are exempted from the OID 
rules. This is $750,000 more than the $250,000 exemp-
tion that the reference tax law generally allows for 
such transactions. 

5 Thus, when a borrower on December 31, 1991, issues a promise to pay $1,000 plus 
interest at 10 percent on December 30, 1992, for a total repayment of $1,100, and accepts 
$900 from a lender in exchange for the contract, the rules require that both parties: (a) 
recognize that $900 is the amount lent, so that the effective loan interest rate is not 
the nominal 10 percent rate but is 22.2 percent; and (b) both report $200 as interest 
paid or received in 1992, as the case may be. 

TRANSPORTATION 

Shipping companies that are U.S. flag car-
riers.—Certain companies that operate U.S. flag ves-
sels receive a deferral of income taxes on that portion 
of their income used for shipping purposes, primarily 
construction, modernization and major repairs to ships, 
and repayment of loans to finance these qualified in-
vestments. Once indefinite, the deferral has been lim-
ited to 25 years since January 1, 1987. 

COMMUNITY AND REGIONAL DEVELOPMENT 

Low-income housing investment.—Through 1989, 
a tax credit for investment in new, substantially reha-
bilitated, and certain unrehabilitated low-income hous-
ing was structured to have a present value of 70 per-
cent of construction or rehabilitation costs incurred and 
was allowed over 10 years. For Federally subsidized 
projects and those involving unrehabilitated existing 
low income housing, the credit was structured to have 
a present value of 30 percent. Beginning on January 
1, 1990 and continuing through June 30, 1992, the cred-
it is extended at a present value of 70 percent, includ-
ing projects financed with other Federal subsidies, but 
only if substantial rehabilitation is done. Not-
withstanding the capital grant character of this sub-
sidy, the investor's recoverable basis is not reduced by 
the substantial credit allowed. 

Rehabilitation of structures.—A 10 percent invest-
ment tax credit is available for the rehabilitation of 
buildings that are used for business or productive ac-
tivities and that were erected before 1936 for other 
than residential purposes. A full reduction by the 
amount of the credit is required in the taxpayer's recov-
erable basis. 

Tax-exempt bonds for airports and similar fa-
cilities.—Government-owned airports, docks and 
wharves, as well as high-speed rail facilities that need 
not be government-owned, may continue to be financed 
with tax-exempt bond issues. These bonds are not cov-
ered by a volume cap. 

Exemption of certain mutuals9 and cooperatives9 

income.—The incomes of mutual and cooperative tele-
phone and electric companies are exempted from tax 
if at least 85 percent of their revenues are derived 
from patron service charges. 

EDUCATION, TRAINING, EMPLOYMENT, AND SOCIAL 
SERVICES 

Scholarship and fellowship income.—Scholar-
ships and fellowships are not excluded from taxable 
income to the extent they exceed tuition and course-
related expenses of the grantee. From an economic 
point of view, scholarships and fellowships are either 
gifts not conditioned on the performance of services, 
or they are rebates of educational costs. Thus, under 
the reference law method, the exclusion is not a tax 
expenditure because this method does not include either 
gifts or price reductions in a taxpayer's gross income. 
Under the normal tax method, however, the exclusion 
is considered a tax expenditure because under this 
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method gift-like transfers of government funds—and 
many scholarships are derived directly or indirectly 
from government funding—are included in gross in-
come. 

Tax-exempt bonds for educational purposes.—In-
terest on State and local government debt issued to 
finance student loans or the construction of facilities 
used by private nonprofit educational institutions is ex-
cluded from income subject to tax. The aggregate vol-
ume of such private activity bonds that each State may 
issue during any calendar year is limited. 

U.S. savings bonds for education.—Interest on 
U.S. savings bonds, issued after December 31, 1989, 
may be excluded from tax if the bonds, plus accrued 
interest, are transferred to an educational institution 
as payment for educational expenses. The exclusion 
from tax is phased out for joint returns with adjusted 
gross incomes of $66,200 to $90,000 and $44,150 to 
$50,000 for single and head of household returns. 

Dependent students age 19 or older.—Taxpayers 
can claim personal exemptions for dependent children 
age 19 or over who receive parental support payments 
of $1,000 or more per year, are full-time students, and 
do not claim a personal exemption on their own tax 
returns. This preferential arrangement usually gen-
erates tax savings because the students' marginal tax 
rates are more often than not lower than their parents' 
marginal tax rates. 

Charitable contributions.—Contributions to chari-
table, religious, and certain other nonprofit organiza-
tions are allowed as an itemized deduction for individ-
uals, generally up to 50 percent of adjusted gross in-
come. Taxpayers who donate capital assets to charitable 
or educational organizations can deduct the assets' cur-
rent value without the taxation of any appreciation in 
value. Corporations can also deduct charitable con-
tributions up to 10 percent of their pre-tax income. 
Tax expenditures resulting from the deductibility of 
contributions are shown separately for educational and 
other institutions. Contributions to health institutions 
are reported under the health function. 

Employer provided benefits.—Many employers pro-
vide employee benefits that are not counted in employee 
income. The employers' costs for these benefits are de-
ductible business expenses. The exclusion from an em-
ployee's income of the value of educational assistance, 
child care, meals and lodging, legal service plans, as 
well as ministers' housing allowances and the rental 
value of parsonages are tax expenditures. The exclu-
sions for educational assistance and legal services are 
in effect through June 30, 1992. Health and other in-
surance benefits are reported under the health and in-
come security functions. 

Child and dependent care expenses.—A tax credit 
may be claimed by married couples for child and de-
pendent care expenses incurred when one spouse works 
full time and the other works at least part time or 
goes to school. The credit may also be claimed by di-

vorced or separated parents who have custody of chil-
dren, and by single parents. Expenditures up to a maxi-
mum $2,400 for one dependent and $4,800 for two or 
more dependents are eligible for the credit. The credit 
is equal to 30 percent of qualified expenditures for tax-
payers with incomes of $10,000 or less. The credit is 
reduced to a minimum of 20 percent by one percentage 
point for each $2,000 of income between $10,000 and 
$28,000. 

Disabled access expenditures.—OBRA provided for 
a credit of 50 percent of eligible disabled access expend-
itures in excess of $250. The credit is limited to $5,000. 

Targeted jobs credit.—Employers may claim a tax 
credit for qualified wages paid to individuals who begin 
work through June 30, 1992, and who are certified 
as members of various targeted groups. The amount 
of the credit that may be claimed is 40 percent of the 
first $3,000 paid during the first year of employment. 
The 40 percent credit also applies to the summer em-
ployment wages paid 16 and 17 year old youths who 
are members of low income families. Employers must 
reduce their deduction for wages paid by the amount 
of the credit claimed. 

Costs of removing architectural barriers to the 
handicapped—The investment cost of making any 
business accessible to persons suffering physical or 
mental disabilities may be deducted, rather than cap-
italized as part of the taxpayer's basis in such property 
and recovered by subsequent depreciation allowances, 
as is generally required. 

Foster care payments.—Foster parents provide a 
home and care for children who are wards of the State, 
under contract with the State. Compensation received 
for this service is explicitly excluded from the gross 
incomes of foster parents, making the expenses they 
incur nondeductible. This activity is, in effect, tax-ex-
empt. 

HEALTH 

Employer paid medical insurance and ex-
penses.—Employee compensation, in the form of pay-
ments by employers for health insurance premiums and 
other medical expenses, is deducted as a business ex-
pense by employers, but it is not included in employee 
gross income. 

Child health insurance.—The earned income tax 
credit provides for a credit equal to 6 percent for certain 
health insurance expenses for certain policies that cover 
children. The maximum credit will be $451 in 1992 
and is phased out at a rate of 4.285 percent through 
$22,370 of adjusted gross income. 

Untaxed medicare benefits.—The employer's pay-
ment of 1.45 percent of employees' wages (up to 
$130,200 in 1992) into the Hospitalization Trust Fund, 
which finances medicare benefits, is not included in 
employees' reportable compensation. 
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Medical care expenses.—Personal expenditures for 

medical care (including the costs of prescription drugs) 
exceeding 7.5 percent of the taxpayer's adjusted gross 
income are deductible. 

Tax-exempt bonds for hospital construction.—In-
terest earned on State and local government debt is-
sued to finance hospital construction is excluded from 
income subject to tax. 

Charitable contributions to health institu-
tions.—Contributions to nonprofit health institutions 
are allowed as a deduction for individuals and cor-
porations. Tax expenditures resulting from the deduct-
ibility of contributions to other charitable institutions 
are listed under the education, training, employment, 
and social services function. 

Orphan drugs.—To encourage the development of 
drugs for the treatment of rare diseases or physical 
conditions, a tax credit is granted equal to 50 percent 
of the costs for clinical testing that must be completed 
before manufacture and distribution are approved by 
the Food and Drug Administration. Because the drug 
firm is not required to reduce its deduction for testing 
expenses (an R&D expenditure) by the amount of this 
credit, the private cost of clinically testing orphan drugs 
is reduced to little more than 24 cents per $1 expended. 
This tax expenditure expires after June 30, 1992. 

Blue Cross and Blue Shield.—Although these orga-
nizations are not qualified as exempt, they are provided 
exceptions from otherwise applicable insurance com-
pany income tax accounting rules that effectively elimi-
nate their tax liabilities. 

INCOME SECURITY 

Railroad retirement benefits.—These benefits are 
not generally subject to the income tax unless the re-
cipient's gross income reaches a certain threshold dis-
cussed more fully under the social security function. 

Workmen's compensation benefits.—Workmen's 
compensation provides payments to disabled workers. 
These benefits, although income to the recipients, are 
a tax preference because they are not subject to the 
income tax. 

Public assistance benefits.—The exclusion from 
taxable income of public assistance benefits received 
by individuals is listed as a tax expenditure under the 
normal tax method because, under this method, cash 
transfers from government are included in gross in-
come. In contrast, gifts not conditioned on the perform-
ance of services, including transfers from government, 
are not taxable under the reference law. Therefore, 
\inder the reference tax method, the tax exclusion for 
public assistance benefits is not shown as a tax expend-
iture. 

Special benefits for disabled coal miners.—Dis-
ability payments to former coal miners out of the Black 
Lung Trust Fund, although income to the recipient, 
are not subject to the income tax. 

Military disability pensions.—Most of the military 
pension income received by current disabled retired vet-
erans is excluded from their income subject to tax. 

Pension contributions and earnings.—Certain 
employer contributions to pension plans, along with in-
dividual contributions to individual retirement accounts 
(IRAs) and amounts set aside by the self-employed, are 
excluded from adjusted gross income in the year of 
contribution. The investment income earned by pension 
funds and other qualifying retirement plans is not tax-
able when earned, and this deferral is, therefore, also 
a tax expenditure. 

Limited amounts (about $8,555 in 1992) can be ex-
cluded from an employee's adjusted gross income under 
a qualified cash or deferred arrangement with the em-
ployer (401(k) plan). An employee's own contribution 
of no more than $9,500 or the 401(k) limitation (which-
ever is greater) may be excluded annually from an em-
ployee's adjusted gross income when placed in a tax-
sheltered annuity (403(b) plan). 

Employees may deduct annual contributions to an 
IRA of $2,000 (or 100 percent of compensation, if less), 
or $2,250 on a joint return with only one spouse earn-
ing income, if: (a) neither the individual or spouse is 
an active participant in an employer-provided retire-
ment plan; or (b) their adjusted gross income falls below 
$40,000 ($25,000 for a single taxpayer). The allowable 
IRA deduction is phased out between $40,000 and 
$50,000 for a joint return and $25,000 and $35,000 
for a single return. Beyond these income limits, non-
deductible contributions to IRAs are available to tax-
payers who are active participants in employer-provided 
retirement plans. Self-employed persons can make de-
ductible contributions to their own retirement (Keogh) 
plans equal to 25 percent of their income, up to a maxi-
mum of $30,000 per year. 

Employer provided insurance benefits.—Many 
employers cover part or all the cost of premiums or 
payments for: (a) employees' life insurance benefits; (b) 
accident and disability benefits; (c) death benefits; and 
(d) supplementary unemployment benefits. The 
amounts are deductible by the employers and are ex-
cluded as well from employees' gross incomes for tax 
purposes. 

Employer Stock Ownership Plan (ESOP) provi-
sions.—A special type of employee benefit plan, orga-
nized as a trust, is tax-exempt. Employer-paid con-
tributions (the value of stock issued to the ESOP) are 
deductible by the employer as part of employee com-
pensation costs. They are not included in the employees' 
gross income for tax purposes, however, until they are 
paid out as benefits. The following special income tax 
provisions for ESOPs are intended to increase owner-
ship of corporations by their employees: (1) annual em-
ployer contributions are subject to less restrictive lim-
itations (percentages of employees' cash compensation); 
(2) ESOPs may borrow to purchase employer stock, 
guaranteed by their agreement with the employer that 
the debt will be serviced by his payment (deductible 
by him) of a portion of wages (excludable by the em-
ployees) to service the loan; (3) ESOPs' lenders may 
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exclude half the interest from their gross income; (4) 
employees who sell appreciated company stock to the 
ESOP may defer any taxes due until they withdraw 
benefits; and (5) dividends paid to ESOP-held stock 
are deductible by the employer. 

Support of the aged and the blind.—Taxpayers 
who are blind or 65 years of age or older may take 
an additional $900 standard deduction if single, or $700 
if married. In addition, individuals who are 65 years 
of age or older, or who are permanently disabled, can 
take a tax credit equal to 15 percent of the sum of 
their earned and retirement income. Qualified income 
is limited to no more than $2,500 for single individuals 
or married couples filing a joint return where only one 
spouse is 65 years of age or older, and up to $3,750 
for joint returns where both spouses are 65 years of 
age or older. These limits are reduced by one-half of 
the taxpayers adjusted gross income over $7,500 for 
single individuals and $10,000 for married couples fil-
ing a joint return. 

Casualty losses.—Neither the purchase of property 
nor insurance premiums to protect its value are deduct-
ible as costs of earning income; therefore, reimburse-
ment for insured loss of such property is not reportable 
as a part of gross income. However, a special provision 
permits relief for taxpayers suffering an uninsured loss. 
They may deduct casualty and theft losses of more than 
$100 each, but only to the extent that total losses dur-
ing the year exceed 10 percent of adjusted gross income. 

Earned income credit.—This credit may be claimed 
by low-income workers with minor dependents. For 
1992, the credit is 17.6 percent (18.4 percent if two 
or more minors are present) of the first $7,520 of 
earned income. When the taxpayer's income exceeds 
$11,840, the credit is phased out at the rate of 12.57 
percent (13.14 percent if two or more minors are 
present) and is completely phased out at $22,370 of 
adjusted gross income. The credit is increased by a 
"supplemental young child" credit of 5 percent of the 
first $7,520 of earned income which is phased out at 
a rate of 3.57 percent. The supplemental credit is also 
completely phased out at $22,370 of adjusted gross in-
come. The maximum amount of income on which the 
earned income credit may be taken is adjusted for infla-
tion, as is the income level at which the phase-out 
begins. 

In any tax year, the amount of the credit must be 
reduced by the minimum tax liability of the taxpayer. 
As refundable credits, earned income tax credits in ex-
cess of tax liabilities are paid by the Federal Govern-
ment to individuals. This portion of the credit is in-
cluded in outlays, while the amount that offsets tax 
liabilities is shown as a tax expenditure. 

SOCIAL SECURITY 

OASI benefits for retired workers.—Social security 
benefits that exceed the beneficiary's contributions out 
of taxed income are deferred employee compensation 
and the deferral of tax on that compensation is a tax 
expenditure. These additional retirement benefits are 

paid for partly by employers' contributions that were 
not included in employees' taxable compensation. Up 
to one-half of any recipient's social security benefits 
and tier 1 railroad retirement benefits are included in 
the income tax base if a recipient's "modified adjusted 
gross income" plus one-half of his or her social security 
and railroad retirement benefits exceed a certain base 
amount: $32,000 for those filing joint tax returns; 
$25,000 for single persons; and zero for those married 
filing separately if they did not live apart from their 
spouse for the entire year. Modified AGI is equal to 
AGI plus foreign or U.S. possession income and tax-
exempt interest, both excluded from AGI. If the modi-
fied AGI exceeds the specified base amount, either one-
half of the excess or one-half of the social security or 
railroad retirement benefits is included in income sub-
ject to tax, whichever is less. This limits the tax ex-
penditure to the portion of the benefit which is still 
excluded. 

Social Security benefits for the disabled, depend-
ents arid survivors.—Benefit payments from the So-
cial Security Trust Fund, for disability and for depend-
ents and survivors, are excluded from the beneficiaries' 
gross incomes, and thus give rise to tax expenditures. 

VETERANS BENEFITS AND SERVICES 

Veterans benefits.—All compensation due to death 
or disability and pensions paid by the Veterans Admin-
istration are excluded from taxable income. In addition, 
benefits under the GI bill, as well as other veterans' 
readjustment and education benefits, are excluded from 
taxable income. 

Tax-exempt mortgage bonds for veterans.—Inter-
est earned on general obligation bonds issued by State 
and local governments to finance housing for veterans 
is excluded from taxable income. The issuance of such 
bonds is limited, however, to five preexisting State pro-
grams and to amounts based upon previous volume lev-
els for the period January 1, 1979 to June 22, 1984. 
Furthermore, future issues are limited to veterans who 
served on active duty before 1977. 

GENERAL GOVERNMENT 

Public purpose State and local debt.—Interest on 
State and local government debt, issued to finance gov-
ernment activities, is excluded from Federal taxation. 
State and local governments, therefore, can sell debt 
obligations at a lower interest cost than would be pos-
sible if such interest were subject to tax. Only the ex-
cluded interest on bonds for public purposes, such as 
schools, roads, and sewers, is included here. 

Nonbusiness State and local taxes excluding 
home-owner property taxes.—The deductibility of 
nonbusiness State and local taxes gives indirect assist-
ance to these governments by reducing the costs of 
the services they provide and, thus, the burden on their 
taxpayers. Although general sales taxes may no longer 
be deducted, State and local income taxes still may 
be deducted. 
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Business income earned in U.S. possessions.— INTEREST 
Under certain conditions, U.S. corporations receiving 
income from an active trade or business, or from invest- U.S. savings bonds.—The interest on U.S. savings 
ments located in a U.S. possession, can claim a special bonds is not taxable until the bonds are redeemed, 
credit against U.S. tax otherwise due. thereby deferring tax liability. The deferral is equiva-

lent to an interest-free loan and, therefore, it is a tax 
expenditure. 

TAX EXPENDITURES IN THE UNIFIED TRANSFER TAX 

Exceptions to the general terms of the Federal unified 
transfer tax favor particular transferees or dispositions 
of transferors, similar to Federal direct expenditure or 
loan programs. The transfer tax provisions identified 
as tax expenditures satisfy the reference law criteria 
for inclusion in the tax expenditure budget that were 
described above. There is no generally accepted normal 
tax baseline for transfer taxes. 

Unified Transfer Tax Reference Rules 
The reference tax rules for the unified transfer tax 

from which departures represent tax expenditures in-
clude: 

• Definition of the taxpaying unit. The payment of 
the tax is the liability of the transferor whether 
the transfer of cash or property was made by gift 
or bequest. 

• Definition of the tax base. The base for the tax 
is the transferor's cumulative, taxable lifetime 
gifts made plus the net estate at death. Gifts in 
the tax base are all annual transfers in excess 
of $10,000 to any donee except the donor's spouse. 
Excluded are, however, payments on behalf of 
family members' educational and medical ex-
penses, as well as the cost of ceremonial gather-
ings and celebrations that are not in honor of 
the donor. 

• Property valuation. In general, property is valued 
at its fair market value at the time it is trans-
ferred. This is not necessarily the case in the valu-
ation of property for transfer tax purposes. Execu-
tors of estates are provided the option to value 
assets at the time of the testators death or up 
to six months later. 

• Tax rate schedule. A single graduated tax rate 
schedule applies to all taxable transfers. This is 
reflected in the name of the "unified transfer tax" 
that has replaced the former separate gift and 
estate taxes. The tax rates vary from 18 percent 
on the first $10,000 of aggregate taxable transfers, 
to 55 percent on amounts exceeding $3 million. 
A $192,800 lifetime credit is provided against the 
tax in determining the final amount of transfer 
taxes that are due and payable. This allows each 
taxpayer to make a $600,000 tax-free transfer of 
assets that otherwise would be liable to the uni-
fied transfer tax.6 

• Time when tax is due and payable. Donors are 
required to pay the tax annually as gifts are 

6 An additional tax, at a flat rate of 55 percent, is imposed on lifetime, generation-
skipping transfers in excess of $1 million. It is considered a generation-skipping transfer 
whenever the transferee is at least two generations younger than the transferor, as it 
would be in the case of transfers to grandchildren or great-grandchildren. The liability 
of this tax is on the recipients of the transfer. 

made. The generation-skipping transfer tax is pay-
able by the donees whenever they accede to the 
gift. The net estate tax liability is due and payable 
within nine months after the decedent's death. 
The Internal Revenue Service may grant an exten-
sion of up to 10 years for a reasonable cause. 
Interest is charged on the unpaid tax liability at 
a rate equal to the cost of Federal short-term bor-
rowing, plus three percentage points. 

Tax Expenditures by Function 
The 1991-93 estimates of tax expenditures in the 

Federal unified transfer tax are displayed by functional 
category in table 24-2. Outlay equivalent estimates are 
similar to revenue loss estimates for transfer tax ex-
penditures and, therefore, are not shown separately. 
A description of the provisions follows. 

NATURAL RESOURCES AND ENVIRONMENT 

Donations of conservation easements.—Bequests 
for conservation are excluded from taxable estates. A 
conservation bequest is the value of property and ease-
ments (in perpetuity) to such property the use of which 
is restricted to any one or more of the following: the 
public for outdoor recreation; protection of the natural 
habitats of fish, wildlife, plants, etc.; scenic enjoyment 
of the public; and preservation of historic land areas 
and structures. Similar conservation gifts are excluded 
from the gift tax base and are also deductible from 
the donor's otherwise taxable income in the year of 
the gift. 

AGRICULTURE 

Special use valuation of farms.—Farmland owned 
and operated by a decedent ancj/or a member of the 
family may be valued for estate tax purposes on the 
basis of its "continued use" as a farm if: the farmland 
is at least 25 percent of the decedent's gross estate; 
the entire value of all farm property is at least 50 
percent of the gross estate; and family heirs to the 
farm agree to continue to operate the property as a 
farm for at least 10 years. Since continued use valu-
ation of farmland is frequently substantially less than 
the fair market value, the resulting reduction in tax 
liability serves as a subsidy to the continued operation 
of family farms. 

Tax deferral of closely held farms.—Decedents' es-
tates may use a preferential, extended installment pay-
ment period of five to 15 years to discharge estate tax 
liabilities if the value of the farm properties exceeds 
35 percent of the net estates. The interest charged is 
only 4 percent for the first five years, rather than the 
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Table 24-2. ESTIMATES FOR TAX EXPENDITURES IN THE FEDERAL UNIFIED TRANSFER TAX 
(In millions of dollars) 

Description 
1991 

Natural Resources and Environment: 
Deductions for donations of conservation easements 

Agriculture: 
Special use valuation of farm real property 
Tax deferral of closely held farms 

Commerce: 
Special use valuation of real property used in closely held businesses .. 
Tax deferral of closely held business 

Education, training, employment, and social services: 
Deduction for charitable contributions (education) 
Deduction for charitable contributions (other than education and health) 

Health: 
Deduction for charitable contributions (health) 

General government: 
Credit for State death taxes 

55 

20 
10 

440 
1,305 

400 

2,100 

70 
55 

20 
10 

465 
1,380 

425 

2,290 

75 
55 

25 
10 

500 
1,490 

460 

2,525 

Grand Total (after interactions). 4,175 4,480 4,885 

*$2.5 million or less. All estimates are rounded to the nearest $5 million. 

standard Federal short-term borrowing rate plus three 
percentage points, which applies during the last 10 
years of the repayment period. 

COMMERCE AND HOUSING CREDIT 

Special use valuation of closely held busi-
nesses.—The two estate tax incentives to family farm-
ing are also available to the estates of owners of non-
farm family businesses. If the same three conditions 
previously described are met, the real property in their 
estates is eligible for continued use valuation. 

Tax deferral of closely held businesses.—Nonfarm 
family businesses that satisfy the net estate require-
ments qualify for preferential 15 year deferred estate 
tax payment. Also, the redemption of stock, required 
to pay funeral and administrative expenses and estate 
and gift taxes, may be characterized as a sale of stock. 
This applies in those cases where the family business 
is incorporated and only the closely held corporation 
stock, rather than the business assets, appear in the 
decedent's estate. This subjects to tax only the apprecia-
tion in the value of the stock whereas, under reference 
tax law rules, all of the proceeds generally would be 
taxed as a dividend. To be eligible for this special provi-

sion, the value of stock in closely held corporations 
must exceed 35 percent of the decedent's gross estate, 
less debt and funeral expenses. 

EDUCATION, TRAINING, EMPLOYMENT, AND SOCIAL 
SERVICES 

Bequests to tax-exempt organizations.—These be-
quests are deductible from decedent's otherwise taxable 
lifetime transfers. 

HEALTH 

Bequests to health providers.—Such bequests, that 
are exempt from the income tax, are deductible from 
otherwise taxable lifetime transfers of decedents. 

GENERAL GOVERNMENT 

State and local death taxes.—A credit is allowed 
for state death taxes against any Federal estate tax 
that otherwise would be due. The amount of the state 
death tax credit is determined by a rate schedule that 
reaches a limit of 16 percent of the taxable estate in 
excess of $60,000. This provision is intended to restrain 
states from competing for wealthy individuals' official 
domicile. 
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24. TAX EXPENDITURES Part Two-39 

Appendix 
Table 24-3. MAJOR TAX EXPENDITURES IN THE INCOME TAX RANKED BY ESTIMATED REVENUE LOSS 

(In millions of dollars) 

Description 

Net exclusion of employer plans pension contributions and earnings 
Exclusion of employer contributions for medical insurance premiums and medical care 
Deductibility of mortgage interest on owner-occupied homes 
Step-up basis of capital gains at death 
Accelerated depreciation (Normal tax method) 
Deductibility of nonbusiness State and local taxes other than on owner-occupied homes 
Exclusion of OASI benefits for retired workers 
Deductibility of charitable contributions 
Deferral of capital gains on home sales 
Deductibility of State and Local property tax on owner-occupied homes 
Exclusion of interest on public purpose State and local debt 
Exclusion of interest on life insurance savings 
Exclusion of untaxed Medicare benefits 
Exception from passive loss rules for $25,000 of rental loss 
Net exclusion of IRA pension contributions and earnings 
Exclusion of workmen's compensation benefits 
Preferential treatment of capital gains (Normal tax method) 
Exclusion of social security benefits for dependents and survivors 
Deductibility of medical expenses 
Exclusion of interest on industrial development bonds 
Exclusion of capital gains on home sales for persons age 55 and over 
Reduced rates on first $100,000 of corporate income (Normal tax method) 
Inventory property sales source rules exception 
Exclusion of premiums on group life insurance 
Credit for child and dependent care expenses 
Exclusion of Keogh pension contributions and earnings 
Earned income credit1 

Tax credit for corporations receiving income from doing business in United States possessions 
Special ESOP rules (other than investment credit) 
Exclusion of interest on owner-occupied mortgage subsidy bonds 
Exclusion of benefits and allowances to armed forces personnel 
Expensing of research and development expenditures (Normal tax method) 
Exclusion of income earned abroad by United States citizens 
Exclusion of veterans disability compensation 
Additional deduction for the elderly 
Exclusion of disability insurance benefits 
Exclusion of interest on State and local debt for private nonprofit health facilities 
Exclusion of income of foreign sales corporations 
Credit for low-income housing investments 
Excess percentage over cost depletion, fuel and nonfuel minerals 
Exclusion of interest on State and local debt for rental housing 
Deferral of interest on savings bonds 
Deferral of income from post 1987 installment sales 
Exclusion of scholarship and fellowship income (Normal tax method) 
Exclusion of employee meals and lodging (other than military) 
Alternative fuel production credit 
Exclusion of employer provided child care 
Exclusion of interest on State and local debt for private nonprofit educational facilities 
Exemption of RIC expenses from the 2% floor miscellaneous itemized deduction 
Exclusion of public assistance benefits (Normal tax method) 
Expensing of multiperiod timber growing costs 
Parental personal exemption for students age 19 or over 
Expensing of certain agricultural capital and multiperiod production costs 
Exclusion of interest on State and local student loan bonds 
Exemption of credit union income 
Exclusion of railroad retirement system benefits 
Exclusion of parsonage allowances 
Deductibility of casualty losses 
Deferral of gains from sale of broadcasting facilities to minority owned businesses 
Alcohol fuel credit2 

Amortization of start-up costs 
Deferral of tax on shipping companies 
Credit for child medical insurance premiums3 

Exclusion of interest on state and local debt for veterans housing 
Credit for disabled access expenditures 
Carryover basis of capital gains on gifts 
Permanent exceptions from imputed interest rules 
Exclusion of employer-provided premiums on accident and disability insurance 
Tax incentives for preservation of historic structures 
Expensing of exploration and development costs, fuels and nonfuel minerals 
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Part Two-40 THE BUDGET FOR FISCAL YEAR 1993 

Table 24-3. MAJOR TAX EXPENDITURES IN THE INCOME TAX RANKED BY ESTIMATED REVENUE LOSS-
Continued 

(In millions of dollars) 

Description 1993 

Exclusion of military disability pensions 130 
Small life insurance company deduction 120 
Targeted jobs credit 105 
Interest allocation rules exception for certain financial operations 100 
Exclusion of special benefits for disabled coal miners 100 
Exemption of certain mutuals and cooperative income 95 
Investment credit for rehabilitation of structures (other than historic) 90 
Treatment of Alaska Native Corporations 85 
Exception from passive loss limitation for working interests in oil and gas properties 80 
Exclusion of veterans pensions 80 
Tax credit for the elderly and disabled 70 
Special rules for mining reclamation reserves 50 
Exclusion of Gl bill benefits 50 

Note: All estimates are rounded to the nearest $5 million. 
1The figures in the table indicate the effect of the earned income tax credit on receipts. The increase in 1993 outlays is $7,895 million. 
2 In addition, the partial exemption from the excise tax for alcohol fuels results in a reduction in 1993 excise tax receipts of $460 million. 
3 The figures in the table indicate the effect of the child medical insurance premium credit on receipts. The increase in 1993 outlays is $580 

million. 
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