
SPECIAL ANALYSIS F

TAX EXPENDITURES

This special analysis focuses on certain provisions of the personal
and corporate income tax that are designed to achieve particular
economic and social objectives. These provisions result in tax expendi-
tures, which are defined as revenue losses attributable to a special exclu-
sion, exemption, or deduction from gross income or to a special
credit, preferential rate of tax, or deferral of tax liability. Tax expendi-
tures are one means by which public policy objectives are pursued by
the Federal Government and, in most cases, can be viewed as alter-
natives to budget outlays, credit assistance, or other instruments of
public policy.

Tax expenditures are being presented in the budget documents this
year for the first time, as required by the Congressional Budget Act of
1974. The definition of tax expenditures used here is taken from the
Act and its legislative history.

The specific objectives of tax expenditures are varied. Most tax
expenditures are meant either to encourage certain economic activities
or to reduce income tax liabilities for taxpayers in special circum-
stances. Among the economic activities encouraged by tax expendi-
tures are investment, exporting, petroleum exploration and develop-
ment, spending by State and local governments, and support of
charitable institutions. The deductibility of medical expenses, casualty
losses, and personal exemptions for the aged and blind are adjustments
of tax liabilities to meet special circumstances.

DEFINING TAX EXPENDITURES

Income tax provisions resulting in tax expenditures are defined as
exceptions to the "normal structure" of the individual and corporate
income tax. They reduce tax liabilities for particular groups of tax-
payers. Excluded from this analysis, by definition, are what could be
called negative tax expenditures or tax penalties—i.e., exceptions to
the normal structure of income taxes that result in increased tax
liabilities for certain groups of taxpayers. Limitations on the deduct-
ibility of losses on the sale of assets, on the carryover of business losses,
and on income averaging are examples. High, progressive tax rates
could be viewed as creating negative tax expenditures for high income
taxpayers.

The normal structure is nowhere defined in the tax code; the concept
has emerged in recent years from congressional and public review of
the U.S. tax system. It focuses on the definition of the income tax
base and the rates applied to that base. A theoretically pure income
tax could define income in economic terms, as receipts available to
support consumption or additions to net wealth, plus the imputed
value of in-kind consumption and imputed changes in net wealth. The
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1 0 2 THE BUDGET FOR FISCAL YEAR 1976

definition of income embodied in the normal tax structure and used
to identify tax expenditures is not theoretically pure. The impracti-
cality of making the necessary imputations is recognized and the
treatment of individuals and corporations as separate taxpaying
entities is accepted.

Features that specify the structure of progressive rates and that
exclude low-income persons from tax liability are deemed a part of that
normal tax structure. Existing rates are accepted as "normal" even
though there is no theoretical foundation upon which to support any
particular degree of progressivity in the individual income tax rate
structure or any particular corporate income tax rate. When the rate
structure is changed, for whatever reason, the new rate structure be-
comes, by definition, the new norm.

The existing rate structure for individuals, ranging from 14% to
70%, and the corporate tax rates cannot be presumed to exist inde-
pendently from current tax expenditures. If major tax expenditure
items were deleted and no other changes made in the tax system or in
budget outlays, rates would undoubtedly be set at lower levels so as to
maintain an appropriate fiscal policy.

If a set of tax rates, to be applied against a theoretically pure
definition of income, could be agreed to on normative grounds, it
would be conceptually possible to identify and measure both positive
and negative tax expenditures against such a norm. If a single tax rate
were taken as the norm, lower actual rates would result in tax expendi-
tures and higher rates in negative tax expenditures or tax penalties.
To illustrate the arbitrariness of accepting the existing rates as a norm,
consider the maximum tax of 50% on earned income, introduced in
1972 by the Tax Reform Act of 1969. It is treated here as part of the
normal structure because the great preponderance of all income is
subject only to the 50% maximum rate. Had the rates applicable
to unearned income been considered the norm, then the 50% maxi-
mum rate on earned income would have been identified as a tax
expenditure.

To be more explicit, the following features of the tax system are
defined for the purposes of this analysis to be part of the normal tax
structure and therefore not to result in tax expenditures:

• The progressive rate schedules for the individual income tax. No
tax expenditure results because some income is taxed at lower
rates than other income when progressive rate schedules are
applied to taxable income. The income averaging provision of
the tax code is a part of the normal structure as it limits the
impact of progressive rates when income fluctuates significantly
over several years.

• Personal exemptions and the minimum standard deduction. These
set levels of income, depending upon family size, that are not
taxed by the individual income tax. However, deductions for
additional personal exemptions for those over 65 and for the blind
are tax expenditures because they depend upon more special
circumstances. The percentage standard deduction, to the
extent it exceeds the minimum standard deduction, is also a tax
expenditure because it substitutes for itemized deductions.
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SPECIAL ANALYSES 103

Separate rate schedules jor single and married taxpayers, married
taxpayers filing separately, and heads of households. Existing rates
are accepted as part of the normal tax structure.
Deduction oj business expenses. The deduction of business ex-
penses is necessary tc determine taxable income. Tax expendi-
tures do not ordinarily result from applying the definitions of
business expenses prescribed by the Internal Revenue Code
and Internal Revenue Service interpretative regulations. Tax
expenditures do occur when the tax code permits business or
investment expenditures that are capital outlays in economic
terms to be treated as current expenses. A case in point is the ex-
pensing of research and development costs; they usually result in
substantial future benefits. Expensing of such costs is treated here
as a tax expenditure even though the Financial Accounting
Standards Board has recently ruled that research and develop-
ment costs should be expensed when incurred because no satis-
factory basis exists for amortizing such costs in individual cases.
All advertising expenditures are allowed as a current expense and
even though future benefits may accrue, no tax expenditure
results. Tax expenditures also result when the tax code permits
depreciation to be taken on buildings sooner than allowed by
straight-line depreciation, even though neither approach may
reflect the true replacement cost or economic obsolescence.

In the case of depreciation on machinery and equipment the
Internal Revenue Code allows as a depreciation deduction "a
reasonable allowance for the exhaustion, wear and tear (including
a reasonable allowance for obsolescence) on property used in
trade or business or for the production of income." In the world
of practical affairs, there is no single, correct number. Prospec-
tively or even by hindsight, what is a "reasonable" allowance is
always a question of judgment. Consequently, audit practices and
standards were for many years not uniform and different taxpayers
using the same property in the same way were often required to
take substantially different deductions. The asset depreciation
range (ADR) system, which became effective in 1971, was
designed to make practices more uniform and realistic. It recog-
nizes that circumstances vary from taxpayer to taxpayer and that
no single number is necessarily correct. It defines a band within
which estimates of useful life will be deemed to be "reasonable."
That band is determined by reference to broad classes of property
and ranges 20% up and 20% down from a published figure desig-
nated as the "asset guideline period." The ADR system is a
mechanism to arrive at a "reasonable" allowance and does not
result in a tax expenditure as defined above. The effect of inflation
on the difference between the historical cost of assets, upon which
depreciation deductions are based, and replacement costs exacer-
bates the difficulty of measuring true economic deterioration.
Exclusion of unrealized capital gains and losses. Although the base
of a theoretically pure income tax could include net capital gains
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104 THE BUDGET FOR FISCAL YEAR 1976

on an accrual basis, practical problems prevent identifying or
taxing unrealized capital gains for many types of assets, and the
normal structure taxes only wealth accruals which are "realized".
For this reason the failure to tax unrealized gains during the
holder's lifetime is not listed as a tax expenditure. Similarly, the
failure to tax unrealized capital gains at death is treated here as
part of the normal tax system and not a tax expenditure since
no exchange or sale takes place. No estimate of the revenue loss
due to the failure to tax capital gains at death could be made
unless a specific technique of taxation is supposed such as averag-
ing over a number of years.

• Exclusion of imputed income from owner-occupied housing and
other sources. A theoretically pure income tax could include in its
base an imputation for the income received in kind from the
occupancy of a home owned by the taxpayer and imputations for
in-kind income from the ownership of other durable assets
including art collections, furniture, and books. Because of severe
problems of imputing income to these assets, they are not con-
sidered in the computation of tax expenditures even though
such exclusions of imputed income have an effect upon the alloca-
tion of the economy's resources, particularly with respect to
housing.

• Exclusion of gifts and bequests received. The normal tax system
subjects gifts and bequests, which are usually made within
a family, to taxes separate from the income tax. The tax expendi-
ture concept could be extended to gift and estate taxes, though
to do so would go beyond the scope of this analysis. The exclusion
of scholarships and fellowships, which are usually granted by
institutions, is treated as a tax expenditure.

• Exclusion of the value of government services received in kind.
The normal tax structure does not define the value of such services
as food stamps, rent supplements, or Medicare as income.

• Foreign tax credits. To avoid the double taxation of income
earned abroad, and thus accommodate the U.S. tax system to
international norms, the normal structure of income taxes includes
tax credits for foreign taxes paid.

• Treatment of individuals and corporations as separate tax paying
entities. A theoretically pure income tax would integrate the
taxation of personal and corporate income so as to avoid multiple
taxation of any particular type of income. Only individuals would
be taxed; corporate income would be taxed as dividends are paid
and retained earnings imputed to shareholders. The normal tax
structure accepts separate taxation.

• Earnings of foreign corporations. The general tax law does not
seek to tax foreign entities or persons on income earned abroad.
Thus, earnings of foreign corporations operating outside the
United States are not taxable. The tax law does, however, tax
U.S. shareholders on dividends from corporations, regardless of
where those corporations are located or operated. The general
principle, however, is that dividends are taxed only when received.
For this reason, not taxing the income of controlled foreign
corporations until received is part of the normal tax structure.

The distinction between the normal tax structure and those excep-
tions leading to tax expenditures is clear-cut in most cases but in some
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it is essentially arbitrary. The distinction should not imply that the
features of the normal tax system are exempt from periodic analysis
and review. Like tax expenditures, many features of the normal tax
structure have major effects upon the level and composition of
economic activity and the distribution of income; some features affect
the everyday activities of corporations, trusts, and partnerships.
Budget outlays, or other policy instruments, are alternative means to
achieve the objectives of some of the features of the normal tax
structure just as they are with tax expenditures.

This analysis does not attempt a complete listing of all the special
tax provisions. Some items are excluded because there is insufficient
information available on which to base a sound estimate. Some items
are omitted because of their relatively small quantitative importance.

MEASURING TAX EXPENDITURES

The tax expenditure estimates reported below in table F- l have
been prepared by the Treasury Department and are based upon current
law. For the fiscal years shown, they estimate the loss of budget
receipts resulting from each of these particular features of the tax
system.

Each estimate is based upon two major assumptions. The first is
that only the tax provision in question is deleted and all other features
of the tax system, including the structure of rates, remain unchanged.
The hypothetical deletion increases the estimated taxable income for
corporations or individuals; the existing marginal tax rates are then
applied, giving the estimated tax expenditure. If, however, major
tax expenditures were in fact deleted, in all probability some features
of the normal income tax, such as rate structures or personal ex-
emptions, would be changed so that the marginal rates used in making
the estimates would no longer apply. Outlay or credit programs might
also be altered or new tax expenditure items added. Such actions
cannot, of course, be anticipated when individual tax expenditure
estimates are made. In the case of itemized nonbusiness deductions
for individuals each estimate of revenue loss is based upon the amount
by which the standard deduction is exceeded.

Second, taxpayer behavior and general economic conditions are
assumed to remain unchanged in response to the hypothetical change
in the tax laws. This assumption is required to estimate tax expendi-
tures but it is, in many cases, unrealistic. In particular, to the extent
that tax expenditures designed to encourage certain economic activities
have been successful, their elimination would presumably change
taxpayer behavior. Thus, if the tax credit for investment were deleted,
both taxpayer behavior and general economic conditions w ôuld be
expected to change with a resulting impact on budget receipts gen-
erally. At the other extreme, if the special exemptions for the blind
and those over 65 were dropped from the tax code, taxpayer behavior
or general economic conditions would be unlikely to change.

For a variety of reasons tax expenditures can never be reported
with the precision of actual budget receipts and outlays. Whenever
possible, sample data from tax returns are used in making the esti-
mates. These data are not, however, available for the years presented
here, as these returns have not yet been filed or tabulated. The esti-
mates must be made by extrapolating sample tax return data from
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1 0 6 THE BUDGET FOR FISCAL YEAR 1976

past years by means of other, more current information including the
economic forecast used in estimating budget receipts and outlays (see
Part 3 of the Budget). Moreover, many tax expenditures result from
excluded income, not reported on tax returns. Any changes scheduled
by existing law, such as the phasing in or out of specific provisions,
are accounted for in the estimates. Any major changes in the provi-
sions of the normal tax structures, such as a change in rates, would
affect virtually all the estimates.

Several tax expenditure items are included in the base of the 10%
minimum tax for tax preferences, introduced by the Tax Reform Act
of 1969 in order to assure that individuals and corporations receiving
such tax preferences pay a share of the tax burden. Among them are
accelerated depreciation on real property, excess reserves of financial
institutions for losses on bad debts, percentage depletion in excess of
cost depletion, and one-half of net long-term capital gains. The
minimum tax is, in general, applied to the sum of preference items
reduced by a $30 thousand exemption plus the income tax for the
year. The estimates of tax expenditures presented in this analysis
are net of any minimum tax liabilities associated with particular items.

Some tax expenditure items affect the timing of deductions or the
receipt of taxable income. Examples are depreciation in excess of
straight line for buildings and rental housing and the deferral of
income by domestic international sales corporations (DISC's). These
provisions create a permanent tax expenditure even though for a par-
ticular taxpayer, transaction, or asset, the special provision may
really represent a deferral of tax. However, for a stable or growing
business with an indefinite life, for the Government, and for the
entire economy, the deferral of taxes continues forever under most of
these provisions. Furthermore, as the economy grows, these amounts
increase over time. Estimates for these items attempt to show the
difference between budget receipts under the current law and budget
receipts if a different law had always been in effect. These figures do
not, therefore, estimate the revenue that could be obtained in the first
years of a transition from one tax law to another. They are long-run
estimates at the levels of economic activity assumed for the years in
question.

Tax expenditure estimates cannot be simply added together to form
totals for functional areas or a grand total. In some cases the revenue
gain resulting from the deletion of two tax expenditure items would be
greater than the sum of the individual estimates. For example, if
interest income from State and local government securities were made
taxable and capital gains were taxed at ordinary rates, many in-
dividuals would be pushed into higher tax brackets than if just one of
these sources of income became fully taxable; the combined effect on
revenue would be greater than the sum of the two separate estimates.
In other cases, the revenue gain from the deletion of two items would be
smaller than the sum of the individual estimates. For example, if the
deductibility of mortgage interest payments and homeowner property
taxes were both repealed, and the standaid deduction unchanged,
many individuals who now itemize their deductions would opt for the
standard deduction, thus limiting the revenue gain. In general,
elimination of multiple items that are personal deductions would
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SPECIAL ANALYSES 107

increase revenues by less than the simple sum of the revenue gains from
eliminating each item measured separately since many taxpayers
would switch to using the standard deduction. Conversely, elimina-
tion of multiple items that are exclusions from adjusted gross income
would increase revenues by more than the sum of the individual gains
as taxpayers would be pushed into higher tax brackets. Moreover,
if several major tax expenditure items were eliminated, the assump-
tions of no changes in economic behavior and conditions or in other
features of the tax system would have little validity.

A few aggregations of related tax expenditure items are presented
and discussed in the next section; these aggregates have been specially
estimated so as to account for the interactions referred to above.
Where tax expenditures for both individuals and corporations result
from the same tax code provision, the two estimates may appropriately
be added together.

TAX EXPENDITURES BY FUNCTION

Estimates of tax expenditures are grouped together by functional
category and presented in table F- l . The estimates are shown
separately for individuals and corporations. Whenever possible par-
ticular tax expenditures have been classified according to the func-
tional categories used for budget outlays. Many tax expenditures do
not, however, fit into these categories and for that reason three special
functional categories have been added: business investment, personal
investment, and other tax expenditures.

In the case of tax expenditures designed to encourage certain types
of economic activity, it should not be inferred that the benefits of the
special tax treatment rest fully or even mostly with the corporations or
individuals whose taxes are initially affected. Benefits are often passed
on to others in the form of lower prices for particular goods or services
or in other ways become widely diffused. For example, the deducti-
bility of charitable contributions does not merely lower individual or
corporate liabilities; the individuals and institutions that receive the
contributions benefit also.

A brief description of each of the special tax provisions for which a
tax expenditure estimate is shown in table F- l follows.

National defense.—The supplements to salaries of military personnel
by provision of quarters and meals on military bases and off-base
quarters allowances for military families, and virtually all salary
payments and reenlistment bonuses to military personnel serving in
combat zones, are excluded from tax. Disability related military
pensions are largely excluded from taxable income.

International affairs.—For citizens of the United States who are not
employees of the Federal Government, income earned abroad up to
$20 thousand for each complete tax year is exempted from taxation
if the taxpayer is a bona fide resident of a foreign country for an un-
interrupted period that includes 1 full tax year or, if he is present
there 510 days during a period of 18 consecutive months. After 3
years, foreign resident taxpayers can exclude up to $25 thousand a

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

1976



108 T H E BUDGET FOR FISCAL YEAR 1 9 7 6

Table F-l . TAX EXPENDITURE ESTIMATES, BY FUNCTION*
(in millions of dollars)

Corporations Individuals
Description

1974 1975 1976 1974 1975 1976

National defense:
Exclusion of benefits and allowances to Armed

Forces personnel 650 650 650
Exclusion of military disability pensions 65 75 85

International affairs:
Exclusion of gross-up on dividends of LDC

corporations 55 55 55
Exclusion of certain income earned abroad by

U.S. citizens 90 95 100
Deferral of income of domestic international sales

corporations (DISC) 870 1,070 1,320
Special rate for Western Hemisphere trade corpo-

rations 50 50 50
Agriculture:

Expensing of certain capital outlays 170 145 155 580 480 495
Capital gain treatment of certain income 30 20 25 520 280 340

Natural resources, environment and energy:
Expensing of exploration and development costs. 750 950 1,235 80 100 130
Excess of percentage over cost depletion 1,815 2,200 2,610 305 370 445
Capital gain treatment of royalties on coal and

iron ore 5 5 5
Timber: capital gain treatment of certain income. 130 145 155 55 60 60
Pollution control: 5-year amortization 35 30 20

Commerce and transportation:
$25,000 corporate surtax exemption 3,270 3,590 3,570
Deferral of tax on shipping companies 35 35 40
Railroad rolling stock: 5-year amortization 70 60 55
Bad debt reserve of financial institutions in excess

ofactual 1,000 1,030 980
Deductibility of nonbusiness State gasoline taxes. 865 850 850

Community and regional development: Housing re-
habilitation: 5-year amortization.... 35 45 35 50 70 60

Education, manpower and social services:
Child care facilities: 5-year amortization 5 5 5 - -
Exclusion of scholarships and fellowships 195 210 190
Parental personal exemptions for student age 19

andoveV. . - 655 670 690
Deductibility of contributions to educational

institutions 155 160 155 355 405 435
Deductibility of child and dependent care ex-

penses 230 240 250
Credit for employing public assistance recipients

under work incentive program 5 5 5
Health:

Exclusion of employer contributions to medical
insurance premiums and medical care 2,940 3,340 3,745

Deductibility of medical expenses 2,125 2,375 2,630
Income security:

Exclusion of social security benefits:
Disability insurance benefits 235 260 28U
OASI benefits for aged 2,530 2,655 2,940
Benefits for dependents and survivors 410 435 480

Exclusion of railroad retirement system benefits.. 160 170 180
Exclusion of sick pay 255 275 295
Exclusion of unemployment insurance benefits... 1»050 2,370 3,83U
Exclusion of workmen's compensation benefits_.. 520 570 620
Exclusion of public assistance benefits 75 85 90
See footnote at end of table.
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Table F—1. TAX EXPENDITURE ESTIMATES, BY FUNCTION*—Continued
(in millions of dollars)

Corporations Individuals
Description

1974 1975 1976 1974 1975 1976

Net exclusion of pension contributions and earn-
ings:

Employer plans 4,790 5,200 5,740
Plans for self-employed and others 230 410 710

Exclusion of other employee benefits:
Premiums on group term life insurance 680 740 805
Premiums on accident and accidental death

insurance 40 45 50
Privately financed supplementary unemploy-

ment benefits _ 5 5 5
Meals and lodging 175 180 190

Exclusion on capital gain on house sales if over 65 _ 10 10 10
Excess of percentage standard deduction over

minimum standard deduction 1,260 1,370 1,420
Additional exemption for the blind 15 15 15
Additional exemption for over 65 1,150 1,200 1,250
Retirement income credit 100 75 70

Veterans benefits and services:
Exclusion of veterans disability compensation 485 525 550
Exclusion of veterans pensions 25 30 35
Exclusion of GI Bill benefits 290 255 250

General government: Credits and deductions for
political contributions 10 25 50

Revenue sharing and general purpose fiscal
assistance:

Exclusion of interest on State and local debt.__. 2,805 3,155 3,505 1,060 1,160 1,260
Exclusion of income earned in U.S. possessions. _ 350 350 350 5 5 5
Deductibility of nonbusiness State and local taxes

(other than on owner-occupied homes and gaso-
line) 6,955 8,820 9,950

Business investment:
Depreciation on rental housing in excess of

straightline 105 115 120 375 405 420
Depreciation on buildings (other than rental

housing) in excess of straight line 285 280 275 220 220 215
Expensing of research and development expendi-

tures . 605 630 660
Capital gain: corporate (other than farming and

timber 745 595 755
Investment credit 3,690 4,160 4,420 880 905 950

Personal investment:
Dividend exclusion. . 320 340 360
Capital gain: individual (other than farming and

timber) 6,150 3,280 4,165
Exclusion of interest on life insurance savings 1,420 1,620 1,820
Deferral of capital gain on home sales 255 285 315
Deductibility of mortgage interest on owner-

occupied homes - - - , 4,870 5,590 6,500
Deductibility of property taxes on owner-

occupiedhomes 4,060 4,660 5,270
Deductibility of casualty losses 255 275 300

Other tax expenditures:
Exemption of credit unions 105 115 125
Deductibility of charitable contributions (other

than education) 290 295 285 3,820 4,485 4,840
Deductibility of interest on consumer credit 2, 435 2,885 3, 460

•AH estimates are based on the tax code as of January 1, 1975.
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tax year. Certain allowances received by Federal employees working
abroad are also tax-exempt.

The profits of a Domestic International Sales Corporation (DISC)
are not taxed to the DISC but instead are taxed to the shareholders
when distributed to them. This deferral is available for 50% of the
export income of a DISC. To qualify as a DISC at least 95% of a
corporation's gross receipts must arise from export activities. The
resulting tax expenditure is expected to increase from $0.9 million in
1974 to $1.3 billion in 1976 as additional DISC's are created and a
larger volume of export income is deferred.

Domestic corporations qualifying as Western Hemisphere Trade
Corporations are entitled to a special deduction which reduces their
tax rate by 14 percentage points from 48% to 34%.

When a foreign subsidiary of a U.S. corporation operating in a less
developed country (LDC) repatriates dividends to its parent corpora-
tion, that income may be reported net of foreign income taxes paid.
U.S. tax liability is then calculated on that net amount and the foreign
tax is taken as a credit. For non-LDC corporations income must Be
reported gross of foreign taxes paid. The failure to "gross-up" the
dividends by the amount of the foreign taxes paid results in a tax
expenditure.

Agriculture,—Farmers, including corporations, may deduct certain
costs as current expenses even though these expenditures were for
inventories on hand at the end of the year or capital improvements.

Capital gains treatment applies to the sale of livestock, orchards,
vineyards, and comparable agricultural activities. The decline in the
estimate for 1975 is due to expected decreases in certain types of farm
income.

Natural resources, environment and energy,—Certain capital costs
necessary to bring a mineral deposit into production may be deducted
as current expenses rather than spread over the useful life of the
property. Included in this category are the intangible drilling costs
of oil and gas wells, such as the wages of drilling crews, and the cost
of developing other mineral deposits, such as expenditures for mine
shafts, tunnels, and stripping.

Extractive industries may choose between two methods of recovering
capital costs invested in the development of natural resources. Under
one method, actual outlays, to the extent not immediately expensible,
may be deducted as "cost depletion" over the productive life of the
property, much as other businesses may take deductions for the
depreciation of capital goods. Alternatively, businesses in the extrac-
tive industries may deduct a prescribed percentage of gross income
(at rates ranging from 22% for oil and gas to 5% for certain min-
erals, but not more than 50% of net income) where "percentage
depletion" exceeds "cost depletion." Percentage depletion is not
limited to the cost of the investment as is cost depletion. The basis
for "cost depletion" is reduced to the extent certain costs are recovered
through expensing of exploration and discovery costs and intangible
drilling costs. There is no comparable reduction in "percentage
depletion" to allow for costs which are allowed as expenses. Because
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of the interaction between these two items, a tax expenditure esti-
mated on the assumption that both were eliminated would be signifi-
cantly smaller than the sum of the two separate items.

Royalties from coal or iron ore deposits are treated as capital gains,
rather than ordinary income.

The gain on the cutting of timber is taxed at rates applicable to
long-term capital gains, rather than at ordinary income rates.

Taxpayers may elect to amortize a certified pollution control
facility over a 5-year period rather than their longer actual useful
life. If they so elect they may not claim the investment tax credit
on the capital cost of the facility.

Commerce and transportation.—Corporations generally pay income
tax at the rate of 22% on all taxable income plus a surtax of 26% on
taxable income in excess of $25 thousand. Each corporation therefore
enjoys a surtax exemption of $25 thousand. This exemption is intended
to encourage small or new business.

Certain companies which operate U.S.-flag vessels on foreign trade
routes receive an indefinite deferral of income taxes on that portion
of their net income which is used for shipping purposes, primarily
construction, modernization, and major repairs of ships.

Specified classes of railroad rolling stock are eligible for amortiza-
tion over a 5-year period whether owned by railroad companies or by
lessors, rather than their longer, actual useful life. If 5-year amortiza-
tion is elected the investment tax credit cannot be claimed.

Commercial banks, mutual savings banks, and savings and loan
associations are permitted to deduct and set aside additions to bad
debt reserves in excess of actual loss experience and reasonable
expectations as to future losses. Commercial banks may maintain a
reserve of 1.8% of uninsured loans. The ratio will phase down to 1.2%
in calendar year 1976. Mutual savings banks and savings and loan
associations may deduct 45% of income in 1975, provided they main-
tain stipulated fractions of their assets in "qualifying assets," pri-
marily residential mortgages. Under current law their maximum
deduction will phase down to 40% in 1979 and thereafter.

Individuals who itemize their deductions may deduct State gasoline
excise taxes paid. The deduction of any excise tax on gasoline used
for business purposes does not result in a tax expenditure.

Community and regional development.—Taxpayers may, under
certain conditions, elect to compute depreciation on rehabilitation
expenditures for low and moderate income rental housing over a
5-year period. Qualified rehabilitation expenditures may not exceed
$15 thousand per dwelling unit and must exceed $3 thousand.

Education, manpower and social services.—Taxpayers may elect to
amortize over a 5-year period expenditures incurred in acquiring,
constructing, reconstructing, or rehabilitating child care or on-the-
job training facilities.

Recipients of scholarships and fellowships may exclude such amounts
from taxable income, subject to certain limitations. The exclusion of
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educational benefits under the GI bill are included in Veterans Benefits
and Services.

Taxpayers may claim personal exemptions for dependent children
19 or over who receive income of $750 or more per year only if they
are full-time students. The student may also claim an exemption
on his or her own tax return, in effect providing a double exemption,
one on the parents' return and one on the student's.

Contributions to nonprofit educational institutions are allowed as
a deduction for individuals and corporations. (See the discussion of
other charitable contributions under Other Tax Expenditures.)

Child and dependent care expenses incurred to permit the taxpayer
and his spouse to work may be taken as an itemized deduction up to a
maximum of $400 per month. The deduction is reduced by 50 cents for
each dollar of adjusted gross income in excess of $18,000 per year.

A credit is allowed against income tax liability equal to 20% of
first-year wages and salaries of employees placed in employment under
the work incentive program. The credit for a taxable year cannot
exceed $25 thousand plus 50% of the excess over that amount.

Health.—Payments by employers for health insurance premiums
and other medical expenses are deducted as business expenses by
employers and excluded from income by employees. The exclusion
from employees' income gives rise to the tax expenditure.

Medical expenses in excess of 3% of adjusted gross income including
expenditures for prescribed drugs and medicines in excess of 1% of
adjusted gross income may be deducted by individuals as itemized
nonbusiness deductions. Individuals may also deduct half of the
premiums they pay for medical care insurance up to a maximum
deduction of $150 per year, without regard to the 3% limitation.

Income security.—Several forms of government transfer payments to
individuals are excluded from taxable income. The implicit Federal
revenue loss for each of these items is indicated in table F-1.

Payment of social security disability insurance benefits assumes
almost total inability to work. If the taxpayer had no other
source of income these payments, even if taxable, would not be
sufficient to result in any significant tax liability, given personal
exemptions and minimum standard deduction. Since some
recipients have property income, earnings during the year of
disablement, or may file jointly with working spouses, a tax
expenditure results from this exclusion. Social security payments
received by the aged and dependents and survivors are tax-
exempt. Payments received under the railroad retirement
system are also tax-exempt.

Unemployment insurance and workmen's compensation bene-
fits are tax-exempt. The former are expected to grow substan-
tially during 1975 and 1976.

Public assistance payments from State and local governments
and the Federal supplemental security income program are also
excluded.

Certain payments, up to $100 per week, financed by an employer in
lieu of wages during periods of employee injury or sickness are ex-
cluded from the employee's taxable income.
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Certain contributions to pension plans paid by employers, and
amounts set aside by the self-employed, are excluded from current
individual gross income. Income earned by investing these funds is
not taxable currently. The resulting tax expenditures are composed
of two elements, lower effective tax rates after retirement, due to
lower incomes and to special tax provisions enjoyed by the aged, and
the excess of current contributions and investment earnings over
amounts paid out in benefits. The Employee Retirement Income Se-
curity Act of 1974 permits the self-employed to increase their deduct-
ible contributions to their own retirement plans to 15% of their
income, up to a maximum of $7,500 per year, from a 10% and $2,500
limit under prior law. The act also permits employees not covered by
an employer's plan to deduct annual contributions of 15% of compen-
sation, up to a maximum of $1,500. These changes in the law are
reflected in the estimated tax expenditures shown in table F- l .

In addition to pension plans, many employers provide other em-
ployee benefits that are excluded from employee income. The em-
ployer's share of these benefits are deductible business expenses.

A taxpayer 65 or older may exclude from gross income any capital
gain allocated to the first $20 thousand of the adjusted sales price
on a sale of his personal residence. This is a once in a lifetime exclusion.

The percentage standard deduction—15% of adjusted gross income
up to a limit of $2 thousand—sets an upper limit on the tax liability
for many taxpayers, predominately in the lower and middle income
range, and for that reason is classified under Income Security. The
standard deduction is a substitute for itemizing deductions; the
estimates shown are for the amount by which the standard deduction
exceeds the minimum standard deduction of $1,300 or the itemized
deductions that would be taken in the absence of this provision,
whichever is greater. This provision also encourages taxpayers to use
the simplified Short Form 1040A. If simplification were the only
objective of this provision it would be classified under Other Tax
Expenditures.

Additional personal exemptions of $750 may be deducted by tax-
payers who are over 65 or who are blind. These additional exemptions
may not be claimed for the taxpayer's dependents.

A retirement income tax credit may be claimed by individuals who
are retired, or over age 65, of up to $228.60 (15% of $1,524) for a
single person, or $342.90 (15% of $2,286) for a married couple, based
on retirement income from all sources except social security, railroad
retirement, or other tax-exempt benefits. The provision was designed
to permit taxpayers with taxable retirement income a tax benefit
approximately comparable to that accorded recipients of social
security and similar tax-exempt benefit payments.

The aggregate effect of excluding social security and railroad re-
tirement benefits for the aged, the additional exemption for those
over 65, and the retirement income credit are revenue losses of $4.3
billion in 1974, $4.7 billion in 1975, and $5.1 billion in 1976. These
aggregates are greater than the sum of the individual estimates be-
cause more elderly persons would be pushed to taxpaying levels of
income or into higher tax brackets if all of these items were deleted
from the tax code.
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Veteran benefits and services.—All compensation due to death or
disability and pensions paid by the Veterans Administration are
excluded from taxable income. GI bill benefits are also excluded.

General government.—Political contributions up to a maximum of
$100 ($200 in the case of joint returns) can be deducted or tax credits
taken up to one-half of contributions but limited to $25 ($50 on
joint returns). Prior to 1975 the maximums were half as large.

Revenue sharing and general purpose fiscal assistance.—The interest
on State and local government debts is excluded from Federal taxation.
Both corporations, mainly commercial banks, and individuals receive
this tax-exempt income. As a result, these governments are able to sell
debt obligations at a lower interest cost than would be possible if
such interest were subject to tax.

U.S. citizens and corporations receiving income from sources in a
U.S. possession may, under certain conditions, exclude such income
from tax.

The deductibility of nonbusiness State and local taxes provides
indirect assistance to these governments. The deductibility of prop-
erty taxes on owner-occupied homes and excise taxes on gasoline are
classified elsewhere. The estimates shown here are primarily for the
deductibility of State and local income and sales taxes.

Business investment.—To the extent that allowable depreciation
for tax purposes exceeds the rate at which assets actually depreciate,
business tax liabilities are deferred. Businesses may employ a variety
of depreciation schedules for tax purposes, some of which cause a much
larger part of asset values to be written off in early years of the asset's
useful life than do others. The revenue costs of allowing buildings and
rental housing to be depreciated for tax purposes by methods that
reduce asset value more rapidly than straight-line depreciation (the
method typically used in financial statements) are shown.

Research and development expenditures typically result in new
products or processes, cost reductions, or other outcomes the benefits
from which will, in nearly all cases, accrue for well over 1 year. For
tax purposes businesses may deduct all research and development
expenditures in the year during which they are incurred. The tax
expenditure is estimated on the assumption that such expenditures
are amortized over a 5-year period.

Corporations may elect a 30% alternative tax rate on capital gains.
The tax expenditure is estimated on the assumption that these gains
would otherwise be taxed at 48%.

An amount equal to 7% of the cost of qualifying property having a
useful life of over 7 years (generally, tangible personal property used
in a trade or business) may be offset directly against income tax
liability. Lower rates apply to property with useful lives of 3 to 7
years. Public utility property qualifies for a maximum credit of only
4%. The maximum credit which may be claimed in a taxable year is
limited to $25 thousand plus one-half of the excess of tax liability
over $25 thousand. Excess credits may generally be carried back 3
taxable years and forward 7 taxable years, after which they expire
if still unused.
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Personal investment.—Grouped together in this category are a
number of tax expenditure items that affect individuals as investors
and holders of both real and financial assets.

The first $100 ($100 per taxpayer on a joint return) of dividend
income may be excluded from taxable income.

Half of the gains from the sale of capital assets held more than
6 months is excluded from income. Long-term capital losses may be
deducted from gains but no more than $1 thousand of long-term losses
may be deducted in any 1 year from ordinary income. No special
recognition is made of the effect of inflation on the value of assets.
Capita] gains treatment under present law is complex for a number of
reasons. It could be contended that:

1. Full taxation of realized capital gains, even with full taxa-
tion at death, could result in greater postponement of lifetime
gains thereby limiting tax revenues;

2. With a different treatment of capital gains another approach
to the corporation tax might provide for some integration of
corporate and individual taxes; taxpayers who sell corporate
shares might be given some credit for taxes paid by the corpo-
ration on the retained income which is reflected in the value of
those shares;

3. Averaging of capital gains over the length of the holding
period would lower the estimated revenue costs.

The estimate is computed on the assumption that the half of long-
term gains currently excluded were taxed at ordinary rates.

Life insurance policies, other than term policies, generally have a
saving element in them. Savings in the form of policyholders' reserves
are accumulated from the premium payment, and interest is earned
on these policyholders' reserves. Such interest income is taxable neither
as it accrues nor as an element of death benefits.

Capital gains on the sale of a home are recognized only to the extent
that the "adjusted sales price" exceeds the cost of a new home pur-
chased and occupied within a year before or after the sale (if a new
house is constructed it must be occupied within 18 months after the
sale). The "adjusted sales price" is the amount realized (gross pro-
ceeds minus selling expenses) minus qualified "fixing up" expenses.
A loss on a sale of a home is not deductible.

Owner-occupants of homes may deduct mortgage interest and
property taxes (but not maintenance outlays or depreciation because
the in-kind income from home ownership is not recognized) as itemized
nonbusiness deductions. The tax expenditure from these two items
combined would be $11.3 billion for 1976. This is less than the sum
of the two separately because if both were deleted more taxpayers
would save by using the standard deduction.

Taxpayers may deduct as an itemized nonbusiness deduction the
amount in excess of $100 for each loss due to fire, theft, or other
casualty to the extent not compensated by insurance or other pay-
ments. This may encourage individuals to hold assets that are unin-
surable or to self-insure.

Other tax expenditures.—Credit unions are exempt from Federal
income tax.

Interest paid on consumer credit for any purpose is allowed as an
itemized nonbusiness deduction for individuals.
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Contributions to charitable, religious, or certain other nonprofit
organizations are allowed as an itemized deduction for individuals
generally up to 50% of adjusted gross income. Taxpayers whose
contributions to charitable or educational organizations are in the
form of capital assets, usually securities, which have appreciated in
value above their cost, obtain a deduction for the contribution at the
appreciated value of the asset without taxation on the appreciation in
value. Contributions to educational institutions are reported under
Education and Manpower.

Corporations may deduct charitable contributions (including those
made to educational institutions which are separately reported in the
Education and Manpower category) up to 5% of their income. In the
absence of this provision of the tax code some of these contributions
might be deductible as business expenses.

PROPOSED CHANGES IN TAX EXPENDITURES

The tax proposals that are a part of the 1976 budget would reduce
nearly every estimated tax expenditure for 1975 and 1976 presented
in table F- l . This is because the proposed reductions in individual and
corporate tax rates and the increase in the minimum standard deduc-
tion would change income tax withholding on June 1, 1975. No at-
tempt will be made here to reestimate each of the items.

Several proposals do affect particular tax expenditures more specifi-
cally and these will be briefly discussed. The estimates for these
specific changes are shown in table F-2.

Table F-2. ESTIMATES OF PROPOSED CHANGES IN TAX EXPENDITURES
(in millions of dollars)

Description

Excess of percentage standard deduction over minimum standard
deduction

Investment credit
Residential conservation tax credit

Corporations

1975 1976

1,000 2,300

Individuals

1975

200

1976

- 1 , 4 2 0
600
500

Excess oj percentage standard deduction over minimum standard
deduction.—The proposed increase in the minimum standard de-
duction to $2,000 ($2,600 on a joint return) would raise the amount
of the minimum standard deduction above the current $2,000 maxi-
mum for the percentage standard deduction. This change in the normal
tax structure would eliminate the tax expenditure that exists under
current law. The revenue gain that would result from eliminating the
percentage standard deduction is more than offset by the tax cut
associated with increasing the minimum standard deduction. Elimi-
nating the percentage standard deduction is not proposed apart
from increasing the minimum standard deduction.

Investment tax credit.—There would be an increase for 1 year in the
investment tax credit to 12% for all taxpayers, including utilities
(which presently have, in effect, a 4% credit). Utilities would continue
to receive a 12% credit for 2 additional years for qualified investment
in electrical generating facilities which are not oil or gas fired.
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With respect to utilities, it includes a temporary increase in the
amount of credit which may be used to offset income tax. Under
current law, not more than 50% of the income tax liability for the
year may be offset by the investment credit. Since many utilities have
credits they have been unable to use because of this limitation, under
this proposal utilities would be permitted to use the credit to offset up
to 75% of tax liability for calendar 1975, 70% for 1976, and so on,
until 1980, when they would in five annual steps have returned to the
50% limitation applicable to industry generally.

The 12% credit would be available with respect to property placed
in service during calendar 1975 and to property ordered during 1975
if placed in service before the end of 1976. The credit would also be
available to the extent of construction, reconstruction, or erection of
property by or for a taxpayer during 1975, without regard to the date
ultimately placed in service. Similar rules would apply to investment
in electrical generating facilities that are not oil or gas fired for which
the 12% credit would continue through 1977.

Residential conservation tax credit.—A 15% tax credit retroactive to
January 1, 1975, for the cost of certain improvements in thermal
efficiency in residences would be provided. Tax credits would apply to
the first $1 thousand of expenditures and could be claimed during the
next 3 years for an aggregate of $150.

Deductibility of dividends on qualified preferred stocks.—To increase
incentives for raising needed capital in the form of equity rather
than debt it is proposed that dividends on qualified preferred stock
be deductible for determining corporate income. Such dividends would
not qualify for the 85% dividends received deduction.
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TAX EXPENDITURES

The Congressional Budget Act of 1974 requires a listing of tax ex-
penditures in the budget. Tax expenditures are defined by that act 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 tax liability." Tax expenditures are one means by which
public policy objectives are pursued by the Federal Government and,
in most cases, can be viewed as alternatives to budget outlays, credit
assistance, or other instruments of public policy.

Tax expenditures have varied objectives. Most tax expenditures are
meant either to encourage certain economic activities or to reduce
income tax liabilities for taxpayers in special circumstances. Among
the economic activities encouraged by tax expenditures are investment,
exporting, petroleum exploration and development, spending by State
and local governments, and support of charitable institutions. The
deductibility of medical expenses, casualty losses, and personal exemp-
tions for the aged and blind are examples of adjustments of tax
liabilities to meet special circumstances.

The benefits of tax expenditures designed to encourage certain types
of economic activity typically do not rest fully or even mostly with the
corporations or individuals whose taxes are initially affected. An initial
reduction in taxes tends to attract more resources to the preferred
activity thereby competing away some or all of the short-run ad-
vantage conferred to particular taxpayers by the tax expenditures.
Thus benefits often accrue to others in the form of lower prices for
particular goods or services, or in other ways become widely diffused.
For example, the deductibility of charitable contributions does not
merely lower individual or corporate liabilities; the institutions that
receive the contributions also benefit as do individual beneficiaries of
charitable institutions.

This Special Analysis only provides measures of the quantitative
importance of various tax expenditures and does not attempt to evalu-
ate their effectiveness. It should be emphasized that the listing of
specific tax expenditure items does not imply either approval or dis-
approval of specific sections of the Internal Revenue Code any more
than the listing of outlay items in the budget implies approval or
disapproval.

DEFINING TAX EXPENDITURES

Income tax provisions resulting in tax expenditures are further
defined in the legislative history of the Congressional Budget Act as
exceptions to the "normal structure" of the individual and corporate
income tax. They reduce tax liabilities for particular groups of tax-

116
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payers. Excluded from this analysis, by definition, are negative tax
expenditures or tax penalties, that is, exceptions to the normal struc-
ture of income taxes that result in increased tax liabilities for certain
groups of taxpayers. There are only a few such exceptions: one example
is the nondeductibility of gambling losses in excess of gambling gains
where gambling is engaged in for profit; another is limitations on the
duductibility of capital losses.

The "normal structure" is not defined in the tax code. The concept
has evolved in recent years from various congressional and public
reviews of the U.S. tax system focusing on the definition of the income
tax base and the rates applied to that base. Conceptually, it would be
more appealing to begin with a theoretically pure tax structure as a
standard. Tax rates under such a tax structure would be applied to
all "economic income," which could be defined as receipts available
to support consumption or additions to net wealth, plus the imputed
value of in-kind consumption and imputed changes in net wealth. Tax
expenditures could then be defined to result from any departures from
a theoretically pure income tax. However, this is not possible. The
concept of the normal structure recognizes that it is impractical to
make the necessary imputations. Furthermore, the normal structure
includes the separate taxation of individuals and corporations whereas
a theoretically pure tax structure would integrate these two income
taxes. Theoretically pure tax structures could be specified for other
types of taxes such as a tax on income used for Consumption spending
rather than on all income.

Sections of the tax code that specify the structure of progressive
rates and that exclude low-income persons from tax liability are
deemed a part of the normal tax structure. Existing rates are accepted
even though there is no theoretical foundation upon which to support
any particular degree of progressivity in the individual income tax
rate structure or any particular corporate income tax rate. If a set of
tax rates could be agreed to on normative grounds, it would be con-
ceptually possible to identify and measure both positive and negative
tax expenditures against such a norm. For example, if a single tax
rate were taken as the norm, lower actual rates would result in tax
expenditures and higher rates in negative tax expenditures or tax
penalties.

When the rate structure is changed, for whatever reason, the new
rates become part of the new normal structure according to the defini-
tion used in the analysis of tax expenditures. The Tax Reduction Act
of 1975 and the Revenue Adjustment Act of 1975 increased the low
income allowance (minimum standard deduction) and introduced a
tax credit for each personal exemption claimed by a taxpayer, thus
altering the normal tax structure. Those alterations reduced the esti-
mated revenue losses associated with many tax expenditure items
primarily because fewer taxpayers will itemize their deductions. The
President's tax proposals will have a similar impact on tax
expenditures.

The existing rate structure for individuals, ranging from 14% to
70%, and the 48% corporate tax rate cannot be presumed to exist
independently from current tax expenditures. If major tax expendi-
ture items were deleted and budget outlays remained constant, tax
rates would undoubtedly be set at lower levels so as to maintain an
appropriate fiscal policy. Moreover, because tax expenditures tend to
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reduce the effective progressivity of the tax structure, it is quite likely
that a less progressive set of tax rates would be established if tax
expenditures were eliminated.

In several areas of the tax code the concept of a normal tax structure
becomes quite ambiguous and some arbitrary decisions have to be
made in arriving at an operational definition of tax expenditures.
The following paragraphs highlight some of these areas.

• The progressive rate schedules for the individual income tax. No tax
expenditure results because some income is taxed at lower rates
than other income when progressive rate schedules are applied to
all taxable income. The income averaging provision of the tax
code is a part of the normal structure since it limits the impact of
progressive rates when income increases significantly. The
maximum tax of 50% on earned income could be viewed as part
of the normal structure of the individual income tax, and higher
marginal rates on unearned income considered as resulting in
negative tax expenditures, but is treated as a tax expenditure
in this analysis because it fits the definitional term "preferential
rate of tax."

• Personal exemptions and the low income allowance. These set levels
of income, depending upon family size, that are not taxed by the
individual income tax. However, deductions for additional per-
sonal exemptions for those over 65 and for the blind do result in
tax expenditures because they depend upon more special circum-
stances. The percentage standard deduction, to the extent it
exceeds the low income allowance, also results in a tax expenditure
because it substitutes for itemized deductions that are tax
expenditure items.

• Separate rate schedules for single and married taxpayers, married
taxpayers filing separately, and heads of households. Existing pro-
visions regarding the definition of taxpaying units are accepted as
part of the normal tax structure.

• Deduction of business expenses. The deduction of business expenses
is necessary to determine taxable income. Tax expenditures do not
ordinarily result from applying the definitions of business expenses
prescribed by the Internal Revenue Code and Internal Revenue
Service interpretative regulations. Tax expenditures do occur
when, the tax code permits business or investment expenditures
that are capital outlays in economic terms to be treated as current
expenses. A case in point is expensing research and development
costs whether or not they result in substantial future benefits.
Another example is the expensing of interest and taxes during the
construction oi a building. In the case of depreciation the Internal
Revenue Code allows as a deduction "a reasonable allowance for
the exhaustion, wear and tear (including a reasonable allowance
for obsolescence)" on property used in a trade or business or for
the production of income. To avoid judging every taxpayer's de-
preciation deductions against a standard of reasonableness, the
code permits standard depreciation techniques and useful lives to
be used. In some cases, such as accelerated depreciation on build-
ings, tax expenditures result because the permitted technique
clearly results in excess depreciation being claimed. In other cases,
such as 5-year amortization of railroad rolling stock, tax expendi-
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tures result because the useful life is artificially short. With
respect to machinery and equipment, the asset depreciation range
(ADR) system, which became effective in 1971, defines a band
within which estimates of useful life are deemed to be "reason-
able." That band is determined by reference to broad classes of
property and ranges 20% up and 20% down from a published
figure designated as the "asset guideline period." This analysis
treats the ADR system as a mechanism to arrive at a "reasonable
allowance" and hence no tax expenditure is listed in table F - l .
The ADR system has been included as a tax expenditure item
in lists published by congressional committees with estimates of
$1,270 million and $140 million in 1975 and $1,440 million and
$150 million in 1976 for corporations and individuals, respectively.
Capital gains and losses. Although the base of a theoretically
pure income tax would include net capital gains on an accrual
basis, practical problems prevent identifying and taxing unre-
alized capital gains for many types of assets, and the normal
structure taxes only wealth accruals which are "realized." For
this reason the failure to tax unrealized gains during the holder's
lifetime is not listed as a tax expenditure. The exclusion from
taxable income of one-half of realized capital gains, and the
option of having up to $50,000 of realized capital gains
taxed at a 25% rate, clearly results in a tax expenditure. At
death, an individual may hold assets which have appreciated or
depreciated in value. As the assets pass to an heir or other
beneficiary, that new holder takes the market value of the assets
at the date the estate is valued as the basis against which to
measure any future appreciation or loss. No gain or loss is rel-
ized as income during the last year of the decedent's life. The
failure to impute any such gain or loss is not considered for
purposes of this analysis to result in a tax expenditure, since it
is not clear how such gains would be taxed, if at all, under a
normal tax structure. A wide range of alternatives can be con-
ceived. At the extreme, such gains could be taxed as ordinary
income to the decedent in the last year of life, that is, taxed less
favorably than realized capital gains. Under such a tax law,
revenues would have been about $4.8 billion greater in 1975,
$5.0 billion in 1976, and $5.4 billion in 1977, after accounting
for reduced estate tax collections. This is the assumption on
which estimates published by congressional committees have been
based. Another option would be to tax such gains like other capi-
tal gains during the last year of life. The revenue gain would have
been about $2.4 billion in 1975, $2.5 billion in 1976, and $2.7
billion in 1977, again accounting for reduced estate tax collec-
tions. Still another technique would be to require beneficiaries
to take the same basis for inherited assets as the decedent's.
Under such a tax law revenues would have increased about
$0.6 billion in each year. Under all alternatives the revenue gain
would be even smaller if the appreciation on assets transferred to a
surviving spouse were exempted in a manner similar to the estate
tax exemption for surviving spouses. Moreover, these estimates
are all based on the unrealistic assumptions that any new tax law
would not be phased in and that asset-holding behavior would not
change.
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Imputed income from owner-occupied housing and other sources.
A theoretically pure income tax could include in its base an
imputation for the income received in kind from the occupancy
of a home owned by the taxpayer and imputations for in-kind
income from the ownership of other durable assets including art
collections, furniture, and books. Because such imputations are
difficult to make and are foreign to usual concepts of income,
they are not considered in the computation of tax expenditures
even though such exclusions of imputed income affect the allo-
cation of the economy's resources, particularly by providing a
stimulus to owner-occupied housing.
Gifts and bequests. The tax system subjects gifts and bequests,
which are usually made within a family, to taxes separate from
the income tax and therefore their exclusion from taxable income
under the individual income tax does not result in a tax expendi-
ture. Tax expenditures could be defined to include departures
from "normal" gift and estate taxes, though to do so would be
beyond the scope of this analysis.
The value of Government services received by individuals. The
exclusion from gross income of direct cash payments to individuals
by the Government, such as social security payments, does
result in a tax expenditure. Other Government programs extend
benefits in kind to individuals. Examples are medicare and public
education. Since these benefits are received in kind they cannot
be used, like cash, for purposes fully consistent with the re-
cipient's preferences. The exclusion of such imputed values from
income subject to tax does not result in tax expenditures. The
dividing line between nontaxable Government benefits that do
result in tax expenditures and those that do not is essentially
arbitrary. The most ambiguous case is that of the bonus value of
food stamps. They are so nearly the equivalent of cash that their
exclusion from income subject to tax might be considered to
result in a tax expenditure. If the exclusion of the bonus value
of food stamps were deemed to be a tax expenditure, the estimate
(about $135 million for 1975, $185 million in 1976, and $220
million in 1977) would be small relative to program outlays, since
only a few participants have income large enough to be taxable.
Exclusion of the bonus value of food stamps is not listed as a
tax expenditure in table F- l .
Treatment of individuals and corporations as separate taxpaying
entities. A theoretically pure income tax would integrate the
taxation of individual and corporate income so as to avoid multiple
taxation of any particular type of income. Only individuals would
be taxed; corporate income would be taxed as dividends are paid
and retained earnings would be imputed to shareholders. However,
for practical reasons, separate taxation is accepted as part of
the normal tax structure for purposes of this analysis.
Foreign tax credits. To avoid the double taxation of income
earned abroad, and thus accommodate the U.S. tax system to
international norms, the normal structure of income taxes in-
cludes tax credits for foreign taxes paid.
Forms of business organization. The tax law recognizes different
forms of business organization including corporations, partner-
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ships, small corporations treated like partnerships, cooperatives,
mutual insurance companies, and individual proprietorships.
The provisions of the tax law that accommodate different forms
of business organization do not generally result in tax expendi-
tures so long as income is subject to tax at either the corporate or
individual level. The dividing line is, however, by no means
clear. For example, cooperatives may deduct cash and noncash
patronage dividends based on net income earned on business done
with patrons as long as 20% of the total dividend is paid in cash
and the patron has agreed to take the entire dividend into his
income. Per-unit retains, that is, amounts retained from the value
of products marketed for patrons, may be deducted by the coop-
erative if patrons agree to take the face amounts into current
income. Agricultural cooperatives meeting certain requirements
are permitted to deduct dividends on capital stock and payments
to patrons from nonpatronage income. Rural electric and tele-
phone cooperatives may deduct noncash patronage dividends
and patrons generally need not take such dividends into income.
If noncash patronage dividends, retains, dividends on capital
stock, and payments to patrons out of nonpatronage income
were not deductible, corporate taxes would have been about
$395 million higher in 1975 and individual taxes about $160
million lower, since noncash patronage dividends and retains
would no longer be taken into current income by patrons. The
comparable estimates for 1976 and 1977 would be $410 million
and $455 million, respectively, for the gain in corporate taxes
and $155 million and $160 million, respectively, for the offsetting
reduction in individual taxes. This tax treatment of cooperatives
is considered to be a function of their status as a particular form
of business organization and is not listed as a tax expenditure
in table F- l .

• Income of controlled foreign corporations. The income of foreign
corporations controlled by U.S. corporations or citizens is gen-
erally not subject to U.S. tax until that income is repatriated.
This feature of the normal tax structure has the effect of allowing
such corporations to be taxed like other corporations doing busi-
ness in particular foreign countries and is in accord with inter-
national norms of taxation. Consequently, this is not con-
sidered to be a tax expenditure in table F- l . There are certain
exceptions to this general feature of the tax law in order to avoid
abuse in tax-haven countries. The scope of these exceptions was
expanded by the Tax Reduction Act of 1975, and this makes the
concept of normal tax treatment somewhat ambiguous. If the
general treatment of controlled foreign corporations were defined
as a tax expenditure, the estimates would be $590 million in
1975, $525 million in 1976, and $365 million in 1977.

The above discussion does not exhaust the definitional complexities
inherent in the tax expenditure concept nor does this analysis consider
all special tax provisions. Some items have not been considered be-
cause the issues have not been fully studied or because there is insuffi-
cient information available on which to base a sound estimate. Some
items are omitted because of their relatively small quantitative
importance. As the concept is sharpened, additional provisions of
the tax law examined, and estimating techniques improved, further
changes are bound to be made in the list of tax expenditures.

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

1977



1 2 2 THE BUDGET FOR FISCAL YEAR 1977

The distinction between the normal tax structure and those ex-
ceptions leading to tax expenditures does not imply that the fea-
tures of the normal tax system should be exempt from periodic
analysis and review. Like tax expenditures, many features of the
normal tax structure have major effects upon the level and composition
of economic activity and the distribution of income; some features
affect the everyday activities of corporations, trusts, and partner-
ships. Budget outlays, or other policy instruments, are alternative
means to achieve the objectives of some of the features of the normal
tax structure just as they are often a potential substitute for tax
expenditures.

MEASURING TAX EXPENDITURES

The tax expenditure estimates reported below in table F- l have
been prepared by the Treasury Department. The Congressional
Budget Act requires that tax expenditures be estimated "under
existing law." The impact of the President's proposals on tax expend-
itures is discussed separately beginning on page 135. In recognition
of the temporary nature of some of the provisions of the Revenue
Adjustment Act of 1975, "current law" has been interpreted, for
estimating purposes, to mean that the same number of individuals
will itemize their deductions as they file returns for 1976 and 1977 as
would be the case if the provisions of the Revenue Adjustment Act
regarding standard deductions for individuals were annualized.
Several of the estimates for itemized deductions are sensitive to the
proportion of returns claiming itemized deductions. For fiscal years
the estimates show the loss of budget receipts resulting from each of
these particular features of the tax system. No separate estimates
can reasonably be made for the transition quarter.

Each estimate is based upon two major assumptions. The first is that
only the tax provision in question is deleted and all other features of
the tax system, including the structure of rates, remain unchanged.
The hypothetical deletion of the special tax provision increases the
estimated taxable income for corporations or individuals; the existing
marginal tax rates are then applied to the change in taxable income,
giving the estimated tax expenditure. If, however, major tax expendi-
tures were in fact deleted, as was noted earlier, some features of the
normal income tax, such as rate structures or personal exemptions,
would probably be changed so that the marginal rates used in making
the estimates would no longer apply. Outlay or credit programs might
also be altered or new tax expenditure items added. Such actions can-
not, of course, be anticipated when individual tax expenditure esti-
mates are made. For each itemized nonbusiness deduction for indi-
viduals the estimated revenue loss is based upon the amount by which
the standard deduction is exceeded.

The second major assumption used to make the estimates is that
taxpayer behavior and general economic conditions remain unchanged
in response to the hypothetical change in the tax laws. This assumption
is required to estimate tax expenditures but it is, in most cases,
unrealistic. In particular, to the extent that tax expenditures designed
to encourage certain economic activities have been successful, their
elimination would presumably change taxpayer behavior. Thus, if the
tax credit for investment were deleted, both taxpayer behavior and
general economic conditions would be expected to change with a re-
sulting impact on budget receipts generally.
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Whenever possible, sample data from tax returns are used to esti-
mate tax expenditures. These data are not, however, available for the
years presented in this analysis, as these returns have not yet been
filed or tabulated. Consequently, the estimates must be made by
extrapolating sample tax return data from past years by means of other,
more current information including the economic forecast used in
estimating budget receipts and outlays (see Part 3 of the Budget).
Moreover, many tax expenditures result from excluded income, not
reported on tax returns In these cases estimates must be based upon
other data sources. Any changes scheduled by existing law, such as the
phas ng in or out of specific provisions, are accounted for in the
estimates.

The estimates of tax expenditures presented in this analysis are
reduced by any minimum tax liabilities associated with particular
items. The 10% minimum tax for tax preferences was introduced by
the Tax Reform Act of 1969 in an attempt to insure that individuals
and corporations receiving such tax preferences do not escape paying
a share of the tax burden Among the tax expenditure items included
in the base of the minimum tax are accelerated depreciation on real
property, excess reserves of financial institutions for losses on bad
debts, percentage depletion in excess of cost depletion, and one-half of
net long term capital gains. The minimum tax is, in general, applied to
the sum of preference items reduced by a $30,000 exemption and
the affected taxpayer's regular income tax liability for the year.

Some tax expenditure items affect the timing of deductions or the
receipt of taxable income. Examples are depreciation in excess of
straight line for buildings and rental housing and the deferral of income
by domestic international sales corporations (DISC's). These pro-
visions create a permanent tax expenditure even though for a
particular taxpayer, transaction, or asset, the special provision may
defer a tax rather than el minate it. However, for a stable or growing
business with an indefinite life, the deferral of taxes continues forever
under most of these provisions. Furth rmore, as the economy grows,
these amounts increase over time. Estimates for these items attempt
to show the difference between budget receipts under the current law
and budget receipts if a different law had always been in effect. These
figures therefore show more than the revenue that could be obtained
in the first years of a transition from one tax law to another. They are
long-run estimates at the levels of economic activity assumed for the
years in question.

Tax expenditure estimates cannot be simply added together to form
totals for functional areas or a grand total. In some cases the revenue
gain resulting from the deletion of two tax expenditure items would be
greater than the sum of the individual estimates. For example, if
interest income from State and local government securities were made
taxable and capital gains were taxed at ordinary rates, many indi-
viduals would be pushed into higher tax brackets than if just one of
these sources of income became fully taxable; the combined effect on
revenue would be greater than the sum of the two separate estimates.
In other cases, the revenue gain from the deletion of two items would
be smaller than the sum of the individual estimates. For example, if
the deductibility of mortgage interest payments and homeowner
property taxes were both repealed, and the standard deduction
unchanged, many individuals who now itemize their deductions would
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opt for the standard deduction, thus limiting the revenue gain. In
general, elimination of multiple items that are personal deductions
would increase revenue by less than the simple sum of the revenue
gains from eliminating each item measured separately since many
taxpayers would switch to using the standard deduction. Conversely,
elimination of multiple items that are exclusions from adjusted gross
income would increase revenue by more than the sum of the individual
gains as taxpayers would be pushed into higher tax brackets. More-
over, if several major tax expenditure items were eliminated, the
assumptions of no changes in economic behavior and conditions or in
other features of the tax system would have little validity.

A few aggregations of related tax expenditure items are presented
and discussed in the next section. These aggregates have been specially
estimated so as to account for the interactions referred to above but
do not consider the effect of changes in behavior. Where tax expendi-
tures for both individuals and corporations result from the same tax
code provision, such as the investment tax credit, the two estimates
may appropriately be added together.

TAX EXPENDITURES BY FUNCTION

Estimates of tax expenditures are grouped together by functional
category and presented in table F- l . The estimates are shown sep-
arately for individuals and corporations. Whenever possible, particular
tax expenditures have been classified according to the functional
categories used for budget outlays. Many tax expenditures do not,
however, fit into these categories and for this reason three special
functional categories have been added: business investment, personal
investment, and other tax expenditures.

A brief description of each of the special tax provisions for which a
tax expenditure estimate is shown in table F- l follows.

National defense.—The supplements to salaries of military person-
nel, including provision of quarters and meals on military bases and
quarters allowances for military families, and virtually all salary
payments and reenlistment bonuses to military personnel serving in
combat zones, are excluded from tax. Disability-related military
pensions are largely excluded from taxable income.

International affairs.—-For citizens of the United States who are not
employees of the Federal Government, income earned abroad up to
$20,000 for each complete tax year is exempted from taxation if the
taxpayer is a bona fide resident of a foreign country for an uninter-
rupted period that includes 1 full tax year or if he or she is present there
510 days during a period of 18 consecutive months. After 3 years,
foreign resident taxpayers can exclude up to $25,000 a tax year. Cer-
tain allowances received by Federal employees working abroad are also
tax exempt.

When a foreign subsidiary of a U.S. corporation operating in a less
developed country (LDC) repatriates dividends to its parent corpora-
tion, that income may be reported net of foreign income taxes paid.
U.S. tax liability is then calculated on that net amount and the foreign
tax is taken as a credit. For non-LDC corporations income must be
reported gross of foreign taxes paid. The failure to "gross up" divi-
dends by the amount of the foreign taxes paid to LDC's results in a
tax expenditure.
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Table F-l. TAX EXPENDITURE ESTIMATES BY FUNCTION*

(in millions of dollars)

Corporations Individuals
Description

1975 1976 1977 1975 1976 1977

105
30

no
650

1,080
20

15
155

115
40

170
840

1,020
15

20
165

475
455

35
120
465

40
60

355
490

50
155
500

45
60

360
565

75
195
575

50
65

National defense:
Exclusion of benefits and allowances to Armed

Forces personnel 650 650 650
Exclusion of military disability pensions 70 80 90

International affairs:
Exclusion of income earned abroad by U.S.

citizens 130 145 160
Exclusion of gross-up on dividends of LDC

corporations 55 55 55
Deferral of income of domestic international sales

corporations (DISC) 1,130 1,360 1,560
Special rate for Western Hemisphere trade cor-

porations 50 50 50
Agriculture:

Expensing of certain capital outlays 135
Capital gain treatment of certain income 30

Natural resources, environment and energy:
Exclusion of interest on State and local govern-

ment pollution control bonds 75
Expensing of exploration and development costs. 500
Excess of percentage over cost depletion 2,010
Pollution control: 5-year amortization 30
Capital gain treatment of royalties on coal and

iron ore 10
Capital gain treatment of certain timber income. 145

Commerce and transportation:
Exemption of credit unions 115 125 135
Corporate surtax exemption 3,345 5,020 4,180
Deferral of tax on shipping companies 70 105 130
Railroad rolling stock: 5-year amortization 55 30 10
Financial institutions: excess bad debt reserves. _ 880 815 570
Deductibility of nonbusiness State gasoline taxes _ 820

Community and regional development:
Housing rehabilitation: 5-year amortization 40 35 25 65

Education, training, employment, and social
services:

Exclusion of scholarships and fellowships 200
Parental personal exemptions for student age 19

and over 670
Deductibility of contributions to educational

institutions 205 215 280 440
Deductibility of child and dependent care ex-

penses 295
Child care facilities: 5-year amortization 5 5 5
Credit for employing AFDC recipients and public

assistance recipients under work incentive pro-
gram 10 10 10

Health:
Exclusion of employer contributions to medical

insurance premiums and medical care 3,275 3,665 4,225
Deductibility of medical expenses 2,315 2,020 2,095
See footnote at end of table.

575

55

210

690

450

330

600

40

220

715

500

420
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Table F-1. TAX EXPENDITURE ESTIMATES BY FUNCTION*—Continued

(in millions of dollars)

Corporations Individuals
Description

1975 1976 1977 1975 1976 1977

315
3.045
495
185

3.305
555
115

50
330

5.745
770

370
3.525
565
200

2,855
640
130

50
350

6,475
965

Income security:
Exclusion of social security benefits:

Disability insurance benefits 275
OASI benefits for aged . 2,740
Benefits for dependents and survivors 450

Exclusion of railroad retirement system benefits. _ 170
Exclusion of unemployment insurance benefits 2, 300
Exclusion of workmen's compensation benefits 505
Exclusion of public assistance benefits 105
Exclusion of special benefits for disabled coal

miners 50
Exclusion of sick pay 315
Net exclusion of pension contributions and earn-

ings:
Employer plans 5,225
Plans for self-employed and others 390

Exclusion of other employee benefits:
Premiums on group term life insurance 740 805 895
Premiums on accident and accidental death

insurance 50 55 60
Income of trusts to finance supplementary unem-

ployment benefits 5
Meals and lodging 265

Exclusion of capital gain on home sales if over 65__ 40
Excess of percentage standard deduction over

low income allowance 1,385 1,
Additional exemption for the blind 20
Additional exemption for over 65 1,100 1,
Retirement income credit 130
Earned income credit

Veterans benefits and services:
Exclusion of veterans disability compensation 540
Exclusion of veterans pensions 25
Exclusion of GI bill benefits 255

General government: Credits and deductions for
political contributions 40 40 65

Revenue sharing and general purpose fiscal assist-
ance:

Exclusion of interest on general purpose State and
local debt 2,675 2,890 3,150 1,130 1,280 1,390

Exclusion of income earned in U.S. possessions 245 240 285
Deductibility of nonbusiness State and local taxes

(other than on owner-occupied homes and
gasoline) 8,490 6,505 6,680

Interest: Deferral of interest on savings bonds 525 605 685
See footnote at end of table.

5
285
45

465
20
155
120
290

590
30
330

5
305
50

1.560
25

1.220
110
140

595
30
280
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Table F-l. TAX EXPENDITURE ESTIMATES BY FUNCTION*—Continued

(in millions of dollars)

Corporations Individuals
Description

1975 1976 1977 1975 1976 1977

Business investment:
Exclusion of interest on State and local industrial

development bonds 120 150 195 55 75 90
Excess first-year depreciation 175 145 165 100 80 85
Depreciation on rental housing in excess of

straight line 115 120 125 405 430 455
Depreciation on buildings (other than rental

housing) in excess of straight line 220 275 280 220 215 215
Expensing of research and development expendi-

tures 635 660 695
Expensing of construction period interest and

taxes 985 1,020 1,065 525 545 570
Capital gain: corporate (other than farming and

timber) 695 760 900
Investment credit 4,860 6,850 6,550 950 1,410 1,445

Personal investment:
Dividend exclusion, 315 335 350
Capital gain: individual (other than farming and

timber) 5,090 5,455 6,225
Exclusion of interest on life insurance savings 1,545 1,695 1,855
Deferral of capital gain on home sales 805 845 890
Deductibility of mortgage interest on owner-

occupied homes 5,405 4,545 4,710
Deductibility of property taxes on owner-occupied

homes 4,510 3,690 3,825
Deductibility of casualty losses 280 300 330
Credit for purchase of new home 625 100

Other tax expenditures:
Deductibility of charitable contributions (other

than education) 385 395 525 4,385 3,820 3,955
Deductibility of interest on consumer credit 1,185 1,040 1,075
Maximum tax on earned income 160 175 190

* All estimates are based on the tax code as of Dec. 31,1 975, with the exception that the provisions
of the Revenue Adjustment Act of 1975 regarding the standard deduction for individual income
taxpayers are treated as if they were permanent.

The profits of a domestic international sales corporation (DISC) are
not taxed to the DISC but instead are taxed to the shareholders when
distributed to them. This deferral is available for 50% of the export
income of a DISC. To qualify as a DISC at least 95% of a corpora-
tion's gross receipts must arise from export activities. The resulting
tax expenditure is expected to increase from $1.1 billion in 1975 to
$1.6 billion in 1977 as additional DISC's are created and a larger vol-
ume of export income is deferred. The Tax Reduction Act of 1975
denied DISC benefits to exporters of energy products.

Domest'c corporations qualifying as Western Hemisphere trade
corporations are entitled to a special deduction which reduces their
tax rate from 48% to 34%.

Agriculture.—-Farmers, including corporations engaged in agricul-
ture, may deduct certain costs as current expenses even though these
expenditures were for inventories on hand at the end of the year or
capital improvements.
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Capital gains treatment generally applies to the sale of livestock,
orchards, vineyards, and comparable agricultural activities.

Natural resources, environment, and energy.—State and local govern-
ments issue bonds, the interest income from which is exempt from
Federal tax, to finance pollution control facilities used by private
firms. The total volume of tax-exempt bonds issued for this purpose
has grown rapidly in recent years.

Certain capital costs necessary to bring a mineral deposit into
production may be deducted as current expenses rather than spread
over the useful life of the property. Included in this category are the
intangible drilling costs of oil and gas wells, such as the wages of
drilling crews, and the cost of developing other mineral deposits, such
as expenditures for mine shafts, tunnels, and stripping.

Extractive industries may generally choose between two methods of
recovering capital costs invested in the development of natural
resources. Under one method, actual outlays, to the extent not
immediately expensible, may be deducted as "cost depletion" over
the productive life of the property, much as other businesses may take
deductions for the depreciation of capital goods. Alternatively, busi-
nesses in the extractive industries may deduct a prescribed percentage
of gross income (at rates ranging from 22% for oil and gas to 5% for
certain minerals, but not more than 50% of net income or 65% of net
income in the case of oil and gas) where "percentage depletion"
exceeds "cost depletion." Percentage depletion is not limited to the
cost of the investment as is cost depletion. The basis for "cost de-
pletion" is reduced to the extent certain costs are recovered through
expensing of exploration and discovery costs and intangible drilling
costs. There is no comparable reduction in "percentage depletion" to
allow for costs which are allowed as expenses. A tax expenditure
estimated on the assumption that both were eliminated would be
significantly smaller than the sum of the two separate items because
percentage depletion would exceed cost depletion by a lesser amount
if the basis for cost depletion were increased by depreciating explora-
tion, discovery, and intangible drilling costs that are currently
expensed. The Tax Reduction Act of 1975 significantly reduced the
tax expenditure resulting from the application of percentage depletion
to producers of oil and gas by limiting application of the provision
to independent producers and royalty owners and to specific quantities
of output. For those still eligible, the Act phases the percentage rate
down from 22% through 1980 to 15% in 1984 and thereafter.

Royalties from coal or iron ore deposits are treated as capital gains,
rather than ordinary income.

The gain on the cutting of timber is taxed at rates applicable to
long-term capital gains, rather than at ordinary income rates.

Taxpayers may elect to amortize a certified pollution control facility
over a 5-year period rather than its longer expected useful life. If they
so elect they may not claim the investment tax credit on the capital
cost of the facility. This provision applies only to facilities placed in
service before 1976.

Commerce and transportation.—Credit unions are exempt from
Federal income tax.
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Corporations under the permanent tax code, pay income tax at the
rate of 22% on all taxable income plus a surtax of 26% on taxable
income in excess of $25,000. Each corporation therefore enjoys a
surtax exemption of $25,000. This exemption is intended to encourage
small or new business. For 1975 only, the Tax Reduction Act of 1975
provided that the tax rate on the first $25,000 of taxable income be
reduced to 20% and that the surtax exemption apply to the second
$25,000 of taxable income. This temporary provision was extended
for 6 months by the Revenue Adjustment Act of 1975.

Certain companies which operate U.S.-flag vessels on foreign trade
routes receive an indefinite deferral of income taxes on that portion
of their net income which is used for shipping purposes, primarily
construction, modernization, and major repairs of ships.

Specified classes of railroad rolling stock are eligible for amortiza-
tion over a 5-year period whether owned by railroad companies or by
lessors, rather than their longer, expected useful life. If 5-year amorti-
zation is elected the investment tax credit cannot be claimed. This
provision applies only to rolling stock placed in service before 1976.

Commercial banks, mutual savings banks, and savings and loan
associations are permitted to deduct and set aside additions to bad
debt reserves in excess of actual loss experience and reasonable ex-
pectations as to future losses. Commercial banks may maintain a
reserve of 1.2% of uninsured loans. The ratio will phase down to 0.6%
in calendar year 1981. Mutual savings banks and savings and loan
associations may deduct 43% of income in calendar year 1976,
provided they maintain stipulated fractions of their assets in "qualify-
ing assets/7 primarily residential mortgages. Under current law their
maximum deduction will phase down to 40% in 1979 and thereafter.

Individuals who itemize their deductions may deduct State and
local gasoline excise taxes paid. The deduction of excise taxes on gaso-
line used for business purposes does not result in a tax expenditure
since they would in any case be deductible as a business expense.

Community^ and regional development.—Taxpayers may, under
certain conditions, elect to compute depreciation on rehabilitation
expenditures for low- and moderate-income rental housing o\er a
5-year period. Qualified rehabilitation expenditures may not exceed
$15,000 per dwelling unit and must exceed $3,000. This provision
expired on December 31, 1975.

Education, training, employment, and social services.—Taxpayers
may elect to amortize over a 5-year period expenditures incurred in
acquiring, constructing, reconstructing, or rehabilitating child care
or on-the-job training facilities. This provision expires at the end of
1976.

Recipients of scholarships and fellowships may exclude such amounts
from taxable income, subject to certain limitations. The exclusion of
educational benefits under the GI bill are included in Veterans Bene-
fits and Services.

Taxpayers may claim personal exemptions for dependent children
19 or over who receive income of $750 or more per year only if the
children are full-time students. The student may also claim an exemp-

210-700 O - 76 - 9
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tion on his or her own tax return, in effect providing a double exemp-
tion, one on the parents' return and one on the student's.

Contributions to nonprofit educational institutions are allowed as a
deduction for individuals and corporations. (See the discussion of
other charitable contributions under "Other Tax Expenditures.")

Child and dependent care expenses incurred to permit the taxpayer
and his spouse to work may be taken as an itemized deduction up to a
maximum of $400 per month. The deduction is reduced by 50 cents for
each dollar of adjusted gross income in excess of a limit that was
increased from $18,000 to $35,000 per year by the Tax Reduction
Act of 1975.

A credit is allowed against income tax liability equal to 20% of
first-year wages and salaries of employees placed in employment under
the work incentive program. The credit for a taxable year cannot
exceed $25,000 plus 50% of the excess over that amount. A similar
credit, on a temporary basis, was provided for employment of AFDC
recipients by the Tax Reduction Act of 1975.

Health.—Payments by employers for health insurance premiums
and other medical expenses are deducted as business expenses by
employers and excluded from income by employees. The exclusion from
employees' income gives rise to the tax expenditure.

Medical expenses in excess of 3% of adjusted gross income, including
expenditures for prescribed drugs and medicines in excess of 1% of
adjusted gross income, may be deducted by individuals as itemized
nonbusiness deductions. Individuals may also deduct half of the
premiums they pay for medical care insurance up to a maximum
deduction of $150 per year, without regard to the 3% limitation.

Income security.—Most forms of government transfer payments to
individuals, such as social security and unemployment benefits, are
excluded from taxable income. If the taxpayer had no other source of
income, these payments, even if taxable, would not generally be suffi-
cient to result in any tax liability, given personal exemptions and
minimum standard deductions. Since some recipients have property
income, receive earnings (perhaps for only part of a year), or may file
jointly with working spouses, tax expenditures result from these
exclusions. The estimates include the effect of excluding from tax the
$50 payment made to recipients of social security and certain other
Federal programs provided by the Tax Reduction Act of 1975.

Certain payments, up to $100 per week, financed by an employer in
lieu of wages during periods of employee injury or sickness are excluded
from the employee's taxable income.

Certain contributions to pension plans paid by employers, and
amounts set aside by the self-employed and employees not covered
by an employer's plan, are excluded from current individual gross
income. The investment income earned by pension funds is not tax-
able currently. The resulting tax expenditures are composed of two
elements: lower effective tax rates after retirement, due to lower
incomes and special tax provisions enjoyed by the aged; and the excess
of aggregate current contributions and investment earnings over
aggregate amounts paid out in benefits. The self-employed can make
deductible contributions to their own retirement plans equal to
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15% of their income, up to a maximum of $7,500 per year. Employees
not covered by an employer's plan may deduct annual contributions
of 15% of compensation, up to a maximum of $1,500.

In addition to pension plans, many employers provide other em-
ployee benefits that are excluded from employee income. The em-
ployer's share of these benefits are deductible business expenses.
Included in the meals and lodging item is the exclusion from the
taxable income of ministers of the rental value of parsonages and
housing allowances.

A taxpayer 65 or older may exclude from gross income any capital
gain allocated to the first $20,000 of the adjusted sales price on a
sale of a personal residence. This is a once-in-a-lifetime exclusion.

The percentage standard deduction—15% of adjusted gross income
up to a limit of $2,000—sets an upper limit on the tax liability for
many taxpayers, predominately in the lower and middle-income
range, and for that reason is classified under income security. For
calendar year 1975 only, the Tax Reduction Act of 1975 provided
a percentage standard deduction of 16% up to a limit of $2,600
for married persons filing joint returns and $2,300 for single persons.
The Revenue Adjustment Act of 1975 maintained the 16% late and
made additional upward revisions in the limits for the percentage
standard deduction for the first 6 months of calendar year 1976. The
percentage standard deduction is a substitute for itemizing deduc-
tions; the estimates shown are for the amount by which the per-
centage standard deduction exceeds the low income allowance or
the itemized deductions that would be taken in the absence of this
provision, whichever is greater. This provision also encourages tax-
payers to use the simplified short form 1040A.

Additional personal exemptions of $750 may be deducted by tax-
payers who are over 65 or who are blind. These additional exemptions
may not be claimed foi the taxpayer's dependents.

A retirement income tax credit may be claimed by individuals who
are retired, or over age 65, of up to $228.60 (15% of $1,524) for a
single person, oi $342.90 (15% of $2,286) for a married couple,
based on retirement income from all sources except social security,
railroad retirement, and other tax-exempt benefits. The provision was
designed to permit taxpayers with taxable retirement income a
tax benefit approximately comparable to that accorded recipients of
social security and similar tax-exempt benefit payments.

The aggregate effect of excluding social security and railroad re-
tirement benefits for retirees, the additional exemption for persons
over 65, and the retirement income credit are revenue losses of $4,590
million in 1975, $4,970 million in 1976, and $5,530 million in 1977.
These aggregates are greater than the sum of the individual estimates
because more elderly persons would be pushed to taxpaying levels of
income or into higher tax brackets if all of these items were deleted
from the tax code.

The Tax Reduction Act of 1975 established, for calendar year
1975 only, an earned income credit for low-income workers with
families. The maximum credit is 10% of a worker's first $4,000 of
earned income and phases out at $8,000 of earned income or adjusted
gross income, whichever is greater. To the extent that the credit
reduces or eliminates tax liabilities it results in a tax expenditure.
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Credits in excess of tax liabilities are rebated to individuals. These
rebates are treated as budget outlays and are estimated to be $1.2
billion in 1976. The Revenue Adjustment Act of 1975 extended the
earned income credit through calendar year 1976 at a 5% late in
order to make it equivalent to a 6-month extension.

Veteran benefits and services.—All compensation due to death or
disability and pensions paid by the Veterans Administration are
excluded from taxable income. GI bill benefits are also excluded.

General government.—Political contributions up to a maximum of
$100 ($200 in the case of joint returns) may be deducted, or tax
credits may be taken up to one-half of contributions but limited to
$25 ($50 on joint returns).

Revenue sharing and general purpose fiscal assistance.—The interest
on State and local government debt is excluded from Federal taxation.
Both corporations, mainly commercial banks, and individuals receive
this tax-exempt income. As a result, these governments are able to
sell debt obligations at a lower interest cost than would be possible
if such interest were subject to tax. The exclusion of interest on State
and local government industrial development bonds and securities
issued to finance pollution control facilities are classified elsewhere;
only the effect of excluding interest on general purpose obligations and
revenue bonds for public purposes such as toll roads is estimated for
this function.

U.S. citizens and corporations receiving income from sources in a
U.S. possession may, under certain conditions, exclude such income
from tax.

The deductibility of nonbusiness State and local taxes provides
indirect assistance to these governments. The deductibility of property
taxes on owner-occupied homes and excise taxes on gasoline are classi-
fied elsewhere. The estimates shown here are primarily for the deduct-
ibility of State and local income and sales taxes.

Interest.—Holders of U.S. savings bonds are not required to include
the interest on these securities in their taxable income until the bonds
are redeemed, thereby deferring tax liabilities.

Business investment.—The interest on industrial development bonds
issued by State and local governments is excluded from taxable income.
The proceeds of these bonds are used to finance private investment in
manufacturing plants and other facilities. For that reason this item
is classified as business investment rather than under revenue sharing
and general purpose fiscal assistance to State and local governments.

To the extent that allowable depreciation for tax purposes exceeds
the rate at which assets actually depreciate, business tax liabilities
are deferred. Businesses may employ a variety of depreciation sched-
ules for tax purposes, some of which cause a much larger part of asset
values to be written off in early years of the asset's useful life than do
others. An extra first-year depreciation deduction of 20% may be
claimed for $10,000 of tangible personal property ($20,000 on a
joint return) having a useful life of at least 6 years. The revenue
costs of allowing buildings and rental housing to be depreciated for
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tax purposes by methods that reduce asset value more rapidly than
straight-line depreciation (the method typically used in financial
statements) are shown.

Research and development expenditures typically result in new
products or processes, cost reductions, or other outcomes the benefits
from which will, in nearly all cases, accrue on into the future. For tax
purposes businesses may deduct all research and development ex-
penditures in the year during which they are incurred rather than
amortizing them over a number of years. The tax expenditure is
estimated as if such expenditures were amortized over a 5-year period.

Taxpayers may deduct on a current basis interest and property tax
payments made during the period when a building is under construc-
tion rather than include such costs of construction, along with other
costs, in the value of the completed structure which would then be
depreciated over its useful life.

Corporations may elect a 30% alternative tax rate on capital gains.
The tax expenditure is estimated on the assumption that these gains
would otherwise be taxed at 48%.

The investment tax credit was substantially modified by the Tax
Reduction Act of 1975. For calendar years 1975 and 1976 the rate of
the credit was increased from 7% to 10% (from 4% to 10% in the
case of public utilities). The percentage is applied to the cost of
qualifying property (generally, tangible personal property used in a
trade or business) having a useful life of over 7 years. The investment
tax credit cannot be claimed for investments in land or buildings or
for property used abroad. Lower rates apply to property with useful
lives of 3 to 7 years. The maximum credit which may be offset directly
against income tax liability in a taxable year is limited to $25,00*0
plus one-half of the excess of tax liability over $25,000. Excess credits
may geneially be carried back 3 taxable years and forward 7 tax-
able years, after which they expire if still unused. The Act provides
a temporary increase in maximum credits that can be claimed by
public utilities. The amount of used equipment on which the credit
may be claimed was temporarily increased from $50,000 to $100,000.
An extra 1% credit may be claimed for 1975 and 1976 by corpora-
tions which elect to contribute that amount to an employee stock
ownership plan funded by transfers of employer shares. As a per-
manent change, the Act allows investment tax credit to be claimed
as progress payments are made on property that takes 2 or more
years to construct.

Personal investment.—Grouped together in this category are a
number of tax expenditure items that affect individuals as investors
and holders of real and financial assets.

The first $100 ($100 per taxpayer on a joint return) of dividend
income may be excluded from taxable income.

Half of the gains from the sale of capital assets held more than 6
months is excluded from income and up to $25,000 of included gains
may be taxed at a rate of 50%. Capital losses may be deducted from
gains but no more than $1,000 of long-term losses may be deducted
in any one year from ordinary income. No special recognition is made
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of the effect of inflation on the value of assets. The estimates are
computed on the assumption that the half of the long-term gains
currently excluded would be taxed at ordinary rates.

Life insurance policies, other than term policies, generally have a
saving element in them. Savings in the form of policyholder reserves
are accumulated from premium payments, and interest is earned on
the e reserves. Such interest income is taxable neither as it accrues
nor as an element of death benefits.

Capital gains on the sale of a home are recognized only to the extent
that the "adjusted sales price" exceeds the cost of a new home pur-
chased and occupied within 18 months before or after the sale (if a
new house is constructed it must be occupied within 2 years after the
sale). The "adjusted sales price" is the amount realized (gross pro-
ceeds less selling expenses) minus qualified "fixing up" expenses. A
loss on a sale of a home is not deductible.

Owner-occupants of homes may deduct mortgage interest and
proper y taxes (but not maintenance outlays or depreciation because
the in-kind income from home ownership is not recognized) as itemized
nonbusiness deductions. The tax expenditure from these two items
comb ned would be $7.7 billion for 1977. This is less than the sum of
the two separately because if both were deleted more taxpayers would
save by using the standard deduction.

Taxpayers may deduct as an itemized nonbusiness deduction the
amount in excess of $100 for each loss due to fire, theft, or other
casualty to the extent not compensated by insurance or other pay-
ments.

The Tax Reduction Act of 1975 provided, for part of calendar year
1975 only and subject to certain conditions, a tax credit equal to 5%
of the purchase price of a new home, up to a maximum credit of
$2,000. In a few cases taxpayers will not be able to claim the credit
until they file their 1976 returns during fiscal year 1977.

Other tax expenditures.—Interest paid on consumer credit for any
purpose is allowed as an itemized nonbusiness deduction for indi-
viduals.

Contributions to charitable, religious, or certain other nonprofit
organizations are allowed as an itemized deduction for individuals,
generally up to 50% of adjusted gross income. Taxpayers whose con-
tributions to charitable or educational organizations are in the form of
capital assets, usually securities, which have appreciated in value
above their cost, obtain a deduction for the contribution at the appre-
ciated value of the asset without taxation on the appreciation in
value. Contributions to educational institutions are reported under
Education, Training, and Employment, and Social Services.

Corporations may deduct charitable contributions (including those
made to educational institutions, which are separately reported) up
to 5% of their income. In the absence of this provision of the tax
code some of these contributions might be deductible as business
expenses. The estimates are based on all reported contributions.

The Tax Reform Act of 1969 introduced a maximum tax rate of
50% on earned income.
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PROPOSED CHANGES IN TAX EXPENDITURES

The tax proposals that are a part of the 1977 budget would reduce
somewhat nearly every estimated tax expenditure for 1977 presented
in table F- l . The proposed increase in personal exemptions from $750
to $1,000, change in the standard deduction to $2,500 for a married
couple filing jointly and to $1,800 for a single taxpayer, elimination
of the percentage standard, and changes in rate schedules would
become fully effective on January 1, 1977; temporary provisions are
proposed for calendar year 1976 that take into account the provisions
of the Revenue Adjustment Act of 1975 affecting tax liabilities for
1976. These proposed changes in the normal structure of the indi-
vidual income tax would reduce the number of taxpayers who itemize
their deductions and would alter marginal tax rates in many instances.
The proposed reduction in the basic corporate tax rate from 48% to
46% beginning on July 1, 1976, would reduce the tax expenditures
associated with the corporate income tax. Reestimates reflecting the
impact of these proposals have not been made for every item.

Several proposals do affect particular tax expenditures more spe-
cifically and these will be briefly discussed. The estimates for these
specific changes are shown in table F-2. The impact on revenues in
1978 and subsequent years through 1981 would be greater and are
reflected in the long-range receipt estimates shown in Part 3 of the
budget.

Table F-2. ESTIMATES OF PROPOSED CHANGES IN TAX EXPENDITURES,
1977 (in millions of dollars)

Description Corporate Individual

Excess of percentage standard deduction over low income allowance. __ —1,560
Additional exemption for the blind 5
Additional exemption for over 65 235
Investment credit 1,215 100
Corporate surtax exemption 1, 675
Financial institutions: excess bad debt reserves —215
Mortgage interest income tax credit 470 10
Electric utilities:

Investment credit (excess of 12% over 10% credit and progress pay-
ment basis) 105

Pollution control: 5-year amortization 0)
Conversion facilities: 5-year amortization (x)
Depreciation of progress payments 320
Deferral of tax on reinvested dividends 350

Broaden stock ownership plan 300
Accelerated depreciation in areas of high unemployment 250 40

1 No significant revenue effect in first year.

Excess of percentage standard deduction over low income allowance.—
The percentage standard deduction would be eliminated and hence
the tax expenditure associated with the excess of the percentage
standard deduction over the low income allowance would disappear.
Elimination of the percentage standard deduction would simplify
tax returns; the resulting revenue gain would be more than offset by
other proposed changes. Elimination of the percentage standard
deduction is not proposed apart from the other proposed changes in
personal exemptions, low income allowances, and rate schedules.
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Additional personal exemptions.—The additional personal exemption
for taxpayers who are blind or over 65 would be increased from $750
to $1,000.

Investment tax credit.—The increase in the investment tax credit
from 7% to 10%, which was enacted for calendar years 1975 and 1976
on'y by the Tax Reduction Act of 1975, is proposed to be made
permanent.

Corporate surtax exemption.—The features of the Tax Reduction
Act of 1975 which, for calendar year 1975 only, reduced taxes on the
first $50,000 of corporate income are proposed to be made permanent
beginning July 1, 1976.

Financial institutions.—The 1977 budget anticipates enactment of
legislation that would reform the operation of the Nation's financial
institutions. A part of that reform would be to adopt uniform tax
rules for all types of banks. Special provisions currently allowing the
deduction of excess bad debt allowances in order to determine taxable
income for savings and loan associations and mutual savings banks
would be eliminated. In order to encourage financial institutions to
hold residential mortgages a new tax credit would be introduced.
The credit would be a percentage of interest income received on
residential mortgages and would range from 1.5% to 3.8% depending
upon the fraction of the institution's assets held in the form of
residential mortgages. Individuals holding residential mortgages
would be eligible for the credit at the 1.5% rate. The estimates shown
in table F-2 assume that these tax changes become effective January 1,
1977.

Electric utilities.—The 1977 budget proposals include tax relief
for the electric utility industry in order to stimulate construction of
additional facilities and insure that long-run economic growth is not
limited by capacity shortages in the production of electricity. The
proposal would:

—Increase the investment tax credit permanently to 12% on all
electric utility property except generating facilities fueled by
petroleum products.

—Give electric utilities full, immediate investment tax credits on
progress payments for construction of property that takes 2 years
or more to build, except generating facilities fueled by petroleum
products.

—Extend to January 1, 1981, the period during which pollution
control facilities installed in a pre-1969 plant or facility may
qualify for 5-year straight-line amortization in lieu of normal
depreciation and the investment credit.

—Permit 5-year amortization of the costs of either converting a
generating facility fueled by petroleum products into a facility
not fueled by petroleum products or replacing a petroleum-fueled
facility with one not fueled by petroleum.

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

1977



SPECIAL ANALYSIS F 137

—Permit a utility to elect to begin depreciation of accumulated
construction progress expenditures during the construction period.

—Permit a shareholder of a regulated public electric utility to post-
pone tax on dividends paid by the utility on its common stock by
electing to take additional common stock of the utility in lieu of
cash dividends.

The estimates shown in table F-2 assume that these tax changes
become effective July 1, 1976. The provisions regarding the invest-
ment tax credit and depreciation would apply only if the tax benefits
are "normalized" for ratemaking purposes.

Tax incentives for broadened stock ownership.—Tax incentives are
proposed to induce broader ownership of common stock. This plan
will provide a tax deferral for funds invested in stock-purchase plans
established by employers or directly by individuals. Funds must
remain invested for at least 7 years, and are subject to tax at the time
of withdrawal. This proposal will become effective July 1, 1976, and
the full deduction will be allowed for calendar year 1976. There will
be a limit on the maximum annual amount on which taxes can be
deferred and the maximum will be phased out at higher income levels.

Accelerated depreciation for investment in areas of high unemploy-
ment.—A tax incentive is also proposed to encourage construction of
new facilities or expansion of old facilities in areas experiencing
unemployment in excess of 7%. This will be accomplished by allowing
very rapid amortization for nonresidential buildings and capital
equipment. Buildings will be amortized over a period equal to one-half
their useful life. Capital equipment put in place in new or expanded
facilities will be amortized over 5 years; the full investment tax credit
can be claimed on such capital equipment. This incentive will apply to
projects begun after January 19, 1976, and before January 20, 1977,
and that are completed within 36 months.
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TAX EXPENDITURES

The Congressional Budget Act of 1974 requires a listing of tax ex-
penditures in the budget. Tax expenditures are defined by that act 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 tax liability." Tax expenditures are one means by which
the Federal Government pursues public policy objectives and, in
most cases, can be viewed as alternatives to budget outlays, credit
assistance, or other instruments of public policy.

Tax expenditures have varied objectives. Nearly all tax expenditures
are meant either to encourage certain economic activities or to reduce
income tax liabilities for taxpayers in special circumstances. Among
the economic activities encouraged by tax expenditures are investment,
exporting, petroleum exploration and development, spending by State
and local governments, and support of charitable institutions. The
deductibility of medical expenses, casualty losses, and personal exemp-
tions for the aged and blind are examples of adjustments of tax
liabilities to meet special circumstances.

The benefits of tax expenditures designed to encourage certain types
of economic activity typically do not rest fully or even mostly with the
corporations or individuals whose taxes are initially affected. An initial
reduction in taxes tends to attract more resources to the preferred
activity thereby competing away some or all of the short-run ad-
vantage conferred to particular taxpayers by the tax expenditures.
Thus benefits often accrue to others in the form of lower prices for
particular goods or services, or in other ways become widely diffused.
For example, the deductibility of charitable contributions does not
merely lower individual or corporate liabilities; the institutions that
receive the contributions also benefit as do the beneficiaries of charita-
ble institutions.

This special analysis provides measures of the quantitative im-
portance of various tax expenditures but does not attempt to evalu-
ate their effectiveness. It should be emphasized that the listing of
specific tax expenditure items does not imply either approval or dis-
approval of specific sections of the Internal Revenue Code any more
than the listing of outlay items in the budget implies approval or
disapproval.

Major changes in tax expenditures resulting from the Tax Reform
Act of 1976 are noted in the text. The analysis concludes with a
discussion of changes in tax expenditures resulting from the tax
proposals that are part of the 1978 budget.

DEFINING TAX EXPENDITURES

Income tax provisions resulting in tax expenditures are further
defined in the legislative history of the Congressional Budget Act as

119
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exceptions to the "normal structure" of the individual and corporation
income tax. They reduce tax liabilities for particular groups of tax-
payers. Excluded from further discussion in this analysis are negative
tax expenditures or tax penalties; that is, exceptions to the normal
structure of income taxes that result in increased tax liabilities for
certain groups of taxpayers. There are only a few such exceptions; one
example is the nondeductibility of gambling losses in excess of gam-
bling gains where gambling is engaged in for profit; another is limita-
tions on the deductibility of capital losses. Two were added by the Tax
Reform Act of 1976: deductibility of the costs associated with the
demolition of certain historic buildings was disallowed; and certain
normal tax treatment was denied for taxpayers who cooperate with or
participate in an international boycott.

The "normal structure" is not defined in the tax code. The concept
has evolved in recent years from various congressional and public
reviews of the U.S. tax system focusing on the definition of the income
tax base and the rates applied to that base. Conceptually, it would be
more appealing to begin with a theoretically pure income tax base
and use for this purpose "economic income," defined as receipts
available to support consumption or additions to net wealth, the
imputed value of in-kind consumption, and imputed changes in net
wealth. Some tax expenditures, such as those resulting from exclusions
of certain types of income or special deductions, could then be identified
as the result of departures from a theoretically pure tax base. However,
this is not possible. The concept of the normal structure recognizes
that it is impractical to make the necessary imputations. Furthermore,
the normal structure includes the separate taxation of individual and
corporate incomes whereas a theoretically pure tax structure would
integrate these two taxes. Theoretically pure tax bases could also be
specified for other types of taxes, such as a progressive tax on con-
sumption spending rather than on economic income.

Although a theoretically pure income tax base can be specified there
is no theoretical foundation upon which to support any particular
degree of progressivity in the individual income tax rate structure or
any particular corporate income tax rate. For purposes of identifying
tax expenditures, such as those resulting from special tax rates or tax
credits, the current law structure of progressive rates and provisions
that exclude low-income persons from tax liability are deemed a part
of the normal tax structure. If a set of tax rates could be agreed to on
normative grounds, it would then be possible to identify both positive
and negative tax expenditures against such a norm.

When the rate structure and threshold levels for tax liability are
changed, for whatever reason, the new rates and threshold levels be-
come part of the normal structure used in the analysis of tax expendi-
tures. The Tax Reduction and Revenue Adjustment Acts of 1975 in-
creased the low-income allowance (minimum standard deduction) and
introduced a tax credit for each personal exemption claimed by a tax-
payer (or optionally a 2% tax credit based on the first $9,000 of taxable
income), thus altering the normal tax structure. Those alterations,
which were made permanent or extended by the Tax Reform Act of
1976, reduced the estimated revenue losses associated with many tax
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expenditure items primarily because fewer taxpayers will itemize their
deductions. The President's proposal to increase personal exemptions
and the low-income allowance and to alter tax rates will have a similar
impact on tax expenditures.

The existing rate structure for individuals, ranging from 14% to
70%, and the 48% corporate tax rate cannot be presumed to exist
independently from current tax expenditures. If major tax expendi-
ture items were deleted and budget outlays remained constant, tax
rates would undoubtedly be set at lower levels so as to maintain an
appropriate fiscal policy. Moreover, because tax expenditures tend to
reduce the effective progressivity of the tax structure, it is quite likely
that a less progressive set of statutory tax rates would be established
if tax expenditures were eliminated.

Some of the more technical issues and ambiguities involved in
distinguishing between the normal structure of the income tax system
and tax expenditure provisions are discussed in the following para-
graphs. In a few cases the conceptual ambiguities are quite serious and
necessitate making essentially arbitrary distinctions.

• Separate rate schedules for single and married taxpayers, married
taxpayers filing separately, and heads of households.—Existing pro-
visions regarding the definition of taxpaying units are accepted as
part of the normal tax structure.

• Threshold levels for tax liability.—Tax code provisions that
determine threshold levels of income below which no tax lia-
bility is imposed for the different types and sizes of taxpaying
units are part of the normal structure. Personal exemptions and
the low-income allowance have traditionally determined these
thresholds. Legislation enacted during 1975 and 1976, temporarily
added a per exemption credit and a credit based upon taxable
income to these provisions. However, deductions for additional
personal exemptions for those over 65 and for the blind do
result in tax expenditures because they depend upon more
special circumstances. The percentage standard deduction, to the
extent it exceeds the low income allowance, also results in a tax
expenditure because it substitutes for itemized deductions that
are tax expenditure items.

• The progressive rate schedules for the individual income tax.—No tax
expenditure results because some income is taxed at lower rates
than other income when progressive rate schedules are applied to
all taxable income. The income averaging provision of the
code is a part of the normal structure since it limits the impact of
progressive rates when income increases significantly. The maxi-
mum tax of 50% on earned income could be viewed as part of the
normal structure of the individual income tax, and higher margin-
al rates on unearned income considered as resulting in negative
tax expenditures, but is treated as a tax expenditure in this
nalysis because it fits the definitional term "preferential rate
of tax."

• Imputed income from owner-occupied housing and other sources.—A
theoretically pure income tax would include in its base an imputa-
tion for the income received in kind from the occupancy of a
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home owned by the taxpayer and imputations for in-kind income
from the ownership of other durable assets. Because such imputa-
tions are difficult to make and are contrary to usual concepts of
income, they are not considered in the computation of tax
expenditures even though such exclusions of imputed income
affect the allocation of the economy's resources, particularly by
providing a stimulus to owner-occupied housing. If income on
owner-occupied housing were imputed, deductions for mortgage
interest and property taxes would be appropriate in order to
measure the amount of net income that would be included in the
tax base. Without the imputation, those two deductions result
in tax expenditures.
The value of Government services received by individuals.—The
exclusion from gross income of direct cash payments to individuals
by the Government, such as social security payments, does
result in a tax expenditure. Other Government programs extend
benefits in kind to individuals. Examples are medicare and public
education. Since these benefits are received in kind they cannot
be used, like cash, for purposes fully consistent with the re-
cipient's preferences. The exclusion of such imputed values from
income subject to tax does not result in tax expenditures. The
dividing line between nontaxable Government benefits that do
result in tax expenditures and those that do not is essentially
arbitrary. The most ambiguous case is the bonus value of food
stamps. It is so nearly the equivalent of cash that its exclusion
from income subject to tax might be considered to result in a
tax expenditure, but this is not done in the analysis which follows.
Capital gains and losses.—Although the base of a theoretically
pure income tax would include net capital gains on an accrual
basis, practical problems prevent identifying and taxing unrealized
capital gains for many types of assets, and hence the normal
structure taxes only wealth accruals when "realized." The
exclusion from taxable income of one-half of realized capital
gains, and the option of having up to $50,000 of realized capital
gains taxed at a 25% rate, clearly results in a tax expenditure.
At death, an individual may hold assets which have appreciated
or depreciated in value. No gain or loss is realized as income
because of the decedent's death. The failure to impute any such
gain or loss is not considered for purposes of this analysis to
result in a tax expenditure, since it is not clear how such gains
would be taxed, if at all, under a normal tax structure. Prior to
the enactment of the Tax Reform Act of 1976, as assets passed to
the estate, an heir, or other beneficiary, that new holder would
take the market value of the assets at the date the estate was
valued as the basis against which to measure any realized gain or
loss. Under the 1976 Act, the estate or beneficiaries are, after a
transition period, to carry over the decedent's basis and thus be
subject to tax on gains which accrued during the lifetime of the
decedent as well as gains which accrued subsequent to inheritance.
Gifts and bequests.—The tax system subjects gifts and bequests,
which are usually made within a family, to taxes separate from
the income tax and therefore their exclusion from taxable income
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under the individual income tax does not result in a tax expendi-
ture. Another set of tax expenditures could be defined for depar-
tures from a "normal structure" for gift and estate taxes, although
to do so would be beyond the scope of this analysis.
Treatment of individuals and corporations as separate taxpaying
entities.—A theoretically pure income tax would integrate the
taxation of individual and corporate income so as to avoid multiple
taxation of any particular type of income. Only individuals would
be taxed; corporate income would be taxed to shareholders,
whether or not it was distributed in the form of dividends. How-
ever, for practical reasons, separate taxation is accepted as part
of the normal tax structure for purposes of this analysis.
Forms of business organization.—The tax law recognizes different
forms of business organization including corporations, partner-
ships, small corporations treated in a manner similar to partner-
ships, cooperatives, mutual insurance companies, and individual
proprietorships. The provisions of the tax law that accommodate
different forms of business organization do not generally result in
tax expenditures so long as income is subject to tax at either the
business entity or individual level.
Deduction of business expenses.—The deduction of business ex-
penses is necessary to determine taxable income. Tax expendi-
tures do not ordinarily result from applying the definitions of
business expenses prescribed by the Internal Revenue Code and
Internal Revenue Service interpretative regulations. Tax expendi-
tures do occur when the tax code permits business or investment
expenditures that are capital outlays in economic terms to be
treated as current expenses. In the case of depreciation the Inter-
nal Revenue Code allows as a deduction "a reasonable allowance
for the exhaustion, wear and tear (including a reasonable allow-
ance for obsolescence)" on property used in a trade or business or
for the production of income. To avoid judging every taxpayer's
depreciation deductions against a standard of reasonableness, the
code permits standard depreciation techniques and useful lives to
be used. In some cases, tax expenditures result because the per-
mitted technique clearly results in excess depreciation being
claimed. In other cases, tax expenditures result because the useful
life is artificially short. With respect to machinery and equipment,
the asset depreciation range (ADR) system, which became
effective in 1971, defines a band within which estimates of useful
life are deemed to be "reasonable." That band is determined by
reference to broad classes of property and ranges 20% up and
20% down from a published figure designated as the "asset
guideline period." This analysis treats the ADR system as a
mechanism to arrive at a "reasonable allowance" and hence no
tax expenditure is listed in table F- l . The ADR system has been
included as a tax expenditure item in lists published by congres-
sional committees with estimates of $1,825 million for corpora-
tions and $195 million for individuals in 1978.
Foreign tax credits.—To avoid the double taxation of income
earned abroad, and thus accommodate the U.S. tax system to
international norms, the normal structure of income taxes in-
cludes tax credits for foreign taxes paid.
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• Income of controlled foreign corporations.—The income of foreign
corporations controlled by U.S. corporations or citizens is
generally not subject to U.S. tax until that income is repatriated.
This feature of the normal tax structure allows such corporations
to be taxed like other corporations doing business in the same
foreign countries and is in accord with international norms of
taxation. Consequently, this is not listed as a tax expenditure in
table F- l . There are certain exceptions to this general feature of
the tax law in order to avoid abuse in tax-haven countries, thus
making the concept of normal tax treatment somewhat
ambiguous. The deferral of income of controlled foreign corpora-
tions has been included as a tax expenditure item in lists pub-
lished by congressional committees with an estimated $365
million for corporations in 1978.

The above discussion does not exhaust the definitional complexities
inherent in the tax expenditure concept nor does this analysis consider
all special tax provisions. Some items have not been considered
because the issues have not been fully studied or because there is
insufficient information available on which to base a sound estimate.
Some items are omitted because of their relatively small quantitative
importance (less than a $5 million revenue loss).

The distinction between the normal tax structure and those excep-
tions leading to tax expenditures does not imply that the features of
the normal tax system should be exempt from periodic analysis and
review. Like tax expenditures, many features of the normal tax
structure have major effects upon the level and composition of
economic activity and the distribution of income; some features
affect the everyday activities of corporations, trusts, and partnerships.
Budget outlays, or other policy instruments, are alternative means to
achieve the objectives of some of the features of the normal tax
structures just as they are often a potential substitute for tax
expenditures.

MEASURING TAX EXPENDITURES

The tax expenditure estimates reported below in table F- l have
been prepared by the Treasury Department and are based upon tax
law as of December 31, 1976. For fiscal years the estimates show the
loss of budget receipts resulting from each of these particular features
of the tax system. For those tax expenditures resulting from the
exclusions from taxable income of Federal Government payments to
individuals, the underlying estimates of payments upon which the tax
expenditure estimates are based are those shown elsewhere in the
budget; hence they reflect any proposed changes in those programs.
No separate estimates can reasonably be made for the transition
quarter.

Each estimate is based upon three major assumptions. The first is
that only the tax provision in question is deleted and all other features
of the tax system, including the structure of rates, remain unchanged.
In most cases, the hypothetical deletion of the special tax provision
increases the estimated taxable income for corporations or individuals;
the existing marginal tax rates are then applied to the change in
taxable income, thereby giving the estimated tax expenditure. For
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each itemized nonbusiness deduction for individuals, the estimated
revenue loss is based upon the amount by which the standard deduc-
tion is exceeded. Tax expenditures resulting from credits are simply
equal to the estimated credits claimed by all taxpayers. If, however,
major tax expenditures were in fact deleted, as was noted earlier,
some features of the normal income tax, such as rate structures or
personal exemptions, would probably be changed so that the marginal
rates used in making the estimates would no longer apply.

The second major assumption used to make the estimates is that
economic conditions remain unchanged in response to the hypothetical
change in the tax laws. The general economic conditions assumed are
those upon which the whole budget is based. (See Part 3 of the Budget.)
A tax expenditure is, however, only the revenue gain directly associated
with a hypothetical repeal of the provision in question and does not
reflect any revenue loss due to a decline in economic activity which
might arguably result from repeal of that tax provision. No "second
order" effect is included in the estimate because it is assumed that
some offsetting fiscal action would be taken to keep economic aggre-
gates on the same path that underlies all budget estimates.

The third assumption is that taxpayer behavior remains unchanged
in response to the hypothetical repeal of a tax expenditure provision.
In many cases this assumption is unrealistic. To the extent that tax
expenditures intended to encourage certain economic activities have
been successful, their elimination would presumably change tax-
payer behavior. This would alter the mix of economic activity within
the assumed, constant economic aggregates. Any change in receipts
due to a different mix of activity is not reflected in the estimates.

Whenever possible, sample data from tax returns have been used to
estimate tax expenditures. These data are not, however, available for
the years presented in this analysis, as these returns have not yet been
filed or tabulated. Consequently, the estimates must be made by
extrapolating sample tax return data from past years by means of
other, more current information including the economic forecast used
in estimating budget receipts and outlays. Moreover, many tax
expenditures result from excluded income, not reported on tax returns.
In these cases estimates must be based upon other data sources. Any
changes scheduled by existing law, such as the phasing in or out of
specific provisions, are accounted for in the estimates.

The estimates of tax expenditures presented in this analysis are
reduced by any minimum tax liabilities associated with particular
items. The minimum tax for tax preferences was introduced at a 10%
rate by the Tax Reform Act of 1969 in an attempt to insure that
individuals and corporations receiving tax preferences do not escape
bearing a share of the tax burden. Among the tax expenditure items
initially included in the base of the minimum tax were accelerated
depreciation on real property, excess reserves of financial institutions
for losses on bad debts, percentage depletion in excess of cost depletion,
and—by far the largest item—the excluded half of net long-term
capital gains. The Tax Reform Act of 1976 added to the base of the
minimum tax for individuals the following items: (1) itemized deduc-
tions (other than medical and casualty loss deductions) in excess of
60% of adjusted gross income; (2) intangible drilling costs in excess of
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the amount that would be deductible if they were capitalized and
amortized over 10 years or if they were deducted pursuant to a cost
depletion method; and (3) accelerated depreciation on all personal
property subject to a lease. The act also increased the minimum tax
rate to 15%. For individuals the exemption level was reduced from
the greater of $30,000 or regular taxes paid to the greater of $10,000
or one-half regular taxes paid. For corporations the exemption level
was reduced from the greater of $30,000 cr regular taxes paid to the
greater of $10,000 or regular taxes paid. No new items were added to
the base of the minimum tax for corporations.

Some tax expenditure items affect the timing of deductions or the
receipt of taxable income. Examples are depreciation in excess of
straight line for buildings and rental housing and the deferral of income
by domestic international sales corporations (DISCs). These pro-
visions create a permanent tax expenditure even though for a particular
taxpayer, transaction, or asset the special provision may defer a tax
rather than eliminate it. However, for a stable or growing business
with an indefinite life, the deferral of taxes continues forever under
most of these provisions. Furthermore, as the economy grows, these
amounts increase over time. Estimates for these items attempt to
show the difference between budget receipts under current law and
budget receipts if a different law had always been in effect. These
figures therefore generally show more than the revenue that could be
obtained in the first years of a transition from one tax law to another.
They are long-run estimates at the levels of economic activity assumed
for the years in question.

Tax expenditure estimates cannot be simply added together to form
totals for functional areas or a grand total. In some cases the revenue
gain resulting from the deletion of two tax expenditure items would be
greater than the sum of the individual estimates. For example, if
interest income from State and local government securities were made
taxable and capital gains were taxed at ordinary rates, many more indi-
viduals would be pushed into higher tax brackets than if just one of
these sources of income became fully taxable; the combined effect on
revenue would be greater than the sum of the two separate estimates.
In other cases, the revenue gain from the deletion of two items would
be smaller than the sum of the individual estimates. For example, if
the deductibility of mortgage interest payments and homeowner
property taxes were both repealed, and the standard deduction
unchanged, many individuals who now itemize their deductions would
opt for the standard deduction, thus limiting the revenue gain. In
general, elimination of multiple items that are personal deductions
would increase revenue by less than the simple sum of the revenue
gains from eliminating each item measured separately since many
taxpayers would switch to using the standard deduction. Conversely,
elimination of multiple items that are exclusions from adjusted gross
income would increase revenue by more than the sum of the individual
gains as taxpayers would be pushed into higher tax brackets. More-
over, if several major tax expenditure items were eliminated, the
assumptions of no changes in economic behavior and conditions or in
other features of the tax system would have little validity.

To illustrate the severity of the aggregation problem, a special
calculation was made of the revenue gain resulting from a hypothetical
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repeal of all itemized deductions resulting in tax expenditures. This
hypothetical revenue gain would be $21.2 billion in 1978, whereas the
simple sum of the tax expenditures for each separate item is $31.3
billion. The estimate for the combined effect of all such deductions
was derived from a model of the tax system that accounts for the
interaction between tax expenditure provisions and the provisions
of the normal structure. In particular the model provides that in-
dividuals would take the standard deduction if itemized deductions
were repealed. No comparable estimate can reasonably be made for
the combined effect of a hypothetical repeal of all exclusion provisions.

A few aggregations of related tax expenditure items are presented
and discussed in the next section. These aggregates have been specially
estimated so as to account for the interactions referred to above but
do not consider the effect of changes in behavior. Where tax expendi-
tures for both individuals and corporations result from the same tax
code provision, such as the investment tax credit, the two estimates
may appropriately be added together.

TAX EXPENDITURES BY FUNCTION

Estimates of tax expenditures are grouped together by functional
category and presented in table F- l . The estimates are shown sep-
arately for individuals and corporations. Wherever possible, particular
tax expenditures have been classified according to the functional cate-
gories used for budget outlays. Many tax expenditures do not, how-
ever, fit into these categories and for this reason three special functional
categories have been added: business investment; personal investment;
and other tax expenditures.

A brief description of each of the special tax provisions for which a
tax expenditure estimate is shown in table F-l follows.

National defense.—The supplements to salaries of military personnel,
including provision of quarters and meals on military bases and
quarters allowances for military families, and virtually all salary pay-
ments and reenlistment bonuses to military personnel serving in com-
bat zones, are excluded from tax. Disability-related military pensions
received by current retirees are largely excluded from taxable income.
The Tax Reform Act of 1976 terminated the exclusion of noncombat
related disability pensions for those who entered the armed services
after September 24, 1975.

International affairs.—Prior to 1976, a U.S. citizen was generally
able to exclude up to $20,000 a year of foreign earnings if the taxpayer
were a bona fide resident of a foreign country. After 3 years of for-
eign residence a taxpayer could exclude up to $25,000 a tax year of
foreign earnings. The Tax Reform Act of 1976 modified these pro-
visions, limiting the exclusion to $20,000 only for employees of U.S.
charitable organizations and reducing it to $15,000 for all others,
denying tax credits for foreign taxes paid on excluded income, and
taxing income beyond the amount eligible for exclusion at the higher
bracket rates which would apply if the excluded income were also
subject to tax. The estimates also reflect the tax-exempt status of
certain allowances received by Federal employees working abroad.
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Table F-1. TAX EXPENDITURE ESTIMATES BY FUNCTION1

(In millions of dollars)

Corporations Individuals
Description

1976 1977 1978 1976 1977 1978

National defense:
Exclusion of benefits and allowances to Armed

Forces personnel 1,020 1,095 1,260
Exclusion of military disability pensions 90 105 115

International affairs:
Exclusion of gross-up on dividends of LDC cor-

porations 40
Exclusion of income earned abroad by U.S. citizens, 145 120 135
Deferral of income of domestic international sales

corporations (DISC) 1,220 1,030 1,190
Special rate for Western Hemisphere trade corpora-

tions 50 35 25
Agriculture:

Expensing of certain capital outlays 85 80 70 455 370 440
Capital gain treatment of certain income 10 10 15 315 330 350

Natural resources, environment, and energy:
Exclusion of interest on State and local govern-

ment pollution control bonds. . . . 110 170 220 50 75 100
Exclusion of payments in aid of construction:

Water and sewage utilities 15 10
Expensing of exploration and development costs_._ 640 610 600 160 105 150
Excess of percentage over cost depletion 1,010 1,035 1,060 285 275 300
Pollution control: 5-year amortization. __ ___ 10 —80 —130
Capital gain treatment of royalties on coal and iron

ore : - : - — - 15 2 0 2 0 4 0 4 5 5 0

Capital gain treatment of certain timber income. __ 290 300 325 95 95 100
Commerce and transportation:

Exemption of credit unions 145 165 185
Exclusion of certain income of cooperatives 410 455 490 -155 -165 -170
Corporate surtax exemption 4,170 4,650 4,250
Deferral of tax on shipping companies 110 90 70
Railroad rolling stock: 5-year amortization —25 —35 —40 ___ __
Financial institutions: Excess bad debt reserves— 485 560 645
Deductibility of nonbusiness State gasoline taxes 710 795 880

Community and regional development:
Housing rehabilitation: 5-year amortization 15 10 5 25 20 10

Education, training, employment, and social services:
Exclusion of scholarships and fellowships 195 250 285
Parental personal exemptions for students, ages

handover 720 750 770
Deductibility of contributions to educational

institutions 190 215 240 510 540 565
Deductibility of and credit for child and dependent

care expenses . . — . 290 840 870
Credit for employing AFDC and public assistance

recipients 10 15 15
Health:

Exclusion of employer contributions to medical
insurance premiums and medical care _ 4,490 5,195 5,840

Expensing of removal of architectural barriers to
the handicapped 5 10

DeductibiHty of medical expenses 2,315 2,585 2,870
Income security:

Exclusion of social security benefits:
Disability insurance benefits 330 380 430
OASI benefits for aged 2,725 3,125 3,460
Benefits for dependents and survivors ___ 645 730 795

See footnote at end of table.

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

1978



SPECIAL ANALYSIS F 1 2 9

Table F-l. TAX EXPENDITURE ESTIMATES BY FUNCTION i—Continued

(In millions of dollars)

Corporations Individuals
Description 1976 1977 1978 1976 1977 1978

Income security—Continued
Exclusion of railroad retirement system benefits__ 190 200 205
Exclusion of sick pay 195 50 55
Exclusion of unemployment benefits 3,335 2,745 2,445
Exclusion of workmen's compensation benefits 590 705 810
Exclusion of public assistance benefits 95 100 105
Exclusion of special benefits for disabled coal

miners _ 50 50 50
Net exclusion of pension contributions and earn-

ings:
Employer plans 7,290 8,715 9,940
Plans for self-employed and others 1,060 1,305 1,535

Exclusion of other employee benefits:
Premiums on group-t*rm life insurance 765 800 835
Premiums of accident and accidental death

insurance 65 70 75
Income of trusts to finance supplementary unem-

ployment benefits 10 10 10
Meals and lodging (other than military) 310 330 350
Employer contributions to prepaid legal expense

plans 5 10
Employee stock ownership plans (ESOP) funded

through investment tax credits 25 245 255
Exclusion of capital gain on home sales if over 65 _ 40 40 70
Excess of percentage standard deduction over low-

income allowance 1,140 1,285 1,410
Additional exemption for the blind 20 20 20
Additional exemption for over 65 1,145 1,220 1,280
Retireme t income credit and credit for the elderly. 110 495 440
Earned income credit 220 215 205

Veterans benefits and services:
Exclusion of veterans disability compensation 595 655 690
Exclusion of veterans pensions 30 30 35
Exclusion of GI bill benefits 305 255 200

General government: Credits and deductions for po-
litical contributions 35 40 35

Revenue sharing and general purpose fiscal assist-
ance:

Exclusion of interest on general purpose State and
local debt 2,845 3,105 3,470 1,520 1,680 1,880

Credit for corporations in U.S. possessions 240 285 310
Deductibility of nonbusiness State and local taxes

(other than on owner-occupied homes and gaso-
line) 7,255 8,095 8,990

Interest: Deferral of interest on savings bonds 550 565 625
Business investment:

Exclusion of interest on State and local industrial
development bonds 150 195 235 75 90 110

Excess first-year depreciation 40 45 45 140 135 145
Depreciation on buildings in excess of straight line:

Rental housing. _ 100 100 100 405 405 425
Other 225 210 200 200 180 175

Expensing of research and development expendi-
tures. 1,325 1,395 1,450 25 30 30

Expensing of construction period interest and
taxes___: . 415 475 500 215 150 140

Capital gain: Corporate (other than farming and
timber) . 545 555 550

Investment credit _.__ _ 7.685 8,640 9,670 1,810 1,970 2.205
See footnote at end of table.

240-700 O - 77 - <
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Table F-1 TAX EXPENDITURE ESTIMATES BY FUNCTION-Continued
(In millions of dollars)

Corporations Individuals
Description 1976 1977 1978 1976 1977 1978

Personal investment:
Dividend exclusion __ 430 455 480
Capital gain: Individual (other than farming and

timber)._.. ___._ __ 7,320 7,030 7,360
Exclusion of interest on life insurance savings. _ 1,655 1,815 1,995
Deferral of capital gain on home sales 845 890 935
Deductibility of mortgage interest on owner-

occupied homes _ 4,870 5,435 6,030
Deductibility of property taxes on owner-occupied

homes 4,030 4,500 4,995
Deductibility of casualty losses 310 345 380
Credit for purchase of new home 650 100

Other tax expenditures:
Deductibility of charitable contributions (other

than education) 350 400 445 4,360 4,900 5,475
Deductibility of interest on consumer credit 2,105 2,310 2,565
Maximum tax on earned income 605 730 855

MEMORANDUM
Combined effect of provisions disaggregated above:

Capital gains . 865 885 905 7,770 7,500 7,860
Exclusion of Interest on State and local debt 3,110 3,475 3,925 1,645 1,850 2,090
Deductibility of State and local nonbusiness taxes- 10,865 12,125 13,460
Deductibility of charitable contributions 540 620 685 4,870 5,440 6,040

1 All estimates are based on the tax code as of Dec. 31 , 1976.

The 1976 Act repealed a special provision for U.S. firms operating in
a less developed country (LDC). When a foreign subsidiary of a U.S.
corporation operating in a LDC repatriated dividends to its parent
corporation, that income could, under prior law, be reported net of
foreign income taxes paid. U.S. tax liability was then calculated on
that net amount and the foreign tax taken as a credit. For non-LDC
corporations, foreign source income must now be "grossed up" by
adding back in an amount equal to foreign taxes paid. Under prior
law the failure to "gross up" dividends by the amount of the foreign
taxes paid to LDCs resulted in a tax expenditure.

The profits of a domestic international sales corporation (DISC)
are not taxed to the DISC but instead are taxed to the shareholders
when distributed to them. This deferral was available for 50% of the
export income of a DISC prior to 1976. The Tax Reform Act of 1976
permits DISC benefits to the extent that current export gross receipts
exceed 67% of the DISC's average for a 4-year moving base period
(initially 1972-75) which will move forward year-by-year after 1979.
DISCs with less than $150,000 of taxable income are exempt from the
incremental rule. The Tax Reduction Act of 1975 denied DISC
benefits to exporters of energy products and the 1976 Act terminated
DISC benefits for 50% of military sales.

The 1976 Act phases out the 14-percentage-point tax rate reduction
provided under prior law for domestic corporations qualifying as
Western Hemisphere trade corporations.
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Agriculture.—Prior to the Tax Reform Act of 1976, farmers, includ-
ing corporations engaged in agriculture, were allowed to deduct
certain costs as current expenses even though these expenditures were
for inventories on hand at the end of the year or for capital improve-
ments. The Tax Reform Act of 1976 generally denies these favorable
forms of tax treatment to large corporations by requiring them to use
accrual accounting. Syndicated partnerships engaged in various
agricultural activities are also required to capitalize preproduction
costs.

Capital gains treatment generally applies to the sale of livestock,
orchards, vineyards, and comparable agricultural activities.

Natural resources, environment, and energy.—The interest income on
State and local government bonds issued to finance the pollution
control facilities of private firms is exempt from Federal income tax.
The volume of outstanding bonds issued for this purpose has been
growing rapidly in recent years.

The Tax Reform Act of 1976 provides that certain payments made
by customers to water and sewage disposal utilities for the purpose
of aiding the construction of new facilities be treated as contributions
to capital rather than income.

Certain capital costs necessary to bring a mineral deposit into
production may be deducted as current expenses rather than spread
over the useful life of the property. Included in this category are the
intangible drilling costs of oil such as the wages of drilling crews, and
the cost of developing other mineral deposits, such as expenditures
for mine shafts, tunnels, and stripping. The Tax Reform Act requires
amounts deducted for intangible drilling expenses on oil and gas
wells to be recaptured upon sale or other disposition of the oil or gas
property by treating those amounts as ordinary income to the extent
that they exceed the amounts which would be allowed if the intangible
expenses were capitalized and amortized over the useful life of the
the well. The Act also added to the base of the minimum tax intangible
drilling costs in excess of the amount that would be deductible if
capitalized and amortized over 10 years or if deducted pursuant to a
cost depletion method.

Extractive industries may generally choose between cost depletion
and percentage depletion. Under cost depletion, actual outlays, to the
extent not immediately expensible, may be deducted over the produc-
tive life of the property, much as other businesses may take deductions
for the depreciation of capital goods. Under percentage depletion,
businesses in the extractive industries may deduct a prescribed
percentage of gross income (at rates ranging from 22% for oil and gas
to 5% for certain minerals, but not more than 50% of net income or
65% of net income in the case of oil and gas). Percentage depletion is
not limited to the cost of the investment as is cost depletion. The
basis for "cost depletion" is reduced to the extent certain costs are
recovered through expensing of exploration and discovery costs and
intangible drilling costs. There is no comparable reduction in "per-
centage depletion" for costs which are allowed as expenses. A tax
expenditure estimated on the assumption that both percentage
depletion and expensing of intangible drilling costs were eliminated
would be significantly smaller than the sum of the two separate items
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because percentage depletion would exceed cost depletion by a lesser
amount if the basis for cost depletion were increased by depreciating
exploration, discovery, and intangible drilling costs that are currently
expensed. The Tax Reduction Act of 1975 limited the application of
percentage depletion to independent oil and gas producers and royalty
owners and to specific quantities of output. The act phased the
percentage depletion rate for oil and gas down from 22% through 1980
to 15% in 1984 and thereafter.

Royalties from coal or iron ore deposits are treated as capital gains,
rather than ordinary income.

The gain on the cutting of timber is taxed at rates applicable to
long-term capital gains, rather than at ordinary income rates. The
revisions to the minimum tax made by the Tax Reform Act of 1976
do not apply to capital gains income from timber.

From 1969 through 1975 a taxpayer could elect 5-year amortization
of certified pollution control facilities installed in connection with a
plant that was in operation before 1969. The taxes previously deferred
under this provision are now being paid and as a result negative
numbers appear in table F- l for 1977 and 1978. In these years greater
amounts of tax will be paid than if this provision had not been enacted.
The Tax Reform Act of 1976 extended the 5-year amortization pro-
vision to pollution control facilities installed in connection with
plants in operation before 1977. Under prior law, if taxpayers elected
the 5-year amortization they could not claim the investment tax
credit on the capital cost of the facility. The 1976 act provides that
one-half of the investment tax credit can be claimed for such facilities.
Revenue losses will result from these new provisions in years after
1978.

Commerce and transportation.—Credit unions are exempt from
Federal income tax.

Cooperatives may deduct cash and noncash patronage dividends
based on net income earned on business done with patrons provided
that 20% of the total dividend is paid in cash and the patron has
agreed to take the entire dividend into his income. Per-unit retains,
that is, amounts retained from the value of products marketed for
patrons, may be deducted by the cooperative if patrons agree to take
the face amounts into current income. Agricultural cooperatives
meeting certain requirements are permitted to deduct dividends on
capital stock and payments to patrons from nonpatronage income.
Rural electric and telephone cooperatives may deduct noncash
patronage dividends and patrons generally need not take such divi-
dends into income. The tax expenditures result from the deducti-
bility of noncash patronage dividends, retains, dividends on capital
stock, and payments to patrons out of nonpatronage income. If non-
cash patronage dividends and retains were not deductible by coopera-
tives, they would no longer be taken into current income by patrons
and hence individual income taxes would be lower.

Under the permanent tax code, corporations pay income tax at the
rate of 22% on all taxable income plus a surtax of 26% on taxable
income in excess of $25,000. Each corporation therefore receives a
surtax exemption of $25,000. This exemption is intended to encourage
small or new business. For 1975 only, the Tax Reduction Act of 1975
provided that the tax rate on the first $25,000 of taxable income be
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reduced to 20% and that the surtax exemption extend to the second
$25,000 of taxable income. This temporary provision was extended to
December 31, 1977, by the Tax Reform Act of 1976.

Certain companies which operate U.S.-flag vessels on foreign trade
routes receive an indefinite deferral of income taxes on that portion
of their net income which is used for shipping purposes, primarily
construction, modernization, and major repairs of ships. The Tax Re-
form Act of 1976 provides for an investment credit of one-half the
regular credit on the tax-deferred amounts withdrawn from capital
construction funds.

Specified classes of railroad rolling stock are eligible for amortiza-
tion over a 5-year period whether owned by railroad companies or by
lessors, rather than their longer, expected useful life. If 5-year amorti-
zation is elected the investment tax credit cannot be claimed. This
provision applies only to rolling stock placed in service before 1976.
Greater amounts of tax are currently paid than if this provision had
not been enacted because in most cases the 5-year amortization period
has expired; hence the negative figures in table F- l . Tax liabilities are
now greater because no depreciation can be claimed.

Commercial banks, mutual savings banks, and savings and loan
associations are permitted to deduct and set aside additions to bad
debt reserves in excess of actual loss experience and reasonable ex-
pectations as to future losses. Commercial banks may maintain a
reserve of 1.2% of uninsured loans. The ratio will phase down to 0.6%
in calendar year 1981. Mutual savings banks and savings and loan
associations may deduct 42% of income in calendar year 1977, pro-
vided they maintain stipulated fractions of their assets in "qualifying
assets/' primarily residential mortgages. Under current law their max-
imum deduction will phase down to 40% in 1979 and thereafter.

Individuals who itemize their deductions may deduct State and
local gasoline excise taxes paid. The deduction of excise taxes on gaso-
line used for business purposes does not result in a tax expenditure
since they would in any case be deductible as a business expense.

Community and regional development.—The Tax Reform Act of 1976
extended until January 1, 1978, provisions whereby taxpayers may,
under certain conditions, elect to depreciate rehabilitation expendi-
tures for low- and moderate-income rental housing over a 5-year
period. Qualified rehabilitation expenditures may not exceed $20,000
per dwelling unit and must exceed $3,000.

Education, training, employment, and social service.—Recipients of
scholarships and fellowships may exclude such amounts from taxable
income, subject to certain limitations. The exclusion of educational
benefits under the GI bill is included in the "Veterans benefits and
services7' function.

Taxpayers may claim personal exemptions, and the related $35
credit, for dependent children 19 or over who receive income of $750
or more per year only if the children are full-time students. The student
may also claim an exemption on his or her own tax return, in effect
providing a double exemption, one on the parents' return and one on
the student's.

Contributions to nonprofit educational institutions are allowed as a
deduction for individuals and corporations. (See the discussion of
other charitable contributions under "Other tax expenditures.")
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The Tax Reform Act of 1976 substantially modified the tax treat-
ment of child and dependent care expenses. Under prior law such
expenses, incurred to enable both spouses to work, could be taken as
an itemized deduction up to a maximum of $400 per month. The
deduction was reduced by 50 cents for each dollar of adjusted gross
income in excess of $18,000 per year. The new act substitutes a tax
credit of 20% of eligible expenditures up to a maximum of $2,000 for
one dependent and $4,000 for two or more. The act extends the
credit to married couples when one spouse works part-time or is a
student and to a divorced or separated parent who has custody of a
child. It also eliminates the income limit.

A credit is allowed against income tax liability equal to 20% of
first-year wages and salaries of employees who were placed in employ-
ment under the work incentive program or were previously AFDC
recipients. The credit for a taxable year cannot exceed $50,000 plus
50% of the excess over that amount.

Health.—Payments by employers for health insurance premiums
and other medical expenses are deducted as business expenses by
employers and excluded from income by employees. The exclusion from
employees' income gives rise to the tax expenditure.

Medical expenses in excess of 3% of adjusted gross income, including
expenditures for prescribed drugs and medicines in excess of 1% of
adjusted gross income, may be deducted by individuals as itemized
nonbusiness deductions. Individuals may also deduct half of the
premiums they pay for medical care insurance up to a maximum
deduction of $150 per year, without regard to the 3% limitation.

Income security.—Most forms of government transfer payments to
individuals, such as social security and unemployment benefits, are
excluded from taxable income. If the taxpayer had no other source of
income, these payments, even if taxable, would not generally be suffi-
cient to result in any tax liability, given personal exemptions and
minimum standard deductions. Since some recipients have property
income, receive earnings (in some instances for only part of a year), or
may file jointly with working spouses, tax expenditures result from
these exclusions.

Under prior law, certain payments, up to $100 per week, financed by
an employer in lieu of wages during periods of employee injury or sick-
ness were excluded from the employee's taxable income. The Tax
Reform Act of 1976 repealed the sick pay exclusion except for persons
under the age of 65 who are permanently and totally disabled. For
these individuals the exclusion is reduced dollar for dollar for adjusted
gross income (including disability income) in excess of $15,000.

Certain contributions to pension plans paid by employers, and
amounts set aside by the self-employed and employees not covered
by an employer's plan, are excluded from the individual's gross income
in the year of contribution. The investment income earned by pension
funds is not taxable currently. The resulting tax expenditures are
composed of two elements: lower effective tax rates after retirement,
due to lower incomes and special tax provisions enjoyed by the aged;
and the excess of aggregate current contributions and investment
earnings over aggregate amounts paid out in benefits. Self-employed
persons can make deductible contributions to their own retirement
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plans equal to 15% of their income, up to a maximum of $7,500 per
year. Employees not covered by an employer's plan may deduct annual
contributions of 15% of compensation, up to a maximum of $1,500, or,
under the terms of the 1976 Act, $1,750 if the retirement account is
owned jointly by a husband and wife.

In addition to pension plans, many employers provide other em-
ployee benefits that are excluded from employee income. The em-
ployer's share of these benefits are deductible business expenses.
Included in the meals and lodging item is the exclusion of housing
allowances and the rental value of parsonages from the taxable income
of ministers.

The Tax Reform Act of 1976 temporarily added two items to the
list of employee fringe benefits eligible for special tax treatment:
prepaid legal services plans and employee stock ownership plans
(ESOP). Under prior law an employee had to include in taxable
income either his share of employer contributions to a prepaid legal
services plan or the value of legal services received under the plan.
The act excludes from employee income both employer contributions
and the value of benefits received under such a plan. The act also
provides that, through 1980, a corporation may claim an additional 1%
investment tax credit if an equivalent amount of its common stock
is set aside in an ESOP. This provision of the 1976 act extended a
provision of the Tax Reduction Act of 1975. Under the 1976 act a
further one-half of 1% investment tax credit may be claimed if the
resulting addition to an ESOP is matched by employee or employer
contributions. Employees aie generally prohibited from withdrawing
their share of an ESOP for 7 years. The tax expenditures resulting
from additional investment tax credits claimed under the ESOP pro-
visions are listed in the income security function because the pro-
visions primarily benefit employees rather than the corporations which
claim the tax credit.

A taxpayer 65 or older may exclude from gross income any capital
gain allocated to the first $35,000 of the adjusted sales price on a sale
of a personal residence. This once-in-a-lifetime exclusion was increased
from $20,000 by the Tax Reform Act of 1976.

The percentage standard deduction limits the tax liability for
many taxpayers, predominately in the middle-income range, and for
that reason is classified under income security. For calendar year 1975
only, the Tax Reduction Act of 1975 provided a percentage standard
deduction of 16% of adjusted gross income up to a limit of $2,600
for married persons filing joint returns and $2,300 for single persons.
The Tax Reform Act of 1976 made the 16% rate permanent and set
limits of $2,800 for joint returns and $2,400 for singles. The per-
centage standard deduction is a substitute for itemizing personal de-
ductions; the estimates shown are for the amount by which the percent-
age standard deduction exceeds the low-income allowance or the
itemized deductions that would be taken in the absence of this provi-
sion, whichever is greater. This provision also encourages taxpayers to
use the simplified short form 1040A.

Additional personal exemptions of $750 may be deducted by tax-
payers who are over 65 or who are blind. These additional exemptions
may not be claimed for a taxpayer's dependents.

The retirement income tax credit was substantially changed by the
Tax Reform Act of 1976 and renamed the "credit for the elderly."
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Under prior law, individuals who were over age 65 could claim a
tax credit of 15% of retirement income from all sources except social
security, railroad retirement, and other tax-exempt benefits. The
maximum amount of retirement income to which the 15% credit
applied was $1,524 for a single person and $2,286 for a married couple
where one spouse had worked prior to retirement and $3,048 if both had
worked. The provision was designed to provide taxpayers with taxable
retirement income a tax benefit approximately comparable to that
accorded recipients of social security and similar tax-exempt benefit
payments. The 1976 act simplified eligibility rules and increased the
maximum base for the credit to $2,500 for a single person and to $3,750
for a married couple. It also eliminated the parallel to social se-
curity by making the credit available for earned income as well
as retirement income. Under the new act the base upon which the
credit is calculated continues to be reduced by tax-exempt social
security and retirement income, and the credit is phased out at levels of
adjusted gross income above $7,500 for a single person and $10,000
for a married couple.

The aggregate effect of excluding social security and railroad re-
tirement benefits for retirees, the additional exemption for persons
over 65, and the credit for the elderly are revenue losses of $4,585
million in 1976, $5,545 million in 1977, and $5,925 million in 1978.
These aggregates are greater than the sum of the individual estimates
because more elderly persons would be pushed to taxpaying levels
of income or into higher tax brackets if all of these items were de-
leted from the tax code.

The Tax Reduction Act of 1975 established, on a temporary basis,
an earned income credit for low-income workers with children. The
maximum credit is 10% of a worker's first $4,000 of earned income
and phases out at $8,000 of earned income or adjusted gross income,
whichever is greater. To the extent that the credit reduces or elimi-
nates tax liabilities it results in a tax expenditure. Credits in excess
of tax liabilities are paid to individuals. These payments are treated
as budget outlays and are estimated to be $856 million in 1977.
The Tax Reform Act of 1976 extended the earned income credit
through calendar year 1977.

Veteran benefits and services.—All compensation due to death or
disability and pensions paid by the Veterans Administration are
excluded from taxable income. GI bill benefits are also excluded.

General government.—Political contributions up to a maximum of
$100 ($200 in the case of joint returns) may be deducted, or tax
credits may be taken up to one-half of contributions but limited to
$25 ($50 on joint returns).

Revenue sharing and general purpose fiscal assistance.—The interest
on State and local government debt is excluded from Federal taxation.
Both corporations, mainly commercial banks, and individuals receive
this tax-exempt income. As a result, these governments are able to
sell debt obligations at a lower interest cost than would be possible
if such interest were subject to tax. The exclusion of interest on State
and local government industrial development bonds and securities
issued to finance pollution control facilities are classified elsewhere;
only the effect of excluding interest on general purpose obligations and
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revenue bonds for public purposes such as toll roads is estimated for
this function. The estimated revenue loss from all tax-exempt bonds
is $6.0 billion for 1978.

Under prior law, U.S. corporations receiving income from sources
in a U.S. possession could, under certain conditions, exclude all
foreign source income from tax. The Tax Reform Act of 1976 repealed
this provision and introduced instead a special credit equal to the
U.S. tax, but only on income from sources in a U.S. possession.

The deducibility of nonbusiness State and local taxes provides
indirect assistance to these governments. The deducibility of property
taxes on owner-occupied homes and excise taxes on gasoline are classi-
fied elsewhere. The estimates shown here are primarily for the deduci-
bility of State and local income and sales taxes. The Reductibility of all
State and local taxes resulted in an estimated tax expenditure of $13.5
billion in 1976.

Interest—Holders of U.S. sayings bonds are not required to include
the interest on these securities in their taxable income until the bonds
are redeemed, thereby deferring tax liabilities.

Business investment.—The interest on certain industrial development
bonds issued by State and local governments is excluded from taxable
income. The proceeds of these bonds are used to finance private in-
vestment in manufacturing plants and other facilities. For that reason
this item is classified as business investment rather than under revenue
sharing and general purpose fiscal assistance to State and local
governments.

To the extent that allowable depreciation for tax purposes exceeds
the rate at which assets actually depreciate, business tax liabilities
are deferred. Businesses may employ a variety of depreciation sched-
ules for tax purposes, some of which cause a much larger part of asset
values to be written off in early years of the asset's useful life than do
others. An extra first-year depreciation deduction of 20% may be
claimed for $10,000 of tangible personal property ($20,000 on a joint
return) having a useful life of at least 6 years. The revenue costs of
allowing buildings and rental housing to be depreciated for tax pur-
poses by methods that reduce asset value more rapidly than straight-
line depreciation (the method typically used in financial statements)
are shown.

Research and development expenditures typically result in new
products or processes, cost reductions, or other outcomes the benefits
from which will, in nearly all cases, continue into the future. For tax
purposes businesses may deduct all research and development ex-
penditures in the year during which they are incurred rather than
amortizing them over a number of years. The tax expenditure is
estimated as if such expenditures were amortized over a 5-year period.

Under prior law taxpayers could deduct on a current basis interest
and property tax payments made during the period when a building
was under construction rather than include such costs of construction,
along with other costs, in the value of the completed structure, which
would then be depreciated over its useful life. The Tax Reform Act
of 1976 reduced this tax expenditure by providing that, for noncorpor-
ate taxpayers, construction period interest and taxes be capitalized
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and amortized over a 10-year period. The new provision is to be phased
in over a 7-year period with more generous transition rules for Govern-
ment-subsidized housing projects.

Corporations may elect a 30% alternative tax rate on capital gains.
The tax expenditure is estimated on the assumption that these gains
would otherwise be taxed at 48%.

The investment tax credit was temporarily increased from 7% to
10% (from 4% to 10% in the case of public utilities) by the Tax
Reduction Act of 1975. The higher rate was extended through 1980
by the Tax Reform Act of 1976. The percentage is applied to the cost
of qualifying property (generally, tangible personal property used in
a trade or business) having a useful life of over 7 years. The investment
tax credit cannot be claimed for investments in land or buildings or
for property used abroad. Lower rates apply to property with useful
lives of 3 to 7 years. The investment tax credit may be claimed as
progress payments are made on property that takes 2 or more years
to construct. The maximum credit which may be offset directly against
income tax liability in a taxable year is generally limited to $25,000
plus one-half of the excess of tax liability over $25,000. Excess credits
may generally be carried back 3 taxable years and forward 7 taxable
years, after which they expire if still unused. The 1975 Act provided
a temporary increase in maximum credits that can be claimed by
public utilities. The 1976 Act extended similar treatment to railroads
and airlines.

Personal investment.—Grouped together in this category are a
number of tax expenditure items that affect individuals as investors
and holders of real and financial assets.

The first $100 ($100 per taxpayer on a joint return) of dividend
income may be excluded from taxable income.

Half of the long-term gains from the sale of capital assets is excluded
from income and up to $25,000 of included gains may be taxed at a
rate of 50%. The excluded half of net long-term capital gains is
included in the base of the minimum tax. Capital losses may be
deducted from gains but only a limited amount of net losses may be
deducted in any 1 year from ordinary income. The Tax Reform Act of
1976 lengthened the holding period over which capital assets must be
held to qualify as long-term gains and losses from 6 months to 9 months
in 1977 and to 12 months in 1978 and thereafter. The act also
increased the amount of ordinary income against which net capital
losses may be offset in any 1 year from $1,000 to $2,000 in 1977 and
to $3,000 in 1978 and thereafter.

Life insurance policies, other than term policies, generally have a
saving element in them. Savings in the form of policyholder reserves
are accumulated from premium payments, and interest is earned on
the reserves. Such interest income is taxable neither as it accrues
nor when received by beneficiaries.

Capital gains on the sale of a home are recognized only to the extent
that the "adjusted sales price" exceeds the cost of a new home pur-
chased and occupied within 18 months before or after the sale (if a
new house is constructed it must be occupied within 2 years after the
sale). The "adjusted sales price" is the amount realized (gross pro-
ceeds less selling expenses) minus qualified "fixing up" expenses. A
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loss on a sale of a home is not deductible. To the extent the gain on
the sale of a home is not recognized, the basis of the home purchased
is reduced thereby resulting in a deferral of the gain.

Owner-occupants of homes may deduct mortgage interest and
property taxes (but not maintenance outlays or depreciation because
the in-kind income from homeownership is not recognized) as itemized
nonbusiness deductions. The tax expenditure from these two items
combined is $10.2 billion for 1978. This is less than the sum of the
two separately because if both were deleted more taxpayers would
save by using the standard deduction.

Taxpayers may deduct as an itemized nonbusiness deduction the
amount in excess of $100 for each loss due to fire, theft, or other
casualty to the extent not compensated by insurance or other pay-
ments.

The Tax Reduction Act of 1975 provided, for part of calendar year
1975 only and subject to certain conditions, a tax credit equal to 5%
of the purchase price of a new home, up to a maximum credit of
$2,000. In a few cases taxpayers will not be able to claim the credit
until they file their 1976 returns during fiscal year 1977.

Other tax expenditures.—Interest paid on consumer credit for any
purpose is allowed as an itemized nonbusiness deduction for indi-
viduals.

Contributions to charitable, religious, and certain other nonprofit
organizations are allowed as an itemized deduction for individuals,
generally up to 50% of adjusted gross income. Taxpayers whose con-
tributions to charitable or educational organizations are in the form of
capital assets, usually securities, which have appreciated in value
above their cost, obtain a deduction for the contribution at the appre-
ciated value of the asset without taxation on the appreciation in
value. Contributions to educational institutions are reported under
"Education, training, and employment, and social services."

Corporations may deduct charitable contributions (including those
made to educational institutions, which are separately reported) up
to 5% of their income. In the absence of this provision of the tax
code some of these contributions might be deductible as business
expenses. The estimates are based on all reported contributions. The
Tax Reform Act of 1976 liberalized the provision for deductibility of
contributions of inventories to charitable organizations.

The Tax Reform Act of 1969 introduced a maximum marginal tax
rate of 50% on earned income. Under the act, the amount of earned
income eligible for the maximum tax was reduced by tax preferences
in excess of $30,000. The 1976 act extended the maximum tax to
certain pensions, annuities, and deferred compensation, but eliminated
the $30,000 exemption to the offset for tax preferences and added to
that offset the new preference items which were included by the act
in the base of the minimum tax.

PROPOSED CHANGES IN TAX EXPENDITURES

The tax proposals that are a part of the 1978 budget would slightly
reduce almost every estimated tax expenditure for 1978 presented
in table F- l . The normal structure of the individual income tax
would be changed by increasing the personal exemption from $750 to
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$1,000, increasing the low-income allowance from $1,700 to $1,800
for single returns and from $2,100 to $2,500 for joint returns, and
reducing lower bracket tax rates. As a part of these changes, the
temporary earned income credit would be repealed as would the
temporary credit of $35 per exemption or 2% of taxable income credit
which are not tax expenditure provisions. The impact of these changes
on budget receipts is discussed in Part 4 of the budget. The proposed
changes would reduce the number of taxpayers who itemize their
deductions and would alter marginal tax rates for almost every tax-
payer. The proposed reduction in the basic corporate tax rate from
48% to 46% would reduce the tax expenditures associated with the
corporate income tax. Reestimates reflecting the impact of these pro-
posals have not been made.

Several proposals affect particular tax expenditures more directly
and these will be briefly discussed. The estimates for these specific
changes are shown in table F-2.

Table F-2. ESTIMATES OF PROPOSED CHANGES IN TAX EXPENDITURES
(In millions of dollars)

Corporations Individuals
Description

1977 1978 1977 1978

Additional exemption for over 65 290 425
Additional exemption for the blind__ __ 5 5
Parental personal exemptions for students, ages 19 and over_ 175 255
Excess of percentage standard deduction over low-income

allowance.- -396 -605
Earned income credit —205
Exclusion of employee benefits: Employee stock ownership

plans (ESOP) funded through investment tax credits —105 —255
Deductibility of charitable contributions 55
Credit for home insulation 195
Corporate surtax exemption 1,045
Accelerated depreciation in high unemployment areas 35 175 30
Expensing of geothermal research and development *
Exclusion of interest on State and local debt —5

"Less than $5 million.

Existing tax expenditures items significantly affected by proposed
individual income tax cuts.—The additional personal exemption for
taxpayers who are over 65 or blind would be increased from $750 to
$1,000. Parents of students would also benefit from the increase. The
excess of the percentage standard deduction over the low-income
allowance would be reduced since the low-income allowance is in-
creased. The package of individual income tax cuts includes repeal
of the earned income credit. In addition to reducing tax expendi-
tures, its repeal would also reduce budget outlays by $835 million in
1978.

Employee stock ownership plans (ESOP). Repeal is proposed of the
provisions of the Tax Reform Act of 1976 that allow ESOPs to be
funded through extra investment tax credits. The tax receipts fore-
gone as a result of these provisions are used to acquire stock in the
corporations eligible for the tax credit. The stock is held in trust for
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employees of those corporations at little or no cost to the employees;
an employee can sell his or her portion of the employer's stock after 7
years or upon retirement or other termination of employment. Repeal
is urged on equity grounds. Only employees of taxable corporations
are benefited. As among such employees, those who benefit the most
work for firms eligible for investment credits which are large relative
to the number of their employees. Moreover, individual employees
benefit in proportion to their compensation so that the highly paid
are the most favored. These provisions may also lead workers to
depend upon the fortunes of a single firm for their income security
during retirement years rather than upon a more diversified investment
portfolio.

Charitable contributions.—The Tax Reform Act of 1976 included in
the base of the minimum tax itemized deductions (with the exception
of medical expenses and casualty losses) in excess of 60% of adjusted
gross income. The proposal is to exclude charitable contributions from
the calculation of excess itemized deductions so as to remove any
possible disincentive to charitable giving.

Home insulation.—A tax credit of 15% of a homeowner's expendi-
tures for energy-saving improvements such as insulation and storm
windows is proposed. The credit would be based upon expenditures of
up to $1,000 for such purposes during the calendar years 1977, 1978,
and 1979. Total credits claimed by any tax-filing unit during the
3-year period could not exceed $150.

Corporate surtax exemption.—The provisions of the Tax Reform Act
of 1976 that lower the tax on the first $50,000 of corporate income are
proposed to be made permanent. These provisions would otherwise
expire on December 31,1977.

Accelerated depreciation for investment in areas of high unemploy-
ment.—A tax incentive is also proposed to encourage private-sector jobs
and construction of new facilities or expansion of old facilities in labor
market areas where unemployment is 7% or higher. This will be
accomplished by allowing very rapid amortization for nonresidential
buildings and capital equipment. Buildings will be amortized over a
period equal to one-half their useful life. Capital equipment put in
place in new or expanded facilities will be amortized over 5 years; the
full investment tax credit can be claimed on such capital equipment.
This incentive will apply to projects begun during calendar year 1977
and completed within 36 months.

Expensing of geothermal research and development.—New domestic
energy supplies may be achieved through the development of geo-
thermal resources. To encourage the discovery and development of such
resources it is proposed that certain costs associated with projects
approved during the next 10 years by the Energy Research and
Development Administration be treated for tax purposes as research
and development expenditures. These expenditures would thus be
expensed rather than treated as capital outlays and depreciated over a
normal useful life.
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Taxable municipal bond option.—Legislation is proposed authorizing
the payment of Federal interest subsidies to State and local govern-
ments which choose to issue taxable bonds rather than bonds on which
interest payments are exempt from Federal income taxes. The subsidy
would be 30% cf the first 12% of net interest expense. Municipal
bonds for industrial development purposes and those issued with a
Federal guarantee or other subsidy would be denied tax-exempt
status. Industrial development bonds, including pollution control
bonds, currently eligible for tax exemption would be required to be
issued in taxable form with a 20% interest subsidy. The proposal
would improve the efficiency of the municipal bond market by reduc-
ing the gap between costs to the Federal Government and interest
savings to State and local governments. The proposal would also
prevent the tax-exempt market from being overloaded with industrial
development bonds, which are in essence private demands for credit.
Such overloading has tended to drive up the cost of borrowing for
public purposes by State and local governments and has increased
revenue losses to the Federal Government.
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T A X E X P E N D I T U R E S 

The Congressional Budget Act of 1974 requires a listing of tax ex-
penditures in the budget. Tax expenditures are defined by that act 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 tax liability.'' Tax expenditures are one means by which 
the Federal Government pursues public policy objectives and, in 
most cases, can be viewed as alternatives to budget outlays, credit 
assistance, or other policy instruments. 

Tax expenditures have varied objectives. Nearly all tax expenditures 
are meant either to encourage certain economic activities or to reduce 
income tax liabilities for taxpayers in special circumstances. Among 
the economic activities encouraged by tax expenditures are invest-
ment, housing, petroleum exploration and development, borrowing by 
State and local governments, and support of charitable institutions. 
The deductibility of medical expenses, casualty losses, and personal 
exemptions for the aged and blind are examples of adjustments of tax 
liabilities to meet special circumstances. 

The benefits of tax expenditures designed to encourage certain types 
of economic activity typically do not rest fully or even mostly with the 
corporations or individuals whose taxes are initially affected. An initial 
reduction in taxes tends to attract more resources to the preferred 
activity, thereby competing away some or all of the shortrun ad-
vantage conferred to particular taxpayers by the tax expenditures. 
Thus benefits often accrue to others in the form of lower prices for 
particular goods or services, or in other ways become widely diffused. 
For example, the deductibility of charitable contributions does not 
merely lower individual or corporate liabilities; the institutions that 
receive the contributions also benefit as do the beneficiaries of those 
institutions. 

This special analysis provides measures of the quantitative im-
portance of various tax expenditures but does not attempt to evaluate 
their effectiveness. It should be emphasized that the listing of specific 
tax expenditure items does not imply either approval or disapproval 
of specific provisions of the tax system. 

Major changes in tax expenditures resulting from the Tax Reduction 
and Simplification Act of 1977 are noted in the text. The analysis 
concludes with a discussion of changes in tax expenditures resulting 
from the tax proposals that are part of the 1979 budget. Some changes 
in tax expenditures are proposed as a part of the President's tax 
reform program specifically to improve the efficiency and equity of 
the tax system and to simplify it. 

148 
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DEFINING T A X EXPENDITURES 

Income tax provisions resulting in tax expenditures are further 
defined in the legislative history of the Congressional Budget Act as 
exceptions to the "normal structure" of the individual and corporation 
income taxes. They reduce tax liabilities for particular groups of tax-
payers. Excluded from further discussion in this analysis are negative 
tax expenditures or tax penalties; that is, exceptions to the normal 
structure of income taxes that result in increased tax liabilities for 
certain groups of taxpayers. There are only a few such exceptions; one 
example is the nondeductibility of gambling losses in excess of gam-
bling gains where gambling is engaged in for profit; another is limita-
tions on the deductibility of capital losses. Two were added by the Tax 
Reform Act of 1976: deductibility of the costs associated with the 
demolition of certain historic buildings was disallowed; and certain 
normal tax treatment was denied for taxpayers who cooperate with or 
participate in an international boycott. 

The "normal structure" is not defined in the tax code. The concept 
has evolved from various congressional and public reviews of the 
U.S. tax system focusing on the definition of the income tax base and 
the rates applied to that base. Conceptually, it would be more appeal-
ing to begin with a theoretically pure income tax base and use for 
this purpose "economic income," defined as receipts available to 
support consumption or additions to net wealth, the imputed value 
of in-kind consumption, and imputed changes in net wealth. Some tax 
expenditures, such as those resulting from exclusions of certain 
types of income or special deductions, could then be identified as the 
result of departures from a theoretically pure tax base. Howrever, 
this is not possible. The concept of the normal structure recognizes 
that it is impractical to make the necessary imputations. Furthermore, 
the normal structure includes the separate taxation of individual and 
corporate incomes whereas a theoretically pure income tax structure 
would integrate these two taxes. Theoretically pure tax bases could 
also be specified for other types of taxes, such as a tax on consumption 
spending rather than on economic income. 

Although a theoretically pure income tax base can be specified, there 
is no theoretical foundation upon which to support any particular 
degree of progressivity in the individual income tax rate structure or 
any particular corporate income tax rate. For purposes of identifying 
tax expenditures, such as those resulting from special tax rates or tax 
credits, the structure of progressive rates and provisions that exclude 
low-income persons from tax liability embodied in current law are 
deemed a part of the normal tax structure. 

When the rate structure and threshold levels for tax liability are 
changed, for whatever reason, the new rates and threshold levels 
become part of the normal structure used in the analysis of tax expend-
itures. The Tax Reduction and Simplification Act of 1977 increased 
the standard deduction (now known as the "zero bracket amount") 
and eliminated the distinction between the low-income allowance 
(minimum standard deduction) and the percentage standard de-
duction, thus altering the normal tax structure. Those alterations 
reduced the estimated revenue losses associated with many tax 
expenditure items primarily because fewer taxpayers will itemize 
their deductions. The President's proposal to replace the deduction 
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for personal exemptions and the general tax credit with a credit and 
to reduce tax rates will have a similar impact on tax expenditures. 

The existing rate structure for individuals, ranging from 14% to 
70%, and the 48% corporate tax rate cannot be presumed to exist 
independently from current tax expenditures. If major tax expendi-
ture items were deleted and budget outlays remained constant, tax 
rates would undoubtedly be set at lower levels so as to maintain an 
appropriate fiscal policy. For example, the reductions in tax rates 
proposed by the President are related to proposed reductions in tax 
expenditures. 

Some of the more technical issues and ambiguities involved in 
distinguishing between the normal structure of the income tax system 
and tax expenditure provisions are discussed in the following para-
graphs. In a few cases the conceptual ambiguities require that essen-
tially arbitrary distinctions be made. 

• Threshold levels for tax liability.—Tax code provisions that deter-
mine threshold levels of income below which no tax liability is 
imposed for the different types and sizes of taxpaying units are 
part of the normal structure. Personal exemptions and the low-
income allowance have determined these thresholds in recent 
years. Legislation enacted during 1975, 1976, and 1977 temporar-
ily added the general tax credit to these provisions. The Tax 
Reduction and Simplification Act of 1977 made a permanent 
change in the provisions that establish threshold levels for tax 
liability by repealing the low-income allowance and the per-
centage standard deduction and substituting flat standard deduc-
tions (zero bracket amounts) for different types of filing units. 
However, deductions or credits for additional personal exemptions 
for taxpayers over 65 and for the blind do result in tax expendi-
tures because they depend upon more special circumstances. The 
percentage standard deduction, to the extent it exceeded the 
low-income allowance, also resulted in a tax expenditure because 
it substituted for itemized deductions that are mostly tax ex-
penditure items. 

• The progressive rate schedules for the individual income tax.—No 
tax expenditure results because some income is taxed at lower 
rates than other income when progressive rate schedules are ap-
plied to all taxable income. The income averaging provision of 
the code is a part of the normal structure since it limits the impact 
of progressive rates when income increases significantly. The 
maximum tax of 50% on personal service income is treated as a 
tax expenditure item because it fits the definitional term "prefer-
ential rate of tax." 

• Separate rate schedules for single and married taxpayers, married 
taxpayers filing separately, and heads of households.—Existing pro-
visions regarding the definition of taxpaying units and separate 
rate schedules for different types of taxpayers are accepted as 
part of the normal tax structure. 

• Imputed income from owner-occupied housing and other sources.—A 
theoretically pure income tax would include in its base an impu-
tation for the income received in kind from the occupancy of a 
home owned by the taxpayer and imputations for in-kind income 
from the ownership of other durable assets. Because such impu-
tations are difficult to make and are contrary to usual concepts of 
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income, they are not considered in the computation of tax ex-
penditures even though such exclusions of imputed income affect 
the allocation of the economy's resources, particularly by stimu-
lating owner-occupied housing. If income on owner-occupied 
housing were imputed, deductions for mortgage interest and 
property taxes would be an appropriate part of the normal 
structure in order to measure the amount of net income that 
should be included in the tax base. Without the imputation, those 
two deductions result in tax expenditures. 

• The value of Government benefits received in kind.—The exclusion 
from gross income of direct cash payments to individuals by the 
Government, such as social security payments, does result 
in tax expenditures. Other Government programs extend benefits 
in kind to individuals. Examples are medicare and public educa-
tion. Since these benefits are received in kind they cannot be 
used, like cash, for purposes fully consistent with the recipient's 
preferences. Moreover, their cash value is often difficult to identify 
with certainty. Thus the exclusion of in-kind benefits from income 
subject to tax is not considered to result in tax expenditures. 
The dividing line between nontaxable Government benefits that 
do result in tax expenditures and those that do not is essentially 
arbitrary. The most ambiguous case is food stamps. They are so 
nearly the equivalent of cash that their exclusion from income 
subject to tax might be considered to result in a tax expenditure, 
but this is not done in the analysis that follows. 

• Capital gains and losses.—Although the base of a theoretically 
pure income tax would include net capital gains as they accrue, 
practical problems prevent identifying and taxing unrealized 
capital gains for many types of assets. Hence, the normal structure 
taxes such wealth accruals only when "realized." The exclusion 
from taxable income of one-half of realized capital gains, and the 
option of having up to $50,000 of realized capital gains taxed 
at a 25% rate, clearly results in a tax expenditure. At death, 
an individual may hold assets that have appreciated in value. 
When, as under current law, these gains are not deemed to have 
been realized in the year of death, they have been completely 
excluded from income subject to tax during the lifetime of the 
decedent. The failure to deem unrealized capital gains as income 
in the year of death is considered, for purposes of this analysis, 
to result in a tax expenditure. Prior to the enactment of the Tax 
Reform Act of 1976, the estate, an heir, or other beneficiary 
would take the market value of the decedents' assets at the date 
the estate was valued as the basis against which to measure 
realized gain or loss. Thus gains which had accrued before death 
were never subject to tax. Under the 1976 act, the estate or 
beneficiaries are to carry over the decedent's basis and thus be 
subject to tax on gains which accrued during the lifetime of the 
decedent as well as gains which accrued subsequent to inheritance. 
As a means of phasing in this provision, a decedent's basis is 
generally deemed to be the assets' value on December 31, 1976, 
or, if acquired later, the acquisition date. The tax on such gains 
partially offsets the tax expenditure resulting from the failure to 
include capital gains in income subject to tax in the year of death. 
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• Gifts and bequests.—The tax system subjects gifts and bequests, 
which are usually made within a family, to taxes separate from 
the income tax. Therefore their exclusion from the recipient's 
taxable income under the individual income tax does not result 
in a tax expenditure. Another set of tax expenditures could be 
defined for departures from a "normal structure" for gift and 
estate taxes, but to do so would be beyond the scope of this 
analysis. 

• Forms of business organization.—The tax law recognizes different 
forms of business organization including corporations, partner-
ships, small corporations treated in a manner similar to partner-
ships, cooperatives, mutual insurance companies, and individual 
proprietorships. The provisions of the tax law that accommodate 
different forms of business organization do not generally result in 
tax expenditures so long as income is subject to tax at either the 
business entity or individual level. 

• Treatment of individuals and corporations as separate taxpaying 
entities.—A theoretically pure income tax would integrate the 
taxation of individual and corporate income to avoid multi-
ple taxation of any particular type of income. Only individuals 
would be taxed; corporate income would be taxed to shareholders, 
whether or not it was distributed in the form of dividends. How-
ever, for practical reasons, separate taxation is accepted as part 
of the normal tax structure for puropses of this analysis. 

• Deduction of business expenses.—The deduction of business ex-
penses is necessary to determine taxable income. Tax expendi-
tures do not ordinarily result from applying the definitions of 
business expenses prescribed by the Internal Revenue Code and 
Internal Revenue Service interpretative regulations. This rule is 
followed in tax expenditure analysis even when the deduction of 
certain expenses, such as those for entertainment and meals, can 
be challenged on normative grounds. Tax expenditures do occur 
when the tax code permits business or investment expenditures 
that are capital outlays in economic terms to be treated as cur-
rent expenses. In the case of depreciation the Internal Revenue 
Code allows as a deduction "a reasonable allowance for the ex-
haustion, wear and tear (including a reasonable allowance for 
obsolescence)" on property used in a trade or business or for 
the production of income. To avoid judging every taxpayer's 
depreciation deductions against a standard of reasonableness, the 
code permits standard depreciation techniques and guideline lives 
to be used. In some cases, tax expenditures result because the per-
mitted technique clearly results in excess depreciation being 
claimed. In other cases, tax expenditures result because the useful 
life is artificially short. With respect to machinery and equipment, 
the asset depreciation range (ADR) system, which became effec-
tive in 1971, defines a band within which estimates of useful life 
are deemed to be "reasonable". That band is determined by ref-
erence to guideline lives for broad classes of property and ranges 
20% up and 20% down from the "asset guideline period." This 
analysis treats the ADR system as resulting in a tax expenditure 
when taxpayers who use the ADR system reduce the lives of 
depreciable assets below the guideline period. 
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• Foreign tax credits.—To avoid the double taxation of income 
earned abroad, and thus accommodate the U.S. tax system to 
international norms, the normal structure of income taxes in-
cludes tax credits for foreign income taxes paid. 

• Income of controlled foreign corporations.—The income of foreign 
corporations controlled by U.S. corporations or citizens is gen-
erally not subject to U.S. tax until that income is repatriated. 
There are certain exceptions in order to avoid abuse in tax-haven 
countries. The deferral of income of controlled foreign corpora-
tions has been included as a tax expenditure item in this analysis, 
since it is an exception to the basic precept of our tax system that 
U.S. corporations and citizens are subject to tax on their world-
wide income. 

The above discussion does not exhaust the definitional complexities 
inherent in the tax expenditure concept nor does this analysis consider 
all special tax provisions. Some items have not been considered 
because the issues have not been fully studied or because there is 
insufficient information available on which to base a sound estimate. 
Some items are omitted because the revenue loss is relatively small 
(less than $5 million). 

The distinction between the normal tax structure and those excep-
tions leading to tax expenditures does not imply that the features of 
the normal tax system should be exempt from periodic analysis and 
review. Like tax expenditures, many features of the normal tax 
structure have major effects upon the level and composition of 
economic activity and the distribution of income; some features 
affect the everyday activities of corporations, trusts, and partnerships. 
Budget outlays, or other policy instruments, are alternative means to 
achieve the objectives of some features of the normal tax structures 
just as they are often a potential substitute for tax expenditures. 

MEASURING T A X EXPENDITURES 

The tax expenditure estimates reported below in table G- l have 
been prepared by the Treasury Department and are based upon tax 
law as of December 31, 1977. The estimates show the loss of budget 
receipts resulting from each of these particular features of the tax sys-
tem by fiscal years. For those tax expenditures resulting from the 
exclusion from taxable income of Federal Government payments to 
individuals, the underlying estimates of payments upon which the tax 
expenditure estimates are based are those shown elsewhere in the 
budget; hence they reflect any proposed changes in those programs. 

Each estimate assumes that the tax provision in question had never 
been a part of the tax system but that all other features of the tax 
system, including the structure of rates, remain unchanged. In most 
cases, the hypothetical deletion of the special tax provision would 
increase taxable income for certain corporations or individuals; 
existing marginal tax rates are then applied to the estimated change in 
taxable income to compute the tax expenditures. For each itemized 
nonbusiness deduction for individuals, the estimated revenue loss is 
based upon the amount by which the standard deduction is exceeded. 
Tax expenditures resulting from credits are simply equal to the esti-
mated credits claimed by all taxpayers. Economic conditions are 
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assumed to remain unchanged in response to the hypothetical change 
in the tax laws. No "second order" effect is included in the estimate 
because it is assumed that some offsetting fiscal or other action would 
be taken to keep economic aggregates on the same path that underlies 
all budget estimates. 

Taxpayer behavior is assumed to remain unchanged in response 
to the hypothetical repeal of a tax expenditure provision even though, 
to the extent that tax expenditures intended to encourage certain 
economic activities have been successful, their elimination would 
presumably change taxpayer behavior. This change would alter the 
mix of economic activity within the assumed, constant economic 
aggregates. Any effect on receipts of a different mix of activity is not 
reflected in the estimates. 

Whenever possible, sample data from tax returns have been used to 
estimate tax expenditures. These data are not, however, available for 
the years presented in this analysis, as these returns have not yet been 
filed or tabulated. Consequently, the estimates must be made by 
extrapolating sample tax return data from past years by means of 
other, more current information including the economic forecast used 
in estimating budget receipts and outlays. Many tax expenditures 
result from excluded income, not reported on tax returns. In these 
cases estimates must be based upon other data sources. Any changes 
scheduled by existing law, such as the phasing in or out of specific 
provisions, are accounted for in the estimates. 

The estimates are reduced by any minimum tax liabilities associated 
with particular items. The minimum tax on tax preferences was 
introduced in 1969 in an attempt to assure that individuals and cor-
porations receiving tax preferences do not escape bearing a share of 
the tax burden. Several tax expenditure items are included in the base 
of the minimum tax. The Tax Reform Act of 1976 increased the mini-
mum tax rate from 10% to 15%. For individuals the exemption level 
was reduced from $30,000 plus regular taxes paid to the greater of 
$10,000 or one-half regular taxes paid. For corporations the exemption 
level was reduced from $30,000 plus regular taxes paid to the greater 
of $10,000 or regular taxes paid. The Tax Reduction and Simplifica-
tion Act of 1977 removed the expensing of intangible drilling costs to 
the extent of related oil and gas income from the base of the minimum 
tax for calendar year 1977. 

The Tax Reform Act of 1976 also introduced "at risk" rules that 
limit deductions attributable to an individual's investment to the 
amount of the investment plus the debts for which the taxpayer is 
personally liable. These limitations apply to certain types of invest-
ments: farming, exploring for or exploiting oil and gas resources, 
motion picture films and video tapes, and equipment leasing. Some of 
the deductions that are disallowed by these rules result in tax expendi-
tures and some do not, hence there is no good way to reduce tax 
expenditure estimates for particular items by the revenue gained as a 
result of the at-risk rules. 

Some tax expenditure items affect the timing of deductions or the 
receipt of taxable income. Examples are depreciation in excess of 
straight line for buildings and rental housing and the deferral of income 
by domestic international sales corporations (DISC's). These pro-
visions create a permanent tax expenditure even though for a particu-
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lar taxpayer, transaction, or asset the special provision may defer a tax 
rather than eliminate it. However, for a stable or growing business 
with an indefinite life, the deferral of taxes continues forever under 
most of these provisions. Furthermore, as the economy grows, these 
amounts increase over time. Estimates for these items show the dif-
ference between budget receipts under current law and budget receipts 
if a different law had always been in effect. These figures therefore 
generally show more than the revenue that could be obtained in the 
first years of a transition from one tax law to another. They are long-
run estimates at the levels of economic activity assumed for the years 
in question. 

Tax expenditure estimates cannot be simply added together to form 
totals for functional areas or a grand total. In some cases the revenue 
gain resulting from the deletion of two tax expenditure items would be 
greater than the sum of the individual estimates. For example, if 
interest income from State and local government securities were made 
taxable and capital gains were taxed at ordinary rates, many more 
individuals would be pushed into higher tax brackets than if just one of 
these sources of income became fully taxable; the combined effect on 
revenue would be greater than the sum of the two separate estimates. 
In other cases, the revenue gain from the deletion of two items would 
be smaller than the sum of the individual estimates. For example, if 
the deductibility of mortgage interest payments and homeowner 
property taxes were both repealed, and the standard deduction 
unchanged, many individuals who now itemize their deductions would 
opt for the standard deduction, thus limiting the revenue gain. In 
general, elimination of multiple items that are personal deductions 
would increase revenue by less than the simple sum of the revenue 
gains from eliminating each item measured separately, since many 
taxpayers would switch to using the standard deduction. Conversely, 
elimination of multiple items that are exclusions from adjusted gross 
income would increase revenue by more than the sum of the individual 
gains as taxpayers would be pushed into higher tax brackets. 

To illustrate the aggregation problem, the revenue gain resulting 
from a hypothetical repeal of all itemized deductions that result in 
tax expenditures would be $24.7 billion in 1979, whereas the simple 
sum of the tax expenditure for each separate item is $32.9 billion. The 
estimate for the combined effect of all such deductions was derived 
from a model of the tax system that accounts for the interaction 
between tax expenditures provisions and the provisions of the normal 
structure. Because of this aggregation problem, the repeal of the tax 
expenditure items proposed in the President's tax reform program will 
not yield as much revenue as the sum of the tax expenditures affected. 
The aggregations of related tax expenditure items that are presented 
and discussed in the next section have been specially estimated so as 
to account for the interactions referred to above. Where tax expendi-
tures for both individuals and corporations result from the same tax 
code provision, such as the investment tax credit, the two estimates 
may appropriately be added together. 

T A X EXPENDITURES BY FUNCTION 

Estimates of tax expenditures are grouped together by functional 
category and presented in table G-l . The estimates are shown sep-
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arately for individuals and corporations. In prior years, three special 
categories were used to classify certain tax expenditure items— 
business investment, personal investment, and other tax expenditures. 
This practice has been discontinued this year in order to conform 
with the classifications used by the Congressional Budget Office and 
various congressional committees. In this analysis, all tax expendi-
tures have been classified according to the functional categories used 
for budget outlays into which they most closely fit. A brief description 
of each of the special tax provisions for which a tax expenditure 
estimate is shown in table G- l follows. 

National defense.—The housing and meals provided military per-
sonnel, either in cash or in kind, are excluded from income subject to 
tax. Disability-related military pensions received by current retirees 
are largely excluded from taxable income. The Tax Reform Act of 
1976 terminated the exclusion of noncombat related disability pen-
sions for those who entered the armed services after September 24, 
1975. However, most of those who would qualify for such retirement 
could choose to receive disability compensation from the Veterans 
Administration which remains free of taxes. 

International affairs.—Prior to 1976, a U.S. citizen was generally 
able to exclude up to $20,000 a year of foreign earnings if the taxpayer 
was a bona fide resident of a foreign country. After 3 years of foreign 
residence a taxpayer could exclude up to $25,000 a tax year of foreign 
earnings. The Tax Reform Act of 1976 modified these provisions, 
limiting the exclusion to $20,000 only for employees of U.S. charitable 
organizations and reducing it to $15,000 for all others, denying tax 
credits for foreign taxes paid on excluded income, and taxing income 
beyond the amount eligible for exclusion at the higher bracket rates 
that would apply if the excluded income were also subject to tax. 
The effective date of the 1976 act provision was delayed by one year, 
until January 1, 1977, by the Tax Reduction and Simplification Act 
of 1977. The estimates also reflect the tax-exempt status of certain 
allowances received by Federal employees working abroad. 

The profits of a domestic international sales corporation (DISC) 
are not taxed to the DISC but instead are taxed to the shareholders 
when distributed to them. This deferral is available for 50% of the 
export income of a DISC. Deferral is permitted to the extent that 
current export gross receipts exceed 67% of the DISC's average for a 
4-year moving base period. DISC's with less than $150,000 of taxable 
income are exempt from the incremental rule. 

Taxes on the income of controlled foreign corporations are deferred 
until that income is repatriated to parent U.S. taxpayers. The 
estimate for the resulting tax expenditure is net of any foreign tax 
credits that would be claimed if the income of foreign subsidiaries 
were subject to U.S. tax on a current basis. 

The Tax Reform Act of 1976 phased out the 14-percentage-point 
tax rate reduction provided under prior law for domestic corporations 
qualifying as Western Hemisphere trade corporations. 

General science, space, and technology.—Research and development 
expenditures typically result in new products or processes, cost reduc-
tions, or other outcomes the benefits from which will, in nearly all 
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cases, continue into the future. For tax purposes businesses may deduct 
all research and development expenditures in the year during which 
they are incurred rather than amortizing them over a number of 
years. The tax expenditure is estimated as if such expenditures were 
amortized over a 10-year period. 

Energy.—Certain capital costs necessary to bring a mineral deposit 
into production may be deducted as current expenses rather than 
spread over the useful life of the property. Included in this category 
are the intangible drilling costs of oil wells, such as the wages of drilling 
crews, and the cost of developing other mineral deposits, such as 
expenditures for mine shafts, tunnels and stripping. The Tax Re-
form Act of 1976 added to the base of the minimum tax for in-
dividuals intangible drilling costs in excess of the amount that would 
be deductible if capitalized and amortized over 10 years or if deducted 
pursuant to a cost depletion method. The Tax Reduction and Simpli-
fication Act of 1977 limited this element of the base of the minimum 
tax to amounts in excess of related income for calendar yea rl977. 

Extractive industries generally use percentage depletion rather than 
cost depletion. Under cost depletion, actual outlays, to the extent 
not immediately expensible, may be deducted over the productive 
life of the property, much as businesses may take deductions for 
the depreciation of other capital goods. Under percentage depletion, 
businesses in the extractive industries may deduct a prescribed per-
centage of gross income (at rates ranging from 22% for oil and gas 
to 5% for certain minerals, but not more than 50% of net income from 
the property or 65% of taxable income in the case of oil and gas). 
Percentage depletion is not limited to the cost of the investment as is 
cost depletion. The basis for "cost depletion" is reduced to the extent 
certain costs are recovered through expensing of exploration and dis-
covery costs and intangible drilling costs. There is no comparable 
reduction in "percentage depletion" for costs which are allowed as 
expenses. The Tax Reduction Act of 1975 limited the application of 
percentage depletion to independent oil and gas producers and royalty 
owners and to specific quantities of output. The act phased the per-
centage depletion rate for oil and gas down from 22% through 1980 
to 15% in 1984 and thereafter. 

Royalties from coal deposits are treated as capital gains, rather than 
ordinary income. 

Natural resources and environment.—The interest income on State 
and local government bonds issued to finance the pollution control 
facilities of private firms is exempt from Federal income tax. The 
volume of outstanding bonds issued for this purpose has been growing 
rapidly in recent years. 
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Table G - l . T A X EXPENDITURE ESTIMATES BY FUNCTION i 

(In millions of dollars) 

Description 

National defense: 
Exclusion of benefits and allowances to 

Armed Forces personnel 
Exclusion of military disability pensions. __ 

International affairs: 
Exclusion of income earned abroad by U.S. 

citizens 
Deferral of income of domestic international 

sales corporations (DISC) 
Deferral of income of controlled foreign 

corporations 
Special rate for Western Hemisphere trade 

corporations 
General science, space, and technology: 

Expensing of research and development 
expenditures 

Energy: 
Expensing of exploration and development 

costs 
Excess of percentage over cost depletion. __ 
Capital gains treatment of royalties on 

coal 
Natural resources and environment: 

Exclusion of interest on State and local 
government pollution control bonds 

Exclusion of payments in aid of construction 
of water and sewage utilities 

5-yr amortization on pollution control 
facilities 

Tax incentives for preservation of historic 
structures 

Capital gains treatment of certain timber 
income 

Capital gains treatment of iron ore 
Agriculture: 

Expensing of certain capital outlays 
Capital gains treatment of certain ordinary 

income 
Deductibility of noncash patronage divi-

dends and certain other items of coopera-
tives 

Commerce and housing credit: 
Dividend exclusion 
Exclusion of interest on State and local in-

dustrial development bonds 
Exemption of credit union income 
Excess bad debt reserves of financial in-

stitutions 
Deductibility of mortgage interest on owner-

occupied homes 
Deductibility of property tax on owner-

occupied homes 
Deductibility of interest on consumer credit-
Expensing of construction period interest 

and taxes 
Excess first-year depreciation 
Depreciation on rental housing in excess of 

straightline 
See footnote at end of table. 

Corporations Individuals 

1977 1978 1979 1977 \97S 1979 

- - 1,095 1,260 1,370 
105 115 120 

545 360 385 

945 1,135 1,335 

570 615 665 

25 15 . -

1,450 1,520 30 30 30 

885 
1,120 

965 
1,210 

210 
305 

300 
340 

300 
370 

15 15 45 50 60 

220 265 85 110 130 

10 10 

-130 - 4 5 

5 5 

205 
5 

230 
10 

55 
5 

60 
5 

65 
10 

70 75 375 445 460 

10 10 330 350 365 

490 525 -165 -175 -185 

450 475 505 

235 
80 

270 
90 

95 115 135 

705 790 

4,490 4,985 5,530 

4,205 4,665 5,180 
. . . . . 1,785 2,120 2,350 

500 525 150 140 90 
45 50 140 145 155 

70 70 320 300 290 

35 

1,395 

820 
1,090 

10 

170 

15 

- 8 0 

185 
5 

80 

10 

455 

195 
70 

535 

475 
45 

80 
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Table G-l. T A X EXPENDITURE ESTIMATES B Y FUNCTION i—Continued 

(In millions of dollars) 

Description 
Corporations 

1977 1978 1979 

Individuals 

1977 1978 1979 

Commerce and housing credit—Continued 
Depreciation on buildings (other than rental 

housing) in excess of straight line 160 140 130 140 125 115 
Asset depreciation range 1,955 2,245 2,640 100 115 135 
Capital gains (other than farming, timber, 

iron ore, and coal) 520 540 575 6,910 7,430 7,990 
Deferral of capital gains on home sales 890 935 980 
Capital gains at death 7,280 8,120 8,975 
Corporate surtax exemption 3,875 3,885 3,540 
Investment credit 8,880 10,735 12,320 2,075 2,390 2,725 
Credit for purchase of new homes 100 

Transportation: 
Deductibility of nonbusiness State gasoline 

taxes . . . 685 760 840 
5-yr amortization on railroad rolling 

stock ____ - 3 5 - 4 0 - 4 0 
Deferral of tax on shipping companies 130 105 85 

Community and regional development: 5-yr 
amortization for housing rehabilitation 10 5 5 15 10 5 

Education, training, employment, and social 
services: 

Exclusion of scholarship and fellowship 
income 245 295 330 

Parental personal exemption for students 
age 19 or over . . . 750 770 790 

Exclusion of employee meals and lodging 
(other than military) 280 300 325 

Exclusion of contributions to prepaid legal 
services plans 5 10 15 

Investment credit for employee stock owner-
ship plans (ESOPs)__ 245 255 305 

Deductibility of charitable contributions 
(education) 235 255 285 525 585 645 

Deductibility of charitable contributions to 
other than education and health 290 315 350 3,935 4,370 4,855 

Maximum tax on personal service income. _ 555 665 800 
Credit for child and dependent care expenses 475 525 575 
Credit for employment of AFDC recipients 

and public assistance recipients under 
work-incentive programs 15 15 20 

Jobs credit 565 1,475 1,035 125 985 860 
Health: 

Exclusion of employer contributions for 
medical insurance premiums and medical 
care 5,560 6,340 7,225 

Deductibility of medical expenses 2,230 2,435 2,655 
Expensing of removal of architectural and 

transportation barriers to the handi-
capped.. 5 1 0 1 0 -

Deductibility of charitable contributions 
(health) 145 160 175 790 875 970 

Income security: 
Exclusion of social security benefits: 

Disability insurance benefits 470 550 605 
OASI benefits for retired workers 3,790 4,210 4,700 
Benefits for dependents and survivors.__ 860 950 1,040 

Exclusion of railroad retirement system 
benefits 250 265 280 

See footnote at end of table. 
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Table G-1. T A X EXPENDITURE ESTIMATES BY FUNCTION i—Continued 

(In millions of dollars) 

Corporations Individuals 
Description 

1977 1978 1979 1977 1978 1979 

Income security—Continued 
Exclusion of workmen's compensation bene-

fits.. 720 835 970 
Exclusion of special benefits for disabled coal 

miners . 50 50 50 
Exclusion of unemployment insurance bene-

fits — 1,500 1,200 1,135 
Exclusion of public assistance benefits 330 345 360 
Exclusion of sick pay 110 75 60 
Net exclusion of pension contributions and 

earnings: 
Employer plans 8,715 9,940 11,335 
Plans for self-employed and others 1,390 1,650 1,920 

Exclusion of other employee benefits: 
Premiums on group term life insurance 860 905 955 
Premiums on accident and disability 

insurance 70 75 80 
Income of trusts to finance supplementary 

unemployment benefits 10 10 10 
Exclusion of interest on life insurance sav-

ings. 1,850 2,025 2,225 
Exclusion of capital gains on home sales for 

persons age 65 and over 40 70 70 
Additional exemption for elderly 1,140 1,155 1,215 
Additional exemption for the blind 20 20 20 
Excess of percentage standard deduction 

over minimum standard deduction 530 
Deductibility of casualty losses 320 360 395 
Tax credit for the elderly 230 250 255 
Earned income credit: 

Nonrefundable portion 365 285 265 
Refundable portion 900 945 900 

Veterans benefits and services: 
Exclusion of veterans disability compen-

sation 
Exclusion of veterans pensions 
Exclusion of GI bill benefits 

General government: Credits and deductions 
for political contributions 

General purpose fiscal assistance: 
Exclusion of interest on general purpose 

State and local debt.. 3,105 3,470 3,865 1,725 1,925 2,150 
Deductibility of nonbusiness State and local 

taxes (other than on owner-occupied 
homes and gasoline).. . . . . 7,660 8,505 9,440 

Tax credit for corporations doing business 
in U.S. possessions 450 485 520 

Interest: Deferral of interest on savings bonds. 585 625 670 
M E M O R A N D U M 

Combined effect of provisions disaggregated 
above: 

Capital gains 730 775 840 15,555 17,020 18,515 
Exclusion of interest on State and local debt. 3,470 3,925 4,400 1,905 2,150 2,415 
Deductibility of State and local nonbusiness 

taxes 11,105 12,325 13,680 
Deductibility of charitable contributions... 670 730 810 5,250 5,830 6,470 

745 840 830 
35 40 40 

260 200 170 

oo
 

VJl
 

60 75 

1 All estimates are based on the tax code as of Dec. 31, 1977. 
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Certain payments made by customers to water and sewage disposal 
utilities for the purpose of aiding the construction of new facilities 
are treated as contributions to capital rather than income. 

From 1969 through 1975 a taxpayer could elect 5-year amortization 
of certified pollution control facilities installed in connection with a 
plant that was in operation before 1969. The taxes previously deferred 
under this provision are now being paid and as a result negative 
numbers appear in table G-l . In these years greater amounts of tax 
will be paid than if this provision had not been enacted. The Tax 
Reform Act of 1976 extended the 5-year amortization provision 
to pollution control facilities installed in connection with plants 
in operation before 1976. Under prior law, if taxpayers elected the 
5-year amortization they could not claim the investment tax credit 
on the capital cost of the facility. The 1976 act provides that one-
half of the investment tax credit can be claimed for such facilities. 
Revenue losses will result from these provisions in years after 1979. 

Expenditures to preserve and restore certain historic structures 
are eligible for special accelerated depreciation. This provision does not 
apply to owner-occupied housing. 

The gain on the cutting of timber and royalties from iron ore 
deposits are taxed at rates applicable to long-term capital gains, 
rather than at ordinary income rates. 

Agriculture.—Farmers, other than certain corporations and part-
nerships engaged in agriculture, are allowed to deduct certain costs 
as current expenses even though these expenditures were for inven-
tories on hand at the end of the year or for capital improvements 
that would not be expensed under normal accrual accounting. Capital 
gains treatment generally applies to the sale of livestock, orchards, 
vineyards, and comparable agricultural products. 

Cooperatives may deduct cash and noncash patronage dividends 
based on net income earned on business done with patrons provided 
that 20% of the total dividend is paid in cash and the patron has 
agreed to include the entire dividend in income. Per-unit retains, 
that is, amounts retained from the value of products marketed for 
patrons, may be deducted by the cooperative if patrons agree to take 
the face amounts into current income. Agricultural cooperatives 
meeting certain requirements are permitted to deduct dividends on 
capital stock and payments to patrons from nonpatronage income. 
Rural electric and telephone cooperatives may deduct noncash 
patronage dividends, and patrons generally need not take such divi-
dends into income. The tax expenditures result from the deducti-
bility of noncash patronage dividends, retains, dividends on capital 
stock, and payments to patrons out of nonpatronage income. If non-
cash patronage dividends and retains were not deductible by coopera-
tives, they would no longer be taken into current income by patrons 
and hence individual income taxes would be lower. 

Commerce and housing credit.—Included here are a number of tax 
expenditure provisions that also affect economic activity in other 
functional categories. In general, provisions related to investment, 
such as some depreciation rules and the investment tax credit, also 

260-700 O - 78 - 11 
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affect economic activity in the natural resources and environment, 
energy, agriculture, and transportation categories. Some of the items 
in this category primarily affect individuals as investors, consumers, 
and holders of real and financial assets. 

The first $100 ($100 per taxpayer on a joint return) of dividend 
income may be excluded from taxable income. 

The interest on industrial development bonds issued by State and 
local governments is excluded from taxable income though the pro-
ceeds are used to finance private investment in manufacturing plants 
and other facilities. For that reason this item is classified here rather 
than under general purpose fiscal assistance. 

Credit unions are exempt from Federal income taxes. Commercial 
banks, mutual savings banks, and savings and loan associations are 
permitted to deduct additions to bad debt reserves in excess of actual 
loss experience and reasonable expectations as to future losses. Com-
mercial banks may maintain a reserve of 1.2% of uninsured loans. 
The ratio will phase down to 0.6% in calendar year 1982. Mutual 
savings banks and savings and loan associations may deduct 41% of 
income in calendar year 1978, provided they maintain stipulated 
fractions of their assets in "qualifying assets," primarily residential 
mortgages. Under current law their maximum deduction will decrease 
to 40% in 1979 and thereafter. 

Owner-occupants of homes may deduct mortgage interest and 
property taxes (but not maintenance outlays or depreciation because 
the in-kind income from homeownership is not recognized) as itemized 
nonbusiness deductions. The tax expenditure from these two items 
combined is $9.8 billion for 1979. This is less than the sum of the 
two separately because if both were deleted more taxpayers would 
save by using the standard deduction. 

Interest paid on consumer credit for any purpose is allowed as an 
itemized nonbusiness deduction for individuals. 

Prior to the Tax Reform Act of 1976 taxpayers could deduct 
on a current basis interest and property tax payments made during 
the period when a building was under construction rather than include 
these costs of construction, along with other costs, in the value of the 
completed structure, which would then be depreciated over its useful 
life. The 1976 act reduced this tax expenditure by providing that, for 
noncorporate taxpayers, construction period interest and taxes be 
capitalized and amortized over a 10-year period. The new provision is 
to be phased in over a 7-year period with more generous transition 
rules for Government-subsidized housing projects. 

To the extent that allowable depreciation for tax purposes exceeds 
the rate at which assets actually depreciate, business tax liabilities are 
deferred. Businesses may employ a variety of depreciation schedules 
for tax purposes, some of which cause a much larger part of asset 
values to be written off in early years of the asset's useful life than do 
others. An extra first-year depreciation deduction of 20% may be 
claimed for $10,000 of tangible personal property ($20,000 on a joint 
return) having a useful life of at least 6 years. The revenue costs of 
allowing buildings and rental housing to be depreciated for tax pur-
poses by methods that reduce asset value more rapidly than straight-
line depreciation (the method typically used in financial statements) 
are shown. The asset depreciation range (ADR) system permits the 
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guideline lives of depreciable equipment to be reduced by 20%. The 
ADR system does not apply to property used abroad. 

Half of net long-term gains from the sale of capital assets is excluded 
from income and up to $25,000 of included gains may be taxed at a 
rate of 50%. The excluded half of net long-term capital gains is 
included in the base of the minimum tax. Capital losses may be 
deducted from gains but only a limited amount of net losses may be 
deducted in any 1 year from ordinary income. The Tax Reform Act 
of 1976 lengthened the holding period over which capital assets must 
be held to qualify as long-term gains and losses from 6 months to 9 
months in 1977 and to 12 months in 1978 and thereafter. The act also 
increased the amount of ordinary income against which net capital 
losses may be offset in any 1 year from $1,000 to $2,000 in 1977 and 
to $3,000 in 1978 and thereafter. 

Corporations may elect a 30% alternative tax rate on capital gains. 
The tax expenditure is estimated on the assumption that these gains 
would otherwise be taxed at 48%. 

Capital gains on the sale of a home are recognized only to the 
extent that the "adjusted sales price" exceeds the cost of a new home 
purchased and occupied within 18 months before or after the sale. If a 
new house is constructed it must be occupied within 2 years after the 
sale. The "adjusted sales price" is the amount realized (gross pro-
ceeds less selling expenses) minus qualified "fixing up" expenses. A 
loss on a sale of a home is not deductible. To the extent the gain on 
the sale of a home is not recognized, the basis of the home purchased 
is reduced thereby resulting in a deferral of the gain. 

Capital gains on assets held at the owner's death are not subject 
to income tax. The estimate assumes that such gains would be treated 
as ordinary income in the year of death and is adjusted for any taxes 
paid by heirs on such gains under the carryover basis provisions of 
the Tax Reform Act of 1976. The estimate is not reduced by the 
reduction in estate taxes that would result if capital gains at death 
were taxed. 

Under the permanent tax code, corporations pay income tax at the 
rate of 22% on all taxable income plus a surtax of 26% on taxable 
income in excess of $25,000. Each corporation therefore receives a 
surtax exemption of $25,000. This exemption is intended to encourage 
small or new business. For 1975 only, the Tax Reduction Act of 1975 
provided that the tax rate on the first $25,000 of taxable income be 
reduced to 20% and that the surtax exemption extend to the second 
$25,000 of taxable income. This temporary provision has been extended 
through December 31, 1978. 

The investment tax credit was temporarily increased from 7% to 
10% (from 4% to 10% in the case of public utilities) by the Tax 
Reduction Act of 1975. The higher rate was extended through 1980 
by the Tax Reform Act of 1976. The percentage is applied to the cost 
of qualifying property (generally, tangible personal property used in 
a trade or business) having a useful life of over 7 years. The investment 
tax credit cannot be claimed for investments in land or buildings or 
for property used abroad. Lower rates apply to property with useful 
lives of 3 to 7 years. The investment tax credit may be claimed as 
progress payments are made on property that takes 2 or more years 
to construct. The maximum credit that may be offset directly against 
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income tax liability in a taxable year is generally limited to $25,000 
plus one-half of the excess of tax liability over $25,000. Excess credits 
may generally be carried back 3 taxable years and forward 7 taxable 
years, after which they expire if still unused. 

The Tax Reduction Act of 1975 provided, for part of calendar year 
1975 only and subject to certain conditions, a tax credit equal to 5% 
of the purchase price of a new home, up to a maximum credit of 
$2,000. In a few cases taxpayers were not able to claim the credit 
until they filed their 1976 returns during fiscal year 1977. 

Transportation.—Individuals who itemize their deductions may 
deduct State and local gasoline taxes. The deduction of excise taxes 
on gasoline used for ordinary business purposes does not result in 
a tax expenditure since the}̂  would in any case be deductible as a 
business expense. 

Specified classes of railroad rolling stock are eligible for amortiza-
tion over a 5-year period, whether owned by railroad companies or by 
lessors, rather than their longer, expected useful life. If 5-year amorti-
zation is elected the investment tax credit cannot be claimed. These 
provisions apply only to rolling stock placed in service before 1976. 
Greater amounts of tax are currently paid than if this provision had 
not been enacted because in most cases the 5-year amortization period 
has expired. Tax liabilities are now greater because no further depre-
ciation can be claimed, hence the negative figures in table G- l . 

Certain companies that operate U.S.-flag vessels on foreign trade 
routes receive an indefinite deferral of income taxes on that portion 
of their net income which is used for shipping purposes, primarily 
construction, modernization, and major repairs of ships. An invest-
ment credit of one-half the regular credit may be claimed on the 
tax-deferred amounts withdrawn from capital construction funds. 

Community and regional development.—Taxpayers may, under certain 
conditions, elect to depreciate rehabilitation expenditures for low-
and moderate-income rental housing over a 5-year period. Qualified 
rehabilitation expenditures may not exceed $20,000 per dwelling unit 
and must exceed $3,000. This provision expires on December 31, 1978. 

Education, training, employment, and social service.—Recipients of 
scholarships and fellowships may exclude such amounts from taxable 
income, subject to certain limitations. The exclusion of educational 
benefits under the GI bill is included in the veterans benefits and 
services function. 

Taxpayers may claim personal exemptions, and the related $35 
general tax credit, for dependent children 19 or over who receive 
income of $750 or more per year only if the children are full-time 
students. The student may also claim an exemption on his or her 
own return, in effect providing a double exemption, one on the parents' 
return and one on the student's. The extra exemption for parents 
results in a tax expenditure. 

Many employers provide employee benefits that are excluded from 
employee income. The employer's costs for these benefits are deduct-
ible business expenses. Included in the meals and lodging item is the 
exclusion of housing allowances and the rental value of parsonages 
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from the taxable income of ministers. Beginning in calendar year 
1977, employer contributions to prepaid legal services plans and the 
value of legal services received under the plans are excluded from em-
ployee income. A corporation may claim an additional 1% investment 
tax credit if an equivalent amount of its common stock is set aside 
in an employee stock ownership plan (ESOP). A further one-half of 
1 % investment tax credit may be claimed if the resulting addition to 
an ESOP is matched by employee or employer contributions. Em-
ployees are generally prohibited from withdrawing their share of an 
ESOP for 7 years. The tax expenditures resulting from additional 
investment tax credits claimed under the ESOP provisions primarily 
benefit employees rather than the corporations which claim the tax 
credit. The exclusion of certain other benefits from employee income 
results in tax expenditures classified in the income security function. 

Contributions to charitable, religious, and certain other nonprofit 
organizations are allowed as an itemized deduction for individuals, 
generally up to 50% of adjusted gross income. Taxpayers whose con-
tributions to charitable or educational organizations are in the form 
of capital assets, usually securities, that have appreciated in value 
above their cost, obtain a deduction for the contribution at the ap-
preciated value of the asset without taxation on the appreciation in 
value. Corporations may deduct charitable contributions up to 5% 
of their income. Tax expenditures resulting from the deductibility of 
contributions are shown separately here for contributions to educa-
tional institutions and to certain other institutions. Contributions to 
health institutions are reported under the health category. 

The 50% maximum tax on personal service income applies to 
earned income and certain pensions, annuities, and deferred compensa-
tion. The amount to which the maximum tax applies is offset by pref-
erence items included in the base of the minimum tax. 

A 20% tax credit may be claimed by married couples for child and 
dependent care expenses incurred to enable both spouses to work or 
when one spouse works part-time or is a student. The credit may also 
be claimed by a divorced or separated parent who has custody of a 
child. Expenditures up to a maximum of $2,000 for one dependent and 
$4,000 for two or more are eligible for the 20% credit. 

A credit is allowed against income tax liability equal to 20% of 
first-year wages and salaries of employees who were placed in employ-
ment under the work incentive program or were previously AFDC 
recipients. The credit for a taxable year cannot exceed $50,000 plus 
50% of the excess ever that amount. 

The jobs credit was introduced by the Tax Reduction and Simplifica-
tion Act of 1977. For calendar years 1977 and 1978 employers whose 
employment has increased by more than 2% over the previous year 
will generally be able to claim a tax credit of $2,100 per additional 
employee. The aggregate credit is limited to $100,000 per employer. 
An additional credit of $420 may be claimed for each newly hired 
handicapped worker who has undergone a program of vocational 
rehabilitation. This additional credit may be claimed without regard 
to the $100,000 limit. Wages offset by the credit may not be treated 
as deductible business expenses. 

Health.—Payments by employers for health insurance premiums 
and other medical expenses are deducted as business expenses by 
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employers and excluded from income by employees. The exclusion 
from employees' income gives rise to the tax expenditure. 

Medical expenses in excess of 3% of adjusted gross income, including 
expenditures for prescribed drugs and medicines in excess of 1% of 
adjusted gross income, may be deducted by individuals as itemized 
nonbusiness deductions. Individuals may also deduct half of the 
premiums they pay for medical care insurance up to a maximum 
deduction of $150 per year, without regard to the 3% limitation. 

Taxpayers may elect to deduct up to $25,000 per year as a current 
expense expenditure that would otherwise be treated as a capital out-
lay for removing architectural and transportation barriers to the 
handicapped and elderly in any facility or public transportation 
vehicle used in a trade or business. 

Contributions to nonprofit health institutions are allowed as a 
deduction for individuals and corporations. (See the discussion of 
other charitable contributions under education, training, employ-
ment, and public services.) 

Income security.—Most forms of government transfer payments to 
individuals, such as social security and unemployment benefits, are 
excluded from taxable income. If the taxpayer had no other source of 
income, these payments, even if taxable, would not generally be 
sufficient to result in any tax liability, given personal exemptions and 
the standard deduction. Since some recipients have property income, 
receive earnings (in some instances for only part of a year), or may file 
jointly with working spouses, tax expenditures result from these 
exclusions. 

Under prior law, certain payments, up to $100 per week, financed by 
an employer in lieu of wages during periods of employee injury or 
sickness were excluded from the employee's taxable income. The Tax 
Reform Act of 1976 repealed the sick pay exclusion except for persons 
under the age of 65 who are permanently and totally disabled. For 
these individuals the exclusion is reduced dollar for dollar for adjusted 
gross income (including disability income) in excess of $15,000. The 
Tax Reduction and Simplification Act of 1977 postponed the effective 
date of the 1976 act provisions until January 1, 1977 for taxpayers 
choosing to make such an election. 

Certain contributions to pension plans paid by employers and 
amounts set aside by the self-employed and employees not covered 
by an employer's plan are excluded from the individual's gross income 
in the year of contribution. The investment income earned by pension 
funds is not taxable currently. The resulting tax expenditures are 
composed of two elements: lower effective tax rates after retirement, 
due to lower incomes and special tax provisions enjoyed by the aged; 
and the excess of aggregate current contributions and investment 
earnings over aggregate amounts paid out in benefits. Self-employed 
persons can make deductible contributions to their own retirement 
plans equal to 15% of their income up to a maximum of $7,500 per 
year. Employees not covered by an employer's plan may deduct annual 
contributions of 15% of compensation, up to a maximum of $1,500, or 
$1,750 if the retirement account is owned jointly by a husband and 
wife. 

The exclusion from employee income of certain other employer 
payments including payments for premiums on group life insurance and 
accident and disability insurance are categorized here because of their 
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relationship to income security. The exclusion of certain other fringe 
benefits are listed under education, training, employment, and social 
services. 

Life insurance policies, other than term policies, generally have a 
saving element in them. Savings in the form of policyholder reserves 
are accumulated from premium payments, and interest is earned on 
the reserves. Such interest income is taxable neither as it accrues 
nor when received by beneficiaries. 

A taxpayer 65 or older may exclude from gross income any capital 
gain allocated to the first $35,000 of the adjusted sales price on a sale 
of a personal residence. A taxpayer may take advantage of this 
provision only once. 

The Tax Reduction and Simplification Act of 1977 substituted 
flat standard deductions, $2,200 for single taxpayers and $3,200 for 
married couples filing jointly, for the option under prior law of a 
low-income allowance or the percentage standard deduction. The 
percentage standard deduction was a substitute for itemizing personal 
deductions; the estimates shown are for the amount by which the 
percentage standard deduction exceeded the low-income allowance 
or the itemized deductions that would have been taken in the absence 
of that provision, whichever was greater. The percentage standard 
deduction limited tax liability for many taxpayers, predominately in 
the middle-income range, and for that reason is classified under income 
security. 

Additional personal exemptions of $750 may be deducted by tax-
payers who are over 65 or blind. These additional exemptions may not 
be claimed for a taxpayer's dependents. 

The retirement income tax credit was substantially changed by 
the Tax Reform Act of 1976 and renamed the "credit for the elderly." 
Under prior law, individuals w7ho were over age 65 could claim a 
tax credit of 15% of retirement income from all sources except social 
security, railroad retirement, and other tax-exempt benefits. The 
maximum amount of retirement income to which the 15% credit 
applied was $1,524 for a single person and $2,286 for a married couple 
where one spouse had worked prior to retirement and $3,049 if both had 
worked. The provision was designed to provide taxpayers with taxable 
retirement income a tax benefit approximately comparable to that 
accorded recipients of social security and similar tax-exempt benefit 
payments. The 1976 act simplified eligibility rules and increased the 
maximum base for the credit to $2,500 for a single person and to $3,750 
for a married couple. It also eliminated the parallel to social se-
curity by making the credit available for earned income as well 
as retirement income. Under the new act the base upon which the 
credit is calculated continues to be reduced by tax-exempt social 
security and retirement income and the credit is phased out at levels of 
adjusted gross income above $7,500 for a single person and $10,000 
for a married couple. The Tax Reduction and Simplification Act of 
1977 postponed the effective date of the 1976 act provision until 
January 1, 1977 for taxpayers choosing to make such an election. 

The aggregate effect of excluding social security and railroad 
retirement benefits for retirees, the additional exemption for persons 
over 65, and the credit for the elderly is a revenue loss of $5.7 billion 
in 1977, $6.2 billion in 1978, and $6.8 billion in 1979. These aggre-
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gates are greater than the sum of the individual estimates because 
more elderly persons would be pushed to tax paying levels of income 
or into higher tax brackets if all of these items were deleted from the 
tax code. 

Life insurance policies, other than term policies, generally have a 
saving element in them. Savings in the form of policyholder reserves 
are accumulated from premium payments, and interest is earned on 
the reserves. Such interest income is taxable neither as it accrues 
nor when received by beneficiaries. 

Taxpayers generally may deduct as an itemized nonbusiness 
deduction the amount in excess of $100 for each loss due to fire, 
theft, or other casualty to the extent not compensated by insurance 
or other payments. 

The Tax Reduction Act of 1975 established, on a temporary basis, 
an earned income credit for low-income workers with dependents. The 
maximum credit is 10% of a worker's first $4,000 of earned income 
and phases out at $8,000 of earned income or adjusted gross income, 
whichever is greater. Credits in excess of tax liabilities otherwise owed 
are paid to individuals. The earned income credit has been extended 
through calendar year 1978. 

Veteran benefits and services.—All compensation due to death or 
disability and pensions paid by the Veterans Administration are 
excluded from taxable income. GI bill benefits are also excluded. 

General Government.—Political contributions up to a maximum of 
$100 ($200 in the case of joint returns) may be deducted, or tax 
credits may be taken up to one-half of contributions but limited to 
$25 ($50 on joint returns). 

General purpose fiscal assistance.—The interest on State and local 
government debt is excluded from Federal taxation. Both corporations, 
mainly commercial banks, and individuals receive this tax-exempt 
income. As a result, these governments are able to sell debt obligations 
at a lower interest cost than would be possible if such interest were 
subject to tax. The exclusion of interest on State and local government 
securities issued to finance pollution control facilities and other indus-
trial development bonds are classified elsewhere; only the effect of 
excluding interest on general purpose obligations and revenue bonds 
for public purposes such as toll roads is estimated for this function. 
The estimated revenue loss from all tax-exempt bonds is $6.8 billion 
for 1979. 

The deductibility of nonbusiness State and local taxes provides 
indirect assistance to these governments. The deductibility of prop-
erty taxes on owner-occupied homes and excise taxes on gasoline are 
classified elsewhere. The estimates shown here are primarily for the 
deductibility of State and local income and sales taxes. The deducti-
bility of all nonbusiness State and local taxes results in an estimated 
tax expenditure of $13.7 billion in 1979. 

U.S. corporations receiving income from sources in a U.S. possession 
can, under certain conditions, claim a special tax credit equal to the 
U.S. tax, but only on income from sources in a U.S. possession. 

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

1979



SPECIAL ANALYSIS G 169 

Interest.—Holders of U.S. savings bonds are not required to include 
the interest on these securities in their taxable income until the bonds 
are redeemed, thereby deferring tax liabilities. 

PROPOSED CHANGES IN T A X EXPENDITURES 

The tax reduction and reform proposals that are part of the 1979 
budget will affect nearly every tax expenditure item, either directly 
by repealing or substantially modifying existing provisions or in-
directly by altering the normal structure of the individual and cor-
poration income tax. In addition, the proposed national energy plan 
would introduce new tax expenditure items. A complete listing of tax 
expenditures for 1979 based on all the tax proposals in the budget is 
given in table G-2. 

Table G-2. T A X E X P E N D I T U R E E S T I M A T E S F O R 1979 B Y FUNCTION 
UNDER T H E T A X P R O P O S A L S INCLUDED IN T H E 1979 B U D G E T 

(In millions of dollars) 

Description Corporations Individuals1 

National defense: 
Exclusion of benefits and allowances to Armed Forces personnel 1,165 
Exclusion of military disability pensions 100 

International affairs: 
Exclusion of income earned abroad by United States citizens 365 
Deferral of income of domestic international sales corporations 

(DISC). . 870 
Deferral of income of controlled foreign corporations 495 
Special rate for Western Hemisphere trade corporations 15 

General science, space, and technology: 
Expensing of research and development expenditures 1,455 30 

Energy: 
Expensing of exploration and development costs 935 330 
Excess of percentage over cost depletion 1,140 350 
Residential energy credits: 

Thermal efficiency 705 
Solar energy 100 

Business energy credits: 
Thermal efficiency 245 95 
Cogeneration 60 
Alternative energy 10 

Capital gains treatment of royalties on coal 15 55 
Natural resources and environment: 

Exclusion of interest on State and local government pollution control 
bonds . . . . 260 125 

Exclusion of payments in aid of construction of water and sewage 
utilities 10 

5-yr amortization on pollution control facilities 135 
Tax incentives for preservation of historic structures 5 5 
Capital gains treatment of certain timber income 190 60 
Capital gains treatment of iron ore. 5 5 

Agriculture: 
Expensing of certain capital outlays. 70 430 
Capital gains treatment of certain ordinary income 10 330 
Deductibility of noncash patronage dividends and certain other items 

of cooperatives 500 —165 
See footnote at end of table. 
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Table G-2. T A X EXPENDITURE ESTIMATES FOR 1979 BY FUNCTION 
UNDER THE T A X PROPOSALS INCLUDED IN THE 1979 B U D G E T — C o n . 

(In millions of dollars) 

Description Corporations Individuals 1 

Commerce and housing credit: 
Dividend exclusion 460 
Exclusion of interest on State and local industrial development bonds. 260 135 
Exemption of credit union income 75 
Excess bad debt reserves of financial institutions 460 
Deductibility of mortgage interest on owner-occupied homes 4, 285 
Deductibility of property tax on owner-occupied homes 4,095 
Deductibility of interest on consumer credit 1,820 
Expensing of construction period interest and taxes 500 90 
Excess first-year depreciation 50 155 
Depreciation on rental housing in excess of straightline 65 290 
Depreciation on buildings (other than rental housing) in excess of 

straightline.. 100 105 
Asset depreciation range 2,540 135 
Capital gains (other than farming, timber, iron ore, and coal) 500 7,245 
Deferral of capital gains on home sales 890 
Capital gains at death 8,140 
Corporate surtax exemption 4,228 30 
Investment credit 14,445 2,640 

Transportation: 
5-yr amortization on railroad rolling stock —40 
Deferral of tax on shipping companies 80 

Community and regional development: 
5-yr amortization for housing rehabilitation 5 5 
Education, training, employment, and social services: 

Exclusion of scholarship and fellowship income 280 
Parental personal exemption for students age 19 or over 720 
Exclusion of employee meals and lodging (other than military)... 275 
Exclusion of contributions to prepaid legal services plans 15 
Investment credit for employee stock ownership plans 305 
Deductibility of charitable contributions (education) 270 545 
Deductibility of charitable contributions to other than education 

and health . . . . 335 4,505 
Maximum tax on personal service income 755 
Credit for child and dependent care expenses 555 
Credit for employment of AFDC recipients and public assistance 

recipients under work incentive programs 20 
Jobs credit 1,035 860 

Health: 
Exclusion of employer contributions for medical insurance premium 

and medical care 6,140 
Deductibility of medical expenses and casualty losses 645 
Expensing of removal of architectural and transportation barriers to 

the handicapped 10 
Deductibility of charitable contributions (health) 165 820 

Income security: 
Exclusion of social security benefits: 

Disability insurance benefits 495 
OASI benefits for retired workers - 3,840 
Benefits for dependents and survivors 850 

Exclusion of railroad retirement system benefits 230 
Exclusion of workmen's compensation benefits - 825 
Exclusion of special benefits for disabled coal miners . 45 
Exclusion of unemployment insurance benefits 870 
Exclusion of public assistance benefits 255 
Exclusion of sick pay 50 
See footnote at end of table. 

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

1979



SPECIAL ANALYSIS F 171 

Table G-2. T A X EXPENDITURE ESTIMATES FOR 1979 BY FUNCTION 
UNDER THE T A X PROPOSALS INCLUDED IN THE 1979 BUDGET—Con . 

(In millions of dollars) 

Description Corporations Individuals 1 

Income security—Continued 
Net exclusion of pension contributions and earnings: 

Employer plans 9,930 
Plans for self-employed and others 1,830 

Exclusion of other employee benefits: 
Premiums on group term life insurance 810 
Premiums on accident and disability insurance 70 
Income of trusts to finance supplementary unemployment benefits- 10 

Exclusion of interest on life insurance savings 2,035 
Exclusion of capital gains on home sales for persons age 65 and over.__ 65 
Additional exemption for the elderly 1, 390 
Additional exemption for the blind 20 
Tax credit for the elderly 205 
Earned income credit: 

Nonrefundable portion 50 
Refundable portion 1,115 

Veterans benefits and services: 
Exclusion of veterans disability compensation 750 
Exclusion of veterans pensions 35 
Exclusion of GI bill benefits 155 

General Government: 
Credit and deductions for political contributions 70 

General purpose fiscal assistance: 
Exclusion of interest on general purpose State and local debt 3, 695 2, 125 
Deductibility of nonbusiness State and local taxes (other than on 

owner-occupied homes) 5,745 
Tax credit for corporations doing business in U.S. possessions 500 

Interest: 
Deferral of interest on savings bonds 610 

M E M O R A N D U M 

Combined effect of provisions disaggregated above: 
Capital gains 
Exclusion of interest on State and local debt 
Deductibility of State and local nonbusiness taxes 
Deductibility of charitable contributions 

720 16,790 
4,215 2,385 

9,015 
770 5,870 

1 Assumes tax rates and structure in effect Jan. 1, 1979. 

The normal structure of the individual income tax will be altered 
by reducing rate schedules and substituting a personal credit of $240 
for the current $750 deduction for personal exemptions and the general 
tax credit, effective in calendar year 1978. The personal credit will be 
augmented by $15 in calendar year 1978 and $30 in calendar year 1979 
as a means of rebating the crude oil equalization tax proposed as part 
of the national energy plan. In addition to reducing tax receipts, 
these changes will reduce the revenue loss associated with many tax 
expenditure items, particularly for those items that exclude amounts 
from the income subject to tax of lower income taxpayers. The pro-
posed personal credit will affect tax expenditures resulting from the 
extra exemptions for parents of students over 18, the elderly, and the 
blind. The proposed repeal of the deduction of one-half of regular taxes 
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paid from the base of the minimum tax for individuals will reduce 
further the revenue loss associated with the tax expenditure items that 
enter into the base of the minimum tax. The proposed expansion of the 
"at risk" rules of the Tax Reform Act of 1976 to apply to a wider range 
of tax shelter investments will have an indirect effect on some tax 
expenditure items that cannot be reflected in the estimates. 

The normal structure of the corporation income tax would be 
altered by reducing the maximum corporate rate from 48% to 45% 
beginning October 1978 and to 44% in 1980 and thereafter. This rate 
reduction will reduce most tax expenditures associated with the 
corporation income tax. 

The administration's tax proposals are also discussed in Parts 2 
and 4 of the budget. Some of these proposals, such as energy-related 
excise taxes and limitations on allowable deductions for business 
entertainment, meals and travel, do not affect tax expenditures. 

The following discussion highlights proposals to eliminate or directly 
modify existing tax expenditures or add new tax expenditure items. 
The discussion is organized by functional area. 

International affairs.—The deferral of income currently allowed 
domestic international sales corporations will be phased out over a 
3-year period beginning in calendar year 1979. The deferral of income 
of controlled foreign corporations will also be phased out over that 
same 3-year period. The effective date of the provision of the Tax 
Reform Act of 1976 regarding income earned by Americans abroad 
will be postponed until January 1, 1978. 

Natural resources and environment.—The use of tax-exempt industrial 
development bond financing for private pollution control facilities 
will be terminated effective January 1, 1979. Pollution control facilities 
and equipment will be eligible for the full 10% investment tax credit 
even if the property is eligible for 5-year amortization. The effective 
date of this provision will be January 1, 1978. 

Energy.—As a part of the national energy plan new tax expenditures 
will encourage energy conservation and the conversion from the use of 
oil and natural gas to other energy sources. Taxpayers will be able to 
claim a tax credit of 25% of the first $800 and 15% of the second 
$800 spent for insulation or certain other energy-saving improvements 
on the taxpayer's principal residence. The total amount of the credit 
allowed for any individual with respect to the same principal residence 
will be limited to $410 over taxable years 1977 through 1984. Tax-
payers will be able to claim a tax credit of 40% of the first $1,000 and 
25% of additional expenditures up to a maximum credit of $2,000 
during taxable years 1977 through 1979 for certain home solar energy 
equipment. The amounts of the credit will diminish for taxable years 
1980 through 1984. Expenditures made after April 20, 1977, will be 
eligible for both credits. 

An additional 10% investment tax credit will apply to four separate 
classes of energy related property—cogeneration property that allows 
electricity to be produced together with production of heat or steam 
for other purposes, alternative energy property that is associated 
with the use of coal or other fuels other than oil and gas, solar energy 
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equipment, and property that reduces the amount of energy consumed 
to heat or cool buildings or to carry on manufacturing or production 
processes. Expenditures for these classes of property may not be used 
as credits against the proposed oil and gas use tax. The proposal to 
set a 90% limit on investment tax credits that may be claimed as 
offsets to regular tax liabilities would also apply to these new, addi-
tional investment tax credits. 

The temporary provision of the Tax Reduction and Simplification 
Act of 1977 that removed intangible drilling costs to the extent of 
related income from the base of the minimum tax will be made per-
manent. The expensing of intangible drilling costs would be extended 
to wells drilled for geothermal energy sources. 

Agriculture.—All corporate farms with gross reciepts of more than 
$1 million and not taxed like partnerships will be required to use 
accrual accounting thus reducing the tax expenditures resulting from 
the expensing of certain items. 

Commerce and housing credit.—Credit unions would be subject to 
tax but be allowed to claim bad debt deductions on the same basis as 
savings and loan associations and mutual savings banks. To phase in 
this provision, credit unions will be able to claim bad debt deductions 
equal to 86% of net income in calendar year 1979; that percentage 
will phase down to 30% in 1983. The percentage of net income that 
savings and loan associations and mutual savings banks may claim as 
a bad debt deduction will phase down from 41% in 1978 to 30% in 
1983. The bad debt provision for commercial banks will be repealed 
effective January 1, 1979. 

Bonds issued by State or local governments but used to finance 
private industrial parks and plants will generally be denied tax-
exempt status. Tax exemption will be retained for plants built in 
economically distressed areas and the current law limit on the size 
of projects eligible for such financing will be doubled to $10 million, 
but the limit on the size of any issue will be retained at $1 million. 

Taxpayers will generally be required to depreciate buildings under 
the straight-line method over the average lives presently in use. 
Accelerated depreciation will be permitted for multifamily housing 
(150% declining balance method) and low-income housing (200% 
declining balance method). 

The alternative tax of 25% on up to $50,000 of capital gains will be 
repealed effective January 1, 1979. The untaxed half of any gain 
on the sale of a principal residence would be removed from the base 
of the minimum tax. 

The tax expenditure for the corporate surtax exemption will be 
expanded by permanently reducing the corporate tax rate from 20% 
to 18% on the first $25,000 of corporate income and from 22% to 
20% on the second $25,000 of corporate income effective October 1, 
1978. 

The 10% investment tax credit will be extended to industrial and 
utility structures and a flat 90% limit on the portion of tax that may 
be offset with the investment tax credit will replace the current 
provisions, which generally allows 100% of the first $25,000 of tax 
liability to be offset and 50% of any additional tax liability. The 10% 
rate will be made permanent. 
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Transportation.—The deductibility of nonbusiness State and local 
gasoline taxes will be repealed. 

Community and regional development.—The provision allowing 
5-year amortization for housing rehabilitation will be extended. 

Health.—The exclusion of employer contributions for medical 
insurance premiums and medical care will continue to be permitted 
only if such plans meet new tests to assure that lower compensated 
employees are not discriminated against. The deductibility of medical 
expenses will be modified to allow a deduction for medical expenses 
and uninsured casualty losses only to the extent that they exceed 
10% of adjusted gross income. 

Income security.—Unemployment compensation will be subject to 
tax for single individuals with income in excess of $20,000 and for 
married couples with income in excess of $25,000. Unemployment 
compensation will be brought into income subject to tax at the rate of 
50 cents for each dollar of income above these threshold levels. The 
exclusion of pension fund contributions and earnings from employee 
income for plans which integrate with social security benefits will con-
tinue only for plans that meet new rules regarding integration to assure 
that lower compensated employees are not discriminated against. 
Similar rules will be applied to plans providing life insurance or dis-
ability insurance. The exclusion of employer paid death benefits will 
be repealed. The earned income credit will be extended through 
calendar year 1981 and then expanded in 1982 as part of welfare 
reform. Interest will be taxed on a current basis on certain large 
annuity contracts (not life insurance policies). 

General government.—The deduction for political contributions will 
be repealed; the credit will be retained. 

General purpose fiscal assistance.—State and local governments will 
be provided a Federal interest subsidy if they elect to issue securities 
in a taxable rather than tax-exempt form. As this option is elected 
for new issues, the revenue loss associated with tax exemption will 
decline. An interest subsidy of 35% will be provided for bonds issued 
in calendar years 1979 and 19S0, and 40% for bonds issued thereafter. 
All securities currently eligible for tax exemption will be eligible for 
tax exemption or this option except certain industrial development 
bonds: those issued for private pollution control facilities, those issued 
for industrial plants in areas that are not economically distressed, and 
those issued for new hospitals that have not been certified as needed 
by the State. The deductibility of State and local sales, personal 
property, and certain miscellaneous taxes will be repealed effective 
January 1, 1979. 
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