
SPECIAL ANALYSIS G

TAX EXPENDITURES

The Congressional Budget Act of 1974 (P.L. 93-344) requires a
listing of tax expenditures in the budget. The act defines tax ex-
penditures as "revenue losses attributable to provisions of the Fed-
eral tax laws which allow a special exclusion, exemption, or deduc-
tion from gross income or which provide a special credit, a prefer-
ential 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 expendi-
tures 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, housing, petroleum exploration and develop-
ment, borrowing by State and local governments, and support of
charitable institutions. The deductibility of medical expenses and
casualty losses and personal exemptions for the aged and blind are
examples of adjustments of tax liabilities for taxpayers in special
circumstances.

The benefits of tax expenditures designed to encourage particu-
lar types of economic activity may not rest fully or even mainly
with the corporations or individuals whose taxes are initially af-
fected. 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, to the extent that the investment tax credit
stimulates capital formation, productivity may increase and real
wages may rise, benefiting recipients of labor income as well as
capital income.

This special analysis contains quantitative estimates of tax ex-
penditures 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 contained in the Revenue Act
of 1978 (P.L. 95-600), the Energy Tax Act of 1978 (P.L. 95-618) and
the Foreign Earned Income Act of 1978 (P.L. 95-615) are noted in
the text.
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184 THE BUDGET FOR FISCAL YEAR 1980

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 cor-
porate income taxes. They reduce tax liabilities for particular
groups of taxpayers. No estimates are made in this analysis for
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. At present 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. Also, under the Tax Reform Act of 1976
deductions for the costs associated with the demolition of certain
historic buildings were disallowed and crediting of foreign taxes
paid was denied for taxpayers who cooperate with or participate in
an international boycott.

The Internal Revenue Code contains individual income, corpo-
rate income, estate and gift, excise and employment taxes. This
analysis deals only with deviations from the "normal structure" in
the taxation of individual and corporate income.

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. Tax expenditures might in
principle be defined as departures from a theoretical income tax
base. "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 worth, might be
used for this purpose.

Such theoretically pure treatment, however, is not possible in
practice. The concept of the normal structure recognizes that it is
impractical to make the necessary imputations. Furthermore, the
normal structure allows for the separate taxation of individual and
corporate incomes whereas a theoretically pure income tax struc-
ture would integrate these two taxes.

Although a theoretically pure income tax base can be specified,
there is no theoretical basis for any particular degree of progressiv-
ity in the individual income tax rate structure or any particular
structure of income tax rates. For purposes of identifying tax ex-
penditures, the structure of progressive rates and those provisions
that exclude low-income persons from tax liability are considered
to be 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 expenditures. Reduc-
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tions in the tax rates for individuals and the increase in the
personal exemption and the standard deduction (now called the
zero bracket amount) in the Revenue Act of 1978 tend to reduce
the estimated revenue losses associated with some tax expenditure
items. This will occur both because fewer taxpayers will itemize
their deductions and because tax preferences have less value at
lower marginal rates.

Neither tax rates nor outlays can be presumed to be independent
of current tax expenditures. If major tax expenditure items were
repealed, tax rates could be set at lower levels or budget outlays
could be increased to maintain an appropriate fiscal policy.

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 follow-
ing paragraphs.

• Threshold levels for tax liability. The normal structure in-
cludes those tax code provisions that determine threshold
levels of income below which no tax liability is imposed for
the different types and sizes of taxpaying units. Personal
exemptions and the standard deduction have determined
these thresholds in recent years. Legislation enacted during
1975, 1976 and 1977 temporarily added the general tax credit
to these threshold provisions. The Tax Reduction and Simpli-
fication Act of 1977 made a permanent change in the provi-
sions that establish threshold levels for tax liability by repeal-
ing the low-income allowance and the percentage standard
deduction and substituting flat standard deductions (now
called zero bracket amounts) for different types of filing units.
The Revenue Act of 1978 again changed the threshold levels
by not renewing the general tax credit for tax years after
December 31, 1978, increasing the standard deduction and
raising the personal exemption. The additional personal ex-
emptions for taxpayers 65 and over and the blind result in
tax expenditures because they are special provisions directed
at groups in special circumstances.

• The progressive rate schedules for the individual income tax.
A progressive rate schedule for the individual income tax is
considered to be part of the normal tax structure. Therefore,
tax expenditures do not result because some income is taxed
at lower rates than other income. The income averaging pro-
vision of the code is also considered to be part of the normal
structure. The maximum tax of 50% on personal service
income is treated as a tax expenditure item because it is a
"preferential rate of tax" as defined in the Congressional
Budget Act.
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186 THE BUDGET FOR FISCAL YEAR 1980

• The limited progressive rate schedule for corporations. The
Revenue Act of 1978 changed the treatment of the first
$100,000 of corporate income by taxing it at progressive rates
ranging from 17% to 40%; all amounts over $100,000 are
taxed at 46%. Consistent with the treatment of the corporate
surtax exemption in prior years, the difference in corporate
tax rates is viewed as a tax expenditure rather than as estab-
lishing a new normal structure.

• Separate rate schedules for single and married taxpayers, mar-
ried taxpayers filing separately and heads of households. Ex-
isting provisions regarding the definition of taxpaying units
and separate rate schedules for different types of taxpayers
are considered part of the normal tax structure.

• Imputed income from owner-occupied housing and other
sources. A theoretically pure income concept would include
imputations for income received in kind from the occupancy
of a home owned by the taxpayer and for in-kind income from
the ownership of other durable assets. Because such imputa-
tions are difficult to make, they are not considered in the
computation of tax expenditures, even though the exclusion of
imputed income from income subject to tax affects the alloca-
tion of the economy's resources, particularly by stimulating
owner-occupied housing. If income from owner-occupied hous-
ing were imputed, deductions for mortgage interest and prop-
erty taxes would be an appropriate part of the normal struc-
ture in order to measure the amount of net income that
should be included in the tax base. In the absence of imputa-
tion, those two deductions result in tax expenditures.

• The value of government benefits received in kind. The exclu-
sion from income subject to tax of most direct cash payments
to individuals by the government, such as social security pay-
ments, results in tax expenditures. Other government pro-
grams such as medicare and public education that extend
benefits in kind to individuals are not included in income, but
this exclusion does not result in tax expenditures. The divid-
ing line between nontaxable government benefits that result
in tax expenditures and those that do not is not clear cut.
Food stamps, for example, 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 in this analysis
they are not so considered.

• Capital gains and losses. Although the base of a theoretically
pure income tax would include net capital gains as they
accrue, practical problems generally prevent the identifica-
tion and taxation of unrealized capital gains. Hence, the
normal structure taxes such gains only when "realized." How-
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ever, the exclusion from taxable income of 60% of capital
gains (increased under the Revenue Act of 1978 from 50% in
prior law) results in a tax expenditure. An individual's assets
at death may have appreciated in value. Since these gains are
not deemed to have been realized in the year of death under
current law, they are completely excluded from the decedent's
income subject to tax. The failure to include unrealized capi-
tal gains in the year of death in income 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 basis of
the decedent's assets in the hands of the estate, heir or other
beneficiary was their market value at the date of death. Thus,
gains that accrued before death were never subject to tax.
Under the 1976 act, the estate or beneficiaries must "carry
over" the decedent's basis, adjusted to account for death taxes
attributable to unrealized gains, and thus be subject to tax on
gains that accrued during the lifetime of the decedent as well
as gains that accrued subsequent to inheritance. As a means
of phasing in this provision, an asset's basis to the estate, heir
or beneficiary is generally its value on December 31, 1976, or,
if acquired later, the acquisition cost. The tax on such gains
will partially offset the tax expenditure resulting from the
failure to include capital gains in income subject to tax in the
year of death. However, the Revenue Act of 1978 postponed
the operation of the carryover of basis provisions, which will
only be applicable to property passing from decedents dying
after December 31, 1979. Hence, offsetting revenue gains will
not begin until 1981.
Gifts and bequests. The tax system subjects gifts and bequests
to taxes separate from the income tax. Therefore their exclu-
sion from the recipient's taxable income under the individual
income tax does not result in a tax expenditure. While an-
other set of tax expenditures could be defined for departures
from a "normal structure" of gift and estate taxes, this would
be beyond the scope of this analysis.
Forms of business organization. The tax law recognizes differ-
ent forms of business organization including corporations,
partnerships, small corporations treated in a manner similar
to 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 expenditures so long as income is
subject to tax at either the corporate or the individual level.
Treatment of individuals and corporations as separate taxpay-
ing entities. A theoretically pure income tax would integrate
the taxation of individual and corporate income to avoid mul-
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tiple taxation of any particular type of income. Only individ-
uals would be taxed; corporate income would be taxed to
shareholders, whether or not it was distributed in the form of
dividends. Although this approach is applied to subchapter S
corporations, separate taxation of corporate entities is accept-
ed as part of the normal tax structure for purposes of this
analysis.

• Deduction of depreciation expenses. The tax code allows a
reasonable allowance for depreciation. Depreciation is defined
as "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 compute depre-
ciation deductions, one needs an asset life and a depreciation
rate. Depreciation over the useful life of an asset may be
taken at a uniform rate, known as straight line depreciation,
or at a rate that is faster in the earlier years of an asset's life,
known as accelerated depreciation. For depreciation purposes
a distinction is made between the treatment of machinery
and equipment and that of buildings. The use of accelerated
depreciation for machinery and equipment is considered to be
part of the normal tax structure inasmuch as they tend to
lose more of their actual value in the first few years of useful
life. However, under the asset depreciation range (ADR)
system, a taxpayer may select a life for an asset of up to 20%
less than the guideline life published by the Internal Revenue
Service without having to justify the choice. If an asset life
within the 20% range but shorter than the guideline life is
chosen, a tax expenditure is assumed to result. In the case of
buildings, no comparable guideline lives are published. Thus,
to the extent that lives claimed by taxpayers are justified on
the basis of "facts and circumstances," tax expenditures do
not result. For certain types of buildings, such as rehabilitat-
ed low income housing, the use of shorter lives is, in effect,
permitted by the tax code, thereby giving rise to tax expendi-
tures. Furthermore, for all buildings, the straight-line method
of depreciation is considered to be part of the normal tax
structure, and the additional deductions resulting from the
use of accelerated depreciation are regarded as tax expendi-
tures.

• Deduction of other business expenses. The deduction of busi-
ness expenses is necessary to determine taxable income. Tax
expenditures do not ordinarily result when deductions for
"ordinary and necessary" business expenses are taken. This
rule is followed in this analysis even when the deduction of
certain expenses, such as those for entertainment and meals,
can be challenged on normative grounds. Tax expenditures do
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occur when the tax code permits business or investment ex-
penditures that are capital outlays in economic terms to be
treated as current expenses.

• Foreign tax credits. The normal structure of the income tax
includes tax credits for foreign income taxes paid to avoid the
double taxation of income earned abroad. This conforms to
the principle that total taxes paid by a U.S. resident should
be independent of the source of his income.

• Income of controlled foreign corporations. The income of for-
eign corporations controlled by U.S. corporations or citizens is
generally not subject to U.S. tax until that income is repatri-
ated. There are certain exceptions in order to avoid abuse in
tax-haven countries. The deferral of income of controlled for-
eign corporations is included as a tax expenditure in this
analysis, because it is an exception to the basic precept of our
tax system that U.S. corporations and citizens are subject to
tax on their worldwide income when earned.

The above discussion does not exhaust the definitional complex-
ities inherent in the tax expenditure concept nor does this analysis
consider all special tax provisions. Some items have not been con-
sidered 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 rela-
tively small ($2.5 million or less).

Making distinctions between the normal tax structure and 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. Many features of what is now defined as the normal
tax structure have major effects upon the level and composition of
economic activity and the distribution of income. Budget outlays,
or other policy instruments, are alternative means to achieve the
objectives of some 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 in table G-l have been
prepared by the Treasury Department and are based upon tax law
enacted as of December 31, 1978. The estimates show the loss of
budget receipts by fiscal year resulting from each of these particu-
lar features of the tax system. For those tax expenditures resulting
from the exclusion from taxable income of Federal Government
payments to individuals, the estimates of such 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.
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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, would remain
unchanged. In most cases, the assumed 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 expendi-
ture. For each itemized nonbusiness deduction for individuals, this
same procedure is followed. However, in some cases taxpayers will
no longer have remaining deductions sufficient to itemize and will
elect the standard deduction. Tax expenditures resulting from cred-
its are simply equal to the estimated credits claimed by all taxpay-
ers. Aggregate output and incomes are assumed to be unaffected by
the deletion of the special features of the tax laws giving rise to tax
expenditures. No "second order" effects are included in the esti-
mates because it is assumed that some offsetting fiscal or other
action would be taken to keep the economic aggregates at the
levels that underlie the 1980 budget estimates.

Taxpayer behavior is also assumed to be unaffected by the as-
sumed deletion of a tax expenditure provision even though, to the
extent that tax expenditures intended to encourage certain eco-
nomic activities have been successful, their elimination would pre-
sumably change taxpayer behavior. Such changes would alter the
mix of economic activity. However, given the assumed unchanged
economic aggregates, no effects on receipts of a different mix of
activity are reflected in the estimates.

Some tax expenditures result from 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
particular taxpayer, transaction or asset the special provision may
defer a tax rather than eliminate it. However, for a growing busi-
ness the deferral of taxes continues indefinitely under most of
these provisions. Furthermore, as the economy grows, these
amounts increase over time. Estimates for these items show the
difference between budget receipts under current law and budget
receipts assuming a law without such provisions had always been
in effect. These figure therefore generally show more revenue than
could be obtained in the first years of a transition from one tax law
to another.

Tax expenditure estimates are computed on a "cash-flow" basis.
The estimates reflect the amounts by which receipts will be
changed in each year. An alternative method of measuring tax
expenditures that involve deferral would be to compute for each
year the present value of the tax savings associated with the pref-
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erence items. This method would make it easier to compare the
values of subsidies that result from tax preferences that postpone
tax liability with the values of those that reduce it permanently.
Such a present value calculation would avoid the anomalous nega-
tive estimates that occasionally appear in table G-l when tax
revenues calculated on a cash flow basis are higher than they
would have been without the tax expenditure. This occurs in situa-
tions where taxpayers whose tax liabilities were reduced in earlier
years have larger tax payments in later years than they otherwise
would have.

Sample data from tax returns have been used to estimate tax
expenditures whenever possible. These data, however, are not yet
available for the years presented in this analysis. Consequently,
the estimates have been 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. In addition, many tax expenditures result from ex-
cluded income not reported on tax returns. In these cases data for
the estimates must be derived from other sources. The estimates
take into account any changes scheduled under existing law, such
as the phasing in or out of specific provisions.

The estimates are reduced by any minimum tax liabilities associ-
ated with particular items. The minimum tax on tax preferences
was introduced in 1969 to assure that individuals and corporations
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 Revenue Act of 1978 modified the minimum tax for individ-
uals by excluding capital gains and excess itemized deductions as
preference items subject to the minimum tax. However, a new
alternative minimum tax, levied on the sum of taxable income,
certain deductions in excess of specified income limits and the
capital gains deduction, may be applicable. The new alternative
minimum tax is paid if tax liabilities under this tax exceed the
sum of tax liabilities under the ordinary income tax and the mini-
mum tax as revised. Any revenue gain under the alternative tax is
assumed to offset the tax expenditures that would otherwise result
from the capital gains preference. As a result of the Energy Tax
Act of 1978 intangible drilling costs for oil and gas and geothermal
wells are no longer minimum tax preference items to the extent
that net income from the production of these wells offsets intangi-
ble drilling costs deductions. This change makes permanent the
temporary rule which was enacted by the Tax Reduction and Sim-
plification Act of 1977. Although corporations are not affected by
the changes in the minimum tax provisions, the alternative capital
gains tax rate for corporations was reduced from 30% to 28%.
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The Tax Reform Act of 1976 also introduced two "at-risk" rules
that limit deductions attributable to a taxpayer's investment to the
amount of cash investment plus the debts for which the taxpayer is
personally liable. One rule applied to all taxpayers (other than
regular business corporations) engaged in farming, motion picture
films, equipment leasing and the exploring for and the exploitation
of oil and gas. The other rule applied only to partners (including
corporate partners) of a partnership engaged in any activity other
than real estate. These at-risk rules succeeded in reducing tax
expenditures. The Revenue Act of 1978 consolidated the at-risk
rules into one rule, applied it to all taxpayers other than widely
held corporations and to all activities other than equipment leasing
by closely held corporations and real estate.

Tax expenditure estimates cannot be simply added together to
obtain totals for functional areas or a grand total. In some cases
the revenue gained from the deletion of two tax expenditure items
would be greater than the sum of the gains from the deletion of the
two items separately. 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 effects. In other
cases, the revenue gain from the deletion of two items would be
smaller than the sum of the gains considered separately. For exam-
ple, if the deductibility of mortgage interest payments and home-
owner property taxes were both repealed and the standard deduc-
tion were left unchanged, many individuals who now itemize their
deductions would opt for the standard deduction, thus limiting the
revenue gain.

In general, elimination of several itemized deductions would in-
crease revenue by less than the sum of the revenue gains measured
by eliminating each item separately because more taxpayers would
use the standard deduction. Conversely, elimination of multiple
items that are exclusions from adjusted gross income would in-
crease revenue by more than the sum of the individual gains
because taxpayers would be pushed into higher tax brackets.

As a measure of this aggregation problem, the revenue loss re-
sulting from all itemized deductions that result in tax expenditures
would be $30.6 billion in 1980, whereas the sum of tax expendi-
tures, taking each item separately, is $42.8 billion. The aggrega-
tions of related tax expenditure items that are presented and dis-
cussed in the next section have been specially estimated so as to
account for this problem. Where tax expenditures for both individ-
uals and corporations result from the same tax code provision, such
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as the investment tax credit, the two estimates may be added
together.

PROPOSED CHANGES IN TAX EXPENDITURES

Unlike earlier years, when proposed reforms of the tax system
indicated substantial changes in the volume of tax expenditures,
the administration this year has proposed only one major tax
change resulting in a tax expenditure. To encourage compliance
with the voluntary wage standards, the President has proposed a
program of real wage insurance that will operate through the tax
system. Taxpayers who are members of groups complying with the
wage standard will be eligible to receive tax credits based on the
amount of wages, up to $20,000, shown on their W-2 forms. The
rate of credit will be the excess of the actual rate of inflation over
7%, up to a 3% maximum. The credit will be included in taxable
income. The full amount of the credit will be allowed even if it
exceeds what otherwise would be the taxpayer's tax liability. That
part of the credit in excess of tax liability will be included in
outlays and is not included in tax expenditures. The proposal,
which covers calendar year 1979, is estimated to reduce receipts
and increase tax expenditures in 1980 by $2.3 billion.

The carryover of basis provision contained in the Tax Reform
Act of 1976 has been postponed and now applies only to property
passing from decedents who die after December 31, 1979. The ad-
ministration has proposed a new carryover of basis provision that
would continue to set the basis of property transferred from a
decedent to estate or heirs as its value on December 31, 1976, or its
acquisition cost if acquired later. The new rule would apply to the
estates of individuals dying after December 31, 1979. However, the
minimum basis subject to the carryover provision would be in-
creased to $175,000 from $60,000 under the 1976 act. The tax ex-
penditure consequences of this proposal are negligible in 1980.

The administration has proposed to limit the use of tax-exempt
funds for mortgage financing to low and moderate income families
and for other narrowly targeted public policy objectives. Tax ex-
penditures will be reduced by $29 million in 1980 as a result of this
proposal.

TAX EXPENDITURES BY FUNCTION

Estimates of tax expenditures for 1978-1980 are grouped together
by functional category and presented in table G-l. The estimates
are shown separately for individuals and corporations. Each tax
expenditure has been classified in the functional categories used
for budget outlays into which they most closely fit. A brief descrip-
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tion follows of each of the special tax provisions for which a tax
expenditure estimate is shown in table G-l.

National defense.—The housing and meals provided military per-
sonnel, either in cash or in kind, are excluded from income subject
to tax. Most of the disability-related military pension income re-
ceived by current retirees is also excluded.

International affairs.—Prior to January 1, 1978, a U.S. citizen
was able to exclude foreign earnings of up to $20,000 a year (in
some cases $25,000) if the taxpayer was a resident of a foreign
country or remained outside the United States for 17 months in an
18-month period. The Foreign Earned Income Act of 1978 replaced
the exclusion for taxpayers with deductions for certain foreign
living costs and extended these deductions to U.S. resident aliens.
(For a taxable year beginning in the 12-month period from January
1, 1978 to December 31, 1978 taxpayers may elect either the new
law or the $15,000 lump sum exclusion of the Tax Reform Act of
1976. As of tax years beginning after December 31, 1978, only the
new law will apply.)

Under the new law, eligible taxpayers may deduct expenses for
annual home leave travel, the cost of U.S.-type schooling from
kindergarten through grade 12, the excess of foreign living costs
other than housing and education over those in the highest U.S.
mainland city, and the excess of reasonable housing costs over one-
sixth of earned income less the special deductions. Taxpayers living
in hardship areas will be allowed an additional deduction of $5,000.
Taxpayers living in hardship areas in camps set up by their em-
ployers may elect to exclude $20,000 plus the value of meals and
lodging furnished by the employer in lieu of taking the special
deductions. The new law makes no change in the tax-exempt status
of certain allowances received by Federal employees working
abroad. These exemptions also result in tax expenditures.

The profits of a domestic international sales corporation (DISC)
are not taxed to the DISC but instead are taxed to the shareholders
when distributed or deemed distributed to them. For DISC's with
more than $150,000 in otherwise taxable income, the deemed distri-
bution equals all income attributable to base-period exports plus
50% of income attributable to exports in excess of the base-period
exports. Base period exports equal 67% of average annual exports
during an earlier 4-year base period. For DISC'S with less than
$150,000 in otherwise taxable income, the deemed distribution
equals 50% of total income.

Except for certain tax-haven provisions, the income of foreign
corporations controlled by U.S. shareholders is exempt from U.S.
taxation until that income is distributed to the shareholders. The
tax expenditure estimate assumes that if deferral were terminated

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

1980



SPECIAL ANALYSIS G 195

a controlled foreign corporation would be treated as a partnership
and the controlling U.S. shareholders would be taxed as partners.

In 1980 the phase-out of the preferential treatment of Western
Hemisphere trade corporations, begun by the Tax Reform Act of
1976, will be completed.

General science, space, and technology. —Research and develop-
ment expenditures are intended to result in new products or proc-
esses, cost reductions, or other effects whose benefits will in nearly
all cases continue into the future. Businesses may deduct all re-
search and development expenditures in the year when they are
incurred rather than amortize them over several years.

Energy. —Certain capital costs necessary to discover and develop
mineral properties may be deducted as current expenses rather
than being 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 miner-
al deposits, such as expenditures for mine shafts, tunnels and
stripping. The Tax Reform Act of 1976 made intangible drilling
costs for oil and gas wells a preference item for purposes of the
minimum tax to the extent that such costs exceeded either cost
depletion or 10-year amortization. The rule was liberalized for 1977
by allowing individuals to exclude intangible drilling costs from
their minimum tax base to the extent that the deductions did not
exceed oil and gas income. This temporary rule was made perma-
nent by the Revenue Tax Act of 1978. In addition, the Energy Tax
Act of 1978 adopted the same rules for intangible drilling costs of
geothermal wells.

Extractive industries generally use percentage depletion rather
than cost depletion. Under cost depletion, actual outlays, to the
extent not immediately recovered through expensing of exploration
and discovery and development costs may be deducted over the
productive life of the property, much as businesses may take deduc-
tions for the depreciation of other capital goods. Percentage deple-
tion is not limited to the cost of the investment in this way. Under
percentage depletion, taxpayers may deduct a percentage of gross
income from mineral production at rates ranging from 22% for oil
and gas and certain other minerals to 5%; however, the deduction
is limited to 50% of net income from the property or 65% of
taxable income in the case of oil and gas. The Tax Reduction Act of
1975 limited the availability of percentage depletion to independent
oil and gas producers and royalty owners and to specific quantities
of output. The act phased down the percentage depletion rate for
oil and gas from 22% through 1980 to 15% in 1984 and thereafter.
The Energy Tax Act of 1978 made production after September 30,
1978 from geothermal deposits eligible for percentage depletion at
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the same rate as for oil and gas, but with no limit on output and
no limitation with respect to qualified producers.

In lieu of percentage depletion royalties from coal deposits are
treated as capital gains, rather than ordinary income.

The Energy Tax Act of 1978 created a variety of tax incentives to
stimulate energy conservation and to encourage conversions to
energy sources other than oil or natural gas. The act provides a
15% income tax credit to individuals for home insulation and other
energy-conserving components up to a maximum credit of $300.
The credit of 30% on the first $2,000 of expenditures and 20% on
the next $8,000 are for solar and other renewable energy source
property. These credits are retroactive to purchases made after
April 19, 1977.

For business, the act provides an additional 10% credit for in-
vestments in specified energy property. Such property includes
alternative energy property (i.e., property using fuel other than oil
or natural gas); solar or wind energy property, specially defined
energy property (i.e., property used in an existing industrial, agri-
cultural or commercial facility to reduce the amount of energy
consumed or heat wasted); recycling equipment; shale oil equip-
ment; and equipment for producing natural gas from geopressur-
ized brine.

Natural resources and environment —Interest on State and local
government debt issued to finance the pollution control facilities of
private firms is excluded from income subject to tax.

Certain payments made by customers to water and sewage dis-
posal utilities for the purpose of aiding the construction of new
facilities are treated by utilities as contributions to capital rather
than as gross income from the sale of a constructed asset. Pay-
ments of this kind to public gas and electric utilities were given the
same treatment retroactive to February 1, 1976 by the Revenue Act
of 1978.

Pollution control facilities installed in existing buildings may be
amortized over 5 years instead of over their longer useful lives.
This results in a deferral of income. The revenue effect of this
deferral reflects both the revenue loss attributable to the excess of
amortization over normal depreciation and the revenue gain result-
ing from the disallowance of depreciation deductions after the end
of the amortization period. In a growing economy in which taxpay-
ers consistently elect rapid amortization, the annual revenue loss
from the amortization of current investments exceeds the gain
from the lower depreciation deductions for past investments. In the
case of pollution control facilities, taxpayers generally elected am-
ortization for investments placed in service between 1969, when the
provision was first effective, and 1971. In 1971, the investment
credit, which had been repealed in 1969, was reinstated, but was
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not extended to facilities amortized over 5 years. Since 5-year am-
ortization with no investment credit is less favorable than normal
depreciation with the investment credit, taxpayers ceased electing
amortization. The Government is now recapturing some of the
benefits of deferral for investments made between 1969 and 1971,
so that the effect of this provision for 1978-80 is a revenue gain,
producing a negative value of the tax expenditure.

The law was changed by the Tax Reform Act of 1976, which
allowed taxpayers to elect amortization and one-half of the invest-
ment credit for facilities placed in service after December 31, 1976,
and by the Revenue Act of 1978, which allows taxpayers the full
investment credit for facilities placed in service after December 31,
1978 to the extent that such facilities are not financed with tax-
exempt bonds. Thus, taxpayers are now expected to resume the
election of the amortization provision. By 1981, the loss from amor-
tization will exceed the gain from the recapture of past benefits, so
that the tax expenditure will be positive.

Expenditures to preserve and restore certain historic structures
are eligible for special accelerated depreciation. This provision does
not apply to owner-occupied housing. Amendments by the Revenue
Act of 1978 will make the procedures for designating State and
local historical districts similar to those for designating Federal
districts.

The gains 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 are for inven-
tories held at the end of the year or for capital improvements
under normal accrual accounting. Capital gains treatment general-
ly applies to the sale of livestock, orchards, vineyards and other
agricultural products.

Rural electric and telephone cooperatives are exempt from the
corporate income tax. Payments to their patrons of noncash pa-
tronage dividends also generally need not be taken into income by
the patron until received in cash. Other cooperatives are subject to
corporate income tax but may deduct cash and noncash patronage
dividends based on business done with patrons provided 20% of
total dividends are paid in cash and the patron has agreed to
include the entire dividend in income. Cooperatives marketing
products for patrons also may deduct amounts retained by the
cooperative on a per-unit basis ("per unit retains") if the patron
has agreed to take the stated amount of the retain in income.
Farmers' marketing and purchasing cooperatives meeting certain
requirements are permitted to deduct dividends on capital stock
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and payments to patrons from nonpatronage income. The tax ex-
penditures result from the deductibility of noncash patronage divi-
dends, retains, dividends on capital stock and payments to patrons
out of nonpatronage income. If noncash patronage dividends and
retains were not deductible by cooperatives, they would no longer
be taken into current income by patrons and hence individual
income taxes would be lower.

The Revenue Act of 1978 allows certain payments made after
September 30, 1979 under various Federal and State cost sharing
conservation programs to be excluded from gross income. Payments
may be excluded to the extent they serve specified conservation
purposes and do not substantially increase the annual income de-
rived from the property.

Commerce and housing credit—This category includes a number
of tax expenditure provisions that also affect economic activity in
other functional categories. In general, provisions related to invest-
ment, such as some depreciation rules and the investment tax
credit, might alternatively have been classified under the natural
resources and environment, energy, agriculture or transportation
categories.

The first $100 ($100 per spouse on a joint return) of dividend
income may be excluded from income subject to tax.

The interest on industrial development bonds issued by State and
local governments is excluded from income subject to tax.

Credit unions are exempt from Federal income taxes. Commer-
cial banks, mutual savings banks, and savings and loan associ-
ations are permitted to deduct additions to bad debt reserves in
excess of actual loss experience and reasonable expectations as to
future losses. Mutual savings banks and savings and loan associ-
ations may deduct 40% of income in calendar year 1979 and there-
after, provided they maintain stipulated fractions of their assets in
"qualifying assets/' primarily residential mortgages.

Owner-occupants of homes may deduct mortgage interest and
property taxes (but not maintenance outlays or depreciation) as
itemized nonbusiness deductions. The 1980 tax expenditure from
these two items combined is $14.6 billion. This is less than the sum
of the two separately because if both were deleted fewer taxpayers
would itemize deductions.

Interest paid on consumer credit is allowed as an itemized deduc-
tion for individuals.

Prior to the Tax Reform Act of 1976 taxpayers deducted interest
and property tax payments made while a building was under con-
struction rather than including them with other costs of construc-
tion to be depreciated over the building's useful life. The 1976 act
reduced this tax expenditure by requiring that construction period
interest and taxes be capitalized and amortized over a 10-year
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period for noncorporate taxpayers. The provision is being phased in
over a 7-year period with more generous transition rules available
for Government-subsidized housing projects.

To the extent that allowable depreciation for tax purposes ex-
ceeds the rate at which assets actually depreciate, business tax
liabilities are deferred. Businesses may employ a variety of depreci-
ation 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 purposes by methods that reduce asset
value more rapidly than straight-line depreciation (the method
typically used in financial statements) are shown as tax expendi-
tures. The asset depreciation range (ADR) system permits the
guideline lives of depreciable equipment to be reduced by 20%. The
ADR system does not apply to property used abroad.

The Revenue Act of 1978 raised to 60% the share of net long-
term gains from the sale of capital assets that may be excluded
from income and eliminated the alternative capital gains tax for
individuals. The excluded 60% of net long-term capital gains is no
longer included as a preference item in computing the minimum
tax. However, the capital gains exclusion is treated as a preference
item in the new "alternative minimum tax." This new tax is appli-
cable only if the sum of a taxpayer's regular income and minimum
tax is less than his alternative minimum tax. Half of net capital
losses may be offset against ordinary income up to a maximum of
$3,000 per year with an unlimited carry-forward.

As a result of the Revenue Act of 1978, corporations may elect a
28% alternative tax rate on capital gains instead of the 30% rate
specified under prior law. The tax expenditure is estimated on the
assumption that these gains would otherwise be taxed at ordinary
rates.

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 proceeds less selling expenses) minus qualified
"fixing up" expenses. To the extent that 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. A loss on the sale of a
home is not deductible.

Capital gains on assets held at the owner's death are not subject
to income tax. The estimate assumes that such gains would be
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taxed as ordinary income in the year of death, but is adjusted for
any taxes paid by heirs on such gains under the carryover basis
provisions of the Tax Reform Act of 1976. Under these provisions,
accretions to the value of assets of a decedent's estate after Decem-
ber 31, 1976, after adjustment for death taxes attributable to such
accretions, would have been taxable. However, the Revenue Act of
1978 suspended the carryover basis rule until after December 31,
1979. At present, the basis to a recipient is the fair market value of
the asset at death so that any gains on assets held at death escape
income taxation.

The Revenue Act of 1978 changed the corporate income tax
structure for the first $100,000 of taxable corporate income. Begin-
ning January 1, 1979, the first $100,000 of taxable income will be
taxed progressively at rates from 17% to 40%. Income over
$100,000 will be taxed at 46%. Estimates are separately shown for
revenue losses resulting from the surtax exemption of prior law for
taxable income up to $50,000.

The investment tax credit was made permanent at 10% by the
Revenue Act of 1978. 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 seven years or more.
Assets with shorter lives are entitled to a reduced credit. As a
general rule, the credit cannot be claimed for investments in land
or buildings or for property used abroad. The 1978 act modified this
rule by allowing credits for the rehabilitation of buildings that are
at least twenty years old and used for business or productive activi-
ties (other than for residential purposes).

The 1978 act also made the full investment credit available after
December 31, 1978, for investment in pollution control facilities
eligible for five-year amortization. If, however, tax-exempt bonds
are used to finance the facility, only one-half of the investment
credit is available, as under prior law. Under the 1978 act, the
investment tax credit is available for investments in single purpose
livestock and horticultural structures or enclosures made in tax-
able years ending after August 15, 1971. Certain vans used to
transport employees to and from work are also entitled to the
investment credit. The investment tax credit may be claimed as
progress payments are made on property that takes 2 or more
years to construct. Under prior law, the maximum credit allowed
against income tax liability in a taxable.year was generally limited
to $25,000 plus 50% of tax liability in excess of $25,000. The 1978
Act raised the excess liability percentage to 60% for 1979 and
increases it through annual increments of 10 percentage points to
90% by 1982. Excess credits may generally be carried back 3 tax-
able years and forward 7 taxable years, after which unused credits
expire.
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Transportation.—The Revenue Act of 1978 eliminated deductions
by individuals for State and local taxes on gasoline, diesel and
other motor fuels consumed for personal use beginning in 1979.

Specified classes of railroad rolling stock were eligible for amorti-
zation over a 5-year period rather than their longer, expected
useful life, whether owned by railroad companies or by lessors. If 5-
year amortization was elected the investment tax credit could not
be claimed. These provisions applied only to rolling stock placed in
service before January 1, 1976. Greater amounts of tax are current-
ly paid than if this provision had not been enacted because in most
cases the 5-year amortization period has expired. Hence negative
figures appear 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 por-
tion of their net income which is used for shipping purposes, pri-
marily construction, modernization and major repairs of ships. An
investment 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 amortize rehabilitation expenditures for
low- and moderate-income rental housing over a 5-year period.
Rehabilitation expenditures may not exceed $20,000 per dwelling
unit and must exceed $3,000 to qualify. This provision expires on
December 31, 1981.

Education, training, employment, and social service.—Scholar-
ships and fellowships are excluded from a recipient's taxable
income subject to certain limitations. The exclusion of educational
benefits under the Gl-bill is included in the veterans benefits and
services function.

Taxpayers may claim personal exemptions for dependent chil-
dren 19 or over who receive income of $1,000 or more per year only
if the children are full-time students. The student may also claim
an exemption on his own return, thus providing a double exemp-
tion. 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
deductible business expenses. The exclusion from an employee's
income of the value of meals and lodgings provided by an employer
for his own convenience is a tax expenditure, as is the exclusion of
housing allowances and the rental value of parsonages from the
taxable income of ministers. The Revenue Act of 1978 allows an
employer to set up an educational assistance program to provide
educational benefits to his employees from January 1, 1979
through December 31, 1983. The program can pay for tuition, fees,
books and supplies. Amounts received under the program are ex-
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eluded from an employee's gross income. Employer contributions to
prepaid legal services plans and the value of legal services received
under the plans are also excluded from employee 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 to the extent that additional
employer contributions to an ESOP are matched by employee con-
tributions. Employees are generally prohibited from withdrawing
their share of an ESOP for 7 years.

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
contributions 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 appreciated value of the asset without taxation on the appre-
ciation 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 contri-
butions to educational and other institutions. Contributions to
health institutions are reported under the health function.

The 50% maximum tax rate on personal service income applies
to earned income and certain pensions, annuities and deferred
compensation. The amount to which the maximum tax applies is
reduced by preference items included in the base of the minimum
tax. Capital gains from transactions after October 31, 1978 are no
longer includible in the minimum tax base, and so do not reduce
income eligible for the maximum tax rate. The Revenue Act of
1978 also removed the 30% limit on income subject to preferential
maximum tax treatment where the income is from a trade or
business in which capital as well as personal service generates
income. The maximum tax will now apply to reasonable compensa-
tion for personal services rendered.

A 20% tax credit may be claimed by married couples for child
and dependent care expenses incurred when both spouses work full
time or when one spouse works part time or is a student. The
credit may also be claimed by divorced or separated parents who
have custody of children and by single parents. Expenditures up to
a maximum of $2,000 for one dependent and $4,000 for two or more
dependents are eligible for the 20% credit. The Revenue Act of
1978 allows the credit to be taken for payments to relatives of the
taxpayer even if their services are not qualified for coverage under
the Social Security laws.

The AFDC-WIN job credit allows an employer to take tax credits
on wages paid to individuals employed under the WIN (work incen-
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tive) program and other recipients of AFDC (aid for families with
dependent children). Under the Revenue Act of 1978, this credit
has been liberalized. An income tax credit of 50% of first-year and
25% of second-year wages up to 100% of tax liability can be claimed
as a credit by the employer if the wages are paid for work performed
in a trade or business. A credit can be claimed for wages paid for
work performed outside a trade or business equal to 35% of an
employee's first year wages up to $6,000, with no more than $12,000
of total wages paid by an employer eligible for the credit. The
employer must reduce his deduction for wages by the amount of the
tax credit.

The Revenue Act of 1978 has replaced the jobs credit of the 1977
Tax Reduction and Simplification Act which was available for
wages earned in calender years 1977 and 1978. The "targeted jobs
credit" of the 1978 act allows tax credits for qualified wages paid to
individuals certified as members of any of seven target groups,
principally disadvantaged youths under 25. A credit of 50% of first
year wages and 25% of second year wages up to $6,000 of each
employees wages (the wage base for unemployment taxes) can be
taken by the employer to offset up to 90% of his tax liability,
provided that the credit may not be taken for first year wages in
excess of 30% of the employer's total unemployment tax wage base.
For a given employee, either this credit or the AFDC-WIN credit
can be taken, but not both. The employer's deduction for wages is
reduced by the amount of the credit.

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

Medical expenses in excess of 3% of adjusted gross income, in-
cluding payments 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%
limit.

Expenditures up to $25,000 per year for removing architectural
and transportation barriers to the handicapped and the elderly in
any facility or public transportation vehicle used in a trade or
business that would otherwise be treated as a capital outlay now
may be treated as a current expense. This election will no longer
be available after December 31, 1979.

Contributions to nonprofit health institutions are allowed as a
deduction for individuals and corporations. Contributions to other
charitable institutions are discussed under the education, training,
employment, and social services function.
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Income security.—Most government transfer payments to individ-
uals, such as social security and welfare benefits, are excluded
from taxable income. If the taxpayer had no other source of
income, these payments, even if taxable, would not generally be
large enough to result in 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 file jointly with working spouses, tax expenditures result from
these exclusions.

The exclusion of unemployment benefits from taxation has been
modified by the Revenue Act of 1978. If the sum of a taxpayer's
adjusted gross income, unemployment compensation and exclud-
able disability income is over $20,000 ($25,000 for a joint return),
the lesser of his unemployment benefits or one-half of the amount
over the $20,000 ($25,000) limit is taxable.

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 taxable income of persons under the age of 65
who are permanently and totally disabled. For these individuals
the exclusion is reduced dollar for dollar by adjusted gross income
plus disability income in excess of $15,000.

Certain contributions to pension plans by employers and
amounts set aside by the self-employed and those not covered by an
employer's plan are excluded from the individual's adjusted gross
income in the year of contribution. 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 investment income earned by pension funds is not
taxable when earned. Tax expenditures result from the lower effec-
tive tax rates after retirement, resulting from the lower incomes
and special tax provisions received by the aged, and from the
excess of aggregate current contributions and investment earnings
over amounts paid out in benefits.

The exclusion from employee income of certain other employer
payments, including payments for premiums of group life insur-
ance and accident and disability insurance, are listed here because
of their relationship to income security. The exclusion of certain
other fringe benefits is listed under the education, training, employ-
ment, and social services function.

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

A taxpayer who is 55 years of age or older at the time of the sale
of his principal residence may elect to exclude up to $100,000 of
gain from the sale for sales after July 26, 1978. This is a once in a
lifetime election that replaces the prior exclusion of gain allocated
to the first $35,000 of adjusted sales price for taxpayers 65 years of
age or older.

Additional personal exemptions of $1,000 may be taken by tax-
payers who are 65 years of age or older or blind. These additional
exemptions may not be claimed for a taxpayer's dependents.

The retirement credit for the elderly allows individuals who are
65 years of age or older to take a tax credit equal to 15% of earned
and retirement income up to $2,500 for single individuals and
married couples filing a joint return where only one spouse is 65
years of age or older, and up to $3,750 for joint returns where both
spouses are 65 years of age or older. The $2,500/$3,750 base is
reduced by tax exempt retirement income, e.g., Social Security
payments, and by one-half of the taxpayer's adjusted gross income
over $7,500 for single individuals and $10,000 for married couples
filing a joint return.

The aggregate effect of excluding social security and railroad
retirement benefits for retirees, the additional exemption for per-
sons 65 years of age or older, and the credit for the elderly results
in a 1980 tax expenditure of $9.6 billion. This effect is greater than
the sum of the individual estimates because more elderly persons
would be pushed across the threshold of tax liability or into higher
tax brackets if all of these items were simultaneously deleted from
the tax code.

Taxpayers generally may take as an itemized nonbusiness deduc-
tion each loss due to fire, theft or other casualty in excess of $100
to the extent not compensated by insurance or other payments.

The earned income credit, first established by the Tax Reduction
Act of 1975, has been modified and made permanent by the Reve-
nue Act of 1978. The credit, which low-income workers with minor
dependents may claim, was increased to 10% of earned income up
to $5,000, with a phaseout at the rate of 12.5% for amounts earned
over $6,000. The maximum credit, which was $400 for calendar
year 1978, will be $500 for tax years beginning January 1, 1979,
and later.

Earned income tax credits in excess of tax liabilities are paid to
individuals. This portion of the credit is included in outlays while
the amount which offsets tax liabilities is included as a tax expend-
iture. Only the latter appears in table G-l. In 1980 the tax expend-
iture will be $740 million; the outlay will be $1,545 million. The
estimated tax expenditures for 1978 and 1979 are $285 million and
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$350 million, respectively. The estimated outlays for 1978 and 1979
are $885 million and $840 million, respectively.

Mortgage assistance is provided through State and local housing
authorities for low income, and recently higher income, families.
Interest on State and local debt issued to finance housing is ex-
cluded from income subject to tax.

Veterans 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—The Revenue Act of 1978 doubled the
maximum political contribution on which a 50% credit may be
claimed to $100 ($200 for joint returns). The act eliminates the $100
deduction ($200 on joint returns) permitted under prior law.

General purpose fiscal assistance.—Interest on State and local
government debt is excluded from Federal taxation. Both corpora-
tions, mainly commercial banks, and individuals receive this tax-
exempt income. As a result, these governments can sell debt obliga-
tions 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,
other industrial development bonds and housing bonds is classified
elsewhere. Only the effect of excluding interest on general purpose
obligations and revenue bonds for public purposes such as toll
roads is included in this function. The estimated revenue loss from
all tax-exempt bonds is $7.3 billion for 1980.

The deductibility of nonbusiness State and local taxes gives indi-
rect assistance to these governments. The estimates shown here are
primarily for the deductibility of State and local income and sales
taxes. The deductibility of property taxes on owner-occupied homes
and excise taxes on gasoline are classified elsewhere.

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

Interest.—The interest on U.S. savings bonds is not taxable until
the bonds are redeemed, thereby deferring tax liability.
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Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION
(In millions of dollars)

Fiscal Years

Description Corporations Individuals

1978 1979 1980 1978 1979 1980

National defense:
Exclusion of benefits and

allowances to Armed Forces
personnel

Exclusion of military disability
pensions

International affairs:
Exclusion of income earned

abroad by United States citi-
zens

Deferral of income of domestic
international sales corporations
(DISC)

Deferral of income of controlled
foreign corporations

Special rate for Western Hemi-
sphere trade corporations

General science, space, and tech-
nology:

Expensing of research and devel-
opment expenditures

Energy:
Expensing of exploration and de-

velopment costs
Excess of percentage over cost

depletion
Capital gains treatment of royal-

ties on coal
Residential energy credits
Alternative, conservation and new

technology credits
Natural resources and environ-

ment:
Exclusion of interest on state and

local government pollution con-
trol bonds

Exclusion of payments in aid of
construction of water, sewage,
gas and electric utilities

Five-year 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 out-

lays
Capital gains treatment of certain

income
See footnote at end of table.
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1,745
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5
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1,010 1,060 1,160 380

1,115 1,190 1,265 385
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175
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5

445

350

1,370

120

530

30

430

435

65
715

215

5

90

10

445
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1,470

130

555

35

505

485

75
435

240

5

100

10

430

385
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208 THE BUDGET FOR FISCAL YEAR 1980

Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued
(In millions of dollars)

Fiscal Years

Description Corporations Individuals

1978 1979 1978 1979 1980

- 1 7 0

450

255

- 1 7 5

30

450

305

Agriculture—Continued
Deductibility of noncash patron-

age dividends and certain
other items of cooperatives 500 505 540 —175

Exclusion of certain cost-sharing
payments

Commerce and housing credit:
Dividend exclusion 440
Exclusion of interest on State and

local industrial development
bonds 215 240 280 220

Exemption of credit union income. 80 90 100
Excess bad debt reserves of fi-

nancial institutions 755 780 855
Deductibility of mortgage interest

on owner-occupied homes
Deductibility of property tax on

owner-occupied homes
Deductibility of interest on con-

sumer credit
Expensing of construction period

interest and taxes 500 525 555
Excess first-year depreciation 45 50 50
Depreciation on rental housing in

excess of straightline 75 70 65
Depreciation on buildings (other

than rental housing) in excess
of straight line 145 135 135

Asset depreciation range 2,130 2,460 2,880
Capital gains (other than agricul-

ture, timber, iron ore and
coal) 525 555 625

Deferral of capital gains on home
sales

Capital gains at death
Surtax exemption (through

1978) 5,225 3,070 135
Reduced rates on the first

$100,000 of corporate income 3,270 6,940
Investment credit, other than

ESOP's and rehabilitation of
structures 10,870 13,405 15,370 2,250 2,665

Investment credit for rehabilita-
tion of structures 55 120 10

Transportation:
Deductibility of nonbusiness State

gasoline taxes 920 350
Five-year amortization on railroad

rolling stock - 4 0 - 4 0 - 4 0
Deferral of tax on shipping com-

panies 80 75 70

See footnote at end of table.

7,595

5,495

2,350

140
130

300

130
110

7,125

955
8,120

8,225

5,920

2,585

90
135

290

120
130

9,290

6,615

2,945

145
135

285

120
150

7,520 10,150

1,125
9,015

1,010
10,005

3,090

60
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Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued

(In millions of dollars)

Fiscal Years

Description Corporations Individuals

1978 1979 1980 1978 1979

Community and regional develop-
ment:

Five-year amortization for housing
rehabilitation

Education, training, employment,
and social services:

Exclusion of scholarship and fel-
lowship income

Parental personal exemption for
students age 19 or over

Exclusion of employee meals and
lodging (other than military)...

Employer educational assistance...
Exclusion of contributions to pre-

paid legal services plans
Investment credit for ESOP's
Deductibility of charitable contri-

butions (education)
Deductibility of charitable contri-

butions, other than education
and health

Maximum tax on personal service
income

Credit for child and dependent
care expenses

Credit for employment of AFDC
recipients and public assist-
ance recipients under work in-
centive programs

General jobs credit
Targeted jobs credit

Health:
Exclusion of employer contribu-

tions for medical insurance
premiums and medical care

Deductibility of medical expenses-
Expensing of removal of architec-

tural and transportation bar-
riers to the handicapped

Deductibility of charitable contri-
butions (health)

Income security:
Exclusion of social security bene-

fits:
Disability insurance benefits
OASI benefits for retired work-

ers
Benefits for dependents and

survivors
Exclusion of railroad retirement

system benefits

10 10

255

780

300

315

275

345

385

320

395

450

355

440

15
1,475

55
1,035
125

120
215
345

10

655

4,905

1,090

550

*
985

7,105
2,785

10

355

935

325
20

15

710

5,320

1,335

610

5
860
15

8,255
2,890

10

365

1,020

350
30

20

795

5,965

1,625

705

40

135

9,595
3,120

10

170

10

195 220 980 1,065 1,195

515

4,635

730

275

615

5,455

825

275

735

6,430

940

305
See footnote at end of table.

280-700 O - 79 - 14
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210 THE BUDGET FOR FISCAL YEAR 1980

Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued
(In millions of dollars)

Fiscal Years

Description Corporations Individuals

1978 1979 1980 1978 1979

Income security—Continued
Exclusion of workmen's compen-

sation benefits 835 1,035
Exclusion of special benefits for

disabled coal miners 50 50
Exclusion of untaxed unemploy-
s ment insurance benefits 2,090 1,780

Exclusion of public assistance
benefits 350 355

Exclusion of disability pay 130 140
Net exclusion of pension contribu-

tions and earnings:
Employer plans 9,940 11,335
Plans for self-employed and

others 1,650 1,920
Exclusion of other employee bene-

fits:
Premiums on group term life

insurance 840 875
Premiums on accident and dis-

ability insurance 75 75
Income of trusts to finance

supplementary unemploy-
ment benefits 10 10

Exclusion of interest on life insur-
ance savings 2,220 2,475

Exclusion of capital gains on
home sales for persons age 65
and over 110 75

Exclusion of capital gains on
home sales for persons age 55
and over 225

Additional exemption for the blind 25 30
Additional exemption for elderly 1,350 1,670
Tax credit for the elderly 170 160
Deductibility of casualty losses 410 435
Earned income credit 285 350
Exclusion of interest on State and

local housing bonds 280 450 680 60 90
Veterans benefits and services:

Exclusion of veterans disability
compensation 800 905

Exclusion of veterans pensions 40 45
Exclusion of Gl bill benefits 225 195

General government:
Credits and deductions for politi-

cal contributions 80 80
General purpose fiscal assistance:

Exclusion of interest on general
purpose state and local debt.... 2,925 3,245 3,515 1,865 2,120

See footnote at end of table.

1980

1,285

50

1,935

395
150

12,925

2,205

915

80

10

2,720

535
35

1,855
160
475
740

140

1,005
55
170

100

2,365
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Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued
(In millions of dollars)

Fiscal Years

Description Corporations Individuals

1978 1979 1980 1978 1979 1980

General purpose fiscal
assistance—Continued

Deductibility of nonbusiness state
and local taxes (other than on
owner-occupied homes and
gasoline) 9,950 10,935 12,450

Tax credit for corporations receiv-
ing income from doing busi-
ness in United States posses-
sions 685 685 730

Interest:
Deferral of interest on savings

bonds 620 615 625

Memorandum

Combined effect of provisions
disaggregated above:

Capital gains 825 900 1,010 16,795 18,490 22,270
Exclusion of interest on state and

local debt 3,590 4,135 4,695 2,315 2,680 3,045
Deductibility of state and local

nonbusiness taxes 15,065 15,915 17,655
Deductibility of charitable contri-

butions 790 910 1,015 6,540 7,095 7,955

* Asterisk denoted items indicate tax expenditures below $2.5 million. All tax expenditure estimates have been rounded off to the nearest $5 million.
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TAX EXPENDITURES 
The Congressional Budget Act of 1974 (P.L. 93-344) requires a 

listing of tax expenditures in the budget. The act defines tax ex-
penditures as "revenue losses attributable to provisions of the Fed-
eral tax laws which allow a special exclusion, exemption, or deduc-
tion from gross income or which provide a special credit, a prefer-
ential 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 expendi-
tures 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, housing, petroleum exploration and develop-
ment, borrowing by State and local governments and support of 
charitable institutions. The deductibility of medical expenses and 
casualty losses and personal exemptions for the aged and blind are 
examples of adjustments of tax liabilities for taxpayers in special 
circumstances. 

The benefits of tax expenditures designed to encourage particu-
lar types of economic activity may not rest fully or even mainly 
with the corporations or individuals whose taxes are initially af-
fected. 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, to the extent that the investment tax credit 
stimulates capital formation, productivity may increase and real 
wages may rise, benefiting recipients of labor income as well as 
capital income. 

This special analysis contains quantitative estimates of tax ex-
penditures 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. 

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 cor-

207 

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

1981



208 THE BUDGET FOR FISCAL YEAR 1981 

porate income taxes. They reduce tax liabilities for particular 
groups of taxpayers. No estimates are made in this analysis for 
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. At present 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. Also, under the Tax Reform Act of 1976 
deductions for the costs associated with the demolition of certain 
historic buildings were disallowed and crediting of foreign taxes 
paid was denied taxpayers who cooperate with or participate in an 
international boycott. 

The Internal Revenue Code contains individual income, corpo-
rate income, estate and gift, excise and employment taxes. This 
analysis deals only with deviations from the "normal structure" in 
the taxation of individual and corporate income. 

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. Tax expenditures might in 
principle be defined as departures from a theoretical income tax 
base. "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, might be 
used for this purpose. Such theoretically pure treatment, however, 
is not possible in practice. 

The concept of the normal structure recognizes that it is imprac-
tical for individual taxpayers to make the necessary imputations 
as, for instance, the imputed income derived from owner-occupied 
homes. Furthermore, for historical and administrative reasons the 
normal structure allows separate taxation of individual and corpo-
rate incomes even though it would be possible to define a normal 
income tax structure that would integrate these two taxes within 
the framework of a theoretically pure income tax structure. 

Although a theoretically pure as well as normal structure for an 
income tax base can be specified with reference to generally accept-
ed rules of income measurement, there is no similar point of refer-
ence for regarding as theoretically pure or normal any particular 
structure of income tax rates. However, for purposes of identifying 
tax expenditures, the progressive rate structure and the provisions 
that eliminate the tax liability of low-income persons are consid-
ered to be part of the normal tax structure. When the rate struc-
ture 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 expenditures. Reduc-
tions in the tax rates for individuals and the increase in the 
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personal exemption and the standard deduction (now called the 
zero bracket amount) in the Revenue Act of 1978 tend to reduce 
the estimated revenue losses associated with some tax expenditure 
items. This has occurred because fewer taxpayers have itemized 
their deductions and because tax preferences have less value at 
lower marginal rates. 

Neither tax rates nor outlays can be presumed to be independent 
of current tax expenditures. If major tax expenditure items were 
repealed, tax rates could be set at lower levels or budget outlays 
could be increased to maintain an appropriate fiscal policy. 

Some of the more technical issues involved in distinguishing 
between the normal structure of the income tax system and tax 
expenditure provisions are discussed in the following paragraphs. 

• Threshold levels for tax liability. The normal structure in-
cludes those tax code provisions that determine threshold 
levels of income below which no tax liability is imposed for 
the different types and sizes of taxpaying units. Personal 
exemptions and the standard deduction have determined 
these thresholds in recent years. Legislation enacted during 
1975, 1976 and 1977 temporarily added the general tax credit 
to these threshold provisions. The Tax Reduction and Simpli-
fication Act of 1977 made a permanent change in the provi-
sions that establish threshold levels for tax liability by repeal-
ing the low-income allowance and the percentage standard 
deduction and substituting flat standard deductions (now 
called zero bracket amounts) for different types of filing units. 
The Revenue Act of 1978 again changed the threshold levels 
by not renewing the general tax credit for tax years after 
December 31, 1978, by increasing the standard deduction and 
by raising the personal exemption. The additional personal 
exemptions for taxpayers 65 and over and the blind result in 
tax expenditures because they are special provisions directed 
at groups in special circumstances. 

• The progressive rate schedules for the individual income tax. 
A progressive rate schedule for the individual income tax is 
considered to be part of the normal tax structure, as would a 
proportional or even a regressive rate schedule, because the 
concept of tax expenditures is not characterized by any specif-
ic rate schedule. Therefore, tax expenditures do not result 
because some income is taxed at lower rates than other 
income. The income averaging provision of the code is also 
considered to be part of the normal structure. The maximum 
tax of 50% on personal service income is treated as a tax 
expenditure item because it is a "preferential rate of tax" as 
defined in the Congressional Budget Act. 

310-700 0 - 8 0 - 1 4 
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• The limited progressive rate schedule for corporations. The 
Revenue Act of 1978 changed the treatment of the first 
$100,000 of corporate income by taxing it at progressive rates 
ranging from 17 to 40%; all amounts over $100,000 are 
taxed at 46%. Consistent with the treatment of the corporate 
surtax exemption in prior years, corporate tax rates below the 
46% top rate are viewed as giving rise to a tax expenditure. 

• Separate rate schedules for single and married taxpayers, mar-
ried taxpayers filing separately and heads of households. Ex-
isting provisions regarding the definition of taxpaying units 
and separate rate schedules for different types of taxpayers 
are considered part of the normal tax structure. The concept 
of tax expenditures is not characterized by any specific set of 
rate schedules applicable to the particular tax filing units. 

• Imputed income from owner-occupied housing and other 
sources. A theoretically pure income concept would include 
imputations for income received in kind from the occupancy 
of a home owned by the taxpayer and for in-kind income from 
the ownership of other durable assets. Because such imputa-
tions are difficult to make, they are not considered in the 
computation of tax expenditures, even though the exclusion of 
imputed income from income subject to tax affects the alloca-
tion of the economy's resources, particularly by stimulating 
owner-occupied housing. If income from owner-occupied hous-
ing were imputed, deductions for mortgage interest and prop-
erty taxes would be an appropriate part of the normal struc-
ture in order to measure the amount of net income that 
should be included in the tax base. In the absence of an 
income imputation, those two deductions result in tax expend-
itures. 

• The value of government benefits received in kind. The exclu-
sion from income subject to tax of most direct cash payments 
to individuals by the government, such as social security pay-
ments, results in tax expenditures. Other government pro-
grams such as medicare and public education that extend 
benefits in kind to individuals are not included in income, but 
this exclusion does not result in tax expenditures. The divid-
ing line is not clear cut between nontaxable government bene-
fits that result in tax expenditures and those that do not. 
Food stamps, for example, 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 in this analysis 
they are not so considered. 

• Capital gains and losses. Although the base of a theoretically 
pure income tax would include net capital gains as they 
accrue, practical problems generally prevent the identifica-
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tion and taxation of unrealized capital gains. Hence, the 
normal structure taxes such gains only when "realized." How-
ever, the exclusion from taxable income of 60% of capital 
gains (increased under the Revenue Act of 1978 from 50% in 
prior law) results in a tax expenditure. 

An individual's assets held at death may have appreciated in 
value. Since these gains are not deemed to have been realized 
in the year of death under current law, they are completely 
excluded from the decedent's income subject to tax. The fail-
ure to include unrealized capital gains in the year of death in 
income is considered for purposes of this analysis to result in 
tax expenditure. 

Prior to the enactment of the Tax Reform Act of 1976, the 
basis of the decedent's assets in the hands of the estate, heir 
or other beneficiary was their market value at the date of 
death. Thus, gains that accrued before death were never sub-
ject to tax. Under the 1976 act, the estate or beneficiaries 
must "carry over" the decedent's basis, adjusted to account 
for death taxes attributable to unrealized gains, and thus be 
subject to tax on gains that accrued during the lifetime of the 
decedent as well as gains that accrued subsequent to inheri-
tance. 

As a means of phasing in this provision, an asset's basis to 
the estate, heir or beneficiary is generally its value on Decem-
ber 31, 1976, or, if acquired later, the acquisition cost. The tax 
on such gains will partially offset the tax expenditure result-
ing from the failure to include capital gains in income subject 
to tax in the year of death. However, the Revenue Act of 1978 
postponed the operation of the carryover of basis provisions, 
which will only be applicable to property passing from dece-
dents dying after December 31, 1979. Hence, under current 
law, offsetting revenue gains will not begin until 1981. 

• Gifts and bequests. The tax system subjects gifts and bequests 
to taxes separate from the income tax. Therefore their exclu-
sion from the recipient's taxable income under the individual 
income tax does not result in a tax expenditure. While an-
other set of tax expenditures could be defined for departures 
from a "normal structure" of gift and estate taxes, this would 
be beyond the scope of this analysis. 

• Forms of business organization. The tax law recognizes differ-
ent forms of business organization including corporations, 
partnerships, subchapter S corporations treated in a manner 
somewhat similar to partnerships, cooperatives, mutual insur-
ance companies and individual proprietorships. The provi-
sions 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 corpo-
rate or the individual level. 
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• Treatment of individuals and corporations as separate taxpay-
ing entities. It is possible to define a tax structure in which 
individual and corporate taxes are completely integrated in 
the sense that all corporate income would be allocated and 
taxed to shareholders. However, for purposes of this analysis, 
separate taxation of regular corporate entities is considered to 
be part of the normal tax structure. 

• Deduction of depreciation expenses. The tax code allows a 
reasonable allowance for depreciation. Depreciation is defined 
as "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 measure actual 
depreciation the changes in market values of assets are re-
quired. This information is generally not available, so that 
estimates of an asset's useful life and its probable rate of 
depreciation are used instead. Depreciation over the useful 
life of an asset may be taken at a uniform rate, known as 
straight line depreciation, or at a rate that is faster in the 
earlier years of an asset's life, known as accelerated depreci-
ation. For depreciation purposes a distinction is made be-
tween the treatment of machinery and equipment and that of 
buildings. The use of accelerated depreciation for machinery 
and equipment is considered to be part of the normal tax 
structure because they tend to lose more of their actual value 
in the first few years of useful life. However, under the asset 
depreciation range (ADR) system, a taxpayer may select a life 
for an asset of up to 20% shorter the guideline life pub-
lished by the Internal Revenue Service without having to 
justify the choice. If an asset life within the 20% range but 
shorter than the guideline life is chosen, a tax expenditure is 
assumed to result. In the case of buildings, no comparable 
guideline lives are published. Thus, to the extent that lives 
claimed by taxpayers are justified on the basis of "facts and 
circumstances," tax expenditures do not result. For certain 
types of buildings, such as rehabilitated low income housing, 
the use of shorter lives is permitted by the tax code, thereby 
giving rise to tax expenditures. Furthermore, for all buildings, 
the straight-line method of depreciation is considered to be 
part of the normal tax structure, and the additional deduc-
tions resulting from the use of accelerated depreciation are 
regarded as tax expenditures. 

• Deduction of other business expenses. The deduction of busi-
ness expenses is necessary to determine taxable income. Tax 
expenditures do not ordinarily result when deductions for 
"ordinary and necessary" business expenses are taken. No 
attempt was made in this analysis to determine whether cer-
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tain expenses such as those for entertainment and meals 
should not only reduce the taxable income of employers, but 
should also be excluded from the taxable income of the em-
ployees receiving these in-kind benefits. Tax expenditures do 
occur when the tax code permits business or investment ex-
penditures that are capital outlays in economic terms to be 
treated as current expenses. 

• Foreign tax credits. The normal structure of the income tax 
includes tax credits for foreign income taxes paid; this pre-
vents the double taxation of income earned abroad. While 
there are some limitations on the credit, it generally conforms 
to the principle that total taxes paid by a U.S. resident should 
be independent of the source of his income. 

• Income of controlled foreign corporations. The income of for-
eign corporations controlled by U.S. corporations or citizens is 
generally not subject to U.S. tax until that income is repatri-
ated. There are certain exceptions in order to avoid abuse in 
tax-haven countries. The deferral of income of controlled for-
eign corporations is included as a tax expenditure in this 
analysis, because it is an exception to the basic precept of our 
tax system that U.S. corporations and citizens are subject to 
tax on their worldwide income when earned. 

This discussion does not exhaust the definitional issues inherent 
in the tax expenditure concept nor does this analysis consider all 
special tax provisions. Also, some items are omitted because the 
revenue loss is relatively small ($2.5 million or less). 

Making distinctions between the normal tax structure and 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. Many features of what is now defined as the normal 
tax structure, such as rate structure and exemption levels, have 
major effects upon the level and composition of economic activity 
and the distribution of income. Budget outlays, or other policy 
instruments, are alternative means to achieve the objectives of 
certain features of the normal tax structure just as they are often a 
potential substitute for tax expenditures. 

MEASURING T A X EXPENDITURES 

The tax expenditure estimates reported in table G-l have been 
prepared by the Treasury Department and are based upon tax law 
enacted as of December 31, 1979. The estimates show the loss of 
budget receipts by fiscal year resulting from each of these particu-
lar features of the tax system. For those tax expenditures resulting 
from the exclusion from taxable income of Federal Government 
payments to individuals, the estimates of such payments upon 
which the tax expenditure estimates are based are those shown 
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elsewhere in the budget; hence they reflect any proposed changes 
in these 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, would remain 
unchanged. In most cases, the assumed 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 expendi-
ture. For each itemized nonbusiness deduction for individuals, this 
same procedure is followed. However, in some cases taxpayers will 
no longer have remaining deductions sufficient to itemize and will 
elect the standard deduction. Tax expenditures resulting from cred-
its are simply equal to the estimated credits claimed by all taxpay-
ers. Aggregate output and incomes are assumed to be unaffected by 
the deletion of the special features of the tax laws giving rise to tax 
expenditures. No "second order" effects are included in the esti-
mates because it is assumed that some offsetting fiscal or other 
action would be taken to keep the economic aggregates at the 
levels that underlie the 1981 budget estimates. 

Taxpayer behavior is also assumed to be unaffected by the as-
sumed deletion of a tax expenditure provision even though, to the 
extent that tax expenditures intended to encourage certain eco-
nomic activities have been successful, their elimination would pre-
sumably change taxpayer behavior. Such changes would alter the 
mix of economic activity. However, given the assumed unchanged 
economic aggregates, no effects on receipts of a different mix of 
activity are reflected in the estimates. 

Some tax expenditures result from 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 
particular taxpayer, transaction or asset the special provision 
defers a tax rather then eliminates it. For a stable or growing 
business, the deferral of taxes continues indefinitely under most of 
these provisions. 

As is the case with estimates of proposed changes in tax law, tax 
expenditure estimates are computed on a budget receipts or "cash-
flow" basis. However, for purposes of the present analysis, the 
estimates show the difference between budget receipts under cur-
rent law and budget receipts under the assumption that a law 
without the particular tax expenditure provision had always been 
in effect. These figures, therefore, generally show more revenue 
than could be obtained in the first years of transition from one tax 
law to another. 
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An alternative method of measuring tax expenditures that in-
volve deferral would be to compute for each year the present value 
of the tax savings associated with the preference items. This 
method would make it easier to compare the values of subsidies 
that result from tax preferences that postpone tax liability with 
the values of those that reduce it permanently. Such a present 
value calculation would avoid the anomalous negative estimates 
that result when tax revenues calculated on a cash flow basis are 
higher than they would have been without the tax expenditure. 
This occurs in situations where taxpayers whose tax liabilities were 
reduced in earlier years have larger tax payments in later years 
than they otherwise would have. 

Sample data from tax returns have been used to estimate tax 
expenditures whenever possible. These data, however, are not yet 
available for the years presented in this analysis. Consequently, 
the estimates have been made by extrapolating forward 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. In addition, many tax expenditures 
result from excluded income not reported on tax returns. In these 
cases data for the estimates must be derived from other sources. 
The estimates take into account any changes scheduled under ex-
isting law, such as the phasing in or out of specific provisions. 

The estimates are reduced by any minimum tax liabilities associ-
ated with particular items. The minimum tax on tax preferences 
was introduced in 1969 to assure that individuals and corporations 
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 Revenue Act of 1978 modified the minimum tax for individ-
uals by excluding capital gains and excess itemized deductions as 
preference items subject to the minimum tax. However, a new 
alternative minimum tax may be applicable, levied on the sum of 
taxable income, certain deductions in excess of specified income 
limits and the capital gains deduction. The new alternative mini-
mum tax is paid if tax liabilities under this tax exceed the sum of 
tax liabilities under the ordinary income tax and the minimum tax 
as revised. Any revenue gain under the alternative tax is assumed 
to offset the tax expenditures that would otherwise result from the 
capital gains preference. As a result of the Energy Tax Act of 1978 
intangible drilling costs for oil and gas and geothermal wells are no 
longer minimum tax preference items to the extent that net 
income from the production of these wells offsets intangible drill-
ing costs deductions. This change makes permanent the temporary 
rule which was enacted by the Tax Reduction and Simplification 
Act of 1977. 
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The Tax Reform Act of 1976 also introduced two "at-risk" rules 
that limit deductions attributable to a taxpayer's investment to the 
amount of cash investment plus the debts for which the taxpayer is 
personally liable. One rule applied to all taxpayers (other than 
regular business corporations) engaged in farming, motion picture 
films, equipment leasing and the exploring for and the exploitation 
of oil and gas. The other rule applied only to partners (including 
corporate partners) of a partnership engaged in any activity other 
than real estate. These at-risk rules succeeded in reducing tax 
expenditures. The Revenue Act of 1978 consolidated the at-risk 
rules into one rule, applicable to all taxpayers other than widely 
held corporations and to all activities other than equipment leasing 
by closely held corporations and real estate. 

Tax expenditure estimates cannot be simply added together to 
obtain totals for functional areas or a grand total. However, where 
tax expenditures for both individuals and corporations result from 
the same tax code provision, such as the investment tax credit, the 
two estimates may be added together. 

Simply adding tax expenditures produces inaccurate totals be-
cause tax expenditures affect the value of other tax expenditures. 
This interaction effect may be demonstrated by comparing the 
result of deleting two tax expenditures simultaneously to that of 
deleting them separately. In some cases, the revenue gained from 
the deletion of two tax expenditure items simultaneously would be 
greater than the sum of the gains from the deletion of the two 
items separately. 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 effects. In other cases, 
the revenue gain from the deletion of two items together would be 
smaller than the sum of the gains considered separately. For exam-
ple, if the deductibility of mortgage interest payments and home-
owner property taxes were both repealed and the standard deduc-
tion were left unchanged, many individuals who now itemize their 
deductions would opt for the standard deduction, thus limiting the 
revenue gain. 

In general, elimination of several itemized deductions would in-
crease revenue by less than the sum of the revenue gains measured 
by eliminating each item separately because more taxpayers would 
use the standard deduction. Conversely, elimination of multiple 
items that are exclusions from adjusted gross income would in-
crease revenue by more than the sum of the individual gains 
because taxpayers would be pushed into higher tax brackets. 
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As a measure of this aggregation problem, the revenue loss re-
sulting from all itemized deductions that result in tax expenditures 
would be $44.5 billion in 1981, whereas the sum of these tax ex-
penditures, taking each item separately, is $58.9 billion. The aggre-
gations of related tax expenditure items that are presented and 
discussed in the text have been specially estimated to take account 
of interaction effects. 

T A X EXPENDITURES BY FUNCTION 

Estimates of tax expenditures for 1979-81 are grouped together 
by functional category and presented in Table G-l. The estimates 
are shown separately for individuals and corporations. Each tax 
expenditure has been classified in the functional categories used 
for budget outlays into which they most closely fit. A brief descrip-
tion follows of each of the special tax provisions for which a tax 
expenditure estimate is shown in Table G-l. 

National defense.—The housing and meals provided military per-
sonnel, either in cash or in kind, are excluded from income subject 
to tax. Most of the disability-related military pension income re-
ceived by current retirees is also excluded. 

International affairs.—Prior to January 1, 1978, a U.S. citizen 
was able to exclude foreign earnings of up to $20,000 a year (in 
some cases $25,000) if the taxpayer was a resident of a foreign 
country or remained outside the United States for 17 months in an 
18-month period. The Foreign Earned Income Act of 1978 replaced 
the exclusion for taxpayers with deductions for certain foreign 
living costs and extended these deductions to U.S. resident aliens. 
(For a taxable year beginning in the 12-month period from January 
1, 1978 to December 31, 1978, taxpayers could elect either the new 
law or the $15,000 lump sum exclusion of the Tax Reform Act of 
1976. For tax years beginning after December 31, 1978, only the 
new law applies.) 

Under the new law, eligible taxpayers may deduct expenses for 
annual home leave travel, the cost of schooling from kindergarten 
through grade 12 equivalent to that prevalent in the United States, 
the excess of foreign living costs other than housing and education 
over those in the highest U.S. mainland city and the excess of 
reasonable housing costs over one-sixth of earned income less the 
special deductions. Taxpayers living in hardship areas will be al-
lowed an additional deduction of $5,000. Taxpayers living in hard-
ship areas in camps set up by their employers may elect to exclude 
$20,000 plus the value of meals and lodging furnished by the em-
ployer in lieu of taking the special deductions. The new law makes 
no change in the tax-exempt status of certain allowances received 
by Federal employees working abroad. These exemptions also 
result in tax expenditures. 
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The profits of a domestic international sales corporation (DISC) 
are not taxed to the DISC but instead are taxed to the shareholders 
when distributed or deemed distributed to them. For DISC's with 
more than $150,000 in otherwise taxable income, the deemed distri-
bution equals all income attributable to base-period exports plus 
50% of income attributable to exports in excess of the base-period 
exports. Base period exports equal 67% of average annual exports 
during an earlier 4-year base period. For DISC's with less than 
$150,000 in otherwise taxable income, the deemed distribution 
equals 50% of total income. 

Except for certain tax-haven provisions, the income of foreign 
corporations controlled by U.S. shareholders is exempt from U.S. 
taxation until that income is distributed to the shareholders. The 
tax expenditure estimate assumes that if deferral were terminated 
the earnings of a controlled foreign corporation would be taxed to 
the parent corporation. 

In 1980 the phase-out of the preferential treatment of Western 
Hemisphere trade corporations, begun by the Tax Reform Act of 
1976, was completed. 

General science, space, and technology.—Research and develop-
ment expenditures are intended to result in new products or proc-
esses, cost reductions, or other effects whose benefits will in nearly 
all cases continue into the future. Businesses may deduct all re-
search and development expenditures in the year when they are 
incurred rather than amortize them over several years. 

Energy.—Certain capital costs necessary to discover and develop 
mineral properties may be deducted as current expenses rather 
than being 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 min-
eral deposits, such as expenditures for mine shafts, tunnels and 
stripping. The Tax Reform Act of 1976 made intangible drilling 
costs for oil and gas wells a preference item for purposes of the 
minimum tax to the extent that such costs exceeded either cost 
depletion or 10-year amortization. The rule was liberalized for 1977 
by allowing individuals to exclude intangible drilling costs from 
their minimum tax base to the extent that the deductions did not 
exceed oil and gas income. This temporary rule was made perma-
nent by the Revenue Act of 1978. In addition, the Energy Tax Act 
of 1978 adopted the same rules for intangible drilling costs of 
geothermal wells. 

Extractive industries generally use percentage depletion rather 
than cost depletion. Under cost depletion, actual outlays, to the 
extent not immediately recovered through expensing of exploration 
and discovery and development costs, may be deducted over the 
productive life of the property, much as businesses may take deduc-
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tions for the depreciation of other capital goods. Percentage deple-
tion is not likewise limited to the cost of the investment. Under 
percentage depletion, taxpayers may deduct a percentage of gross 
income from mineral production at rates ranging from 22% for oil 
and gas and certain other minerals to 5%; however, the deduction 
is limited to 50% of net income from the property or 65% of 
taxable income in the case of oil and gas. The Tax Reduction Act of 
1975 restricted the availability of percentage depletion to limited 
quantities of output by independent oil and gas producers and 
royalty owners. In addition, the act phased down the percentage 
depletion rate for oil and gas from 22% through 1980 to 15% in 
1984 and thereafter. The Energy Tax Act of 1978 made production 
after September 30, 1978 from geothermal deposits eligible for per-
centage depletion at the same rate as for oil and gas, but with no 
limit on output and no limitation with respect to qualified produc-
ers. In lieu of percentage depletion, royalties from coal deposits are 
treated as capital gains rather than ordinary income. 

The Energy Tax Act of 1978 created a variety of tax incentives to 
stimulate energy conservation and to encourage conversions to 
energy sources other than oil or natural gas. The act provides a 
15% income tax credit to individuals for home insulation and other 
energy-conserving components up to a maximum credit of $300. A 
credit of 30% on the first $2,000 of expenditures and 20% on the 
next $8,000 is allowed for solar and other renewable energy source 
property. These credits are retroactive to purchases made after 
April 19, 1977. 

For business, the act provides an additional 10% credit for in-
vestments in specified energy property. Such property includes 
alternative energy property (i.e., property using fuel other than oil 
or natural gas); solar or wind energy property; specially defined 
energy property (i.e., property used in an existing industrial, agri-
cultural or commercial facility to reduce the amount of energy 
consumed or heat wasted); recycling equipment; shale oil equip-
ment; and equipment for producing natural gas from geopressur-
ized brine. 

Natural resources and environment—Interest on State and local 
government debt issued to finance the pollution control facilities of 
private firms is excluded from income subject to tax. 

Certain payments made by customers to water and sewage dis-
posal utilities for the purpose of aiding the construction of new 
facilities are treated by utilities as contributions to capital rather 
than as gross income from the sale of a constructed asset. Pay-
ments of this kind to public gas and electric utilities were given the 
same treatment retroactive to February 1, 1976 by the Revenue Act 
of 1978. 
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Pollution control facilities installed in existing buildings may be 
amortized over 5 years instead of over their longer useful lives. 
This results in a deferral of taxable income. The revenue effect of 
this deferral reflects both the revenue loss attributable to the 
excess of amortization over normal depreciation and the revenue 
gain resulting from the disallowance of depreciation deductions 
after the end of the amortization period. In a growing economy in 
which taxpayers consistently elect rapid amortization, the annual 
revenue loss from the amortization of current investments exceeds 
the gain from the lower depreciation deductions for past invest-
ments. In the case of pollution control facilities, taxpayers general-
ly elected amortization for investments placed in service between 
1969, when the provision was first effective, and 1971. In 1971 the 
investment credit, which had been repealed in 1969, was reinstated, 
but was not extended to facilities amortized over 5 years. Because 
5-year amortization with no investment credit is less favorable 
than normal depreciation with the investment credit, taxpayers 
ceased electing amortization. The Government is now recapturing 
some of the benefits of deferral for investments made between 1969 
and 1971, so that the effect of this provision for 1979 and 1980 is a 
revenue gain, producing a negative value of the tax expenditure. 

The law was changed by the Tax Reform Act of 1976, which 
allowed taxpayers to elect amortization and one-half of the invest-
ment credit for facilities placed in service after December 31, 1976, 
and by the Revenue Act of 1978, which allows taxpayers the full 
investment credit for facilities placed in service after December 31, 
1978 to the extent that such facilities are not financed with tax-
exempt bonds. Thus, the election of the amortization provision is 
again favorable to the taxpayer. In 1981 the loss from amortiza-
tion will exceed the gain from the recapture of past benefits, so 
that the tax expenditure will be positive. 

Expenditures to preserve and restore certain historic structures 
are eligible for special accelerated depreciation. This provision does 
not apply to owner-occupied housing. Amendments by the Revenue 
Act of 1978 make the procedures for designating State and local 
historical districts similar to those for designating Federal districts. 

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

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 are for inven-
tories held at the end of the year or for capital improvements 
under normal accrual accounting. Capital gains treatment general-
ly applies to the sale of livestock, orchards, vineyards, and other 
agricultural products. 
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Rural electric and telephone cooperatives are exempt from the 
corporate income tax. Payments of noncash patronage dividends to 
their patrons generally need not be considered income by the 
patron until received in cash. Other cooperatives are subject to 
corporate income tax but may deduct cash and noncash patronage 
dividends based on business done with patrons provided 20% of 
total dividends are paid in cash and the patron has agreed to 
include the entire dividend in income. Cooperatives marketing 
products for patrons also may deduct amounts retained by the 
cooperative on a per-unit basis ("per unit retains") if the patron 
has agreed to take the stated amount of the retain in income. 
Farmers' marketing and purchasing cooperatives meeting certain 
requirements are permitted to deduct dividends on capital stock 
and payments to patrons from nonpatronage income. The tax ex-
penditures result from the deductibility of noncash patronage divi-
dends, retains, dividends on capital stock and payments to patrons 
out of nonpatronage income. If noncash patronage dividends and 
retains were not deductible by cooperatives, they would no longer 
be taken into current income by patrons and hence individual 
income taxes would be lower. 

The Revenue Act of 1978 allows certain payments made after 
September 30, 1979, under various Federal and State cost sharing 
conservation programs to be excluded from gross income. Payments 
may be excluded to the extent they serve specified conservation 
purposes and do not substantially increase the annual income de-
rived from the property. 

Commerce and housing credit.—This category includes a number 
of tax expenditure provisions that also affect economic activity in 
other functional categories. In general, provisions related to invest-
ment, such as some depreciation rules and the investment tax 
credit, might alternatively have been classified under the natural 
resources and environment, energy, agriculture, or transportation 
categories. 

The first $100 ($100 per spouse on a joint return) of dividend 
income may be excluded from income subject to tax. 

The interest on industrial development bonds issued by State and 
local governments is excluded from income subject to tax. 

Credit unions are exempt from Federal income taxes. Commer-
cial banks, mutual savings banks, and savings and loan associ-
ations are permitted to deduct additions to bad debt reserves in 
excess of actual loss experience and reasonable expectations as to 
future losses. Mutual savings banks and savings and loan associ-
ations may deduct 40% of income in calendar year 1979 and there-
after, provided they maintain stipulated fractions of their assets in 
"qualifying assets," primarily residential mortgages. 
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Owner-occupants of homes may deduct mortgage interest and 
property taxes (but not maintenance outlays or depreciation) as 
itemized nonbusiness deductions. The 1981 tax expenditure from 
these two items combined is $22.3 billion. This is less than the 
$23.7 billion sum of the two separately because if both were deleted 
fewer taxpayers would itemize deductions. 

Interest paid on consumer credit is allowed as an itemized deduc-
tion for individuals. 

Prior to the Tax Reform Act of 1976 taxpayers deducted interest 
and property tax payments made while a building was under con-
struction rather than including them with other costs of construc-
tion to be depreciated over the building's useful life. The 1976 act 
reduced this tax expenditure by requiring that construction period 
interest and taxes be capitalized and amortized over a 10-year 
period for noncorporate taxpayers. The provision is being phased in 
over a 7-year period with more generous transition rules available 
for Government-subsidized housing projects. 

To the extent that allowable depreciation for tax purposes ex-
ceeds the rate at which assets actually depreciate, business tax 
liabilities are deferred. Businesses may employ a variety of depreci-
ation 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 purposes by methods that reduce asset 
value more rapidly than straight-line depreciation (the method 
typically used in financial statements) are shown as tax expendi-
tures. The asset depreciation range (ADR) system permits the 
guideline lives of depreciable equipment to be reduced by 20%. The 
ADR system does not apply to property used abroad. 

The Revenue Act of 1978 raised to 60% the share of net long-
term gains from the sale of capital assets that may be excluded 
from income and eliminated the alternative capital gains tax for 
individuals. The excluded 60% of net long-term capital gains is no 
longer included as a preference item in computing the minimum 
tax. However, the capital gains exclusion is treated as a preference 
item in the new "alternative minimum tax." This new tax is appli-
cable only if the sum of a taxpayer's regular income and minimum 
tax is less than his alternative minimum tax. Half of net capital 
losses may be offset against ordinary income up to a maximum of 
$3,000 per year with an unlimited carry-forward. 

As a result of the Revenue Act of 1978, corporations may elect a 
28% alternative tax rate on capital gains instead of the 30% rate 
specified under prior law. The tax expenditure is estimated on the 
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assumption that these gains would otherwise be taxed at ordinary 
rates. 

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 proceeds less selling expenses) minus qualified 
"fixing up" expenses. To the extent that 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. A loss on the sale of a 
home is not deductible. 

Capital gains on assets held at the owner's death are not subject 
to income tax. The estimate assumes that such gains would be 
taxed as ordinary income in the year of death, but is adjusted for 
any taxes paid by heirs on such gains under the carryover basis 
provisions of the Tax Reform Act of 1976. Under these provisions, 
accretions to the value of assets of a decedent's estate subsequent 
to December 31, 1976, after adjustment for death taxes attributable 
to such accretions, would have been taxable. However, the Revenue 
Act of 1978 suspended the carryover basis rule until after Decem-
ber 31, 1979. 

The Revenue Act of 1978 changed the corporate income tax 
structure for the first $100,000 of taxable corporate income. Begin-
ning January 1, 1979, the first $100,000 of taxable income is taxed 
progressively at rates from 17 to 40%. Income over $100,000 is 
taxed at 46%. Estimates are separately shown for revenue losses 
resulting from the surtax exemption of prior law for taxable 
income up to $50,000. 

The investment tax credit was made permanent at 10% by the 
Revenue Act of 1978. 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 7 years or more. 
Assets with shorter lives are entitled to a reduced credit. As a 
general rule, the credit cannot be claimed for investments in land 
or buildings or for property used abroad. The 1978 act modified this 
rule by allowing credits for the rehabilitation of buildings that are 
at least 20 years old and used for business or productive activities 
(other than for residential purposes). 

Under the 1978 act, the investment tax credit is available for 
investments in single purpose livestock and horticultural struc-
tures or enclosures made in taxable years ending after August 15, 
1971. Certain vans used to transport employees to and from work 
are also entitled to the investment credit. The investment tax 
credit may be claimed as progress payments are made on property 
that takes 2 or more years to construct. Under prior law, the 
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maximum credit allowed against income tax liability in a 
taxable.year was generally limited to $25,000 plus 50% of tax liabil-
ity in excess of $25,000. The 1978 Act raised the excess liability 
percentage to 60% for 1979 and increases it through annual incre-
ments of 10 percentage points to 90% by 1982. Excess credits may 
generally be carried back 3 taxable years and forward 7 taxable 
years, after which unused credits expire. 

Transportation.—The Revenue Act of 1978 eliminated deductions 
by individuals for State and local taxes on gasoline, diesel and 
other motor fuels consumed for personal use beginning in calendar 
1979. Thus, table G-l shows no tax expenditure from this source 
in 1980 and 1981. 

Specified classes of railroad rolling stock were eligible for amorti-
zation over a 5-year period rather than their longer expected useful 
life, whether owned by railroad companies or by lessors. If 5-year 
amortization was elected, the investment tax credit could not be 
claimed. These provisions applied only to rolling stock placed in 
service before January 1, 1976. Greater amounts of tax are current-
ly paid than if this provision had not been enacted because in most 
cases the 5-year amortization period has expired. Hence, negative 
figures appear 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 por-
tion of their net income which is used for shipping purposes, pri-
marily construction, modernization and major repairs of ships. An 
investment credit of one-half the regular credit may be claimed on 
the tax-deferred amounts withdrawn from capital construction 
funds. 

Community and regional development.—Under certain condi-
tions, taxpayers may elect to amortize rehabilitation expenditures 
for low- and moderate-income rental housing over a 5-year period. 
Rehabilitation expenditures may not exceed $20,000 per dwelling 
unit and must exceed $3,000 to qualify. This provision expires on 
December 31, 1981. 

Education, training, employment, and social service.—Scholar-
ships and fellowships are excluded from a recipient's 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 for dependent chil-
dren 19 or over who receive income of $1,000 or more per year if 
the children are full-time students. The student may also claim an 
exemption on his own return, thus providing a double exemption. 
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 
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deductible business expenses. The exclusion from an employee's 
income of the value of meals and lodgings provided by an employer 
for his own convenience is a tax expenditure, as is the exclusion of 
housing allowances and the rental value of parsonages from the 
taxable income of ministers. The Revenue Act of 1978 allows an 
employer to set up an educational assistance program to provide 
educational benefits to his employees from January 1, 1979, 
through December 31, 1983. The program can pay for tuition, fees, 
books and supplies. Amounts received under the program are ex-
cluded from an employee's gross income. Employer contributions to 
prepaid legal services plans and the value of legal services received 
under the plans are also excluded from employee 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 to the extent that additional 
employer contributions to an ESOP are matched by employee con-
tributions. Employees are generally prohibited from withdrawing 
their share of an ESOP for 7 years. 

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 
contributions 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 appreciated value of the asset without taxation on the appre-
ciation 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 contri-
butions to educational and other institutions. Contributions to 
health institutions are reported under the health function. 

The 50% maximum tax rate on personal service income applies 
to earned income and certain pensions, annuities and deferred 
compensation. The amount to which the maximum tax applies is 
reduced by preference items included in the base of the minimum 
tax. Capital gains from transactions after October 31, 1978 are no 
longer includable in the minimum tax base, and so do not reduce 
income eligible for the maximum tax rate. The Revenue Act of 
1978 also removed the 30% limit on income subject to preferential 
maximum tax treatment where the income is from a trade or 
business in which capital as well as personal service generates 
income. The maximum tax will now apply to reasonable compensa-
tion for personal services rendered. 

A 20% tax credit may be claimed by married couples for child 
and dependent care expenses incurred when both spouses work full 
time or when one spouse works part time or is a student. The 
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credit may also be claimed by divorced or separated parents who 
have custody of children and by single parents. Expenditures up to 
a maximum of $2,000 for one dependent and $4,000 for two or more 
dependents are eligible for the 20% credit. The Revenue Act of 
1978 allows the credit to be taken for payments to relatives of the 
taxpayer even if their services are not qualified for coverage under 
the Social Security laws. 

The AFDC-WIN job credit allows an employer to take tax credits 
on wages paid to individuals employed under the WIN (work incen-
tive) program and other recipients of AFDC (aid for families with 
dependent children). Under the Revenue Act of 1978, this credit 
was liberalized. An income tax credit of 50% of first-year and 25% 
of second-year wages, up to 100% of the tax liability, can be 
claimed as a credit by the employer if the wages are paid for work 
performed in a trade or business. A credit can be claimed for wages 
paid for work performed outside a trade or business equal to 35% 
of an employee's first year wages up to $6,000 with no more than 
$12,000 of total wages paid by an employer eligible for the credit. 
The employer must reduce his deduction for wages by the amount 
of the tax credit. 

The Revenue Act of 1978 has replaced the jobs credit of the 1977 
Tax Reduction and Simplification Act which was available for 
wages earned in calendar years 1977 and 1978. The "targeted jobs 
credit" of the 1978 act allows tax credits for qualified wages paid 
to individuals certified as members of any of seven target groups, 
principally disadvantaged youths under 25. A credit of 50% of first-
year wages and 25% of second-year wages up to $6,000 of each 
employee's wages (the wage base for unemployment taxes) can be 
taken by the employer to offset up to 90% of his tax liability, 
provided that the credit may not be taken for first-year wages in 
excess of 30% of the employer's total unemployment tax wage base. 
For a given employee, either this credit or the AFDC-WIN credit 
can be taken, but not both. The employer's deduction for wages is 
reduced by the amount of the credit. 

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

Medical expenses in excess of 3% of adjusted gross income, in-
cluding payments 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% 
limit. 
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Expenditures up to $25,000 per year for removing architectural 
and transportation barriers to the handicapped and the elderly in 
any facility or public transportation vehicle used in a trade or 
business that otherwise would have been treated as a capital outlay 
could be treated as a current expense prior to January 1, 1980. 

Contributions to nonprofit health institutions are allowed as a 
deduction for individuals and corporations. Contributions to other 
charitable institutions are discussed under the education, training, 
employment, and social services function. 

Income security.—Most government transfer payments to individ-
uals, such as social security and welfare benefits, are excluded 
from taxable income. If the taxpayer had no other source of 
income, these payments, even if taxable, would not generally be 
large enough to result in tax liability, given present levels of 
personal exemptions and the zero bracket amount. However, be-
cause some recipients have property income, receive earnings (in 
some instances for only part of a year), or file jointly with working 
spouses, tax expenditures result from these exclusions. 

The exclusion of unemployment benefits from taxation has been 
modified by the Revenue Act of 1978. If the sum of a taxpayer's 
adjusted gross income, unemployment compensation and exclud-
able disability income is over $20,000 ($25,000 for a joint return), 
the lesser of his unemployment benefits or one-half of the amount 
over the $20,000 (or $25,000) limit is taxable. 

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 taxable income of persons under the age of 65 
who are permanently and totally disabled. For these individuals 
the exclusion is r^Huced dollar for dollar by adjusted gross income 
plus disability income in excess of $15,000. 

Certain contributions to pension plans by employers and 
amounts set aside by the self-employed and those not covered by an 
employer's plan are excluded from the individual's adjusted gross 
income in the year of contribution. 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 investment income earned by pension funds is not 
taxable when earned. Tax expenditures result from the lower effec-
tive tax rates after retirement, resulting from the lower incomes 
and special tax provisions received by the aged, and from the 
excess of aggregate current contributions and investment earnings 
over amounts paid out in benefits. 
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The exclusion from employee income of certain other employer 
payments, including payments for premiums of group life insur-
ance and accident and disability insurance, are listed here because 
of their relationship to income security. The exclusion of certain 
other fringe benefits is listed under the education, training, em-
ployment, and social services function. 

Life insurance policies other than term policies generally contain 
a savings element. 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 who is 55 years of age or older at the time of the sale 
of his principal residence may elect to exclude up to $100,000 of 
gain from the sale for sales after July 26, 1978. This is a once in a 
lifetime election that replaces the prior exclusion of gain allocated 
to the first $35,000 of adjusted sales price for taxpayers 65 years of 
age or older. 

Additional personal exemptions of $1,000 may be taken by tax-
payers who are 65 years of age or older or blind. These additional 
exemptions may not be claimed for a taxpayer's dependents. 

The retirement credit for the elderly allows individuals who are 
65 years of age or older to take a tax credit equal to 15% of earned 
and retirement income up to $2,500 for single individuals and 
married couples filing a joint return where only one spouse is 65 
years of age or older, and up to $3,750 for joint returns where both 
spouses are 65 years of age or older. The $2,500/$3,750 base is 
reduced by tax exempt retirement income, e.g., social security pay-
ments, and by one-half of the taxpayer's adjusted gross income over 
$7,500 for single individuals and $10,000 for married couples filing 
a joint return. 

The aggregate effect of excluding social security and railroad 
retirement benefits for retirees, the additional exemption for per-
sons 65 years of age or older, and the credit for the elderly results 
in a 1981 tax expenditure of $12.4 billion. This effect is greater 
than the $11.3 billion sum of the individual estimates because more 
elderly persons would be pushed across the threshold of tax liabili-
ty or into higher tax brackets if all of these items were simulta-
neously deleted from the tax code. 

Taxpayers generally may take as an itemized nonbusiness deduc-
tion each loss due to fire, theft or other casualty in excess of $100 
to the extent not compensated by insurance or other payments. 

The earned income credit, first established by the Tax Reduction 
Act of 1975, was modified and made permanent by the Revenue 
Act of 1978. The credit, which low-income workers with minor 
dependents may claim, was increased to 10% of earned income up 
to $5,000, with a phaseout at the rate of 12.5% for amounts earned 
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over $6,000. The maximum credit, which was $400 for calendar 
year 1978, became $500 for tax years beginning January 1, 1979, 
and later. 

Earned income tax credits in excess of tax liabilities are paid to 
individuals. This portion of the credit is included in outlays while 
the amount which offsets tax liabilities is included as a tax expend-
iture. Only the latter appears in table G-l. In 1981 the tax expend-
iture will be $360 million; the outlay will be $1,570 million. For 
1979 and 1980 the estimated tax expenditures are $300 million and 
$415 million and the estimated outlays are $773 million and $1,696 
million, respectively. 

Mortgage assistance is provided through State and local housing 
authorities for low income, and recently higher income, families. 
Interest on State and local debt issued to finance housing is ex-
cluded from income subject to tax. 

Veterans 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.—The Revenue Act of 1978 doubled the 
maximum political contribution on which a 50% credit may be 
claimed to $100 ($200 for joint returns). The act eliminates the $100 
deduction ($200 on joint returns) permitted under prior law. 

General purpose fiscal assistance.—Interest on State and local 
government debt is excluded from Federal taxation. Both corpora-
tions, mainly commercial banks, and individuals receive this tax-
exempt income. As a result, these governments can sell debt obliga-
tions 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, 
other industrial development bonds and housing bonds is classified 
elsewhere. Only the effect of excluding interest on general purpose 
obligations and revenue bonds for public purposes such as toll 
roads is included in this function. The estimated revenue loss from 
all tax-exempt bonds is $9.4 billion for 1981. 

The deductibility of nonbusiness State and local taxes gives indi-
rect assistance to these governments. The estimates shown here are 
primarily for the deductibility of State and local income and sales 
taxes. The deductibility of property taxes on owner-occupied homes 
is classified under commerce and housing credit and excise taxes 
on gasoline under transportation. 

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

Interest.—The interest on U.S. savings bonds is not taxable until 
the bonds are redeemed, thereby deferring tax liability. 
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Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION 
(In millions of dollars) 

Fiscal years 

Description Corporations Individuals 

1979 1980 1981 1979 1980 1981 

National defense: 
Exclusion of benefits and 

allowances to Armed Forces 
personnel 1,360 1,470 1,585 

Exclusion of military disability 
pensions 115 125 135 

International affairs: 
Exclusion of income earned 

abroad by United States citi-
zens 530 555 600 

Deferral of income of domestic 
international sales corporations 
(DISC) 1,210 1,400 1,470 

Deferral of income of controlled 
foreign corporations 530 445 480 

Special rate for Western Hemi-
sphere trade corporations 15 5 

General science, space, and tech-
nology: 

Expensing of research and devel-
opment expenditures 1,490 1,760 1,930 35 35 40 

Energy: 
Expensing of exploration and de-

velopment costs 1,275 1,580 1,815 470 610 750 
Excess of percentage over cost 

depletion 1,010 1,160 1,350 820 1,150 1,670 
Capital gains treatment of royal-

ties on coal 10 10 10 65 75 90 
Residential energy credits 645 460 460 
Alternative, conservation and new 

technology credits 220 390 495 * * * 
Natural resources and environ-

ment: 
Exclusion of interest on state and 

local government pollution con-
trol bonds 200 220 245 215 240 265 

Exclusion of payments in aid of 
construction of water, sewage, 
gas and electric utilities 10 60 110 

Five-year amortization on pollution 
control facilities - 2 5 - 1 0 15 

Tax incentives for preservation of 
historic structures 5 10 20 10 25 45 

Capital gains treatment of certain 
timber income 385 420 470 110 120 135 

Capital gains treatment of iron 
ore 10 10 10 10 10 10 

Agriculture: 
Expensing of certain capital out-

lays 75 75 80 445 430 475 
Capital gains treatment of certain 

income 15 20 20 365 385 405 
See footnotes at end of table. 
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Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued 
(In millions of dollars) 

Fiscal years 

Description Corporations Individuals 

1979 1980 1981 1979 1980 1981 

Deductibility of noncash patron-
age dividends and certain 
other items of cooperatives 505 540 590 - 1 7 0 - 1 7 5 - 1 9 0 

Exclusion of certain cost-sharing 
payments * 30 75 

Commerce and housing credit: 
Dividend exclusion 460 490 515 
Exclusion of interest on State and 

local industrial development 
bonds 240 280 335 255 305 360 

Exemption of credit union income. 90 100 115 
Excess bad debt reserves of fi-

nancial institutions 780 855 965 
Deductibility of mortgage interest 

on owner-occupied homes 10,745 12,505 14,760 
Deductibility of property tax on 

owner-occupied homes 6,760 7,740 8,975 
Deductibility of interest on con-

sumer credit 3,085 3,595 4,240 
Expensing of construction period 

interest and taxes 525 555 585 90 140 160 
Excess first-year depreciation 50 50 50 135 135 145 
Depreciation on rental housing in 

excess of straightline 70 65 65 290 285 290 
Depreciation on buildings (other 

than rental housing) in excess 
of straight line 135 135 140 120 120 125 

Asset depreciation range 2,460 2,880 3,400 130 150 180 
Capital gains (other than agricul-

ture, timber, iron ore and 
coal) 655 715 810 10,190 13,855 14,885 

Deferral of capital gains on home 
sales 1,125 1,010 1,111 

Capital gains at death 4,440 4,750 5,085 
Surtax exemption (through 

1978) 3,110 115 
Reduced rates on the first 

$100,000 of corporate income. 3,285 7,555 7,510 
Investment credit, other than 

ESOP's and rehabilitation of 
structures 13,910 15,705 16,860 2,590 2,910 3,115 

Investment credit for rehabilita-
tion of structures 55 120 140 10 60 65 

Transportation: 
Deductibility of nonbusiness State 

gasoline taxes 350 
Five-year amortization on railroad 

rolling stock - 4 0 - 4 0 - 4 0 
Deferral of tax on shipping com-

panies 75 70 70 
See footnotes at end of table. 
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Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued 
(In millions of dollars) 

Fiscal years 

Description Corporations Individuals 

1979 1980 1981 1979 1980 1981 

10 10 15 

310 375 400 

935 1,030 1,045 

325 350 380 
20 30 35 

15 20 35 

680 765 885 

5,110 5,725 6,645 

1,215 1,265 1,580 

715 820 900 

Community and regional develop-
ment: 

Five-year amortization for housing 
rehabilitation 5 5 10 

Education, training, employment, 
and social services: 

Exclusion of scholarship and fel-
lowship income 

Parental personal exemption for 
students age 19 or over 

Exclusion of employee meals and 
lodging (other than military) 

Employer educational assistance 
Exclusion of contributions to pre-

paid legal services plans 
Investment credit for ESOP's 650 700 740 
Deductibility of charitable contri-

butions (education) 325 345 360 
Deductibility of charitable contri-

butions, other than education 
and health 405 430 450 

Maximum tax on personal service 
income 

Credit for child and dependent 
care expenses 

Credit for employment of AFDC 
recipients and public assist-
ance recipients under work in-
centive programs 45 45 50 5 5 10 

General jobs credit 1,120 190 85 685 
Targeted jobs credit 15 115 275 * 10 40 

Health: 
Exclusion of employer contribu-

tions for medical insurance 
premiums and medical care 11,080 12,965 15,215 

Deductibility of medical expenses 3,215 3,585 4,050 
Expensing of removal of architec-

tural and transportation bar-
riers to the handicapped 10 * * * * * 

Deductibility of charitable contri-
butions (health) 200 210 220 1,020 1,145 1,330 

Income security: 
Exclusion of social security bene-

fits: 
Disability insurance benefits 
OASI benefits for retired work-

ers 
Benefits for dependents and 

survivors 
Exclusion of railroad retirement 

system benefits 
Exclusion of workmen's compen-

sation benefits 
See footnotes at end of table. 

590 685 820 

5,465 6,880 8,695 

845 990 1,205 

285 330 380 

980 1,165 1,385 
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Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued 
(In millions of dollars) 

Fiscal years 

Description Corporations Individuals 

1979 1980 1981 1979 1980 1981 

Exclusion of special benefits for 
disabled coal miners 

Exclusion of untaxed unemploy-
ment insurance benefits 

Exclusion of public assistance 
benefits 

Exclusion of disability pay 
Net exclusion of pension contribu-

tions and earnings: 
Employer plans 
Plans for self-employed and 

others 
Exclusion of other employee bene-

fits: 
Premiums on group term life 

insurance 
Premiums on accident and dis-

ability insurance 
Income of trusts to finance 

supplementary unemploy-
ment benefits 

Exclusion of interest on life insur-
ance savings 

Exclusion of capital gains on 
home sales for persons age 65 
and over 

Exclusion of capital gains on 
home sales for persons age 55 
and over 

Additional exemption for the blind 
Additional exemption for elderly.... 
Tax credit for the elderly 
Deductibility of casualty losses 
Earned income credit1 

Exclusion of interest on State and 
local housing bonds 

Veterans benefits and services: 
Exclusion of veterans disability 

compensation 
Exclusion of veterans pensions 
Exclusion of GI bill benefits 

General government: 
Credits and deductions for politi-

cal contributions 
General purpose fiscal assistance: 

Exclusion of interest on general 
purpose state and local debt.... 

Deductibility of nonbusiness state 
and local taxes (other than on 
owner-occupied homes and 
gasoline) 

See footnotes at end of table. 

410 630 1,020 

3,245 3,515 3,900 

50 50 50 

1,885 2,495 3,110 

345 395 450 
185 185 190 

11,335 12,925 14,740 

1,765 2,125 2,520 

1,350 1,485 1,635 

85 90 100 

10 10 10 

2,910 3,365 3,895 

75 

225 535 590 
35 40 40 

1,745 1,970 2,070 
145 135 135 
530 590 665 
300 415 360 

80 180 615 

915 1,050 1,115 
45 50 55 

190 160 130 

80 100 80 

2,120 2,365 2,625 

12,595 14,665 17,305 

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

1981



234 THE BUDGET FOR FISCAL YEAR 1981 

Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued 
(In millions of dollars) 

Fiscal years 

Description Corporations Individuals Description 

1979 1980 1981 1979 1980 1981 

Tax credit for corporations receiv-
ing income from doing busi-
ness in United States posses-
sions 740 780 860 

Interest: 
740 780 860 

Deferral of interest on savings 
bonds 500 290 250 

Memorandum 

500 290 250 

Combined effect of provisions 
disaggregated above: 

Capital gains 1,075 1,175 1,320 16,605 20,740 22,310 
Exclusion of interest on state and 

local debt 4,095 4,645 5,500 2,670 3,090 3,865 
Deductibility of state and local 

nonbusiness taxes 18,895 21,190 24,795 
Deductibility of charitable contri-

butions 930 985 1,030 6,810 7,635 8,860 
Itemized deductions 32,960 38,040 44,505 
Deductibility of mortgage interest 

and property tax on owner-oc-
cupied homes 16,545 19,095 22,340 

Benefits for the elderly: 
Exclusion of social security and 

railroad retirement plus the 
additional exemption and 
tax credit for the elderly 8,405 10,245 12,410 

* $2.5 million or less. All tax expenditure estimates have been rounded to the nearest $5 million. 
1 The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1979, $773 million; 1980, $1,696 

million; 1981, $1,570 million. 
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PROPOSED CHANGES IN T A X EXPENDITURES 

The administration has made several proposals as part of the 
1981 budget that would create new tax expenditures and extend or 
change the value of currently existing tax expenditures. The esti-
mates for these proposed changes are shown in table G-2. 

On April 5, 1979, the President proposed a windfall profit tax to 
reduce U.S. oil producers unearned profits resulting from the 
phased decontrol of domestic oil prices and OPEC price increases. 
Both houses of Congress have passed versions of a windfall profit 
tax. It is anticipated that a tax will be enacted early in calendar 
1980 after differences have been resolved by the conference com-
mittee. 

The administration's windfall profit tax proposal includes several 
tax credits designed to encourage energy conservation and expand 
domestic supplies. In addition, a current energy tax expenditure 
would be reduced by the proposal to restrict the application of 
depletion allowances to nonwindfall profits. The administration 
also is proposing several other actions related to tax incentives for 
historic structures and housing. Each of the proposed tax expendi-
tures, starting with the energy tax preferences, is described briefly 
below: 

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

Fiscal Years 

Description Corporations Individuals 

1980 1981 1980 1981 

5 5 5 
55 55 

Residential energy credits: 
Passive solar 
Wood burning stoves 

Total residential energy credits 
Alternative conservation and new technology credits: 

Commercial passive solar credit 
Agricultural and industrial process heat equipment 
Tax credit for gasohol 
Oil shale credit 
Unconventional gas credit 

Total alternative conservation and new technology 
credits 

Excess of percentage over cost depletion 
Tax incentives for preservation of historic structures 
Exclusion of interest on state and local housing bonds 
Exclusion of interest on general purpose state and local 

debt 

5 55 65 

25 
5 

35 

65 
- 4 5 

- 1 0 5 

40 
10 

5 
i 

140 

190 5 
— 415 - 1 4 0 - 1 4 0 

* * 

- 6 6 0 - 2 5 - 1 6 5 

- 2 5 - 1 0 

*$2.5 million or less. All tax expenditure estimates have been rounded to the nearest $5 million. 
Note: Details may not add to totals due to rounding. 
1 Projected oil prices exceed the phaseout limit for the credit so that this proposal will have no revenue effect. 
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Residential passive solar construction.—A tax credit of up to 
$2,000 per unit would be provided to builders who use passive solar 
technology in the construction of new residential units. The 
amount of the credit would be based on the amount of energy 
conserved as a result of the passive solar design. 

Woodburning stoves.—A 15% tax credit of up to $300 would be 
allowed on the cost of a qualified woodburning stove. 

Commercial passive solar construction.—A tax credit of up to 
$10,000 per building would be provided to builders who employ 
passive solar technology in the construction of new commercial 
buildings. The amount of the credit would equal $20 per million 
Btu that are saved because of the passive solar design employed. 
Btu saving would be measured in excess of a specified level above a 
baseline given by the Department of Energy's building energy per-
formance standard. 

Agricultural and industrial process heat.—Solar thermal energy 
equipment used to produce process heat in agricultural and indus-
trial applications would be eligible for an investment tax credit in 
addition to the current 10% credit. The additional credit would 
equal 15% of the cost of the equipment. 

Gasohol.—The proposal would extend until January 1, 2000, the 
4 cents per gallon Federal excise tax exemption on gasoline and 
diesel fuels that are at least 10% alcohol and currently exempt. A 
tax credit of 40 cents per gallon would be provided in all other 
cases where alcohol is used as a fuel for internal combustion en-
gines and is ineligible for the excise tax exemption. The excise tax 
exemption is not a tax expenditure, because the tax expenditure 
concept applies only to income taxes; the tax credit would be a tax 
expenditure. 

Oil shale.—A $3 per barrel tax credit would be provided to 
domestic producers of oil from shale. This proposal has no project-
ed revenue effect because currently projected oil prices exceed the 
credit's phase-out range of $22.00 to $27.56 per barrel adjusted for 
inflation. 

Unconventional natural gas.—A tax credit of $0.50 per thousand 
cubic feet is proposed for unconventional natural gas derived from 
tight sands, Devonian shale, coal seams and geopressured brine. 
Except for tight sands gas the credit would phase out in the same 
manner as the oil shale credit. The credit for gas derived from 
tight sands would be phased out as the average price of high cost 
natural gas, adjusted for inflation, rises from $4.17 to $5.17 per 
thousand cubic feet. 

Percentage depletion.—The gross income base for determining the 
percentage depletion deduction from taxable income would have to 
be reduced by the windfall profit. This windfall profit would be 
equal to the amount a producer receives for domestically produced 
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crude oil in excess of a base price. This proposal would increase 
receipts by reducing the value of the percentage depletion tax 
expenditure. 

Preservation of historic structures.—Under the Tax Reform Act of 
1976, expenditures to rehabilitate structures certified by the De-
partment of the Interior to be historic became eligible for special 
accelerated methods of depreciation and the demolition of such 
structures became subject to special tax disincentives. These provi-
sions, applicable only to income producing property, are scheduled 
to expire on June 30, 1981 and December 31, 1980, respectively. 

Because of delays between enactment of these provisions and the 
time when tax returns were filed on projects using these tax incen-
tives, information has not been available for assessing the impact, 
usefulness, and efficiency of these provisions. With data now be-
coming available, the administration will undertake the needed 
evaluation of the operation of these provisions during the coming 
year. The administration is, therefore, proposing a 1-year delay 
in the expiration of these provisions. 

Restrictions on tax-exempt housing bonds.—State and local gov-
ernments use the proceeds of tax-exempt borrowing to provide 
mortgage funds for private housing. The tax exemption of interest 
on State and local securities makes it possible to provide such 
funds at interest rates well below the rates for private mortgages. 
Tax-exempt housing bonds initially were used mainly to assist low-
income, multifamily housing; recently, there has been a dramatic 
increase in the use of such bonds for owner-occupied housing, in-
cluding housing purchased by middle and upper income families. 

To halt this misuse of the tax-exempt borrowing provision and to 
prevent a large loss in tax revenues, the administration supports 
legislation to ban the use of tax-exempt bonds for owner-occupied 
housing. The ban would apply to such bonds issued after April 25, 
1979, with exceptions allowed for bonds in process as of that date. 
The administration is also proposing to restrict the use of tax-
exempt bonds for multifamily housing to projects in which at least 
20% of the residents qualify as low-income under present HUD 
definitions. 

Tax-exempt public housing bonds.—Local housing authorities fi-
nance the construction of public housing projects by issuing tax-
exempt financial instruments to the public. Current law allows 
lenders to exclude from income subject to Federal tax any interest 
earned on such debt. The administration is proposing to phase out 
the use of this particular financing method and eventually end this 
tax expenditure. Beginning in 1980, a portion of the short term tax-
exempt notes now sold by local housing authorities would be convert-
ed into long-term bonds and purchased by the Federal Financing 
Bank, an entity of the Treasury Department. To pay for these 
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purchases, taxable Treasury debt instruments would be issued. The 
interest differential between the taxable rate and the tax-exempt 
rate would be paid by the Department of Housing and Urban 
Development. 
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TAX EXPENDITURES 

The Congressional Budget Act of 1974 (Public Law 93-344) re-
quires a listing of tax expenditures in the budget. The act defines 
tax expenditures 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 expendi-
tures are so designated because they 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 assist-
ance or other policy instruments. 

Tax expenditures have objectives similar to those programs 
funded through direct appropriations. There are numerous exam-
ples of this. Direct and tax expenditures reduce the cost of ship 
acquisition by shipping companies; CETA grant programs and the 
jobs tax credit are designed to increase employment of targeted 
groups in the labor force; direct interest subsidies and the issuance 
of tax-exempt bonds result in lower financing costs for eligible 
issuers of mortgage bonds or for eligible businesses. Similarly, 
State and local governments benefit both from direct grant pro-
grams and from the ability to borrow funds at tax-exempt rates, 
and individuals benefit both from direct medicare payments and 
from the deductibility of medical expenses for income tax purposes. 

The benefits of tax expenditures designed to encourage particu-
lar types of economic activity may not rest fully or even mainly 
with the corporations or individuals whose taxes are initially af-
fected. 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, to the extent that the investment tax credit 
stimulates capital formation, productivity may increase and real 
wages may rise, benefiting recipients of labor income as well as 
capital income. 

This special analysis contains quantitative estimates of tax ex-
penditures 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. 

203 
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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 cor-
porate income taxes. They reduce tax liabilities for particular 
groups of taxpayers to encourage certain economic activities or in 
recognition of special circumstances. No estimates are made in this 
analysis for 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 to discour-
age specified kinds of activities. At present 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. Also, under the Tax Reform Act of 1976 deductions for the 
costs associated with the demolition of certain historic buildings 
were disallowed and crediting of foreign taxes paid was denied 
taxpayers who cooperate with or participate in an international 
boycott. 

The Internal Revenue Code contains individual income, corpo-
rate income, estate and gift, excise and employment taxes. This 
analysis deals only with deviations from the "normal structure" in 
the taxation of individual and corporate income. 

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. Tax expenditures might in 
principle be defined as departures from a theoretical income tax 
base. "Economic income," defined as receipts available to support 
consumption or additions to net wealth including the imputed 
value of in-kind consumption and imputed changes in net wealth, 
might be used for this purpose. Such theoretically pure treatment, 
however, is not possible in practice. 

The concept of the normal tax structure recognizes that it is 
impractical for individual taxpayers to make the necessary imputa-
tions as, for instance, the imputed income derived from owner-
occupied homes. Furthermore, for historical and administrative 
reasons the normal structure allows separate taxation of individual 
and corporate incomes even though it would be possible to define a 
normal income tax structure that would integrate these two taxes. 

Although a theoretically pure as well as normal structure for an 
income tax base can be specified with reference to generally accept-
ed rules of income measurement, there is no similar point of refer-
ence for regarding as theoretically pure or normal any particular 
structure of income tax rates. However, for purposes of identifying 
tax expenditures, the progressive rate structure and the provisions 
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that eliminate the tax liability of low-income persons are consid-
ered to be part of the normal tax structure. When the rate struc-
ture 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 expenditures. Reduc-
tions in the tax rates for individuals and increases in the personal 
exemption and the standard deduction (now called the zero bracket 
amount) tend to reduce the estimated revenue losses associated 
with some tax expenditure items. This occurs because fewer tax-
payers itemize their deductions, because tax preferences have less 
value at lower marginal rates, and because these two factors 
reduce the amount of tax liability that may be offset by tax credits. 

Distinctions between the normal tax structure and exceptions 
leading to tax expenditures do not imply that the features of the 
normal tax system should be exempt from periodic analysis and 
review. Many features of what is now defined as the normal tax 
structure, such as rate structure and exemption levels, have major 
effects upon the level and composition of economic activity and the 
distribution of income. Budget outlays and other policy instru-
ments are alternative means to achieve the objectives of certain 
features of the normal tax structure just as they are often a poten-
tial substitute for tax expenditures. 

Tax rates cannot be presumed to be independent of either direct 
outlays or current tax expenditures. If either major tax expendi-
ture items or direct spending programs were repealed, tax rates 
could be set at lower levels to maintain an appropriate fiscal 
policy. 

Several issues relating to the distinction between the normal 
structure of the income tax system and tax expenditure provisions 
are discussed in the following paragraphs. 

• Threshold levels for tax liability. The normal structure in-
cludes those tax code provisions that determine threshold 
levels of income below which no tax liability is imposed for 
the different types and sizes of taxpaying units. These thresh-
old levels have been affected by legislated changes in personal 
exemptions and standard deductions in recent years. The addi-
tional personal exemptions for taxpayers 65 and over and the 
blind result in tax expenditures because they are special provi-
sions directed at groups in special circumstances. 
special circumstances. 

• The progressive rate schedules for the individual income tax. 
A progressive rate schedule for the individual income tax is 
considered to be part of the normal tax structure, as would a 
proportional or even a regressive rate schedule, because the 
concept of tax expenditures is not characterized by any specif-
ic rate schedule. Therefore, tax expenditures do not result 
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because some income is taxed at lower rates than other 
income. The income averaging provision of the code is also 
considered to be part of the normal structure. The maximum 
tax of 50% on personal service income is treated as a tax 
expenditure item because it is a "preferential rate of tax" as 
defined in the Congressional Budget Act. 

• The limited progressive rate schedule for corporations. The 
first $100,000 of corporate income is taxed at progressive rates 
ranging from 17% to 40%; all amounts over $100,000 are 
taxed at 46%. Consistent with the treatment of the corporate 
surtax exemption in prior years, corporate tax rates below the 
46% top rate are viewed as giving rise to a tax expenditure. 

• Separate rate schedules for single and married taxpayers, mar-
ried taxpayers filing separately, and heads of households. Ex-
isting provisions regarding the definition of taxpaying units 
and separate rate schedules for different types of taxpayers 
are considered part of the normal tax structure. The concept 
of tax expenditures is not characterized by any specific set of 
rate schedules applicable to the particular tax filing units. 

• Imputed income from owner-occupied housing and other 
sources. A theoretically pure income concept would include 
imputations for income received in kind from the occupancy 
of a home owned by the taxpayer and for in-kind income from 
the ownership of other durable assets. Because such imputa-
tions are difficult to make, they are not considered in the 
computation of tax expenditures, even though the exclusion of 
imputed income from income subject to tax affects the alloca-
tion of the economy's resources, particularly by stimulating 
owner-occupied housing. If income from owner-occupied hous-
ing were imputed, deductions for mortgage interest and prop-
erty taxes would be an appropriate part of the normal struc-
ture in order to measure the amount of net income that 
should be included in the tax base. In the absence of an 
income imputation, those two deductions result in tax expend-
itures. 

• The value of government benefits received in kind. The exclu-
sion from income subject to tax of most direct cash payments 
to individuals by the government, such as social security pay-
ments, results in tax expenditures. Other government pro-
grams such as medicare and public education extend benefits 
in kind to individuals which are excluded from income, but 
this exclusion does not result in tax expenditures. The divid-
ing line is not clear cut between nontaxable government bene-
fits that result in tax expenditures and those that do not. 
Food stamps, for example, are so nearly the equivalent of 
cash that their exclusion from income subject to tax might be 
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considered to result in a tax expenditure, but in this analysis 
they are not so considered. 

• Capital gains and losses. Although the base of a theoretically 
pure income tax would include net capital gains as they 
accrue, practical problems generally prevent the identifica-
tion and taxation of unrealized capital gains. Hence, the 
normal structure taxes such gains only when "realized." How-
ever, the exclusion from taxable income of 60% of capital 
gains results in a tax expenditure. 

An individual's assets held at death may have appreciated 
in value. Since these gains are not deemed to have been 
realized in the year of death under current law, they are 
completely excluded from the decedent's income subject to 
tax. Moreover, the basis of the decedent's assets in the hands 
of the estate, heir or other beneficiary is their market value 
at the date of death. Thus, gains that accrued before death 
are never subject to tax. The failure to include these unrea-
lized capital gains in income is considered for purposes of this 
analysis to result in a tax expenditure. 

• Gifts and bequests. The tax system subjects gifts in excess of a 
minimum amount and bequests 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. While another set of tax expendi-
tures could be defined for departures from a "normal struc-
ture" of gift and estate taxes, this would be beyond the scope 
of this analysis. 

• Forms of business organization. The tax law recognizes differ-
ent forms of business organization including corporations, 
partnerships, subchapter S corporations treated in a manner 
somewhat similar to partnerships, cooperatives, mutual insur-
ance companies and individual proprietorships. The provi-
sions 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 corpo-
rate or the individual level. 

• Treatment of individuals and corporations as separate taxpay-
ing entities. It is possible to define a tax structure in which 
individual and corporate taxes are completely integrated ii: 
the sense that all corporate income would be allocated and 
taxed to shareholders. However, for purposes of this analysis, 
separate taxation of regular corporate entities is considered to 
be part of the normal tax structure. 

• Deduction of depreciation expenses. The tax code allows a 
reasonable allowance for depreciation. Depreciation is defined 
as "the exhaustion, wear and tear (including a reasonable 
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allowance for obsolescence) on property used in a trade or 
business or for the production of income." To measure actual 
depreciation the changes in market values of assets are re-
quired. This information is generally not available, so that 
estimates of an asset's useful life and its probable rate of 
depreciation are used instead. Depreciation over the useful 
life of an asset may be taken at a uniform rate, known as 
straight line depreciation, or at a rate that is faster in the 
earlier years of an asset's life, known as accelerated depreci-
ation. For depreciation purposes a distinction is made be-
tween the treatment of machinery and equipment and that of 
buildings. The use of accelerated depreciation for machinery 
and equipment is considered to be part of the normal tax 
structure because they tend to lose more of their actual value 
in the first few years of useful life. However, under the asset 
depreciation range (ADR) system, a taxpayer may select a life 
for an asset of up to 20% shorter than the guideline life 
published by the Internal Revenue Service without having to 
justify the choice. If an asset life within the 20% range but 
shorter than the guideline life is chosen, a tax expenditure is 
assumed to result. In the case of buildings no comparable 
guideline lives are published. Thus, to the extent that lives 
claimed by taxpayers are justified on the basis of "facts and 
circumstances," tax expenditures do not result. For certain 
types of buildings, such as rehabilitated low income housing, 
a rapid amortization period in place of useful lives is permit-
ted by the tax code, thereby giving rise to tax expenditures. 
Furthermore, for all buildings the straight-line method of 
depreciation is considered to be part of the normal tax struc-
ture, and the additional deductions resulting from the use of 
accelerated depreciation are regarded as tax expenditures. 

• Deduction of other business expenses. The deduction of busi-
ness expenses is necessary to determine taxable income. Tax 
expenditures do not ordinarily result when deductions for 
"ordinary and necessary" business expenses are taken. No 
attempt was made in this analysis to determine whether cer-
tain expenses such as those for entertainment and meals 
should not only reduce the taxable income of employers, but 
should also be excluded from the taxable income of the em-
ployees receiving these in-kind benefits. Tax expenditures do 
occur when the tax code permits business or investment ex-
penditures that are capital outlays in economic terms to be 
treated as current expenses. 

• Foreign tax credits. The normal structure of the income tax 
includes tax credits for foreign income taxes paid; this pre-
vents the double taxation of income earned abroad. While 
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there are some limitations on the credit, it generally conforms 
to the principle that total taxes paid by a U.S. resident should 
be independent of the source of his income. 

• Income of controlled foreign corporations. The income of for-
eign corporations controlled by U.S. corporations or citizens is 
generally not subject to U.S. tax until that income is repatri-
ated. There are certain exceptions in order to avoid abuse in 
tax-haven countries. The deferral of income of controlled for-
eign corporations is included as a tax expenditure in this 
analysis, because it is an exception to the basic precept of our 
tax system that U.S. corporations and citizens are subject to 
tax on their worldwide income when earned. 

This discussion does not exhaust the definitional issues inherent 
in the tax expenditure concept nor does this analysis consider all 
special tax provisions. Also, some items are omitted because the 
revenue loss is relatively small ($5 million or less). 

MEASURING TAX EXPENDITURES 

The tax expenditure estimates reported in table G-l have been 
prepared by the Treasury Department and are based upon tax law 
enacted as of December 31, 1980. The estimates show the loss of 
budget receipts by fiscal year resulting from each of these particu-
lar features of the tax system. For those tax expenditures resulting 
from the exclusion from taxable income of Federal Government 
payments to individuals, the estimates of such payments upon 
which the tax expenditure estimates are based are those shown 
elsewhere in the budget; hence they reflect any proposed changes 
in these programs. 

The tax expenditure estimating procedure uses the same implicit 
assumption that governs estimates of out-year budget outlays, 
namely that the existing tax structure and all other institutional 
determinants of resource costs are given. In effect, the estimating 
procedure answers the question, "How much more tax liability 
would be incurred by taxpayers if the preferential tax rule were 
not in force, but all other features of the tax system, including the 
structure of rates, remained the same?" When the special tax rule 
involves an extraordinary deduction or exclusion of income re-
ceipts, the tax expenditure is estimated to be the excess deduction 
or excluded income times an applicable marginal tax rate. Howev-
er, in the case of individual taxpayers, account is taken of the 
likelihood that some will no longer have remaining deductions 
sufficient to itemize and, hence, would elect the standard deduc-
tion, absent the preferential deduction in question. When the spe-
cial tax rule is a preferential credit against taxes otherwise due, 

340-700 0 - 8 1 - 1 4 
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the tax expenditure estimate is equal to the credits claimed by all 
taxpayers. 

Tax expenditures, like budget outlays, are intended to reallocate 
income or output. It is, therefore, assumed that as a result of 
offsetting fiscal or other policies aggregate output and incomes 
remain at the levels that underlie the 1982 budget estimates. For 
this reason, no "second order" effects on tax receipts are needed or 
estimated. 

As is the case with estimates of proposed changes in tax law, tax 
expenditure estimates are computed on a budget receipts or "cash-
flow" basis. However, for purposes of the present analysis, the 
estimates show the difference between budget receipts under cur-
rent law and budget receipts under the assumption that a law 
without the particular tax expenditure provision had always been 
in effect. These figures, therefore, generally show larger revenue 
losses than could be obtained in the first years of transition from 
one tax law to another. 

Some tax expenditures result from 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 tax expenditure even though for a particular 
taxpayer, transaction, or asset the special provision defers a tax 
rather then eliminates it. The deferral of tax liability is equivalent 
to an interest-free loan from the government to the taxpayer. Thus, 
such tax expenditures may be compared with lending transactions 
of the government. (See the discussion of credit programs in Spe-
cial Analysis F). For a stable or growing business, the deferral of 
taxes continues indefinitely under most of these provisions. 

Estimating tax deferral items on a cash flow basis is consistent 
with the way that direct lending transactions are treated in the 
budget. Thus, when extensions of new loans exceed repayments of 
old loans, budget outlays are positive, and when loans repaid 
exceed loans made, budget outlays are negative. Similarly, negative 
tax expenditures arise in situations where taxpayers, whose tax 
liabilities were reduced in earlier years, have larger tax payments 
than they otherwise would have in later years. While tax expendi-
tures reflect the amount of taxes deferred each period, they do not 
show the subsidy to taxpayers of interest free borrowing from the 
government, just as implicit interest subsidies are not shown for 
direct loan outlays. 

Sample data from tax returns have been used to estimate tax 
expenditures whenever possible. These data, however, are not yet 
available for the years presented in this analysis. Consequently, 
the estimates have been made by extrapolating forward sample tax 
return data from past years by means of other more current infor-
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mation, including the economic forecast used in estimating budget 
receipts and outlays. In addition, many tax expenditures result 
from excluded income not reported on tax return^. In these cases 
data for the estimates must be derived from other sources. The 
estimates take into account any changes scheduled under existing 
law, such as the phasing in or out of specific provisions. 

The estimates are reduced by any minimum tax liabilities associ-
ated with particular items. An "add-on" minimum tax on tax pref-
erences assures that individuals and corporations receiving tax 
preferences do not escape bearing some share of the tax burden. It 
has the effect of reducing the amount of the subsidy provided by 
the tax preference itself. Intangible drilling costs for oil and gas 
and geothermal wells are not minimum tax preference items to the 
extent that net income from the production of these wells offsets 
intangible drilling costs deductions. 

Capital gains and excess itemized deductions are excluded as 
preference items subject to the minimum tax for individuals. How-
ever, an alternative minimum tax add-on may be applicable, levied 
on the sum of taxable income, certain deductions in excess of 
specified income limits and the capital gains deduction. The alter-
native minimum tax is paid if tax liabilities under this tax exceed 
the sum of tax liabilities under the ordinary income tax and the 
add-on minimum tax. The alternative minimum tax may be offset 
by the foreign tax credit and by other tax credits such as the 
investment tax credit, attributable to the active conduct of a trade 
or business. Any revenue gain under the alternative tax is assumed 
to offset the tax expenditures that would otherwise result from the 
capital gains preference. 

"At-risk" rules limit deductions attributable to a taxpayer's in-
vestment to the amount of cash investment plus the debts for 
which the taxpayer is personally liable. These rules, which apply to 
all taxpayers other than widely held corporations and to all activi-
ties other than equipment leasing by closely held corporations and 
real estate, have the effect of reducing tax expenditures. 

Tax expenditure estimates cannot simply be added together to 
obtain totals for functional areas or a grand total. However, where 
tax expenditures for both individuals and corporations result from 
the same tax code provision, such as the investment tax credit, the 
two estimates may be added together. 

Simply adding tax expenditures produces inaccurate totals be-
cause tax expenditures affect the value of other tax expenditures. 
This interaction may be demonstrated by comparing the result of 
deleting two tax expenditures simultaneously to that of deleting 
them separately. In some cases, the revenue gained from the dele-
tion of two tax expenditure items simultaneously would be greater 
than the sum of the gains from the deletion of the two items 
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separately. 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 effects. In other cases, 
the revenue gain from the deletion of two items together would be 
smaller than the sum of the gains considered separately. For exam-
ple, if the deductibility of mortgage interest payments and home-
owner property taxes were both repealed and the standard deduc-
tion were left unchanged, more individuals who now itemize their 
deductions would opt for the standard deduction than if only one 
preference were repealed. The revenue gain would therefore be 
lower from repealing both preferences together than the sum ob-
tained from repealing each one separately. 

In general, elimination of several itemized deductions would in-
crease revenue by less than the sum of the revenue gains measured 
by eliminating each item separately because more taxpayers would 
use the standard deduction. Conversely, elimination of multiple 
items that are exclusions from adjusted gross income would in-
crease revenue by more than the sum of the individual gains 
because more taxpayers would be pushed into higher tax brackets. 

As a measure of this aggregation problem, the revenue loss re-
sulting from all itemized deductions that result in tax expenditures 
would be $62.3 billion in 1982, whereas the sum of these tax ex-
penditures, taking each item separately, is $81.8 billion. The aggre-
gations of related tax expenditure items that are presented and 
discussed in the text have been estimated using special procedures 
which take account of interaction effects. 

The estimates of tax expenditures shown in table G- l are based 
on procedures similar to those used in past years. However, because 
of improvements in data sources, estimating methodology, and a 
number of disaggregations and functional reclassifications, the esti-
mates may not be strictly comparable to those published in previ-
ous years. Tax expenditures may also be measured on the basis of 
outlays that provide an equivalent subsidy. This is discussed below 
with reference to housing and energy tax expenditures. 

TAX EXPENDITURES BY FUNCTION 

Estimates of tax expenditures for 1980-82 are grouped together 
by functional category in table G-l. The estimates are shown sepa-
rately for individuals and corporations. Each tax expenditure has 
been classified in the functional category used for budget outlays 
into which it most closely fits. 

The functional classification of several tax expenditures has been 
changed this year. Exclusion of interest on State and local housing 
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bonds is separated into rental housing, which remains in the 
income security function, and owner-occupied housing, which is 
now in the commerce and housing function. Exclusions of interest 
on State and local debt issued to finance student loans, hospital 
construction, and certain energy facilities have been separated 
from that for general purpose State and local debt and are now in 
education, health, and energy functions. Expensing of exploration 
and development costs and the excess of percentage over cost deple-
tion formerly in the energy function have now been separated into 
nonfuel and fuel categories. The former are in the natural re-
sources and environment function and the latter are in the energy 
function and further separated into oil and gas and other fuels. 
The exclusion of capital gains on home sales for persons age 55 and 
over and the exclusion of interest on life insurance savings have 
been changed from income security to the commerce and housing 
function, while tax credits on rehabilitated housing have been re-
classified from commerce and housing to community and regional 
development. A brief description follows of the special tax provi-
sions shown in table G-l. 

National defense.—The housing and meals provided military per-
sonnel, either in cash or in kind, are excluded from income subject 
to tax. Most of the disability-related military pension income re-
ceived by current retirees is also excluded. 

International affairs.—A U.S. citizen or a U.S. resident alien 
who is a resident of a foreign country or remained outside the 
United States for 17 months in an 18-month period is allowed 
deductions for certain foreign living costs. 

Eligible taxpayers may deduct expenses for annual home leave 
travel, the cost of schooling from kindergarten through grade 12 
equivalent to that prevalent in the United States, the excess of 
foreign living costs other than housing and education over those in 
the highest U.S. mainland city and the excess of reasonable hous-
ing costs over one-sixth of earned income less the special deduc-
tions. Taxpayers living in hardship areas are allowed an additional 
deduction of $5,000. Taxpayers living in hardship areas in camps 
set up by their employers may elect to exclude $20,000 plus the 
value of meals and lodging furnished by the employer in lieu of 
taking the special deductions. Individuals who perform charitable 
services in lesser developed countries may elect to exclude up to 
$20,000 of earned income attributable to the services rather than 
taking the special deductions. The tax-exempt status of certain 
allowances received by Federal employees working abroad has not 
changed. These exemptions also result in tax expenditures. 

The profits of a domestic international sales corporation (DISC) 
are not taxed to the DISC but instead are taxed to the shareholders 
when distributed or deemed distributed to them. For DISC's with 
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more than $150,000 in otherwise taxable income, the deemed distri-
bution equals all income attributable to base-period exports plus 
50% of income attributable to exports in excess of the base-period 
exports. Base period exports equal 67% of average annual exports 
during an earlier 4-year base period. For DISC's with less than 
$150,000 in otherwise taxable income, the deemed distribution 
equals 50% of total income. 

Except for certain tax-haven provisions, the income of foreign 
corporations controlled by U.S. shareholders is exempt from U.S. 
taxation until that income is distributed to the shareholders. The 
tax expenditure estimate assumes that if deferral were terminated 
the earnings of a controlled foreign corporation would be taxed to 
the parent corporation. 

General science, space, and technology.—Research and develop-
ment expenditures are intended to result in new products or proc-
esses, cost reductions, or other effects whose benefits will in nearly 
all cases continue into the future. Businesses may deduct all re-
search and development expenditures in the year when they are 
incurred rather than amortize them over several years. 

Energy.—Certain capital costs necessary to discover and develop 
certain mineral properties may be deducted as current expenses 
rather than amortized 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 min-
eral deposits, such as expenditures for mine shafts, tunnels and 
stripping. Intangible drilling costs for oil and gas wells are a pref-
erence item for purposes of the minimum tax to the extent that 
such costs exceed either cost depletion or 10-year amortization. 
Individuals, however, may exclude intangible drilling costs from 
their minimum tax base to the extent that the deductions did not 
exceed oil and gas income. The same rules apply to intangible 
drilling costs of geothermal wells. 

Extractive industries generally use percentage depletion rather 
than cost depletion. Under cost depletion, actual outlays, to the 
extent not immediately recovered through expensing of exploration 
and discovery and development costs, may be deducted over the 
productive life of the property, much as businesses may take deduc-
tions for the depreciation of other capital goods. Percentage deple-
tion is not likewise limited to the cost of the investment. Under 
percentage depletion, taxpayers may deduct a percentage of gross 
income from mineral production at rates ranging from 22% for oil 
and gas and certain other minerals to 5%; however, the deduction 
is limited to 50% of net income from the property or 65% of 
taxable income in the case of oil and gas. Percentage depletion is 
available only to limited quantities of output by independent oil 
and gas producers and royalty owners. In addition, the percentage 
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depletion rate for oil and gas is being phased out from 22% 
through 1980 to 15% in 1984 and thereafter. Production from geo-
thermal deposits is eligible for percentage depletion at the same 
rate as for oil and gas, but with no limit on output and no limita-
tion with respect to qualified producers. In lieu of percentage deple-
tion, royalties from coal deposits are treated as capital gains rather 
than ordinary income. 

A variety of tax incentives stimulate energy conservation and 
encourage conversion to energy sources other than oil or natural 
gas. Individuals may take a 15% income tax credit for home insula-
tion and other energy-conserving components up to a maximum 
credit of $300. The Crude Oil Windfall Profit Tax Act of 1980 
increased the credit allowed under prior law for expenditures on 
solar and other renewable energy source property to 40% of the 
first $10,000 of qualifying expenditures. 

In addition to the investment tax credit, prior law allowed a 10% 
credit for business investments in specified energy property. Such 
property includes alternative energy property (i.e., property using 
fuel other than oil or natural gas); solar or wind energy property; 
specially defined energy property (i.e., property used in an existing 
industrial, agricultural or commercial facility to reduce the amount 
of energy consumed or heat wasted); recycling equipment; shale oil 
equipment; and equipment for producing natural gas from geopres-
surized brine. 

The Crude Oil Windfall Profit Tax Act of 1980 made several 
modifications to these subsidies. The 10% credit for solar, wind or 
geothermal energy property is increased to 15% and facilities 
which produce process heat from solar energy in agricultural and 
industrial applications are made eligible for the credit. The credit 
is extended to the end of 1985. In addition, cogeneration equip-
ment, alumina electrolytic cells and certain intercity buses are 
made eligible for the 10% credit. A 15% credit is now available for 
ocean thermal equipment installed at two sites to be designated by 
the Secretary of the Treasury; and an 11% credit is available for 
certain small-scale hydroelectric generating property. Furthermore, 
a 10% credit for biomass property is extended through 1985. A $3 
per barrel of oil equivalent production credit is provided for several 
forms of alternative fuels, but, as a general rule, is not available 
unless the price of oil drops below $29.50 (in 1979 dollars). The 
credit is available notwithstanding this price limitation for proc-
essed wood fuel and steam produced from solid agricultural byprod-
ucts. The 1980 act extends the 4 cents per gallon Federal excise tax 
exemption for gasohol from October 1, 1984 through December 31, 
1992 and provides a corresponding production income tax credit for 
alcohol used as a fuel in application where the excise tax is not 
assessed. The 1980 act also permits the financing of certain proper-

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

1982



216 THE BUDGET FOR FISCAL YEAR 1982 

ty with tax exempt industrial development bonds—certain small-
scale hydroelectric generating facilities owned by a governmental 
unit and facilities which produce steam or alcohol from solid waste. 

Natural resources and environment—As is true for fuel-minerals, 
certain capital costs associated with exploration and development 
of nonfuel-minerals may be expensed rather than depreciated over 
the life of the asset. Most nonfuel-mineral extractors also make use 
of percentage depletion rather than cost depletion. 

Interest on State and local government debt issued to finance the 
pollution control facilities of private firms is excluded from income 
subject to tax. 

Certain payments made by customers to water and sewage dis-
posal utilities for the purpose of aiding the construction of new 
facilities are treated by utilities as contributions to capital rather 
than as gross income from the sale of a constructed asset. Pay-
ments of this kind to public gas and electric utilities are given the 
same treatment. 

Pollution control facilities installed in existing buildings may be 
amortized over 5 years instead of over their longer useful lives. 
This results in a deferral of taxable income. The revenue effect of 
this deferral reflects the net effect of the revenue reduction attrib-
utable to the excess of amortization over normal depreciation and 
the revenue gain resulting from the disallowance of depreciation 
deductions after the end of the amortization period. In a growing 
economy in which taxpayers consistently elect rapid amortization, 
the annual revenue reduction from the amortization of current 
investments exceeds the revenue increase from the lower depreci-
ation deductions for past investments. 

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

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

Up to $10,000 ($5,000 for a married taxpayer filing a separate 
return) of direct costs incurred in a taxable year to forest or 
reforest a site for the commercial production of timber may be 
amortized over a 7-year period. The $10,000 of costs are also eligi-
ble for the investment tax credit. 

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 are for inven-
tories held at the end of the year or for capital improvements 
under normal accrual accounting. Capital gains treatment general-
ly applies to the sale of livestock, orchards, vineyards, and other 
agricultural products. 
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Rural electric and telephone cooperatives are exempt from the 
corporate income tax. Payments of noncash patronage dividends to 
their patrons generally need not be considered income by the 
patron until received in cash. Other cooperatives are subject to 
corporate income tax but may deduct cash and noncash patronage 
dividends based on business done with patrons provided 20% of 
total dividends are paid in cash and the patron has agreed to 
include the entire dividend in income. Cooperatives marketing 
products for patrons also may deduct amounts retained by the 
cooperative on a per-unit basis ("per unit retains") if the patron 
has agreed to take the stated amount of the retain in income. 
Farmers' marketing and purchasing cooperatives meeting certain 
requirements are permitted to deduct dividends on capital stock 
and payments to patrons from nonpatronage income. The tax ex-
penditures result from the deductibility of noncash patronage divi-
dends, retains, dividends on capital stock and payments to patrons 
out of nonpatronage income. If noncash patronage dividends and 
retains were not deductible by cooperatives, they would no longer 
be taken into current income by patrons and hence individual 
income taxes would be lower. 

Certain payments made under various Federal and State cost-
sharing conservation programs may be excluded from gross income. 
Payments may be excluded to the extent they serve specified con-
servation purposes and do not substantially increase the annual 
income derived from the property. 

Commerce and housing credit—This category includes a number 
of tax expenditure provisions that also affect economic activity in 
other functional categories. In general, provisions related to invest-
ment, such as some depreciation rules and the investment tax 
credit, might alternatively have been classified under the natural 
resources and environment, energy, agriculture, or transportation 
categories. 

Prior to passage of the Crude Oil Windfall Profit Tax of 1980 the 
first $100 ($100 per spouse on a joint return) of dividend income 
could be excluded from income subject to tax. Effective January 1, 
1981, the act raised the exclusion to $200 ($400 in case of a joint 
return) and extended the coverage to most interest income. 

The interest on industrial development bonds issued by State and 
local governments is excluded from income subject to tax. 

Credit unions are exempt from Federal income taxes. Commer-
cial banks, mutual savings banks, and savings and loan associ-
ations are permitted to deduct additions to bad debt reserves in 
excess of actual loss experience and reasonable expectations as to 
future losses. Mutual savings banks and savings and loan associ-
ations may deduct 40% of income provided they maintain stipulat-
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ed fractions of their assets in "qualifying assets," primarily resi-
dential mortgages. 

Life insurance policies other than term policies generally contain 
a savings element. 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. 

Interest paid on consumer credit is allowed as an itemized deduc-
tion for individuals. 

Owner-occupants of homes may deduct mortgage interest and 
property taxes (but not maintenance outlays or depreciation) as 
itemized nonbusiness deductions. The 1982 tax expenditure from 
these two items combined is $35.5 billion. This is less than the 
$36.2 billion sum of the two separately because if both were deleted 
fewer taxpayers would itemize deductions. 

Interest on State and local government debt issued to finance 
below market rate mortgages for owner occupied housing is ex-
cluded from income subject to tax. The Omnibus Budget Reconcili-
ation Act of 1980 restricts the use of mortgage subsidy bonds with 
a State-by-State ceiling on the annual volume of such use for single 
family housing equal to 9% of the average of all mortgages that 
originated in the State during the preceding 3 years or $200 mil-
lion, whichever is greater. A total ban on mortgage subsidy bonds 
for single family housing becomes effective January 1, 1984. 

Prior to the Tax Reform Act of 1976 taxpayers deducted interest 
and property tax payments made while a building was under con-
struction rather than including them with other costs of construc-
tion to be depreciated over the building's useful life. The 1976 act 
reduced this tax expenditure by requiring that construction period 
interest and taxes be capitalized and amortized over a 10-year 
period for noncorporate taxpayers. The provision is being phased in 
over a 7-year period with more generous transition rules available 
for Government-subsidized housing projects. 

To the extent that allowable depreciation for tax purposes ex-
ceeds the rate at which assets actually depreciate, business tax 
liabilities are deferred. Businesses may employ a variety of depreci-
ation 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% of the cost 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 purposes by methods that reduce 
asset value more rapidly than straight-line depreciation (the 
method typically used in financial statements) are shown as tax 
expenditures. The asset depreciation range (ADR) system permits 
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the guideline lives of depreciable equipment to be reduced by 20%. 
The ADR system does not apply to property used abroad. 

Sixty percent of net long-term gains from the sale of capital 
assets may be excluded from income. The excluded 60% of net 
long-term capital gains is no longer included as a preference item 
in computing the minimum tax for individuals. However, the capi-
tal gains exclusion is treated as a preference item in the new 
"alternative minimum tax." This new tax is applicable only if the 
sum of a taxpayer's regular income and minimum tax is less than 
his alternative minimum tax. Half of net long-term capital losses 
and 100% of net short-term capital losses may be offset against 
ordinary income up to a maximum deduction of $3,000 per year 
with an unlimited carry-forward. 

Corporations may elect a 28% alternative tax rate on capital 
gains. The tax expenditure is estimated on the assumption that 
these gains would otherwise be taxed at ordinary rates. 

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 proceeds less selling expenses) minus qualified 
"fixing up" expenses. To the extent that 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. A loss on the sale of a 
home is not deductible. 

A taxpayer who is 55 years of age or older at the time of the sale 
of his principal residence may elect to exclude up to $100,000 of 
gain from the sale. This is a once in a lifetime election that 
replaces the prior exclusion of gain allocated to the first $35,000 of 
adjusted sales price for taxpayers 65 years of age or older. 

Capital gains on assets held at the owner's death escape income 
tax to the extent that the gains are attributable to increases in 
value that occurred during the owner's lifetime. The estimate as-
sumes that such gains would be taxed as ordinary income in the 
year of death. 

The Revenue Act of 1978 changed the corporate income tax 
structure for the first $100,000 of taxable corporate income. Begin-
ning January 1, 1979, the first $100,000 of taxable income is taxed 
progressively at rates from 17 to 40%. Income over $100,000 is 
taxed at 46%. Estimates are separately shown for revenue losses 
resulting from the surtax exemption of prior law for taxable 
income up to $50,000. 

The 10% investment tax credit is applied to the cost of qualifying 
property (generally, tangible personal property used in a trade or 
business) having a useful life of 7 years or more. Assets with 
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shorter lives are entitled to a reduced credit. As a general rule, the 
credit cannot be claimed for investments in land or buildings or for 
property used abroad. 

The investment tax credit is available for investments in single 
purpose livestock and horticultural structures or enclosures. Cer-
tain vans used to transport employees to and from work are also 
entitled to the investment credit. The investment tax credit may be 
claimed as progress payments are made on property that takes 2 or 
more years to construct. Prior to the Revenue Act of 1978, the 
maximum credit allowed against income tax liability in a taxable 
year was generally limited to $25,000 plus 50% of tax liability in 
excess of $25,000. The 1978 act raised the excess liability percent-
age to 60% for 1979 and increases it through annual increments of 
10 percentage points to 90% by 1982. Excess credits may generally 
be carried back 3 taxable years and forward 7 taxable years, after 
which unused credits expire. 

Transportation.—Specified classes of railroad rolling stock were 
eligible for amortization over a 5-year period rather than their 
longer expected useful life, whether owned by railroad companies 
or by lessors. If 5-year amortization was elected, the investment tax 
credit could not be claimed. These provisions applied only to rolling 
stock placed in service before January 1, 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, negative figures appear 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 por-
tion of their net income which is used for shipping purposes, pri-
marily construction, modernization and major repairs of ships. An 
investment credit of one-half the regular credit may be claimed on 
the tax-deferred amounts withdrawn from capital construction 
funds. 

Community and regional development.—Under certain condi-
tions, taxpayers may elect to amortize rehabilitation expenditures 
for low- and moderate-income rental housing over a 5-year period. 
Rehabilitation expenditures may not exceed $20,000 per dwelling 
unit and must exceed $3,000 to qualify. This provision expires on 
January 1, 1984. 

The 10% investment tax credit is allowed for the rehabilitation 
of buildings that are at least 20 years old and used for business or 
productive activities (other than for residential purposes). 

Education, training, employment, and social service.—Scholar-
ships and fellowships are generally excluded from a recipient's 
taxable income, unless the recipient agrees to perform services for 
the grantor. The Tax Treatment Extension Act of 1980 provides a 
permanent exemption from gross income for scholarships received 
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under Federal programs which require future Federal service by 
the recipients to the extent that the scholarships are used for 
tuition, fees, and related expenses. In addition, the act extends the 
tax-exempt scholarship treatment of National Research Service 
Awards through 1981. The exclusion of educational benefits under 
the GI bill is included in the veterans benefits and services func-
tion. Interest on State and local government debt issued to finance 
student loans is excluded from income subject to tax. 

Taxpayers may claim personal exemptions for dependent chil-
dren 19 or over who receive income of $1,000 or more per year if 
the children are full-time students. The student may also claim an 
exemption on his own return, thus providing a double exemption. 
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 
deductible business expenses. The exclusion from an employee's 
income of the value of meals and lodgings provided by an employer 
for his own convenience is a tax expenditure, as is the exclusion of 
housing allowances and the rental value of parsonages from the 
taxable income of ministers. An employer may set up an education-
al assistance program to provide educational benefits to his em-
ployees from January 1, 1979, through December 31, 1983. The 
program can pay for tuition, fees, books, and supplies. Amounts 
received under the program are excluded from an employee's gross 
income. Employer contributions to prepaid legal services plans and 
the value of legal services received under the plans are also ex-
cluded from employee 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 to the extent that additional 
employer contributions to an ESOP are matched by employee con-
tributions. Employees are generally prohibited from withdrawing 
their share of an ESOP for 7 years. 

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 
contributions 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 appreciated value of the asset without taxation on the appre-
ciation 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 contri-
butions to educational and other institutions. Contributions to 
health institutions are reported under the health function. 
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The 50% maximum tax rate on personal service income applies 
to earned income and certain pensions, annuities and deferred 
compensation. The amount to which the maximum tax applies is 
reduced by preference items included in the base of the minimum 
tax. Where the income is from a trade or business in which capital 
as well as personal service generates income, the maximum tax 
applies to reasonable compensation for personal services rendered. 

A 20% tax credit may be claimed by married couples for child 
and dependent care expenses incurred when both spouses work full 
time or when one spouse works part time or is a student. The 
credit may also be claimed by divorced or separated parents who 
have custody of children and by single parents. Expenditures up to 
a maximum of $2,000 for one dependent and $4,000 for two or more 
dependents are eligible for the 20% credit. The credit may be taken 
for payments to relatives of the taxpayer even if their services are 
not qualified for coverage under the social security laws. 

The AFDC-WIN job credit allows an employer to take tax credits 
on wages paid to individuals employed under the WIN (work incen-
tive) program and other recipients of AFDC (aid for families with 
dependent children). An income tax credit of 50% of first-year and 
25% of second-year wages, up to 100% of the tax liability, can be 
claimed as a credit by the employer if the wages are paid for work 
performed in a trade or business. A credit can be claimed for wages 
paid for work performed outside a trade or business equal to 35% 
of an employee's first year wages up to $6,000 with no more than 
$12,000 of total wages paid by an employer eligible for the credit. 
The employer must reduce his deduction for wages by the amount 
of the tax credit. 

The targeted jobs credit allows tax credits for qualified wages 
paid to individuals certified as members of any of seven target 
groups, principally disadvantaged youths under 25. A credit of 50% 
of first-year wages and 25% of second-year wages up to $6,000 of 
each employee's wages (the wage base for unemployment taxes) can 
be taken by the employer to offset up to 90% of his tax liability, 
provided that the credit may not be taken for first-year wages in 
excess of 30% of the employer's total unemployment tax wage base. 
For a given employee, either this credit or the AFDC-WIN credit 
can be taken, but not both. The employer's deduction for wages is 
reduced by the amount of the credit. 

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

Medical expenses in excess of 3% of adjusted gross income, in-
cluding payments for prescribed drugs and medicines in excess of 
1% of adjusted gross income, may be deducted by individuals as 
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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% 
limit. 

Interest on State and local government debt issued to finance 
hospital construction is excluded from income subject to tax. 

Expenditures up to $25,000 per year for removing architectural 
and transportation barriers to the handicapped and the elderly in 
any facility or public transportation vehicle used in a trade or 
business that otherwise would have been treated as a capital outlay 
can be treated as a current expense prior to January 1, 1983. 

Contributions to nonprofit health institutions are allowed as a 
deduction for individuals and corporations. Contributions to other 
charitable institutions are discussed under the education, training, 
employment, and social services function. 

Income security.—Most government transfer payments to individ-
uals, such as social security and welfare benefits, are excluded 
from taxable income. If the taxpayer had no other source of 
income, these payments, even if taxable, would not generally be 
large enough to result in tax liability, given present levels of 
personal exemptions and the zero bracket amount. However, be-
cause some recipients have property income, receive earnings (in 
some instances for only part of a year), or file jointly with working 
spouses, tax expenditures result from these exclusions. 

If the sum of a taxpayer's adjusted gross income, unemployment 
compensation and excludable disability income is over $20,000 
($25,000 for a joint return), the lesser of his unemployment benefits 
or one-half of the amount over the $20,000 (or $25,000) limit is 
taxable. 

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 taxable income of persons under the age of 65 
who are permanently and totally disabled. For these individuals 
the exclusion is reduced dollar for dollar by adjusted gross income 
plus disability income in excess of $15,000. 

Certain contributions to pension plans by employers and 
amounts set aside by the self-employed and those not covered by an 
employer's plan are excluded from the individual's adjusted gross 
income in the year of contribution. 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 investment income earned by pension funds is not 
taxable when earned. Tax expenditures result from the lower effec-
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tive tax rates after retirement, resulting from the lower incomes 
and special tax provisions received by the aged, and from the 
excess of aggregate current contributions and investment earnings 
over amounts paid out in benefits. 

The exclusion from employee income of certain other employer 
payments, including payments for premiums of group life insur-
ance and accident and disability insurance, are listed here because 
of their relationship to income security. The exclusion of certain 
other fringe benefits is listed under the education, training, em-
ployment, and social services function. 

Additional personal exemptions of $1,000 may be taken by tax-
payers who are 65 years of age or older or blind. These additional 
exemptions may not be claimed for a taxpayer's dependents. 

The retirement credit for the elderly allows individuals who are 
65 years of age or older to take a tax credit equal to 15% of earned 
and retirement income up to $2,500 for single individuals and 
married couples filing a joint return where only one spouse is 65 
years of age or older, and up to $3,750 for joint returns where both 
spouses are 65 years of age or older. The $2,500/$3,750 base is 
reduced by tax exempt retirement income, e.g., social security pay-
ments, and by one-half of the taxpayer's adjusted gross income over 
$7,500 for single individuals and $10,000 for married couples filing 
a joint return. 

The aggregate effect of excluding social security and railroad 
retirement benefits for retirees, the additional exemption for per-
sons 65 years of age or older, and the credit for the elderly results 
in a 1982 tax expenditure of $15.8 billion. This effect is greater 
than the $14.3 billion sum of the individual estimates because more 
elderly persons would be pushed across the threshold of tax liabili-
ty or into higher tax brackets if all of these items were simulta-
neously deleted from the tax code. 

Taxpayers generally may take as an itemized nonbusiness deduc-
tion each loss due to fire, theft or other casualty in excess of $100 
to the extent not compensated by insurance or other payments. 

The earned income credit, which low-income workers with minor 
dependents may claim, is 10% of earned income up to $5,000, with 
a phaseout at the rate of 12.5% per dollar earned over $6,000. The 
maximum annual credit is $500. 

Earned income tax credits in excess of tax liabilities are paid to 
individuals. This portion of the credit is included in outlays while 
the amount which offsets tax liabilities is included as a tax expend-
iture. Only the latter appears in table G-l . In 1982 the tax expend-
iture will be $755 million; the outlay will be $1,115 million. For 
1980 and 1981 the estimated tax expenditures are $720 million and 
$635 million and the estimated outlays are $1,275 million and 
$1,205 million, respectively. 
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Rental housing assistance is provided through State and local 
housing authorities for eligible families. The Omnibus Budget Rec-
onciliation Act of 1980 restricts the use of tax-exempt bonds, for 
multi-family rental housing projects to those that include a sub-
stantial number of units for low and moderate income individuals. 
The restrictions apply to such bonds issued after April 25, 1979 
with exceptions allowed for bonds in process as of that date. 

Veterans 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.—A 50% credit may be claimed on political 
contributions up to $100 ($200 for joint returns). 

General purpose fiscal assistance.—Interest on State and local 
government debt is excluded from Federal taxation. Both corpora-
tions, mainly commercial banks, and individuals receive this tax-
exempt income. As a result, these governments can sell debt obliga-
tions 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, 
other industrial development bonds, and housing bonds is classified 
elsewhere. Only the effect of excluding interest on general purpose 
obligations and revenue bonds for public purposes such as toll 
roads is included in this function. The estimated revenue loss from 
all tax-exempt bonds is $15.2 billion for 1982. 

The deductibility of nonbusiness State and local taxes gives indi-
rect assistance to these governments. The estimates shown here are 
primarily for the deductibility of State and local income and sales 
taxes. The deductibility of property taxes on owner-occupied homes 
is classified under commerce and housing credit. 

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

Interest.—The interest on U.S. savings bonds is not taxable until 
the bonds are redeemed, thereby deferring tax liability. 

340-700 0 - 8 1 - 1 5 
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Table G- l . TAX EXPENDITURE ESTIMATES BY FUNCTION 
(In millions of dollars) 

Description 

Fiscal years 

Description Corporations Individuals Description 

1980 1981 1982 1980 1981 1982 

National defense: 
Exclusion of benefits and 

allowances to Armed Forces per-
sonnel 1,470 1,585 1,715 

Exclusion of military disability pen-
1,470 1,585 1,715 

sions 135 170 200 
International affairs: 

135 170 200 

Exclusion of income earned abroad 
by United States citizens 555 640 665 

Deferral of income of domestic in-
555 640 665 

ternational sales corporations 
(DISC) 1,430 1,600 1,830 

Deferral of income of controlled 
1,430 1,600 1,830 

foreign corporations 450 480 520 450 480 520 
General science, space, and tech-

nology: 
Expensing of research and develop-

ment expenditures 1,760 2,015 2,230 35 40 45 
Energy: 

Expensing of exploration and devel-
opment costs: 

Oil and gas 1,505 1,875 1,895 670 860 1,030 
Other fuels 20 25 25 

Excess of percentage over cost de-
20 25 25 

pletion: 
Oil and gas 370 545 535 1,120 1,580 1,725 
Other fuels 455 530 540 20 20 25 

Capital gains treatment of royalties 
on coal 10 10 10 70 80 90 

Exclusion of interest on State and 
local government industrial de-
velopment bonds for certain 
energy facilities * * 5 * * 5 

Residential energy credits: 
Supply incentives * * 5 55 115 190 
Conservation incentives 430 425 420 

Alternative, conservation and new 
430 425 420 

technology credits: 
Supply incentives 140 220 290 10 15 20 
Conservation incentives 190 305 375 

Alternative fuel production credit 5 25 55 
Alcohol fuel credit1 

5 
* * * 10 

Energy credit for intercity buses2 * 5 5 
10 

Natural resources and environ-
5 5 

ment: 
Expensing of exploration and devel-

opment costs, nonfuel minerals 20 25 25 
Excess of percentage over cost de-

20 25 25 

pletion, nonfuel minerals 345 390 380 15 15 15 
Exclusion of interest on State and 

local government pollution con-
trol bonds 425 490 500 210 230 255 
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Table G- l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Description Corporations Individuals Description 

1980 1981 1982 1980 1981 1982 

Exclusion of payments in aid of 
construction of water, sewage, 
gas and electric utilities 60 110 110 

Five-year amortization on pollution 
60 110 110 

control facilities 15 35 65 
Tax incentives for preservation of 

15 35 65 

historic structures 10 20 30 25 45 70 
Capital gains treatment of iron ore.... 10 10 10 10 10 10 
Capital gains treatment of certain 

timber income 420 470 535 120 135 150 
Investment credit and seven-year 

amortization for reforestation ex-
penditures * 10 * * 10 

Agriculture: 
Expensing of certain capital outlays.. 75 80 85 430 475 545 
Capital gains treatment of certain 

income 20 25 25 385 405 425 
Deductibility of noncash patronage 

dividends and certain other 
items of cooperatives 540 625 630 - 1 7 5 - 1 9 0 - 2 0 0 

Exclusion of certain cost-sharing 
payments 30 75 80 30 75 

Commerce and housing credit: 
Dividend and interest exclusion 430 1,325 3,170 
Exclusion of interest on State and 

430 1,325 3,170 

local industrial development 
bonds 730 1,000 1,245 180 230 310 

Exemption of credit union income 110 115 125 
Excess bad debt reserves of finan-

110 115 125 

cial institutions 470 340 470 
Exclusion of interest on life insur-

470 340 470 

ance savings 3,490 4,080 4,770 
Deductibility of interest on consum-

3,490 4,080 4,770 

er credit 4,745 5,260 6,040 
Deductibility of mortgage interest 

4,745 5,260 6,040 

on owner-occupied homes 15,615 19,805 25,295 
Deductibility of property tax on 

15,615 19,805 25,295 

owner-occupied homes 7,310 8,915 10,920 
Exclusion of interest on State and 

7,310 8,915 10,920 

local housing bonds for owner-
occupied housing 245 470 655 202 370 565 

Expensing of construction period in-
terest and taxes 555 585 615 140 160 160 

Excess first-year depreciation 50 50 55 135 145 150 
Depreciation on rental housing in 

excess of straight line 75 80 80 310 330 350 
Depreciation on buildings (other 

than rental housing) in excess 
of straight line 135 140 150 120 125 135 

Asset depreciation range 2,880 3,585 3,895 150 180 225 
Capital gains (other than agricul-

ture, timber, iron ore and coal).... 715 940 1,020 15,415 16,230 18,990 
Deferral of capital gains on home 

sales 1,010 1,110 1,220 
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Table G- l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1980 1981 1982 

Individuals 

1980 1981 1982 

Exclusion of capital gains on home 
sales for persons age 55 and 
over 

Capital gains at death 
Surtax exemption (through 1978).... 
Reduced rates on the first 

$100,000 of corporate income 
Investment credit, other than 

ESOP's and rehabilitation of 
structures and energy 

Investment credit for rehabilitation 
of structures 

Amortization of start-up costs 
Transportation: 

Five-year amortization on railroad 
rolling stock 

Deferral of tax on shipping compa-
nies 

Community and regional develop-
ment: 

Five-year amortization for housing 
rehabilitation 

Investment credit for rehabilitation 
of structures 

Education, training, employment, 
and social services: 

Exclusion of scholarship and fellow-
ship income 

Exclusion of interest on State and 
local student loan bonds 

Parental personal exemption for 
students age 19 or over 

Exclusion of employee meals and 
lodging (other than military) 

Employer educational assistance 
Exclusion of contributions to pre-

paid legal services plans 
Investment credit for ESOP's 
Deductibility of charitable contribu-

tions (education) 
Deductibility of charitable contribu-

tions, other than education and 
health 

Maximum tax on personal service 
income 

Credit for child and dependent care 
expenses 

Credit for employment of AFDC re-
cipients and public assistance 
recipients under work incentive 
programs 

General jobs credit 
Targeted jobs credit 

535 
4,750 

110 

7,210 

15,200 

- 4 0 

75 

5 

120 

7,395 

16,395 

- 4 0 

75 

10 

145 

7,590 

17,340 

10 

- 4 0 

75 

15 

160 

3,050 

30 55 85 

10 

60 

355 

15 

1,030 

350 
30 

20 
695 

305 

375 

770 

310 

385 

820 

310 

385 

45 
190 
130 

50 
85 

255 

50 
25 

150 

785 

5,895 

1,320 

885 

5 * 

25 

590 
5,085 

650 
5,440 

3,130 

20 

3,425 

65 

15 

65 

410 

25 

1,045 

380 
35 

35 

20 

65 

490 

40 

1,055 

410 
40 

10 

950 

7,135 

1,655 

1,025 

10 

50 

1,150 

8,630 

2,105 

1,175 

10 

30 
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Table G- l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1980 1981 1982 

Individuals 

1980 1981 

Health: 
Exclusion of employer contributions 

for medical insurance premiums 
and medical care 

Deductibility of medical expenses 
Exclusion of interest on State and 

local hospital bonds 
Deductibility of charitable contribu-

tions (health) 
Income security: 

Exclusion of social security benefits: 
Disability insurance benefits 
OASI benefits for retired workers. 
Benefits for dependents and sur-

vivors 
Exclusion of railroad retirement 

system benefits 
Exclusion of workmen's compensa-

tion benefits.. 
Exclusion of special benefits for 

disabled coal miners 
Exclusion of untaxed unemployment 

insurance benefits 
Exclusion of public assistance bene-

fits 
Exclusion of disability pay 
Net exclusion of pension contribu-

tions and earnings: 
Employer plans 
Plans for self-employed and 

others 
Exclusion of other employee bene-

fits: 
Premiums on group term life 

insurance 
Premiums on accident and dis-

ability insurance 
Income of trusts to finance sup-

plementary unemployment 
benefits 

Additional exemption for the blind 
Additional exemption for elderly 
Tax credit for the elderly 
Deductibility of casualty losses 
Earned income credit3 

Exclusion of interest on State and 
local housing bonds for rental 
housing 

Veterans benefits and services: 
Exclusion of veterans disability 

compensation 
Exclusion of veterans pensions..... 
Exclusion of GI bill benefits 

285 

190 

395 

195 

450 

190 

135 195 240 

12,075 
3,150 

140 

1,180 

690 
6,890 

1,015 

320 

2,200 

90 

3,350 

390 
170 

19,785 

1,925 

1,675 

15 
30 

2,040 
130 
570 
720 

175 

1,065 
75 

190 

14,165 
3,580 

185 

1,425 

815 
9,020 

1,250 

380 

2,675 

100 

5,275 

465 
170 

23,605 

2,105 

1,855 

100 

20 
30 

2,260 
125 
715 
635 

235 

1,300 
85 

180 
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Table G - l . TAX EXPENDITURE ESTIMATES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Description Corporations Individuals Description 

1980 1981 1982 1980 1981 1982 

General government: 
Credits and deductions for political 

contributions 80 

1,625 

14,690 

100 

1,885 

18,405 

80 

2,165 

23,060 

General purpose fiscal assistance: 
Exclusion of interest on general 

purpose State and local debt 
Deductibility of nonbusiness State 

and local taxes other than on 
owner-occupied homes 

3,300 4,035 4,315 

80 

1,625 

14,690 

100 

1,885 

18,405 

80 

2,165 

23,060 
Tax credit for corporations receiving 

income from doing business in 
United States possessions 905 1,005 1,095 

80 

1,625 

14,690 

100 

1,885 

18,405 

80 

2,165 

23,060 

Interest: 
Deferral of interest on savings 

bonds 

905 1,005 1,095 

80 

22,295 

3,565 

20,495 

7,860 
40,915 

22,170 
10,320 
35,010 

18,280 

- 7 5 

23,645 

4,340 

25,480 

9,510 
50,955 

28,065 
12,965 
41,335 

23,765 

335 

26,975 

5,195 

31,680 

11,505 
62,315 

35,465 
15,760 
48,550 

26,450 

Memorandum 
Combined effect of provisions dis-

aggregated above: 
Capital gains 
Exclusion of interest on State and 

local debt 
Deductibility of State and local non-

business taxes 

1,175 

7,150 

1,455 

9,025 

1,600 

10,020 

80 

22,295 

3,565 

20,495 

7,860 
40,915 

22,170 
10,320 
35,010 

18,280 

- 7 5 

23,645 

4,340 

25,480 

9,510 
50,955 

28,065 
12,965 
41,335 

23,765 

335 

26,975 

5,195 

31,680 

11,505 
62,315 

35,465 
15,760 
48,550 

26,450 

Deductibility of charitable contribu-
tions 

Itemized deductions4 
870 890 885 

80 

22,295 

3,565 

20,495 

7,860 
40,915 

22,170 
10,320 
35,010 

18,280 

- 7 5 

23,645 

4,340 

25,480 

9,510 
50,955 

28,065 
12,965 
41,335 

23,765 

335 

26,975 

5,195 

31,680 

11,505 
62,315 

35,465 
15,760 
48,550 

26,450 

Deductibility of mortgage interest 
and property tax on owner-occu-
pied homes 

80 

22,295 

3,565 

20,495 

7,860 
40,915 

22,170 
10,320 
35,010 

18,280 

- 7 5 

23,645 

4,340 

25,480 

9,510 
50,955 

28,065 
12,965 
41,335 

23,765 

335 

26,975 

5,195 

31,680 

11,505 
62,315 

35,465 
15,760 
48,550 

26,450 

Benefits for the elderly5 

80 

22,295 

3,565 

20,495 

7,860 
40,915 

22,170 
10,320 
35,010 

18,280 

- 7 5 

23,645 

4,340 

25,480 

9,510 
50,955 

28,065 
12,965 
41,335 

23,765 

335 

26,975 

5,195 

31,680 

11,505 
62,315 

35,465 
15,760 
48,550 

26,450 

Fringe benefits6 

80 

22,295 

3,565 

20,495 

7,860 
40,915 

22,170 
10,320 
35,010 

18,280 

- 7 5 

23,645 

4,340 

25,480 

9,510 
50,955 

28,065 
12,965 
41,335 

23,765 

335 

26,975 

5,195 

31,680 

11,505 
62,315 

35,465 
15,760 
48,550 

26,450 
Government benefits and pay-

ments 7 

80 

22,295 

3,565 

20,495 

7,860 
40,915 

22,170 
10,320 
35,010 

18,280 

- 7 5 

23,645 

4,340 

25,480 

9,510 
50,955 

28,065 
12,965 
41,335 

23,765 

335 

26,975 

5,195 

31,680 

11,505 
62,315 

35,465 
15,760 
48,550 

26,450 

80 

22,295 

3,565 

20,495 

7,860 
40,915 

22,170 
10,320 
35,010 

18,280 

- 7 5 

23,645 

4,340 

25,480 

9,510 
50,955 

28,065 
12,965 
41,335 

23,765 

335 

26,975 

5,195 

31,680 

11,505 
62,315 

35,465 
15,760 
48,550 

26,450 

*$5 million or less. All tax expenditure estimates have been rounded to the nearest $5 million. 
1 In addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $50 million in 1980, $120 

million in 1981, and $190 million in 1982. 
2 In addition, the exemption from excise tax for buses, bus parts and certain items used in connection with buses results in a reduction in 

excise tax receipts of $40 million in 1980, $50 million in 1981, and $50 million in 1982. 
3 The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1980, $1,275 million; 1981, 

$1,205 million; 1982, $1,115 million. 
4 Interest on consumer loans; mortgage interest and property taxes on owner-occupied homes; charitable contributions; medical expenses; casulty 

losses; nonbusiness State and local taxes other than on owner-occupied homes. 
5 Exclusion of social security and railroad retirement plus the additional exemption and tax credit for the elderly. 
6 Employer contributions for medical insurance, medical care, pensions and earnings plus premiums on group life, accident and disability 

insurance. 
7 Exclusion of military benefits, allowances, and disability pensions; OASDI disability insurance; OASI for retirees, dependents and survivors; 

Railroad retirement; workman's compensation, benefits for disabled coal miners; untaxed unemployment benefits; public assistance benefits; veterans 
disability compensation, pensions and Gl bill benefits. 
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PROPOSED CHANGES IN TAX EXPENDITURES 

The administration has made several proposals as part of the 
1982 budget that would create new tax expenditures and delete or 
change the value of currently existing tax expenditures. The esti-
mates for these proposed changes are shown in table G-2. 

On August 28, 1980, the President proposed an economic revital-
ization program. Through a series of tax and spending initiatives, 
this program is expected to put people to work and restore growth 
without rekindling inflation. The tax expenditure measures includ-
ed in this program are designed to increase productivity, lower 
unemployment and reduce inflation. 

The Administration also proposes to restrict the use of tax-
exempt financing in certain private purpose activities. The use of 
tax-exempt bonds to finance private projects has grown rapidly in 
recent years. Tax-exempt financing adversely affects the efficient 
allocation of scarce capital resources and the control of the Federal 
budget. Two additional Administration proposals lower tax expend-
itures resulting from deductions of charitable contributions of tan-
gible personal property and the investment tax credit on property 
not "at risk". Each of the proposed changes in tax expenditures is 
described briefly below: 

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

Description 

Fiscal Years 

Corporations 

1981 1982 

Individuals 

1981 

Constant rate depreciation 
Refundable investment tax credit1 

Exclusion of income earned in specified areas abroad-
Expanded earned income tax credit 
Working spouse deduction 

2,290 
65 

6,720 
10 

635 

65 

Total of tax expenditures from the proposed economic 
revitalization program 

Limit the issuance of small issue industrial development bonds.... 
Disallow the use of tax-exempt financing by tax-exempt organi-

zations 
Disallow tax-exempt financing of student loans 
Limit charitable contributions of tangible personal property 
Extend "at risk" to the investment tax credit 

2,355 
- 6 5 

- 2 5 
- 1 0 

6,730 
- 2 7 0 

- 9 5 
- 3 5 

700 
- 1 0 

- 1 0 
- 5 

- 2 0 
- 2 0 

*$5 million or less. All tax expenditure estimates have been rounded to the nearest $5 million. 
Note: Details may not add to totals due to rounding. 
1 The figures in the table indicate the effect of the refundable investment tax credit on receipts. The effect on outlays is: 1981, $225 million; 

1982, $2,335 million. 

Constant rate depreciation.—Under current law depreciation is 
computed either under the asset depreciation range system (ADR) 
or based upon facts and circumstances established by each taxpay-
er. The proposed program provides for a constant annual rate of 
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depreciation (CRD) for each of 30 asset classes. Procedures for 
using accelerated depreciation are simplified and the allowable 
depreciation rate is increased by approximately 40%. Also the full 
10% investment tax credit is made available to all eligible machin-
ery and equipment investments with lives longer than 1 year. The 
CRD system is proposed to be fully effective and required for all 
assets placed in service after December 31, 1980. 

Refundable investment tax credit.—The 10% investment tax 
credit that is permitted under current law is of little immediate 
value to firms that have little or no earnings yet have substantial 
investment needs. Under the Administration's proposal, up to 30% 
of the earned but unused credit for investments placed in service 
after December 31, 1980, will be refundable. The portion of the 
credit not made refundable would be available for carryover as 
under present law. 

Exclusion for Americans working abroad.—Under this proposal 
Americans working abroad in certain areas are exempt from tax 
on the first $25,000 of foreign earned income plus 60% of the next 
$60,000, for a maximum exemption of $61,000. The exemption is 
provided for places where the State Department authorizes a hard-
ship allowance of 10% or more for U.S. Government employees. 
The special deductions provided under current law will continue 
for Americans working abroad in areas where the new exemption 
does not apply. The proposed effective date is January 1, 1981. 

Expanded earned income tax credit.—To offset the rise in social 
security taxes paid by individuals who have dependent children 
and no tax liability, an expansion of the earned income tax credit 
is proposed. Under current law, taxpayers with dependent children 
are eligible for the credit, which is 10% of the first $5,000 or 
earnings and phases out at the rate of $1.25 for each $10 of earned 
income above $6,000. Under this proposal the credit is increased to 
12% of the first $5,000 of earnings and phases out at the rate of 
$1.50 for each $10 of earned income above $7,000. The effective 
date for the proposed expansion of the earned income credit would 
be January 1, 1982. 

Working spouse deduction.—Under current law married couples 
with two earners generally pay higher taxes than if they were 
single unless one earns substantially more than the other. As a 
result, two earner families may be subject to a work disincentive— 
or marriage disincentive—created by the tax law. To reduce this 
"marriage penalty," a tax deduction equal to 10% of the first 
$30,000 of earnings (5% of $15,000 for 1982) of the spouse with the 
lower earnings is proposed. The proposed deduction would be made 
effective for tax years beginning January 1, 1982. 

Limit the issuance of small-issue industrial development bonds.— 
Under current law interest paid on "small issue" industrial devel-
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opment bonds is exempt from tax. The exemption applies to obliga-
tions issued in amounts of $1 million or less that are used for the 
acquisition or construction of land or depreciable property. Under 
certain circumstances, this limitation may be increased to $10 mil-
lion at the election of the issuer. The Administration proposes to 
restrict the categories of projects that qualify for the "small issue" 
exemption as follows: 

(1) Small industrial firms, defined as those engaged in construc-
tion, manufacturing, mining, or utility activities and processes, 
with total assets of less than $10 million may issue up to a lifetime 
limit of $5 million in exempt small issues; or 

(2) Any businesses located in targeted distressed areas may issue 
up to a lifetime limit of $10 million of exempt small issues in each 
targeted area. 

Disallow the use of tax-exempt financing by tax-exempt organiza-
tions.—Eliminating the current exemption allowing non-govern-
mental tax-exempt (Section 501(c)(3)) organizations to issue tax-
exempt bonds would reduce non-governmental use of tax-exempt 
financing. The largest use of this exemption is private, non-profit 
hospital construction. This proposal is also intended to close access to 
tax-exempt financing to other private non-profit organizations. Issu-
ance of tax-exempt bonds for public universities by State-sponsored 
authorities would continue to be allowed. 

Disallow tax-exempt financing of student loans.—The Adminis-
tration proposes to prohibit the issuance of tax-exempt bonds for 
financing student loans. This would eliminate profits State govern-
ments currently earn from the difference between the yield on 
student loans—the interest rate on the student loans plus the 
special allowance Federal interest subsidy payment—and expenses 
consisting of the tax-exempt interest rate and administrative ex-
penses. The current student loan program of federally guaranteed 
loans and direct interest subsidies provides adequate compensation 
for States as well as private lenders to service student loans, with-
out the need for tax-exempt bonds. 

Charitable contributions of tangible personal property.—Under 
current law a taxpayer making a contribution of tangible personal 
property held for more than one year may claim the fair market 
value of the property, instead of being limited to deducting its cost. 
To prevent taxpayers from claiming excessive valuation for contri-
butions of tangible personal property, the Administration proposes 
to limit the deduction to the taxpayer's adjusted basis (that is, cost 
plus improvements) in the property on the date of the contribution. 
The effective date of this proposal is January 1, 1981. 
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Extension of "at risk" to the investment tax credit.—Individuals 
electing to file as small business corporations and certain other 
closely held corporations are limited in the amount of losses from 
business activities they may deduct to their amounts "at risk" in 
the activity at the close of the taxable year. In general, amounts at 
risk are direct contributions and loans to the activity for which the 
taxpayer is personally liable. Under current law, however, a tax-
payer is able to claim investment tax credits for property for which 
losses are disallowed by the at risk limit. The Administration pro-
poses that effective January 1, 1981 only amounts at risk be includ-
ed in the basis of property for purposes of computing the invest-
ment tax credit and amounts not at risk be excluded from the 
basis. 

OUTLAY EQUIVALENTS OF TAX EXPENDITURES 

One important purpose served by accounting for budget outlays 
on a program basis is to measure the extent and purposes of 
Government efforts to reallocate resources. In addition to the 
direct Government use of resources to provide "public goods"—such 
as the building of highways or provision of national defense— 
certain public outlays are designed to reduce market prices of 
particular goods and services. These outlays are subsidies in the 
sense that they permit goods and services to be bought at less than 
the cost of the resources used to produce them. 

One use of budget outlay figures is for program evaluation and 
for comparison with other program outlays. But these comparisons 
are valid only to the extent that budget outlays are consistent and 
comprehensive measures of resource costs used for public purposes. 

Government outlays as reported in the budget may be deficient 
as measures of total program costs in two respects. First, certain 
Government outlays give rise to income which is exempt from tax, 
and this causes the amounts displayed in the budget to understate 
the resource cost of these programs in comparison with those 
which generate taxable income. Second, the outlay totals exclude 
resources allocated to public use by special tax rules, Government 
regulations and credit policies rather than by appropriations. 

Tax expenditures as conventionally calculated and displayed in 
table G- l may also fail to reflect program costs accurately. Three 
types of adjustment to conventional tax expenditure estimates are 
required to improve comparability with Federal outlays. First, the 
year-to-year estimates of tax expenditures depend on the collection 
time pattern of corporate and individual tax liabilities. This may 
be quite different from the pattern of payments under a compara-
ble direct-spending program. Thus, to facilitate comparisons with 
direct spending, the timing of the tax subsidy is spread evenly over 
the year. 
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Second, tax subsidies that involve a deferral of tax liability, such 
as rapid amortization, give benefits to the taxpayer that are equiv-
alent to interest-free loans. To be comparable with outlays, these 
benefits should be measured in the same way that the budget 
treats such Government lending transactions. The general budget 
treatment of a subsidized loan is to record as an outlay both the 
amount of new loans made less previous loans repaid and the 
interest payments on the stock of loans outstanding. For tax ex-
penditures, the equivalent treatment is to measure the net increase 
in the amount of taxes deferred and the implicit interest subsidy 
on the stock of tax deferrals outstanding. 

Finally, tax expenditures are normally measured in "after-tax 
dollars" rather than in market prices and "pretax dollars". In 
other words, the tax expenditure is the tax saving to the taxpayer, 
which normally differs from the (taxable) payment that would be 
required under a direct spending program to generate the same 
after tax income and hence the same incentive effect. Thus, for 
many tax expenditures, the amount of the tax subsidy must be 
expressed in pretax market prices to be consistent with direct 
expenditure programs. 

Not all tax expenditure estimates require an adjustment to re-
flect market prices. For example, tax subsidies for items of con-
sumption by households may correctly measure the reduction in 
prices consumers pay for the subsidized goods and thus be equal to 
the direct payment to either consumers or producers that would 
result in the same price reduction. 

For calculating tax expenditures on a basis that permits direct 
comparison with budget outlays, that is, on an "outlay equivalent" 
basis, three adjustments are required: (1) the timing of the subsidy 
is spread evenly over the year, (2) items involving deferral of tax 
liability are treated as Government lending transactions, and (3) 
the subsidies provided through the tax system are converted to 
pretax dollars where appropriate. 

On an experimental basis, and to illustrate how budget totals 
may more accurately reflect resource costs, consistent and compre-
hensive measures of resource costs have been estimated in two 
program areas of the budget—housing and energy. For these areas, 
tax preferences previously identified as tax expenditures have been 
converted into outlay equivalents that are comparable with, and 
additive to, budget outlays intended to accomplish the same pro-
gram objective. 

Brief descriptions of the several tax expenditure elements for 
housing and energy are presented below. Summary numerical re-
sults are shown in table G-3. 
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Table G-3. HOUSING AND ENERGY TAX EXPENDITURES AND BUDGET OUTLAYS 
(In millions of dollars) 

Fiscal year 
Description 

1980 1981 1982 

Housing: 
Owner-occupied housing: 

Tax expenditures (outlay equivalent) 26,840 33,170 41,655 
Outlays 115 150 310 

Total 26,955 33,320 41,965 
Tax expenditures as a percent of total 99.6 99.6 99.3 

Rental housing: 
Tax expenditures (outlay equivalent) 1,965 2,155 2,410 
Outlays 6,025 7,280 8,680 

Total 7,990 9,435 11,090 
Tax expenditures as a percent of total 24.6 22.8 2L7 

Total: 
Tax expenditures (outlay equivalent) 28,805 35,325 44,065 
Outlays 6,140 7,430 8,990 

Total 34,945 42,755 53,055 
Tax expenditures as a percent of total 82.4 82.6 83.1 

Energy: 
Conservation: 

Tax expenditures (outlay equivalent) 720 825 895 
Outlays 570 750 1,065 

Total 1,290 1,575 1,960 
Tax expenditures as a percent of total,. 55.9 52.3 45.7 

Supply: 
Tax expenditures (outlay equivalent) 7,715 9,520 10,875 
Outlays 4,575 5,725 6,235 

Total 12,290 15,245 17,110 
Tax expenditures as a percent of total 62.8 62.4 63.6 

Total: 
Tax expenditures (outlay equivalent) 8,435 10,345 11,770 
Outlays 5,140 6,480 7,300 

Total 13,575 16,825 19,070 
Tax expenditures as a percent of total 62.1 61.5 61.7 

*$5 million or less. All estimates have been rounded to the nearest $5 million. 
Note: Details may not add to totals due to rounding. 

Budget resources devoted to housing 
Housing programs have different objectives. Some housing pro-

grams aim to subsidize the private cost of shelter quite broadly; 
others aim to improve the economic status of target population 
groups by providing them low-cost housing. However, all such Gov-
ernment housing programs reduce the private costs of housing 
occupancy below the market value of the resources consumed. The 
budget cost of housing programs is, therefore, the market value of 
resources that the Government must reallocate to achieve these 
results. (Subsidies to owner-occupied housing are distinguished 
from subsidies to rental housing in the estimates.) 
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The particular tax expenditure items that provide subsidies to 
homeowners have been discussed above. To enumerate briefly, they 
are: (1) deductions for mortgage interest and property taxes; (2) 
deferral of capital gains on home sales where the proceeds are used 
to buy another home of at least equal value; (3) exclusion of up to 
$100,000 of gains from the sale of a home for taxpayers 55 years of 
age or older; (4) the issuance of tax-exempt bonds to provide re-
duced mortgage interest rates for owner-occupied dwellings; (5) 
preferences for thrift institutions that hold residential mortgages. 
In the calculations presented here, these preferences for thrift 
institutions have been divided between owner-occupied and rental 
housing according to the share of single family and multifamily 
mortgages held by these institutions. 

For rental housing, the tax preferences, in addition to those 
provided to thrift institutions, are: (1) accelerated depreciation for 
rental property; (2) expensing of construction period interest and 
taxes; and (3) tax-exempt financing of multifamily housing projects. 

Table G-3 presents the results of adjusting these tax expendi-
tures to outlay equivalents. These results are shown along with 
comparable direct spending for support of owner-occupied and 
rental housing. In the aggregate for 1982, resources channeled 
through special tax provisions amount to 83.1 percent of total 
public support for housing. Direct spending is relatively more im-
portant in the case of rental housing (78.3 percent) and tax subsi-
dies are relatively more important for owner-occupied housing (99.3 
percent). 
Budget resources devoted to energy programs 

The analysis is limited to two energy subfunctions of the budget, 
energy supply and energy conservation. These subfunctions involve 
activities funded both by appropriations and through the use of 
special tax provisions. Although both activities have as their final 
objective reduced dependence on oil imports, supply programs em-
phasize increasing domestic production while conservation pro-
grams emphasize reducing demand for energy resources. 

The particular tax expenditure items that encourage energy 
supply are: (1) expensing of exploration and development costs; (2) 
the excess of percentage over cost depletion; (3) capital gains treat-
ment of royalties on coal; (4) investment tax credits for investment 
in shale oil production facilities, cogeneration equipment, equip-
ment for producing energy from biomass or natural gas from 
geopressurized brine, solar, and wind utilization equipment, equip-
ment for the production and distribution of geothermal and ocean 
thermal energy; (5) tax-exempt financing for local furnishing of 
electrical energy, facilities used to produce alcohol for use as a 
motor fuel, solid waste energy producing facilities, and certain 

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

1982



238 THE BUDGET FOR FISCAL YEAR 1982 

hydroelectric facilities; (6) the 40-cents-per-gallon subsidy for alco-
hol used as a motor fuel accomplished either through exemption 
from excise taxation or through a credit against income tax; and (7) 
the $3-per-barrel-of-oil equivalent for specified fuels taken as a 
credit against income tax. 

For energy conservation, the tax expenditures are: (1) investment 
tax credits provided to businesses for the acquisition of energy 
conservation equipment; (2) investment tax credits provided to 
homeowners who invest in insulation and make similar other out-
lays to improve the energy efficiency of their residences; (3) tax 
subsidies to encourage more effective use of buses and vanpools to 
reduce usage of private automobiles, thereby increasing energy 
efficiency in transportation. 

Again, the results are shown in table G-3. In 1982 special tax 
provisions constitute 61.7% of total public support for energy supply 
and conservation. For energy supply, subsidies provided through 
the tax system amount to 63.6% of total public resource costs. For 
energy conservation tax subsidies are lower as a share, approxi-
mately 45.7%. 
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SPECIAL ANALYSIS G 

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

The Congressional Budget Act of 1974 (Public Law 93-344) re-
quires a listing of "tax expenditures" in the budget. The act de-
fines "tax expenditures" as "revenue losses attributable to provi-
sions 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 liabili-
ty." The very term "tax expenditure" is misleading in several 
respects, and there are formidable difficulties in trying to define 
the underlying concept or to measure the effect of "special" tax 
provisions. 

Rarely, if ever, is it the case that a tax provision is actually 
equivalent to direct outlays by the Government for purchase of 
goods or services. These outlays involve a direct preemption of the 
production inputs used to produce the goods or services the Govern-
ment buys. "Tax expenditures" never involve such a direct impact 
on the use of production inputs. Instead, the effect of most special 
tax provisions is to subsidize a particular activity. Their operation 
is therefore directly comparable only to those outlay programs, 
such as milk price supports and rent subsidies, that also provide a 
subsidy to particular activities. For this reason, the term "tax 
subsidies" is more descriptive of these special tax provisions than is 
"tax expenditures." 

The term "tax expenditures" is also unfortunate in that it seems 
to imply that Government has control over all resources. If rev-
enues which are not collected due to "special" tax provisions repre-
sent Government "expenditures," why not consider all tax rates 
below 100% "special," in which case all resources are effectively 
Government-controlled? Previous budgets have indefensibly includ-
ed such items as graduated corporate tax rates and the maximum 
tax on earned income as if only the highest rates are "normal." 

This year's analysis deals exclusively with "tax subsidies," and 
uses the misleading term "tax expenditures," only where that term 
is required by the Budget Act. The definition of tax subsidies relies 
on the distinction between the "normal" or "reference" provisions 
of the tax structure, which are necessary to make the tax oper-
ational, and the "special" provisions which are exceptions to the 
reference tax provisions designed to further functional program 
objectives, such as health care, export promotion, or employment of 
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4 THE BUDGET FOR FISCAL YEAR 1983 

the handicapped. This distinction between the reference and spe-
cial provisions is not essential for tax policy purposes. For certain 
budget purposes, however, it is useful to distinguish between these 
two kinds of provisions. For example, review of housing policy 
would be incomplete without estimates of both direct outlays and 
those tax subsidies that are directed to the housing function. 

The reference tax provisions are those which deal with the basic 
structural features of the income tax. These features include the 
definition of income subject to tax and allowable deductions, in-
cluding cost recovery for depreciable assets; taxable units and their 
threshold levels of taxability; the relationship between the taxation 
of corporations and their shareholders; the schedule of tax rates; 
the basic tax accounting rules, including the accounting period for 
taxation and whether income is taxed as it is realized or as it 
accrues; the treatment of international transactions; and the 
system of tax administration. All of these structural features must 
be dealt with in some manner in order to have an operational 
income tax. In contrast to these reference provisions, it would be 
possible to have a full operational income tax which did not con-
tain any of the special provisions which give rise to tax subsidies. 

However, while the distinction between the reference and special 
provisions of the Code may be clear as general concepts, there are 
inevitable difficulties in applying these concepts to obtain a defini-
tive list of tax subsidies. The inclusion of wages in the tax base is a 
clear example of reference tax structure, just as the exclusion of 
fringe benefits is due to special provisions, and therefore clearly 
constitute tax subsidies. A less clear example is provided by the 
capital gains provisions, which apply to a broad class of transac-
tions and taxpayers, but which are exceptions to the general rules 
governing taxation of income from other sources. As explained 
more fully below, the capital gains provisions are considered to 
involve a tax subsidy. 

It should be noted that other analyses of tax subsidies in the 
income tax have used standards quite different from the standard 
of the reference tax structure used here. The standard of an 
"ideal" income tax has often been suggested for delineating tax 
subsidies. However, there is no common agreement on the details 
of such a normative standard and many would regard such a 
standard as an impractical tax base. In practice, previous tax subsi-
dy lists have not used a clear standard. Instead, they have some-
times been simply a list of possible "tax reform" items. Both the 
"ideal tax" and "menu of tax reforms" approaches lack the prag-
matic advantage of the standard used here of identifying those 
provisions of the Internal Revenue Code that deal with basic struc-
tural features of the income tax, and those that provide special 
exceptions to those structural rules. 
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Tax subsidies have objectives similar to those programs funded 
through direct appropriations. There are numerous examples of 
this. Direct expenditures and tax subsidies reduce the cost of ship 
acquisition by shipping companies; direct interest subsidies and the 
issuance of tax-exempt bonds result in lower financing costs for 
eligible issuers of mortgage bonds or for eligible businesses. Simi-
larly, State and local governments benefit both from direct grant 
programs and from the ability to borrow funds at tax-exempt 
rates; individuals benefit both from direct medicare payments and 
from the deductibility of medical expenses for income tax purposes; 
and individuals also benefit both from social security payments and 
from the tax exemption of these payments. 

This special analysis contains quantitative estimates of tax subsi-
dies to be used in conjunction with the budget review. Like the 
formal listing of comparable direct outlays, the listing of specific 
tax subsidy items implies neither approval or disapproval of the 
special provisions of the tax system that authorize them. Further, 
distinguishing between the reference tax structure and exceptions 
leading to tax subsidies does not imply that features of the refer-
ence tax system as enacted should be exempt from periodic analy-
sis and review. Many features of what is now defined as the normal 
tax structure, such as the rate structure, exemption levels and 
basic accounting rules, have major effects upon the level and com-
position of economic activity and the distribution of income. Al-
though the Internal Revenue Code contains individual income, cor-
porate income, estate and gift, excise and employment taxes that 
include special provisions that have expenditure program-like ob-
jectives, this analysis deals only with deviations from the reference 
structure in the taxation of individual and corporate income. 

DEFINING T A X SUBSIDIES 

For a provision to involve a tax subsidy, two conditions are 
necessary: 

—The provision must be "special" in that it applies to a narrow 
class of transactions or taxpayers; and 

—There must be a "general" provision to which the "special" 
provision is a clear exception. 

If these two conditions are satisfied, the special tax provision 
clearly has the characteristic of a direct outlay program: a program 
objective and a method of reimbursing program costs. Some exam-
ples will illustrate the application of these conditions to specific 
provisions of the Internal Revenue Code. 

Under the general provisions of the income tax code, interest 
received from any source is includable in income subject to tax. 
However, a special provision allows interest on obligations of State 
and local governments to be excluded from taxable income. The 
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exclusion is therefore considered a tax subsidy. A second example 
is the allowance of deductions for homeowners' mortgage interest 
and property taxes paid. Under the general provisions of the Code, 
no deductions are allowed for any expenses allocable to income 
exempt from tax. The income from homeownership, that is, the 
(imputed) rental value of owner-occupied housing, is exempt from 
tax under the reference income tax rule requiring "realization." 
The special provisions which allow homeowners to reduce their 
housing costs by deducting mortgage interest and property taxes 
are therefore considered tax subsidies. 

Much more difficult definitional issues are raised by the capital 
gains provisions. These provisions apply to a very broad class of 
transactions and taxpayers, and they constitute the basic provi-
sions governing the taxation of gains from the sale of capital assets 
held more than one year. On these grounds it can be argued that 
the capital gains provisions do not involve a tax subsidy. However, 
under the capital gains provisions income from the sale of capital 
assets held more than one year is taxed in a different manner than 
income from any other source. Because the reference provisions for 
taxing income without regard to source are more general than the 
capital gains provisions, capital gains has been retained on the list 
of tax subsidies. 

While the preceding examples illustrate provisions that have 
previously been considered tax subsidies, some items included on 
previous lists should not be considered tax subsidies. As noted 
above, graduated corporate rates and the maximum tax on earned 
income clearly do not involve subsidies. Another example is pro-
vided by the exclusion from the tax base of Government transfer 
payments, such as public assistance benefits, where there is little 
or no relationship between the benefit payment to the recipient 
and any user charge, or tax, previously paid or service performed 
by the recipient. Under the general provisions of the Internal 
Revenue Code, gifts and other receipts of payments for which no 
value is exchanged are specifically excluded from taxable income. 
Therefore, the exclusion of Government transfer payments should 
not be considered a tax subsidy, because the exclusion is not a 
special provision. 

A further illustration of the definition of tax subsidies is pro-
vided by the Accelerated Cost Recovery System (ACRS) provisions 
enacted in the Economic Recovery Tax Act of 1981. Any income tax 
requires a set of rules for determining how the cost of depreciable 
assets is recovered. The ACRS provisions now constitute the gener-
al income tax rules for that purpose. To see this, one need only ask: 
If ACRS is "special," what is the "general" rule in the Internal 
Revenue Code governing the recovery of cost of depreciable proper-
ty to which ACRS is an exception? The treatment of ACRS may be 
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contrasted with that of the investment tax credit, which has very 
similar economic effects for machinery and equipment. The invest-
ment credit is considered a tax subsidy because, unlike ACRS, it 
does not deal with one of the basic structural elements of an 
income tax. Note further that the fact that the ACRS provisions 
are clearly a divergence from any measure of economic income is 
not relevant to the determination that they do not constitute a tax 
subsidy. 

Because they set forth general rules, the ACRS provisions are 
part of the reference rules, not a tax subsidy, and therefore do not 
appear in table G-l . They are, nevertheless, very important provi-
sions of the reference tax structure, both because of their sizeable 
revenue cost ($205 million in 1981, $7,250 million in 1982, and 
$12,670 million in 1983), and because of their importance ^s invest-
ment incentives. Other items enacted in the Economic Recovery 
Tax Act of 1981 which are properly considered tax subsidies, in-
cluding the "safe harbor" leasing provision, are included in table 
G-l under the appropriate budget classification. 

Several issues relating to the distinction between the reference 
structure of the income tax system and tax subsidy provisions are 
discussed in the following paragraphs. 

• Threshold income levels for tax liability.—The reference 
structure includes those tax code provisions that determine 
threshold levels of income below which no tax liability is 
imposed for the different types and sizes of taxpaying units. 
These threshold levels have been affected by legislated 
changes in personal exemptions and standard deductions in 
recent years. However, the additional personal exemptions for 
taxpayers 65 and over and for the blind result in tax subsidies 
because they are special provisions directed at groups in spe-
cial circumstances. 

• The progressive rate schedules.—The progressive rate sched-
ules for the individual and corporate income taxes are a part 
of the reference tax structure, as would be a proportional or 
even a regressive rate schedule. Tax subsidies do not result 
because some income from any source is taxed at lower rates 
than other income. The income averaging provision of the 
code for individuals is also considered to be part of the refer-
ence structure. 

• Separate rate schedules for single and married taxpayers, mar-
ried taxpayers filing separately, and heads of households.— 
Existing provisions regarding the definition of taxpaying 
units and separate rate schedules for different types of tax-
payers are considered part of the reference tax structure. The 
concept of tax subsidies is not characterized by any specific 
set of rate schedules applicable to the particular tax filing 
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units. Similarly, the deduction for secoiid earners enacted in 
the Economic Recovery Tax Act of 1981 is part of the refer-
ence tax structure. 

• Forms of business organization.—The tax law recognizes dif-
ferent forms of business organization including corporations, 
partnerships and Subchapter S Corporations treated in a 
manner somewhat similar to 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 
subsidies so long as income is subject to tax at either the 
corporate or the individual level. 

• Treatment of individuals and corporations as separate taxpay-
ing entities.—The separate taxation of individuals and regular 
corporate entities is part of the reference tax structure. 

• Deduction of business expenses.—The deduction of business 
expenses is necessary to determine taxable income under the 
reference rules of the tax code. Tax subsidies, therefore, do 
not result when deductions for "ordinary and necessary" busi-
ness expenses are taken. No attempt was made in this analy-
sis to determine whether certain expenses such as those for 
entertainment and meals should not only reduce the taxable 
income of employers, but should also be excluded from the 
taxable income of the employees receiving these in-kind bene-
fits. 

• Foreign tax credits.—The reference structure of the income 
tax includes tax credits for foreign income taxes paid; this 
prevents the double taxation of income earned abroad. 

No estimates are made in this analysis for "negative tax subsi-
dies" or tax penalties—that is, exceptions to the reference struc-
ture of income taxes that result in increased tax liabilities for 
certain groups of taxpayers to discourage specified kinds of activi-
ties. At present 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. Also, under the Tax 
Reform Act of 1976 deductions for the costs associated with the 
demolition of certain historic buildings were disallowed, and credit-
ing of foreign taxes paid was denied taxpayers who cooperate with, 
or participate in, an international boycott. These are all Govern-
ment receipts normally recorded as such in the budget, or as "off-
setting receipts" netted against expenditures. 

MEASURING T A X SUBSIDIES 

Accounting for budget outlays on a functional or programmatic 
basis, as in Part 5 of the Budget, provides measures of the extent to 
which the Federal Government influences the allocation of re-
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sources, and for what purposes. The functional purposes may be 
broadly divided into (1) the provision of "public goods and serv-
ices"; (2) the provision of subsidies; and (3) the payment of trans-
fers. Budget outlays for public goods and services, such as national 
defense and administration of justice, are used to acquire labor and 
capital services directly used in production of these goods. Subsi-
dies, such as those for school lunches and to encourage the use of 
U.S. flag shipping, are intended to reduce market prices below the 
cost of resources used to produce them. Transfers, such as aid to 
families with dependent children and revenue sharing are intended 
to provide a level of income to recipients they otherwise could not 
achieve. 

Outlays are said to "reallocate resources" because they change 
the composition of GNP. The decisions to provide public goods and 
services, to subsidize certain prices (and hence outputs), and to 
make transfers directly result in producing a menu of goods and 
services that otherwise would not be produced because the re-
sources to accomplish these purposes are either removed from the 
private sector by taxation or by borrowing. Functional budget 
outlay figures, then, provide a basis for evaluating programs and 
their total may serve as an index of the size of Government. They 
measure the resource cost of accomplishing the program objective, 
that is, outlays represent the market value of resources rechan-
neled, or reallocated, by Government. Since GNP is a (gross) meas-
ure of the market value of goods and services, the ratio of total 
budget outlays to GNP is often used as an indicator of the relative 
size of Government. 

Whether functional budget outlay figures are used to aid in 
program evaluation or to provide an aggregate of outlays for evalu-
ating the degree to which Government reallocates resources, it is 
essential that the outlay figures be both consistent and comprehen-
sive measures of resource costs. In this regard, the important char-
acteristic of market prices, the measure of resource cost, is that 
prices are gross of all taxes. Thus, the market value of all goods 
and services summarized in GNP not only includes the effects of 
indirect taxes (sales and property taxes) on market prices, but also 
the before-tax incomes of suppliers of labor (wages) and capital 
(rent, interest, and profit). Consistency of budget outlay figures 
requires that they also be stated in pre-tax magnitudes. Generally, 
budget outlays for the purchase of goods and services used in the 
provision of public goods are gross of taxes; the payments to ven-
dors and Government employees are gross incomes of the sellers 
out of which taxes will be paid as determined by the reference tax 
laws in effect. Similarly, subsidy outlays in the budget generally 
enter the gross incomes of sellers of subsidized goods and services, 
along with the remainder of the sales proceeds realized by sellers 
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as payments by private purchasers of the subsidized goods. Budget 
outlays that are transfer payments to individuals, being nontaxable 
under the reference tax laws, are automatically in "pre-tax" mag-
nitudes. 

In some instances budget outlays for goods and services or subsi-
dies are exempted from tax by a special tax provision. When this 
occurs, the outlay figure understates the resource cost of the pro-
gram of which it is a part and is, therefore, not strictly comparable 
with other outlay amounts. For example, the budget outlays for 
certain housing and meal allowances of military personnel are not 
includable in their incomes and therefore understate the cost of 
this National Defense budget element. If this form of compensation 
of military personnel were treated by the generally applicable ref-
erence tax rule as income taxable to the employee, the Defense 
Department would have to make larger cash payments to its mili-
tary personnel to leave them as well-off after-tax and to continue 
to attract and retain the same quantity and quality of personnel as 
with nontaxable allowances. The exemption from tax of these al-
lowances involves a tax subsidy. When the tax subsidy is added to 
the tax-exempt budget outlay, this element of National Defense 
expenditure becomes comparable with other defense outlays. 

Resource reallocations in the nature of subsidies and transfers 
may be accomplished as easily by special exceptions to reference 
tax law rules as by the expenditure of appropriated funds. Just as 
U.S. flag shipping is encouraged by outlays authorized by the Con-
gress, U.S. flag shipping is encouraged by special income tax provi-
sions designed to reduce shipowners' cost of acquiring ships. A 
review of water transportation programs would therefore be incom-
plete if no accounting were made of these shipping subsidies imple-
mented through the tax system. Similarly, a Federal budget ac-
counting of aid provided State and local governments would be 
incomplete if it did not include the aid provided through tax ex-
emption of interest received by holders of bonds issued by State 
and local governments. Nor is a total of Federal Government ex-
penditures which omits these tax subsidies a comprehensive ac-
counting of the resources reallocated by Federal Government fiscal 
measures. 

The estimates of tax subsidies in table G- l have been prepared 
this year to conform them to the objectives of functional budget 
accounting for outlays. Unlike the estimates of prior years, the 
table G- l figures are estimated as outlay equivalents, the magni-
tudes of which are consistent with direct budget outlays. The meth-
odology used assumes that the program objective served by the 
special tax provision is to be achieved within all the constraints 
that determine market prices, and, hence, resource costs, including 
the rules of the reference tax structure and all other laws govern-
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ing market exchanges. The estimated tax subsidy is therefore equal 
to the direct expenditure of funds that would be required to accom-
plish the same objective. 

If a program is paid for with appropriated funds, the Govern-
ment makes payments to individuals and corporations who perform 
certain stipulated acts, or qualify for transfers by reason of their 
characteristics, and the recipients compute their tax liability under 
reference tax rules, and pay that amount to the Treasury. If a 
program is paid for with a tax subsidy, the special tax provision in 
effect permits recipients to compute their tax liability as if they 
had received the payment, but to actually pay to the Treasury an 
amount equal to their tax liability less the payment for which they 
have qualified. If the program is paid for with appropriated funds, 
the outlay is displayed in the budget, along with the full amount of 
taxes actually paid; but if the program is paid for with a tax 
subsidy, the budget effect is registered only as a reduction in 
Federal tax receipts. Therefore, the entries in table G- l may be 
viewed as amounts which should be both added to functional 
budget outlays and restored to budget receipts-to provide a more 
consistent and comprehensive display of the resource reallocations 
implied by fiscal measures. Note that these adjustments leave the 
budget balance unaltered. 

The basic difference between the new and previous tax subsidy 
estimates is that the new estimates account for the tax treatment 
of the implicit payment provided by the special tax provision. That 
is, the new estimates reflect the taxability of the payment under 
the reference tax rules. The following examples will clarify the 
difference in estimating technique for major classes of tax subsi-
dies. 

1. Government outlays that are exempt from tax.—Certain hous-
ing and meal allowances for military personnel are not included in 
the pre-tax incomes of military personnel, as has been noted. The 
former tax subsidy estimate for this item merely computed the tax 
that would be paid by military personnel if these payments had 
been taxable. The new estimates recognize that the intent of this 
personnel policy is to attract and retain the existing military force 
and that the pay equivalent taxable under reference tax law would 
therefore have to be sufficient to yield the same personnel an after-
tax (disposable) income large enough to permit them the same 
housing and meal expenditure they now enjoy. Since virtually all 
military personnel have otherwise taxable incomes, the present 
estimate exceeds prior estimates which did not take account of this 
fact. The new tax subsidy estimate is measured in a consistent 
manner with other Defense Department outlays, whereas the pre-
vious estimate was not. 
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2. Subsidies to reduce market prices.—The new incremental R. & 
D. credit provides a subsidy for the performance of industrial R. & 
D. The firm qualifying for the credit is not required to include the 
credit in computing its taxable income, as it would were it to 
receive the same subsidy for R. & D. as a cash payment from the 
Government. Under the methodology used this year, the expendi-
ture equivalent of the incremental R. & D. tax credit is estimated 
as the amont of subsidy subject to reference tax rules that would 
have to be paid firms for their qualified R. & D. expenditures and 
which would reduce their R. & D. costs by as much as the tax 
credit. This estimate of the R. & D. tax credit expenditure equiva-
lent is larger than the amount that would have been estimated in 
previous tax subsidy budgets. 

Other tax subsidies that have the effect of reducing market 
prices are paid by reducing the tax payments of the purchaser. For 
example, the deduction allowed for medical insurance obviously 
reduces the cost of medical insurance to the purchasers of medical 
insurance. Under the reference tax rules, this deduction is unrelat-
ed to the computation of individuals' (purchasers') taxable income. 
Further, the full expenditure of the insured taxpayer enters the 
taxable incomes of medical practitioners and others whose fees are 
thereby covered. The expenditure equivalent of this subsidy is 
therefore simply the reduction in tax payments of purchasers re-
sulting from the preferential deduction. The present tax subsidy 
estimate for this item is therefore made in the same manner that 
it was previously made. 

3. Capital subsidies.—The Government may subsidize the acquisi-
tion of capital in the private sector in either of two ways. It might 
provide capital grants with respect to the acquisition of specified 
classes of assets, or it might provide preferential loans to entities 
acquiring particular assets. The investment tax credit for machin-
ery and equipment is an example of a capital grant, similar to 
construction subsidies paid shipowners who have ships built in U.S. 
shipyards, or to the furnishing of equipment to Government con-
tractors. 

In general, under the reference tax laws the beneficiary of a 
capital grant is regarded as not having contributed to the cost of 
the asset to the extent it is paid for by the Government. The asset 
is shown in the beneficiary's books at its net private cost. Depreci-
ation of only the cost net of subsidy is recovered. However, in the 
case of the investment tax credit, the private firm is allowed cost 
recovery deductions for the entire cost of credited assets. Under the 
methodology used this year, this additional cost recovery is ac-
counted for as an addition to the initial grant (tax credit) to derive 
the expenditure equivalent. Previous tax subsidy estimates have 
not accounted for this characteristic of the investment tax credit 
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and are therefore less than the expenditure equivalent reported in 
table G-l . 

Tax deferrals resulting from special accelerated capital cost re-
covery allowances are a form of Government lending. For example, 
under reference tax rules, investments for the discovery and devel-
opment of mineral deposits would be capitalized when incurred and 
recovered as depletion allowances as production from the deposit 
ensues. Under special tax rules, however, these investment expend-
itures are recovered as deductions when made, reducing tax liabili-
ty due and payable when the investment is made and increasing 
tax liability due and payable in later years. The deferral of tax, as 
compared with the tax stream that would have occurred under 
reference tax rules, is in the nature of an interest-free loan. The 
expenditure equivalent of tax deferrals shown in table G- l is com-
parable to the treatment of net lending in the outlay section of the 
budget. Only net new lending (deferrals) is accounted for; the subsi-
dy element attributable to a zero interest rate on the deferral is 
not. Thus, the expenditure equivalents for deferral items shown in 
table G- l are measured in the same way as they were in previous 
tax subsidy budgets. 

The tax subsidy estimates reported in table G- l have been pre-
pared by the Treasury Department and are based upon tax law 
enacted as of December 31, 1981. The estimates show the expendi-
ture equivalent of each special tax provision by fiscal year. For 
those tax subsidies resulting from the exclusion from taxable 
income of Federal Government payments to individuals, the esti-
mates of such payments upon which the tax subsidy estimates are 
based are those shown elsewhere in the budget; hence they reflect 
any proposed changes in these programs. 

The tax subsidy estimating procedure uses the same implicit 
assumption that governs estimates of out-year budget outlays, 
namely that the existing tax structure and all other institutional 
determinants of resource costs are given. It is also assumed that 
aggregate output and incomes remain at the levels that underlie 
the 1983 budget estimates. 

The tax subsidy estimates presented in this Special Analysis, 
including those computed on a "revenue loss" basis as shown in 
table G-2, are not estimates of the increase in Federal receipts that 
would accompany the repeal of the special provisions that give rise 
to the tax subsidies. There are several reasons for these differences. 

Tax subsidy estimates are based on the actual level of tax-subsi-
dized activities; in some instances the level of these activities could 
be expected to change dramatically if the tax subsidy were re-
moved. Because of these behavioral changes, the repeal revenue 
gain may be much lower than the tax subsidy figure. One example 
is the realization of capital gains, which could be expected to be 
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much lower if such gains were subject to tax at ordinary rates. 
Another example would be the response to the taxation of a partic-
ular employee fringe benefit which is currently untaxed, such as 
employer-paid medical insurance premiums. The expected response 
would be a decrease in the amount of employer-paid medical insur-
ance premiums, but an increase in the amount of other fringe 
benefits, such as employers' pension contributions and educational 
assistance. Note that there would be analogous behavioral re-
sponses if many direct outlay programs were eliminated or cur-
tailed. For example, the removal of a price support for a particular 
agricultural commodity could be expected to lead to somewhat 
higher production of other price-supported commodities. In such 
cases, the net reduction in budget outlays would be less than the 
savings from the eliminated (or curtailed) program. 

A second reason for the difference between repeal revenue gains 
and tax subsidy estimates is the effect that repeal would have on 
the aggregate level of income and economic growth. For example, 
all receipts as well as expenditure figures in the budget are based 
on projections of income and growth which assume the investment 
tax credit, as currently enacted, will continue to operate. If, howev-
er, the investment credit were repealed (or curtailed) without being 
replaced by a comparable investment incentive, the current projec-
tions of income and growth would have to be revised downward. 
Consistent with these revisions, receipts and expenditure projec-
tions would also have to be revised. The estimated net effect of 
repeal of the investment tax credit on receipts, therefore, would 
not be equivalent to the tax subsidy shown here. 

As is the case with estimates of proposed changes in tax law, tax 
subsidy estimates are computed on a "cash-flow" basis. However, 
for purposes of the present analysis, the estimates show the differ-
ence between tax subsidies under current law and tax subsidies 
under the assumption that a law without the particular tax subsi-
dy provision had always been in effect. These figures, therefore, 
generally show larger amounts than would be saved in the first 
years of transition to a tax law without the special provisions. This 
is analogous to the "phase-out" likely to accompany reductions in 
outlay programs as previously authorized and appropriated funds 
are spent. The estimates take into account any changes scheduled 
under existing law, such as the phasing in or out of specific provi-
sions. 

Tax subsidy estimates cannot simply be added together to obtain 
totals for functional areas or a grand total. Simply adding tax 
subsidies produces inaccurate totals because certain tax subsidies 
affect the value of other tax subsidies. This interaction may be 
demonstrated by comparing the result of deleting two tax subsidies 
simultaneously to that of deleting them separately. 
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In some cases, the reduction in tax subsidies from the deletion of 
two tax subsidy items simultaneously would be greater than the 
sum of the reductions from the deletion of the two items separate-
ly. For example, if interest income from State and local govern-
ment bonds were made taxable and capital gains on home sales 
were not deferred, more individuals would be pushed into higher 
tax brackets than if just one of these sources of income were 
treated under the normal rules of the tax code; the combined 
reduction in tax subsidies would be greater than the sum of the 
two separate effects. 

In other cases, the reduction in tax subsidies from the deletion of 
two items together would be smaller than the sum of the reduc-
tions considered separately. For example, if the deductibility of 
mortgage interest payments and homeowner property taxes were 
both repealed and the zero bracket amount (standard deduction) 
were left unchanged, more individuals who now itemize their de-
ductions would opt for the zero bracket amount than if only one 
preference were repealed. The reduction in tax subsidies would 
therefore be lower from repealing both preferences together than 
the sum of the two estimates obtained from repealing each one 
separately. 

In general, elimination of several itemized deductions at one 
time would reduce tax subsidies by less than the sum of the reduc-
tions measured by eliminating each item separately because more 
taxpayers would use the zero bracket amount. Conversely, simulta-
neous elimination of multiple items that are exclusions from ad-
justed gross income would reduce tax subsidies by more than the 
sum of the individual reductions because more taxpayers would be 
pushed into higher tax brackets. 

Aside from these interaction effects, resources allocated to public 
purposes would not necessarily be reduced by the total amount of a 
group of tax subsidies if all the tax subsidy provisions in that group 
were removed together. Tax subsidies and other provisions of tax 
law have frequently been changed together or viewed as substitutes 
for one another. Furthermore, a direct outlay may be substituted 
for a tax subsidy. Thus, an aggregation of tax subsidies that did 
take interaction into account would simply indicate the total re-
sources available for some combination of cutting tax rates, in-
creasing outlays, and reducing the deficit. If a group of tax subsidy 
provisions were removed, the overall effects on budget receipts and 
on resource allocation and income distribution would therefore 
depend on the particular decisions made as to which changes in tax 
rates and outlays—out of a limitless number of alternatives—were 
used to compensate for their removal. 

Finally, although personal and corporation income tax returns 
continue to be the basic sources of data from which tax subsidy 
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estimates have been derived, the estimates are not reported sepa-
rately for individuals and corporations. This is consistent with the 
treatment of outlays which are reported by function (or by Agency 
with fiscal responsibility), not by whether the payee is a person or 
a corporation. 

T AX SUBSIDIES BY FUNCTION 

Estimates of tax subsidies for 1981-83 are grouped together by 
functional category in table G-l . Each tax subsidy has been classi-
fied in the functional category used for budget outlays into which it 
most closely fits. 

National defense,—The housing and meals provided military per-
sonnel, either in cash or in kind, are excluded from income subject 
to tax. Most of the disability related military pension income re-
ceived by current retirees is also excluded. 

International affairs.—A U.S. citizen or resident alien who is a 
resident of a foreign country or who is present in one or more 
foreign countries for a prescribed period is allowed special tax 
relief on his foreign earnings. For years prior to 1982, the pre-
scribed period for physical presence abroad was 17 out of 18 
months. The Economic Recovery Tax Act of 1981 reduced the pre-
scribed period to 11 out of 12 months beginning January 1, 1982. 

For 1980 and 1981, eligible taxpayers could deduct certain addi-
tional expenses incurred in living abroad. The deductions were for 
annual home leave travel, education of dependents through grade 
12, a general cost of living allowance, and housing costs in excess of 
one-sixth of foreign earned income less the other special deduc-
tions. Taxpayers living in certain hardship areas could deduct an 
additional $5,000 per year. Taxpayers required to live in camps in 
hardship areas and individuals performing charitable services in 
less developed countries could elect to exclude $20,000 per year of 
foreign earned income instead of claiming the special deductions. 
These provisions did not apply to U.S. Government employees or 
persons paid from U.S. Government funds. 

Beginning in 1982, the deductions and exclusions described in the 
preceding paragraph no longer apply. Under the Economic Recov-
ery Tax Act, in 1982 eligible taxpayers may exclude $75,000 per 
year of foreign earned income and may exclude or deduct reason-
able housing costs in excess of one-sixth of the salary of a civil 
servant at grade GS-14, step 1. The $75,000 exclusion increases by 
increments of $5,000 per year until it reaches $95,000 in 1986. 
These reliefs do not apply to persons who are employed by the U.S. 
Government; however, they do apply to persons who are not U.S. 
Government employees but who are paid from public funds. The 
tax-exempt status of certain allowances received by Federal em-
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ployees working abroad has not changed. These exemptions also 
result in tax subsidies. 

The profits of a domestic international sales corporation (DISC) 
are not taxed to the DISC but instead are taxed to the shareholders 
(usually parent corporations) when distributed or deemed distribut-
ed to them. For DISC's with more than $150,000 in otherwise 
taxable income, the deemed distribution equals all income attribut-
able to base period exports plus 50% of income attributable to 
exports in excess of the base period exports. Base period exports 
equal 67% of average annual exports during an earlier 4-year base 
period. For DISC's with less than $100,000 in otherwise taxable 
income, the deemed distribution equals 50% of total income. The 
base-period rule is phased in for DISC's with taxable income be-
tween $100,000 and $150,000. 

General science, space, and technology.—Research and develop-
ment expenditures are intended to result in new products or proc-
esses, cost reductions, or other effects whose benefits will in nearly 
all cases continue into the future. Businesses may deduct all re-
search and development expenditures in the year when they are 
incurred rather than amortize them over several years. The Eco-
nomic Recovery Tax Act of 1981 added a credit for increasing 
research activities. The credit is equal to 15% of the increase in 
research expenditures over average expenditures in a base period. 
The base period for 1981 is 1980, for 1982 is 1980 and 1981, and for 
1983 and subsequent years, the preceding 3 years. The credit ex-
pires in 1985. 

Energy.—Certain capital costs necessary to discover and develop 
certain fuel mineral properties may be deducted as current ex-
penses rather than amortized 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 develop-
ing other mineral deposits, such as expenditures for mine shafts, 
tunnels and stripping. Intangible drilling costs for oil and gas wells 
are a preference item for purposes of the individual's minimum tax 
to the extent that such costs exceed either cost depletion or 10-year 
amortization. However, they may exclude intangible drilling costs 
from their minimum tax base to the extent that the deductions did 
not exceed oil and gas income. The same rules apply to intangible 
drilling costs of geothermal wells. 

Extractive industries generally use percentage depletion rather 
than cost depletion. Under cost depletion, actual outlays, to the 
extent not immediately recovered through expensing of exploration 
and discovery and development costs, may be deducted over the 
productive life of the property, much as businesses may take deduc-
tions for the depreciation of other capital goods, the cost of which 
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are capitalized when acquired. Percentage depletion is not likewise 
limited to the cost of the investment. Under percentage depletion, 
taxpayers may deduct a percentage of gross income from mineral 
production at rates ranging from 22% for oil and gas and certain 
other minerals to 5%; however, the deduction is limited to 50% of 
net income from the property or 65% of taxable income in the case 
of oil and gas. Percentage depletion for oil and natural gas is 
available only to limited quantities of output of independent oil 
and gas producers and royalty owners. In addition, the percentage 
depletion rate for oil and gas is being phased out from 22% 
through 1980 to 15% in 1984 and thereafter. Production from geo-
thermal deposits is eligible for percentage depletion at the same 
rate as for oil and gas, but with no limit on output and no limita-
tion with respect to qualified producers. In lieu of percentage deple-
tion, royalties from coal deposits are treated as capital gains rather 
than ordinary income. 

A variety of tax incentives stimulate energy conservation and 
encourage conversion to energy sources other than oil or natural 
gas. Individuals may take a 15% income tax credit for home insula-
tion and other energy-conserving components up to a maximum 
credit of $300. A credit of 40% of the first $10,000 of qualifying 
expenditures is allowed for expenditures on solar and other renew-
able energy source property. 

In addition to the 10% investment tax credit for machinery and 
equipment, a credit is allowed for business investments in specified 
energy property. A 10% additional credit is allowed for alternative 
energy property (i.e., property using fuel other than oil or natural 
gas, including biomass property); specially defined energy property 
(i.e., property used in an existing industrial, agricultural or com-
mercial facility to reduce the amount of energy consumed or heat 
wasted); recycling equipment; shale oil equipment; cogeneration 
equipment; alumina electrolytic cells; certain intercity buses; and 
equipment for producing natural gas from geopressurized brine. An 
11% additional credit is available for certain small-scale hydroelec-
tric generating property, and a 15% additional credit is allowed for 
solar, wind, ocean thermal and geothermal equipment. 

A $3 per barrel of oil-equivalent production credit is provided for 
several forms of alternative fuels, but, as a general rule, is not 
available unless the price of oil drops below $29.50 (in 1979 dollars). 
The credit is available without this price limitation for processed 
wood fuel and steam produced from solid agricultural byproducts. 
Gasohol is exempt from the 4 cents per gallon Federal excise tax 
and there is a corresponding production income tax credit for 
alcohol used as a fuel in applications where the excise tax is not 
assessed. Certain small scale hydroelectric generating facilities 
owned by a governmental unit and facilities which produce steam 
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or alcohol from solid waste may be financed with tax-exempt indus-
trial development bonds. 

Natural resources and environment—As is true for fuel-minerals, 
certain capital costs associated with exploration and development 
of nonfuel-minerals may be expensed rather than capitalized and 
depreciated over the life of the asset. Most nonfuel-mineral extrac-
tors also make use of percentage depletion rather than cost deple-
tion. 

Interest on State and local government debt issued to finance the 
pollution control facilities of private firms is excluded from income 
subject to tax. 

Expenditures made before January 1, 1982 to preserve and re-
store certain historic structures were eligible for special acceler-
ated depreciation under prior law. This provision did not apply to 
owner-occupied housing. 

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

Up to $10,000 ($5,000 for a married taxpayer filing a separate 
return) of direct costs incurred in a taxable year to forest or 
reforest a site for the commercial production of timber may be 
amortized over a 7-year period rather than capitalized and recov-
ered when the timber is cut. The $10,000 of costs are also eligible 
for the 10% investment tax credit notwithstanding the nondepre-
ciability of investments in timber stands. 

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 are for inven-
tories held at the end of the year or for capital improvements that 
are required to be capitalized under reference income accounting. 
Capital gains treatment generally applies to the sale of livestock 
and certain other agriculture products. 

Commerce and housing credit.—This category includes a number 
of tax subsidy provisions that also affect economic activity in other 
functional categories. In general, provisions related to investment, 
such as the investment tax credit, might alternatively have been 
classified under the natural resources and environment, energy, 
agriculture, or transportation categories. 

An exclusion of $200 ($400 on a joint return) is allowed for most 
dividend and interest income. Under the Economic Recovery Tax 
Act of 1981, beginning in 1984 the exclusion is reduced to $100 
($200 on a joint return) and is applicable only to dividend income. 

The interest on industrial development bonds issued by State and 
local governments is excluded from income subject to tax. 
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Credit unions are exempt from Federal income taxes. Commer-
cial banks, mutual savings banks, and savings and loan associ-
ations are permitted to deduct additions to bad debt reserves in 
excess of actual loss experience and reasonable expectations as to 
future losses. Mutual savings banks and savings and loan associ-
ations may deduct 40% of income provided they maintain stipulat-
ed fractions of their assets in "qualifying assets," primarily resi-
dential mortgages. 

Life insurance policies other than term policies generally contain 
a savings element. 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. 

Interest paid on consumer credit is allowed as an itemized deduc-
tion for individuals. 

Owner-occupants of homes may deduct mortgage interest and 
property taxes (but not maintenance outlays or depreciation) as 
itemized nonbusiness deductions. 

Interest on State and local government debt issued to finance 
below-market rate mortgages for owner-occupied housing is ex-
cluded from income subject to tax. The Omnibus Budget Reconcili-
ation Act of 1980 restricts the use of mortgage subsidy bonds with 
a State-by-State ceiling on the annual volume of such use for single 
family housing equal to 9% of the average of all mortgages that 
originated in the State during the preceding 3 years of $200 mil-
lion, whichever is greater. A total ban on mortgage subsidy bonds 
for single family housing becomes effective January 1, 1984. 

Prior to the Tax Reform Act of 1976, taxpayers deducted interest 
and property tax payments made while a building was under con-
struction rather than following the general rule of the code which 
requires that all costs of a depreciable asset be capitalized and be 
recovered over its recovery period. The 1976 act reduced this tax 
subsidy by requiring that construction period interest and taxes be 
capitalized and recovered over a 10-year period for noncorporate 
taxpayers. The provision is being phased in over a 7-year period 
with more generous transition rules available for housing projects 
receiving direct expenditure subsidies under Government housing 
programs. However, the Economic Recovery Tax Act of 1981 ex-
cepted from the construction period phase-in, interest and taxes on 
low-income housing, which can be expensed. 

Sixty percent of net long-term gains from the sale of capital 
assets may be excluded from income. The excluded 60% of net 
long-term gains is no longer included as a preference item in 
computing the minimum tax for individuals. However, the capital 
gains exclusion is treated as a preference item in the "alternative 
minimum tax." This tax is applicable only if the sum of a taxpay-
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er's regular income and minimum tax is less than his alternative 
minimum tax. Half of net long-term capital losses and 100% of net 
short-term capital losses may be offset against ordinary income up 
to a maximum deduction of $3,000 per year with an unlimited 
carryforward. Under the Economic Recovery Tax Act of 1981, net 
capital gains from sales or exchanges occurring after June 9, 1981 
are taxed at a maximum rate of 20%. This maximum rate is equal 
to the 40% inclusion rate times the maximum individual rate that 
will apply after 1981 of 50%. 

Corporations may elect a 28% alternative tax rate on capital 
gains. The tax subsidy is estimated on the assumption that these 
gains would otherwise be taxed at ordinary rates. 

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 2 years (increased from 18 
months by the Economic Recovery Tax Act of 1981) 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 proceeds less selling expenses) minus qualified 
"fixing up" expenses. To the extent that 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. A loss on the sale of a 
home is not deductible. 

A taxpayer who is 55 years of age or older at the time of the sale 
of his principal residence may elect to exclude up to $125,000 
(increased from $100,000 by the Economic Recovery Tax Act of 
1981) of gain from the sale. This is a once in a lifetime election. 

The gain on the sale of capital assets acquired by inheritance is 
computed as the excess of the sale price over their value at the 
time of the original owner's death, rather than as the excess over 
their value at the time of acquisition by the original owner. The 
estimate assumes that the difference in the computed gain would 
be taxed as part of the capital gain in the year of sale. 

The 10% investment tax credit is applied to the cost of qualifying 
property (generally, tangible, depreciable personal property used in 
a trade or business) in the 5-, 10-, and 15-year recovery classes 
under the Accelerated Cost Recovery System (ACRS). Assets in the 
3-year recovery class are entitled to a 6% credit. Notwithstanding 
the reduction in cost of acquiring qualified property provided by 
the credit, taxpayers may recover the original cost gross of the 
credit. As a general rule, the credit cannot be claimed for invest-
ments in land or buildings or for property used abroad. The invest-
ment tax credit may be claimed as progress payments are made on 
property that takes 2 or more years to construct. Prior to the 
Revenue Act of 1978, the maximum credit allowed against income 
tax liability in a taxable year was generally limited to $25,000 plus 
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50% of tax liability in excess of $25,000. The 1978 act raised the 
excess liability percentage to 60% for 1979 and increases it through 
annual increments of 10 percentage points to 90% by 1982. Before 
enactment of the Economic Recovery Tax Act of 1981, excess cred-
its could generally be carried back 3 taxable years and forward 7 
taxable years, after which unused credits expired. The 1981 Act 
extended the carry-forward period to 15 years. 

The 1981 act also provided "safe harbors" for tax leases of 
business machinery and equipment. Under these leases, depreci-
ation and the investment tax credit are normally claimed by the 
lessor, although the lessee is the actual user and owner of the 
machinery or equipment. 

The Economic Recovery Tax Act of 1981 allows financial institu-
tions to issue special 1-year certificates until December 31, 1982, 
that pay tax-exempt interest. The interest rate on the certificates 
issued during any week is limited to 70% of the interest rate on 
the last 52-week Treasury bills issued in a preceding week. The 
total amount of interest that is exempt on these certificates for an 
individual is limited to $1,000 ($2,000 on a joint return). Financial 
institutions must invest at least 75% of the proceeds from these 
certificates in housing or agricultural loans. 

The Economic Recovery Tax Act of 1981 allows public utilities 
between 1982 and 1985 to distribute stock in lieu of cash dividends 
to shareholders who may then deduct up to $750 per year ($1,500 
on a joint return) of the stock dividends. 

Transportation.—Certain companies that operate U.S.-flag ves-
sels receive an indefinite deferral of income taxes on that portion 
of their 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. 

The Economic Recovery Tax Act of 1981 allows State and local 
governments to issue tax-exempt obligations to finance the pur-
chase of mass commuting vehicles. 

Community and regional development—Under certain condi-
tions, taxpayers may elect to amortize rehabilitation expenditures 
for low- and moderate-income rental housing over a 5-year period. 
Rehabilitation expenditures may not exceed $20,000 per dwelling 
unit and must exceed $3,000 to qualify. The Economic Recovery 
Tax Act of 1981 increased the limit to $40,000 per dwelling unit if 
the rehabilitation is on units which the tenants may purchase at a 
price that limits the profit to the seller. This provision expires on 
January 1, 1984. 

The Economic Recovery Tax Act of 1981 also provides an invest-
ment tax credit for the rehabilitation of buildings that are used for 
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business or productive activities (other than for residential pur-
poses). The credit is 15% of rehabilitation expenditures for build-
ings at least 30 years old and 20% for buildings at least 40 years 
old. The basis of the rehabilitation recoverable as depreciation 
must be reduced by the amount of the credit. In addition, a 25% 
credit for rehabilitation of historic structures, including rental resi-
dential properties, was added by the 1981 act. Under prior law, a 
10% credit was allowed for buildings at least 20 years old, with no 
reduction in basis. 

Education, training; employment, and social services.—Interest 
on State and local government debt issued to finance student loans 
is excluded from income subject to tax. 

Taxpayers may claim personal exemptions for dependent chil-
dren 19 or over who receive income of $1,000 or more per year if 
the children are full-time students. The student may also claim an 
exemption on his own return, thus providing a double exemption. 
The extra exemption for parents results in a tax subsidy. 

Many employers provide employee benefits that are excluded 
from employee income. The employers' costs for these benefits are 
deductible business expenses. The exclusion from an employee's 
income of the value of meals and lodgings provided by an employer 
for his own convenience is a tax subsidy, as is the exclusion of 
housing allowances and the rental value of parsonages from the 
taxable income of ministers. An employer may set up an education-
al assistance program to provide educational benefits to his em-
ployees from January 1, 1979, through December 31, 1983. The 
program can pay for tuition, fees, books, and supplies. Amounts 
received under the program are excluded from an employee's gross 
income. Employer contributions to prepaid legal services plans and 
the value of legal services received under the plans are also ex-
cluded from employee income. 

For qualifying investment made prior to January 1, 1983, a cor-
poration may claim an additional 1% investment tax credit if an 
equivalent amount of its common stock is set aside in a employee 
stock ownership plan (ESOP). A further one-half of 1% investment 
tax credit may be claimed to the extent that additional employer 
contributions to an ESOP are matched by employee contributions. 
Under the Economic Recovery Tax Act of 1981, the tax credit for 
contributions to an ESOP is limited to a prescribed percentage of 
total compensation paid to all employees under the plan. The per-
centage is one-half of 1% in 1983 and 1984, and three-quarters of 
1% in 1985, 1986, and 1987. The ESOP credit expires in 1987. 
Employees are generally prohibited from withdrawing their share 
of an ESOP for 7 years. 

Contributions to charitable, religious and certain other nonprofit 
organizations are allowed as an itemized deduction for individuals, 
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generally up to 50% of adjusted gross income. The Economic Recov-
ery Tax Act of 1981 provides that nonitemizers may deduct a 
portion of charitable contributions, beginning in 1982. Taxpayers 
whose contributions to charitable or educational organizations are 
in the form of capital assets, usually securities that have appreciat-
ed 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. Corporations may deduct charitable contri-
butions of up to 5% of their income. The deduction is increased to 
10%, beginning in 1982, by the Economic Recovery Tax Act of 1981. 
Tax subsidies resulting from the deductibility of contributions are 
shown separately here for contributions to educational and other 
institutions. Contributions to health institutions are reported under 
the health function. 

A 20% tax credit may be claimed by married couples for child 
and dependent care expenses incurred when both spouses work full 
time or when one spouse works part time or is a student. The 
credit may also be claimed by divorced or separated parents who 
have custody of children and by single parents. Expenditures up to 
a maximum of $2,000 for one dependent and $4,000 for two or more 
dependents are eligible for the 20% credit. The credit may be taken 
for payments to relatives of the taxpayer even if their services are 
not qualified for coverage under the social security laws. Under the 
Economic Recovery Tax Act of 1981, beginning in 1982, the credit 
is increased to 30% for taxpayers with incomes of $10,000 or less 
with the credit reduced by one percentage point for each $2,000 of 
income between $10,000 and $28,000, expenditures for out-of-home 
noninstitutional care of a disabled spouse or dependent are eligible 
for the credit, and the limits on eligible expenditures are raised to 
$2,400 for one dependent and $4,800 for two or more. Note that in 
the absence of the credit, expenses for child and dependent care 
would be deductible as employee business expenses. Therefore, the 
estimates reflect the excess of the value of the credit over the value 
of a deduction. 

The targeted jobs credit allows tax credits for qualified wages 
paid to individuals certified as members of a targeted group. The 
Economic Recovery Tax Act of 1981 eliminated the AFDC-WIN 
credit, but made individuals who qualified under that credit—those 
employed under the WIN (work incentive) program and other re-
cipients of AFDC (Aid to Families with Dependent Children)—eligible 
for the targeted jobs credit. A credit of 50% of first-year wages and 
25% of second-year wages up to $6,000 of each employee's wages 
(the wage base for unemployment taxes) can be taken by the em-
ployer to offset up to 90% of his tax liability. The provision that 
the credit may not be taken for first-year wages in excess of 30% of 
the employer's total unemployment tax wage base was removed by 
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the Economic Recovery Tax Act of 1981. The employer's deduction 
for wages is reduced by the amount of the credit. 

Health.—Payments by employers for health insurance premiums 
and other medical expenses are deducted as business expenses by 
employers and excluded from employee income. The exclusion from 
employee income gives rise to a tax subsidy. 

Medical expenses in excess of 3% of adjusted gross income, in-
cluding payments 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% 
limit. 

Interest on State and local government debt issued to finance 
hospital construction is excluded from income subject to tax. 

Expenditures up to $25,000 per year for removing architectural 
and transportation barriers to the handicapped and the elderly in 
any facility or public transportation vehicle used in a trade or 
business that otherwise would have been treated as a capital outlay 
can be treated as a current expense prior to January 1, 1983. 

Contributions to nonprofit health institutions are allowed as a 
deduction for individuals and corporations. Contributions to other 
charitable institutions are discussed under the education, training, 
employment, and social services function. 

Income security.—Most Government transfer payments to indi-
viduals, such as social security benefits, are excluded from taxable 
income. If the taxpayer had no other source of income, these pay-
ments, even if taxable, would not generally be large enough to 
result in tax liability, given present levels of personal exemptions 
and the zero bracket amount. However, because some recipients 
have property income, receive earnings (in some instances for only 
part of a year), or file jointly with working spouses, tax subsidies 
result from these exclusions. 

If the sum of a taxpayer's adjusted gross income, unemployment 
compensation and excludable disability income is over $20,000 
($25,000 for a joint return), the lesser of his unemployment benefits 
or one-half of the amount over the $20,000 limit is taxable. 

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 taxable income of persons under the age of 65, 
who are permanently and totally disabled. For these individuals 
the exclusion is reduced dollar for dollar by adjusted gross income 
plus disability income in excess of $15,000. 

Certain contributions to pension plans by employers and 
amounts set aside by the self-employed and those not covered by an 
employer's plan are excluded from the individual's adjusted gross 
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income in the year of contribution. Self-employed persons could 
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 could deduct annual 
contributions of 15% of compensation up to a maximum of $1,500 
or $1,750 if the retirement account was owned jointly by a husband 
and wife. Under the Economic Recovery Tax Act of 1981, beginning 
in 1982 the maximum deductible contribution for self-employed 
persons is $15,000. For employees, the requirement that they not be 
covered by an employer's plan was removed, and the maximum 
was raised to $2,000 (or 100% of compensation, if less) for each 
employee or $2,250 on a joint return if one spouse has no compen-
sation. The investment income earned by pension funds is not 
taxable when earned. 

The exclusion from employee income of certain other employer 
payments, including payments for premiums of group life insur-
ance and accident and disability insurance, are listed here because 
of their relationship to income security. The exclusion of certain 
other fringe benefits is listed under the education, training, em-
ployment, and social services function. 

Additional personal exemptions of $1,000 may be taken by tax-
payers who are 65 years of age or older or blind. These additional 
exemptions may not be claimed for a taxpayer's dependents. 

The retirement credit for the elderly allows individuals who are 
65 years of age or older to take a tax credit equal to 15% of earned 
and retirement income up to $2,500 for single individuals and 
married couples filing a joint return where only one spouse is 65 
years of age or older, and up to $3,750 for joint returns where both 
spouses are 65 years of age of older. The $2,500/$3,750 base is 
reduced by one-half of the taxpayer's adjusted gross income over 
$7,500 for single individuals and $10,000 for married couples filing 
a joint return. 

Taxpayers generally may take as an itemized nonbusiness deduc-
tion each loss due to fire, theft or other casualty in excess of $100 
to the extent not compensated by insurance or other payments. 

The earned income credit, which low-income workers with minor 
dependents may claim, is 10% of earned income up to $5,000 with a 
phase-out at the rate of 12.5% per dollar earned over $6,000. The 
maximum annual credit is $500. 

Earned income tax credits in excess of tax liabilities are paid to 
individuals. This portion of the credit is included in outlays while 
the amount that offsets tax liabilities is included as a tax subsidy. 

Rental housing assistance is provided through State and local 
housing authorities for eligible families. The Omnibus Budget Rec-
onciliation Act of 1980 restricts the use of tax-exempt bonds for 
multifamily rental housing projects to those that include a substan-
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tial number of units for low- and moderate-income individuals. The 
restrictions apply to such bonds issued after April 25, 1979 with 
exceptions allowed for bonds in process as of that date. 

The Economic Recovery Tax Act of 1981 allows an itemized 
deduction of up to $1,500 for expenses incurred in the adoption of 
children with special needs. The act also allows a 5-year write-off 
of the loss in value of motor carrier operating authorities due to 
deregulation of the industry. 

Veterans 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.—A 50% credit may be claimed on political 
contributions up to $100 ($200 for joint returns). 

General purpose fiscal assistance.—Interest on State and local 
government debt is excluded from Federal taxation. Both corpora-
tions, mainly commercial banks, and individuals receive this tax 
exempt income. As a result, these governments can sell debt obliga-
tions 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, 
other industrial development bonds, and housing bonds is classified 
elsewhere. Only the effect of excluding interest on general purpose 
obligations and revenue bonds for public purposes such as toll 
roads is included in this function. 

The deductibility of nonbusiness State and local taxes gives indi-
rect assistance to these governments. The estimates shown here are 
primarily for the deductibility of State and local income and sales 
taxes. The deductibility of property taxes on owner-occupied homes 
is classified under commerce and housing credit. 

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

Interest.—The interest on U.S. savings bonds is not taxable until 
the bonds are redeemed, thereby deferring tax liability. 
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Table G - l . OUTLAY EQUIVALENT ESTIMATES FOR TAX SUBSIDIES BY FUNCTION 
(In millions of dollars) 

Description 
Fiscal years 

1981 1982 

National defense: 
Exclusion of benefits and allowances to Armed Forces personnel 
Exclusion of military disability pensions 

Total (after interactions) 
International affairs: 

Exclusion of income earned abroad by United States citizens 
Deferral of income of domestic international sales corporations (DISC) 

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

Expensing of research and development expenditures 
Credit for increasing research activities 

Total (after interactions) 
Energy: 

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

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

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

ment bonds for certain energy facilities 
Residential energy credits: 

Supply incentives 
Conservation incentives 

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

Alternative fuel production credit 
Alcohol fuel credit1 

Energy credit for intercity buses 
Total (after interactions) 

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

bonds 
Tax incentives for preservation of historic structures 
Capital gains treatment of iron ore 
Capital gains treatment of certain timber income 
Investment credit and seven-year amortization for reforestation expendi-

tures 
Total (after interactions) 

Agriculture: 
Expensing of certain capital outlays 
Capital gains treatment of certain income 

Total (after interactions) 
Commerce and housing credit: 

Dividend and interest exclusion 
Exclusion of interest on State and local industrial development bonds 
Exemption of credit union income 
Excess bad debt reserves of financial institutions 
Exclusion of interest on life insurance savings 
Deductibility of interest on consumer credit 
Deductibility of mortgage interest on owner-occupied homes 

2,365 
160 

2,525 

1,045 
2,790 
3,835 

760 
205 

1,060 

4,725 
40 

3,110 
540 
195 

230 
560 

235 
285 

60 
5 
5 

8,475 

75 
555 

745 
70 
40 

1,050 

10 
2,510 

530 
710 

1,315 

3,350 
1,310 
- 5 0 

420 
6,255 
8,790 

20,595 

2,335 
165 

2,500 

1,850 
2,750 
4,600 

730 
650 

1,515 

5,195 
45 

2,855 
550 
160 

295 
540 

315 
370 
120 
25 

5 
8,830 

85 
595 

875 
80 
35 

1,065 

20 
2,705 

550 
635 

1,250 

1,570 
1,785 

25 
550 

6,625 
9,325 

23,275 
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Table G - l . OUTLAY EQUIVALENT ESTIMATES FOR TAX SUBSIDIES BY FUNCTION—Continued 
(In millions of dollars) 

Description 
Fiscal years 

1981 1982 

Deductibility of property tax on owner-occupied homes 
Exclusion of interest on State and local housing bonds for owner-occupied 

housing 
Expensing of construction period interest and taxes 
Capital gains (other than agriculture, timber, iron ore and coal) 
Deferral of capital gains on home sales 
Exclusion of capital gains on home sales for persons age 55 and over 
Carryover basis of capital gains at death 
Investment credit, other than ESOP's, rehabilitation of structures, energy 

property, and reforestation expenditures 
Safe harbor leasing rules 
Amortization of start-up costs 
Exclusion of interest on certain savings certificates 
Reinvestment of dividends in public utility stock 

Total (after interactions) 
Transportation: 

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

transit 
Total (after interactions) 

Community and regional development: 
Five-year amortization for housing rehabilitation 
Investment credit for rehabilitation of structures 

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

Exclusion of interest on State and local student loan bonds 
Parental personal exemption for students age 19 or over 
Exclusion of employee meals and lodging (other than military) 
Employer educational assistance 
Exclusion of contributions to prepaid legal services plans 
Investment credit for ESOP's 
Deductibility of charitable contributions (education) 
Deductibility of charitable contributions, other than education and health 
Credit for child and dependent care expenses 
Credit for employment of AFDC recipients and public assistance recipients 

under work incentive programs 
General jobs credit 
Targeted jobs credit 

Total (after interactions) 
Health: 

Exclusion of employer contributions for medical insurance premiums and 
medical care 

Deductibility of medical expenses 
Exclusion of interest on State and local hospital bonds 
Deductibility of charitable contributions (health) 

Total (after interactions) 
Income security: 

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

Exclusion of railroad retirement system benefits 
Exclusion of workmen's compensation benefits 
Exclusion of special benefits for disabled coal miners 
Exclusion of untaxed unemployment insurance benefits 

9,270 

730 
775 

33,240 
1,550 

600 
3,355 

24,640 
1,510 

70 

117,470 

65 

65 

35 
240 
275 

70 
1,025 

695 
45 
30 

1,730 
910 

8,550 
1,390 

115 
200 
250 

15,370 

19,215 
3,670 

590 
1,395 

25,110 

9,105 
1,785 

370 
2,755 

95 
2,010 

9,945 

1,020 
710 

25,060 
1,640 

635 
3,220 

24,250 
3,065 

135 
1,660 

400 
114,355 

70 

70 

45 
390 
435 

115 
1,020 

730 
55 
30 

1,910 
900 

8,295 
1,755 

30 
30 

385 
15,620 

20,615 
3,950 

715 
1,355 

26,895 

920 
10,130 

1,935 
375 

3,165 
90 

2,565 
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Table G - l . OUTLAY EQUIVALENT ESTIMATES FOR TAX SUBSIDIES BY FUNCTION—Continued 
( In millions of dollars) 

Description 
Fiscal years 

Description 
1981 1982 1983 

Exclusion of disability pay 210 190 170 
Net exclusion of pension contributions and earnings: 

Employer plans 34,230 36,695 37,885 
Plans for self-employed and others 3,660 5,030 5,820 

Exclusion of other employee benefits: 
Premiums on group term life insurance 2,485 2,545 2,475 
Premiums on accident and disability insurance 140 140 130 
Income of trusts to finance supplementary unemployment benefits 15 20 20 

Additional exemption for the blind 30 30 30 
Additional exemption for elderly 2,250 2,355 2,370 
Tax credit for the elderly 130 135 135 
Deductibility of casualty losses 1,100 1,125 1,165 
Earned income credi t2 690 525 500 
Exclusion of interest on State and local housing bonds for rental housing.... 455 500 565 
Deduction for motor carrier operating rights 95 115 115 
Deduction for certain adoption expenses 15 15 15 

Total (after interactions) 64,070 70,295 72,850 
Veterans benefits and services: 

Exclusion of veterans disability compensation 1,290 1,405 1,405 
Exclusion of veterans pensions 95 85 90 
Exclusion of Gl bill benefits 205 180 150 

Total (after interactions) 1,605 1,685 1,660 
General government: 

Credits and deductions for political contributions 85 80 80 
General purpose fiscal assistance: 

Exclusion of interest on general purpose State and local debt 6,100 6,925 7,740 
Deductibility of nonbusiness State and local taxes other than on owner-

occupied homes 19,345 20,470 21,680 
Tax credit for corporations receiving income from doing business in United 

States possessions 2,110 2,260 2,425 
Total (after interactions) 27,755 29,860 32,060 

Interest: 
Deferral of interest on savings bonds 480 620 710 

*$5 million or less. All estimates have been rounded to the nearest $5 million. 
1 In addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $55 million in 1981, $55 

million in 1982, and $55 million in 1983. 
2 The figures in the table indicate the tax subsidies provided by the earned income tax credit. The effect on outlays is: 1981, $1,320 million; 

1982, $1,255 million; 1983, $1,180 million. 
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PROPOSED CHANGES IN T A X SUBSIDIES 

The administration has proposed a number of tax revisions that 
would remove or reduce the value of existing tax subsidies. The 
revisions include the repeal of business energy tax credits, restric-
tions on tax-exempt bonds for private activities, capitalization of 
construction period interest and taxes incurred by corporations, 
and a new corporate minimum tax. These revisions are described 
briefly below, including estimates of their impact on 1983 receipts. 

Repeal Business Energy Tax Credits.—Under current law, busi-
nesses are allowed investment tax credits for energy property in 
addition to the regular investment tax credit. Some energy tax 
credits expire at the end of 1982, but others extend through 1985 
and beyond. Current law also provides an excise tax exemption, or 
an equivalent tax credit, for gasohol. 

With decontrol of oil and some natural gas prices, businesses no 
longer need additional investment incentives for energy conserva-
tion and development of alternative energy sources. Such subsidies 
interfere with business decisions by preempting free market re-
source allocations. 

Effective January 1, 1983, the administration proposes to repeal 
all business energy tax subsidies and to repeal special provisions 
allowing States and localities to issue tax-exempt industrial devel-
opment bonds to finance low-head hydroelectric facilities and other 
energy property. Transition rules will mitigate the effect of repeal 
on taxpayers who have relied on existing law. 

The repeal of these provisions will increase 1983 receipts by $0.1 
billion. 

Restrict Tax-Exempt Bonds for Private Activities.—Current law 
permits States and localities to issue tax-exempt revenue bonds for 
industrial development, housing, and other specific purposes. The 
volume of tax-exempt bonds issued for use by private business has 
grown rapidly over the past few years, raising the cost of financing 
traditional public projects such as schools and roads. There is no 
requirement under current law that industrial development bonds 
serve a genuine public purpose. In addition, tax-exempt financing 
combined with Accelerated Cost Recovery and the investment tax 
credit can result in unintended tax benefits. 

The administration proposes that assets financed with tax-
exempt bonds issued after 1982 must be depreciated using the 
straight-line method over an extended recovery period. Tax-exempt 
financing will be limited to bonds that are publicly approved by 
local governments and which, after 1985, receive a financial contri-
bution or commitment from the local government. Small issue 
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industrial development bonds will not be allowed for large busi-
nesses. 

These restrictions on tax-exempt bonds for private activities will 
encourage anticipatory issues in 1982 and, therefore, reduce 1983 
receipts by $0.2 billion. There will be an increase in receipts in 
1984 and subsequent years. 

Capitalization of Construction Period Interest and Taxes.—Indi-
vidual taxpayers must capitalize interest and taxes incurred during 
the construction of commercial buildings and deduct those costs 
over 10 years. The write-off period for rental housing is 8 years, but 
is scheduled to become 10 years by 1984. However, for corporations, 
the law permits an immediate write-off of these costs. The substan-
tial acceleration of cost recovery provided by the Economic Recov-
ery Tax Act of 1981 makes it unnecessary to grant corporations an 
immediate deduction for a portion of construction costs. 

The administration proposes that construction period interest 
and taxes incurred by corporations to develop real property after 
December 31, 1982 be capitalized. Costs will be recovered over 10 
years. Low-income housing will be exempted, as under present law. 

This proposal will increase 1983 receipts by $0.5 billion. 

Corporate Minimum Tax.—Corporations currently must pay a 
minimum tax, in addition to regular income tax, equal to 15% of 
certain tax preferences. This "add-on" minimum tax is not limited 
to those corporations that pay very little or no regular income tax. 
It may apply to any corporation that has reduced its tax liability 
through the use of designated tax preferences. 

The administration proposes to repeal the add-on minimum tax, 
effective January 1, 1983, and to replace it with an alternative 
minimum tax that would apply only to those corporations that pay 
very low regular rates of tax. Corporations will be required to pay 
the greater of their regular income tax or an alternative tax equal 
to 15% of their alternative tax base in excess of $50,000. This 
alternative tax base consists of regular taxable income plus certain 
tax preferences. The investment tax credit will not be allowed 
against the alternative tax. 

This new corporate minimum tax will increase 1983 receipts by 
$2.3 billion. 

REVENUE LOSS ESTIMATES FOR " T A X EXPENDITURES" 

Table G-2, which follows, shows the estimated "revenue loss" 
associated with each tax subsidy item for which an "outlay equiva-
lent" estimate was provided in table G-l. As explained in the text 
under the heading "Measuring Tax Subsidies," revenue loss esti-
mates do not take into account the additional resources (if any) 
that would be required to provide the same after-tax incentive if 
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the expenditure program were administered as a direct outlay 
rather than through the tax system. As was also previously ex-
plained, these "revenue loss" estimates, for several reasons, are not 
equivalent to estimates of the increase in Federal receipts that 
would accompany the repeal of tax subsidy provisions. 

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

1983



34 THE BUDGET FOR FISCAL YEAR 1983 

Table G-2. REVENUE LOSS ESTIMATES FOR "TAX EXPENDITURES" BY FUNCTION 
( In millions of dollars) 

Description 
Fiscal years 

1981 1982 

National defense: 
Exclusion of benefits and allowances to Armed Forces personnel 
Exclusion of military disability pensions 

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

General science, space, and technology: 
Expensing of research and development expenditures 
Credit for increasing research activities 

Energy: 
Expensing of exploration and development costs: 

Oil and gas 
Other fuels 

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

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

ment bonds for certain energy facilities 
Residential energy credits: 

Supply incentives 
Conservation incentives 

Alternative, conservation and new technology credits-. 
Supply incentives 
Conservation incentives 

Alternative fuel production credit 
Alcohol fuel credit1 

Energy credit for intercity buses 
Natural resources and environment: 

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

bonds 
Tax incentives for preservation of historic structures 
Capital gains treatment of iron ore 
Capital gains treatment of certain timber income 
Investment credit and seven-year amortization for reforestation expendi-

tures 
Agriculture: 

Expensing of certain capital outlays 
Capital gains treatment of certain income 

Commerce and housing credit: 
Dividend and interest exclusion 
Exclusion of interest on State and local industrial development bonds 
Exemption of credit union income 
Excess bad debt reserves of financial institutions 
Exclusion of interest on life insurance savings 
Deductibility of interest on consumer credit 
Deductibility of mortgage interest on owner-occupied homes 
Deductibility of property tax on owner-occupied homes 
Exclusion of interest on State and local housing bonds for owner-occupied 

housing 
Expensing of construction period interest and taxes 
Capital gains (other than agriculture, timber, iron ore and coal) 
Deferral of capital gains on home sales 

1,735 
155 

610 
1,595 

1,550 
15 

3,525 
25 

1,865 
380 
100 

150 
425 

180 
220 

25 
5 
5 

45 
385 

715 
60 
20 

585 

5 

525 
425 

1,335 
1,200 
- 2 5 

325 
4,060 
8,675 

20,145 
9,125 

685 
755 

17,965 
1,160 

1,885 
165 

985 
1,465 

380 
405 

4,065 
25 

1,965 
380 
105 

5 

205 
415 

235 
285 

55 
20 

5 

50 
405 

835 
80 
20 

600 

10 

545 
460 

2,185 
1,650 

5 
250 

4,535 
9,285 

23,030 
10,065 

920 
745 

18,315 
1,070 
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Table G-2. REVENUE LOSS ESTIMATES FOR "TAX EXPENDITURES" BY FUNCTION—Continued 
(In millions of dollars) 

Description 
Fiscal years 

Description 
1981 1982 1983 

Exclusion of capital gains on home sales for persons age 55 and over 450 415 465 
Carryover basis of capital gains at death 2,070 2,190 2,135 
Investment credit, other than ESOP's, rehabilitation of structures, energy 

property, and reforestation expenditures 19,445 20,035 20,150 
Safe harbor leasing rules * 3,560 3,945 
Amortization of start-up costs 20 75 120 
Exclusion of interest on certain savings certificates 515 2,820 
Reinvestment of dividends in public utility stock • 130 365 

Transportation: 
Deferral of tax on shipping companies 70 65 85 
Exclusion of interest on State and local government industrial develop-

ment bonds for mass transit * 5 
Community and regional development: 

Five-year amortization for housing rehabilitation 30 45 55 
Investment credit for rehabilitation of structures 220 255 300 

Education, training, employment, and social services: 
Exclusion of interest on State and local student loan bonds 60 100 155 
Parental personal exemption for students age 19 or over 1,045 995 900 
Exclusion of employee meals and lodging (other than military) 620 655 680 
Employer educational assistance 35 40 40 
Exclusion of contributions to prepaid legal services plans 20 20 25 
Investment credit for ESOP's 975 1,005 1,095 
Deductibility of charitable contributions (education) 925 895 925 
Deductibility of charitable contributions, other than education and health 8,485 8,345 8,085 
Credit for child and dependent care expenses 935 1,120 1,465 
Credit for employment of AFDC recipients and public assistance recipients 

under work incentive programs 70 45 * 

General jobs credit 300 65 5 
Targeted jobs credit 305 235 75 

Health: 
Exclusion of employer contributions for medical insurance premiums and 

medical care 14,050 15,330 16,380 
Deductibility of medical expenses 3,615 3,925 4,175 
Exclusion of interest on State and local hospital bonds 560 680 810 
Deductibility of charitable contributions (health) 1,390 1,360 1,345 

Income security: 
Exclusion of social security benefits: 

Disability insurance benefits 860 915 910 
OASI benefits for retired workers 8,845 9,980 10,525 
Benefits for dependents and survivors 1,735 1,915 1,970 

Exclusion of railroad retirement system benefits 365 380 370 
Exclusion of workmen's compensation benefits 2,730 3,100 3,495 
Exclusion of special benefits for disabled coal miners 90 95 90 
Exclusion of untaxed unemployment insurance benefits 1,985 2,060 2,710 
Exclusion of disability pay 170 155 145 
Net exclusion of pension contributions and earnings: 

Employer plans 23,390 25,765 27,500 
Plans for self-employed and others 2,170 2,560 3,760 

Exclusion of other employee benefits: 
Premiums on group term life insurance 1,840 1,900 1,895 
Premiums on accident and disability insurance 100 100 100 
Income of trusts to finance supplementary unemployment benefits 15 20 20 

Additional exemption for the blind 30 30 30 
Additional exemption for elderly 2,250 2,355 2,370 
Tax credit for the elderly 130 135 135 
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Table G-2. REVENUE LOSS ESTIMATES FOR "TAX EXPENDITURES" BY FUNCTION—Continued 
(In millions of dollars) 

Description 
Fiscal years 

Description 
1981 1982 1983 

Deductibility of casualty losses 775 800 850 
Earned income credit2 610 555 495 
Exclusion of interest on State and local housing bonds for rental housing.... 435 485 535 
Deduction for motor carrier operating rights * 140 75 
Deduction for certain adoption expenses 10 10 10 

Veterans benefits and services: 
Exclusion of veterans disability compensation 1,255 1,360 1,380 
Exclusion of veterans pensions 95 85 90 
Exclusion of Gl bill benefits 200 175 145 

General government: 
Credits and deductions for political contributions 100 80 80 

General purpose fiscal assistance: 
Exclusion of interest on general purpose State and local debt 5,855 6,685 7,505 
Deductibility of nonbusiness State and local taxes other than on owner-

occupied homes 19,085 20,395 21,530 
Tax credit for corporations receiving income from doing business in United 

States possessions 1,120 1,200 1,285 
Interest: 

Deferral of interest on savings bonds - 2 7 0 - 8 0 50 

*$5 million or less. All estimates have been rounded to the nearest $5 million. 
1 In addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $55 million in 1981, $55 

million in 1982, and $55 million in 1983. 
2 The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1981, $1,320 million; 1982, 

$1,255 million; 1983, $1,180 million. 
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PROVISIONS PREVIOUSLY DESIGNATED " T A X EXPENDITURES" 

Table G-3, which follows, shows "revenue loss" estimates for 
current provisions of the Internal Revenue Code that were desig-
nated as involving "tax expenditures" in last year's budget, but 
which should be considered part of the reference tax structure 
rather than as special exceptions to it. 

Table G-3. REVENUE LOSS ESTIMATES OF PROVISIONS PREVIOUSLY DESIGNATED "TAX 
EXPENDITURES" 
(In millions of dollars) 

Description 
Fiscal years 

Description 
1981 1982 1983 

International affairs: 
Deferral of income of controlled foreign corporations 480 520 560 

Natural resources and environment: 
Exclusion of payments in aid of construction of water, sewage, gas and 

electric utilities 35 30 45 
Agriculture: 

Deductibility of noncash patronage dividends and certain other items of 
cooperatives 525 545 560 

Exclusion of certain cost-sharing payments 70 60 50 
Commerce and housing credit: 

Reduced rate? on the first $100,000 of corporate income 6,555 5,680 6,280 
Education, training, employment, and social services: 

Exclusion of scholarship and fellowship income 450 465 415 
Income security: 

Exclusion of public assistance benefits 450 445 430 
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TAX EXPENDITURES 

The Congressional Budget Act of 1974 (Public Law 93-344) re-
quires a listing of a "tax expenditures" in the Budget. The act 
defines "tax expenditures'' as "revenue losses attributable to provi-
sions of the Federal tax laws which allow a special exclusion, 
exemption, or deduction from gross income or which provide a 
special credit, a preferential rate of tax or a deferral of liability." 

The definition of tax expenditures used in this analysis is based 
on the distinction between the "normal" or "reference" provisions 
of the tax structure needed to make the tax operational, and the 
"special" provisions that are exceptions to the reference tax provi-
sions. Such exceptions are designed to further other objectives, 
such as health care, export promotion, or employment of the handi-
capped. Their operation is, therefore, comparable to outlay pro-
grams, such as milk price supports and rent subsidies that also 
provide a subsidy to particular activities. For this reason, the ex-
pressions "tax subsidies" and "tax expenditures" are often used 
synonymously. Because the term "tax subsidies" is somewhat more 
descriptive than "tax expenditures," the former will be used in the 
remainder of this analysis. 

The reference tax provisions are those which deal with the basic 
structural features of the Federal income tax. These features in-
clude such concepts as the definition of income subject to tax; 
taxable units and their threshold levels of taxability; the relation-
ship between the taxation of corporations and their shareholders; 
the tax rate schedules; the basic tax accounting rules; the treat-
ment of international transactions; and the system of tax adminis-
tration. All of these structural features must be dealt with in some 
manner in order to have an operational income tax. In contrast to 
such reference provisions, it would be possible to have a fully 
operational income tax that did not contain any of the special 
provisions that give rise to tax subsidies. 

While the distinction between the reference and special provi-
sions of the Code may be clear as general concepts, there are 
numerous difficulties encountered when applying these concepts to 
obtain an actual list of tax subsidies. The inclusion of wages in the 
tax base is a clear example of a reference tax provision; the exclu-
sion of fringe benefits is due to special provisions, and therefore 
clearly constitutes a tax subsidy. On the other hand, a less clear 

G-1 
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example is provided by the capital gains provisions, which apply to 
a broad class of transactions and taxpayers, but are exceptions to 
the general rules governing taxation of income from all other 
sources. As explained more fully below, the capital gains provisions 
are considered a tax subsidy. 

ALTERNATIVE DEFINITIONS OF T A X EXPENDITURES 

While the current income tax is a useful reference standard, it is 
not the only one that might be used. Some analysts would prefer 
using a "pure income tax" under which the tax base is equal to an 
individual's consumption plus the change in his net worth during a 
year. Other analysts would prefer to use income used for consump-
tion as the reference tax base for measuring tax subsidies. In this 
latter view, income that is saved would not be taxed. 

If the current tax system is compared with a pure income tax for 
purposes of identifying tax expenditures, the list of tax expendi-
tures would be quite different from the list presented in table G- l . 
For example, the following would be considered tax expenditures if 
the reference system were a pure income tax: 

(1) the accelerated cost recovery system (ACRS); 
(2) the exemption of tax on the imputed income from housing; 
(3) the lack of inflation indexation of capital gains, taxation of 

capital gains only upon realization and the 60-percent exclu-
sion of long-term capital gains; and 

(4) the double taxation of corporate dividends. 
The first of these would be a tax expenditure because a pure 

income tax would allow as a deduction only the economic depreci-
ation on an asset—i.e., the true reduction in the value of the asset. 
ACRS is a system designed to provide more rapid depreciation than 
true economic depreciation. 

The second of these, the exemption of the imputed income from 
housing, arises from the fact that owner-occupied housing provides 
income in kind to the owner. A house is a capital asset. The 
difference between a house and a corporate bond is that the return 
on the house is in the form of free rent whereas the return on the 
corporate bond is in the form of cash. Nonetheless, both assets 
return income and under a pure income tax, that income would be 
taxed in the same manner. Thus, the value of the free rental 
services provided by an owner-occupied home would be included in 
a pure income tax base. However, a deduction for mortgage inter-
est payments (indexed for inflation) would be allowed just as there 
is a deduction for investment interest when one borrows money to 
invest in a corporate bond. If the reference tax is a pure income 
tax, the mortgage interest deduction would not be treated as a tax 
expenditure. Instead, there would be a tax expenditure based on 
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the exemption of the imputed rent from the owner-occupied home, 
adjusted for depreciation. 

The case of capital gains is quite complicated. Under a pure 
income tax, real accrued capital gains, i.e., accrued capital gains 
adjusted for a purely inflationary rise in the value of an asset, 
would be taxed just as any other income. Thus current law, when 
compared to a pure income tax, has three tax expenditures with 
regard to long-term capital gains. The first is that these gains are 
not indexed. This is a negative tax expenditure, i.e., it may cause a 
higher tax liability that would occur under a pure income tax. 
Offsetting this, however, is the 60-percent exclusion of long-term 
capital gains from adjusted gross income. This is the usual positive 
tax expenditure resulting in lower tax liability. Finally, capital 
gains are taxed only when realized, not as they accrue. 

Under a pure income tax, all income would be taxed only once to 
the recipient. Consequently, the double taxation of the corporation 
income, when compared to a pure income tax, is a negative tax 
expenditure. It may raise the tax liability above that which would 
apply under a pure income tax. 

If a tax on income used for consumption were used as the refer-
ence point, the list of tax expenditures is different from that which 
would result from a pure income tax and from that which would 
result from use of the normal provisions of the tax code as the 
reference structure. The following provisions of current law would 
be treated as tax expenditures if a pure consumed income tax were 
used as the reference point: 

(1) the nondeductibility of saving other than saving contributed 
to individual retirement accounts and Keogh plans; 

(2) the nontaxability of borrowing used for consumption; and 
(3) the nontaxability of bequests consumed by recipients. 
Under a consumed income tax, income that is saved would be 

deducted from the tax base. Consequently, except for contributions 
to IRA plans and pension plans, the nondeductibility of saving 
under current law would constitute a negative tax expenditure. 

Just as saving would be deducted from the tax base, borrowing 
would be included in the tax base to the extent it is used for 
consumption. If an individual borrows $1,000 in a year and uses 
that $1,000 to increase consumption, a tax that is based on con-
sumption would include that $1,000 in the tax base. Current law 
has no such provision and thus the absence of a tax on borrowing, 
if a consumed income tax were used as a reference point, would 
constitute a positive tax expenditure. 

Since a consumed income tax would allow accumulations of 
wealth to be deductible because they are not consumption, the 
corresponding treatment of consumption out of wealth requires 
that such consumption be included in the tax base. Thus, an indi-
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vidual who inherits wealth and consumes it over his lifetime would 
have to include the bequest in his tax base. For example, if a 
person inherited $1 million and proceeded to spend $150,000 a year 
and, in doing so, reduced the principal amount, all of the $150,000 
a year of consumption would be taxable. Under current law, con-
sumption of wealth does not enter the tax base. Therefore, when 
current law is compared with a consumed income tax, a positive 
tax expenditure results from exclusion of spending out of inherited 
wealth. 

While there are valid arguments in favor of identifying and 
measuring tax expenditures relative to a pure income tax or a 
consumed income tax, the existing Federal income tax is the best 
practical alternative available now for listing and computing the 
amounts of existing tax subsidies. Consequently, the remainder of 
this analysis is based on existing law. 

THE RELATIONSHIP BETWEEN T A X SUBSIDIES AND OUTLAYS 

Tax subsidies often have objectives similar to government pro-
grams funded through direct appropriations. There are numerous 
examples of this. Direct expenditures and tax subsidies both reduce 
the cost of ships; direct interest' subsidies and the issuance of tax-
exempt bonds both result in lower financing costs for eligible issu-
ers of mortgage bonds and businesses. Similarly, State and local 
governments benefit both from direct grant programs and from the 
ability to borrow funds at tax-exempt rates. Individuals benefit 
both from direct medicare payments and from the deductibility of 
medical expenses for income tax purposes. And individuals also 
benefit from social security payments as well as the exemption of 
these payments from income tax. 

This special analysis contains quantitative estimates of tax subsi-
dies that can be used in conjunction with the consideration of 
direct budget outlays. Like the listing of comparable direct oulays, 
the listing of specific tax items implies neither approval nor disap-
proval of the special provisions of the tax system that authorize 
them. Neither does it imply that only the special provisions are 
worthy of analysis. Many features of the normal tax structure such 
as the rates, exemption levels, and basic accounting rules, have 
major effects upon the level and composition of economic activity 
and the distribution of income. Thus, it is important that both the 
reference tax structure and exceptions that provide tax subsidies 
be subject to periodic analysis and review. 

The Internal Revenue Code contains provisions relating to indi-
vidual income, corporate income, estate and gift, excise, and em-
ployment taxes—all of which include special provisions that pro-
vide subsidies. Nevertheless, this analysis deals only with devi-

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

1984



SPECIAL ANALYSIS F F- 55 

ations from the reference structure in the taxation of individual 
and corporate income. 

DEFINING TAX SUBSIDIES 

For a provision to involve a tax subsidy, two conditions are 
necessary: 

—The provision must be "special" in that it applies to a narrow 
class of transactions or taxpayers; and 

—There must be a "general" provision to which the "special" 
provision is a clear exception. 

If these two conditions are satisfied, the special tax provision 
clearly has the characteristics of a direct outlay program—a pro-
gram objective and a method of reimbursing program costs. Some 
examples will illustrate the application of these conditions to spe-
cific provisions of the Federal incomp tax. 

Under the general provisions of the income tax, interest received 
from any source is includable in income subject to tax. However, a 
special provision allows interest on obligations of State and local 
governments to be excluded from taxable income. The exclusion is 
therefore considered a tax subsidy. A second example is the allow-
ance of deductions for homeowners' mortgage interest and property 
tax payments. Under the general provisions of the Code, deductions 
are not allowed for any expenses allocable to income that is exempt 
from tax. However, the income from homeownership, that is, the 
(imputed) gross rental value of owner-occupied housing, is exempt 
from tax under the reference income tax rule requiring "realiza-
tion." The special provisions that allow homeowners to reduce their 
housing costs by deducting mortgage interest and property taxes 
are, therefore, considered tax subsidies. 

More difficult definitional issues are raised by the capital gains 
provisions. These provisions apply to a very broad class of transac-
tions and taxpayers, and they constitute the basic provisions gov-
erning the taxation of gains from the sale of capital assets held 
more than one year. On these grounds it could be argued that the 
capital gains provisions do not involve a tax subsidy. However, 
under the capital gains provisions of the Code, income from the 
sale of capital assets held more than one year is taxed in a differ-
ent manner than income from any other source. Because the refer-
ence provisions for taxing income without regard to source are 
more general than the capital gains provisions, capital gains are 
retained on the list of tax subsidies. 

A further illustration of the definition of tax subsidies is pro-
vided by the Accelerated Cost Recovery System (ACRS) provisions 
enacted in the Economic Recovery Tax Act of 1981. Any income tax 
requires a set of rules for determining how the cost of depreciable 
assets is recovered. The ACRS provisions now constitute the gener-
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al income tax rules for that purpose. To see this, one need only ask: 
"If ACRS is 'special,' what is the 'general' tax accounting rule to 
which ACRS is an exception?" The ACRS provisions are clearly a 
divergence from any measure of economic income, but this is not a 
criterion for designating a tax subsidy. 

Because they set forth general rules, the ACRS provisions do not 
appear in table G-l . They are, nevertheless, very important provi-
sions of the reference tax structure, both because of their sizable 
revenue cost as compared with prior law ($10.6 billion in 1982, 
$16.7 billion in 1983, and $25.6 billion in 1984) and because of their 
importance as investment incentives. 

The treatment of ACRS may be contrasted with that of the 
investment tax credit, which has very similar economic effects. The 
investment credit is considered a tax subsidy because, unlike 
ACRS, it does not deal with one of the basic structural elements of 
the income tax. 

Several other issues relating to the distinction between the refer-
ence structure of the income tax and tax subsidy provisions are 
discussed below. 

• Threshold income levels for tax liability.—The reference 
structure includes those Code provisions that determine 
threshold levels of income below which no tax liability is 
imposed upon different types and sizes of taxpaying units. 
These levels have been affected by legislated changes in the 
dollar amounts allowed for personal exemptions and the 
standard deduction in recent years. However, the additional 
personal exemptions for taxpayers age 65 and over and for 
the blind result in tax subsidies because they are special 
provisions directed at demographic groups in special circum-
stances. 

• The progressive rate schedules.—The progressive rate sched-
ules for the individual and corporate income taxes are a part 
of the reference tax structure, as would be proportional or 
even regressive rate schedules. Tax subsidies do not result 
because some income is taxed at lower rates than other 
income. The income averaging provision of the Code for indi-
viduals is also part of the reference structure. 

• Separate rate schedules for single and married taxpayers, mar-
ried taxpayers filing separately, and heads of households.— 
Existing provisions regarding the definition of taxpaying 
units and the separate rate schedules for different kinds of 
taxpayers are considered part of the reference tax structure. 
The tax subsidy concept is not characterized by any specific 
set of rate schedules applicable to particular kinds of tax 
filing units. Similarly, the deduction for second earners, en-
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acted in the Economic Recovery Tax Act of 1981, is part of the 
reference tax structure. 

• Forms of business organization.—The tax law recognizes dif-
ferent forms of business organizations, including corporations, 
partnerships and Subchapter S Corporations, and individual 
proprietorships. Generally, provisions of the tax law that ac-
commodate different forms of business organization do not 
result in tax subsidies so long as income is subject to tax at 
either the corporate or the individual level. 

• Treatment of individuals and corporations as separate taxpay-
ing entities.—The separate taxation of individuals and corpo-
rate entities is considered part of the reference tax structure. 

• Deduction of business expenses.—The deduction of business 
expenses is necessary to determine taxable income under the 
reference rules of the tax code. Tax subsidies, therefore, do 
not result from deductions for "ordinary and necessary" busi-
ness expenses. No attempt is made in this analysis to deter-
mine whether certain expenses such as those for entertain-
ment and meals not only should reduce the taxable income of 
employers, but should also be included in the taxable income 
of the employees receiving such in-kind benefits. 

• Foreign tax credits.—The reference structure of the income 
tax includes tax credits for foreign income taxes paid; this 
prevents the double taxation of income earned abroad. 

No estimates are made in this analysis for "negative tax subsi-
dies" or tax penalties—that is, exceptions to the reference tax 
structure that result in increased tax liabilities for certain groups 
of taxpayers to discourage specified kinds of activities. At present, 
there are only a few such provisions. One example is the deduct-
ibility of gambling losses in excess of gambling gains only when 
gambling is engaged in for profit. Also, under the Tax Reform Act 
of 1976, deductions for the costs associated with the demolition of 
certain historic buildings were disallowed, and the credit for for-
eign taxes paid was denied taxpayers who cooperate with, or par-
ticipate in, an international boycott. 

MEASURING TAX SUBSIDIES 

Accounting for budget outlays on a functional or programmatic 
basis, as in part 5 of the Budget, provides measures of the extent to 
which the Federal Government influences the allocation of re-
sources in the economy and for what purposes. The functional 
purposes may be broadly divided into: (1) the provision of public 
goods and services; (2) the provision of subsidies; and (3) the pay-
ment of transfers. Budget outlays for public goods and services 
such as national defense and administration of justice, are used to 
acquire labor and capital services directly used in the production of 
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such goods. Subsidies, such as those for school lunches and to 
encourage the use of U.S. flag shipping, are intended to reduce 
market prices below the cost of resources used to produce them. 
Transfers, such as aid to families with dependent children and 
revenue sharing, are intended to provide a level of income to 
recipients they otherwise could not achieve. 

Government receipts and outlays "reallocate resources" because 
they change the composition of GNP from what it would be in 
their absence. The decisions to provide public goods and services, to 
subsidize certain prices (and hence outputs), and to make transfers 
result in producing a menu of goods and services different from 
what otherwise would be produced. This occurs because control 
over resources is moved from the private sector to the public sector 
either by taxation or by borrowing. Functional budget outlay fig-
ures, then, provide a basis for evaluating programs, and their total 
serves as an index of the size of Government. The amount of 
outlays measures the resource cost to the Federal Government of 
accomplishing the program objective. Since GNP is a (gross) meas-
ure of the market value of goods and services, the ratio of total 
budget outlays to GNP is commonly used as an indicator of the size 
of Government relative to the private economy. 

When functional budget outlay figures are used to aid in evaluat-
ing specific programs, it is essential that the outlay figures be both 
consistent and comprehensive measures of resource costs. In this 
regard, it is important that resource costs represent the pre-tax 
price of resources. The market value of all goods and services 
summarized in GNP not ony includes the effects of indirect taxes 
(sales and property taxes) on market prices, but also the before-tax 
incomes of suppliers of labor (wages) and capital (rent, interest, and 
profit). Consistency of budget outlay figures requires that such 
amounts also be stated in pre-tax magnitudes. Generally, budget 
outlays for the purchase of goods and services used in the provision 
of public goods are gross of taxes; the payments to vendors and 
Government employees are gross income to the sellers out of which 
taxes will be paid as determined by the reference tax law in effect. 
Similarly, subsidy outlays in the budget generally enter the gross 
incomes of sellers of subsidized goods and services, along with the 
remainder of the sales proceeds realized by sellers as payment by 
private purchasers of the subsidized goods. 

In some instances budget outlays for goods and services or subsi-
dies are exempted from tax by a special tax provision. When this 
occurs, the outlay figure understates the resource cost of the pro-
gram of which it is a part and is, therefore, not comparable with 
other outlay amounts. For example, the budget outlays for certain 
housing and meal allowances of military personnel are not includa-
ble in their incomes and therefore understate the cost of this 
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National Defense budget element. If this form of compensation 
were treated under the generally applicable reference tax rule as 
income taxable to the employee, the Defense Department would 
have to make larger cash payments to its military personnel to 
leave them as well-off after-tax and as they are now with nontaxa-
ble allowances. Only when the existing tax subsidy is added to the 
tax-exempt budget outlay, is this element of National Defense ex-
penditure comparable with other defense outlays. 

Resource reallocation results from subsidies and transfers as 
much as by special exceptions to reference tax law rules or the 
expenditure of funds. Just as U.S. flag shipping is encouraged by 
outlays authorized by the Congress, such shipping is also encour-
aged by special income tax provisions designed to reduce ship-
owners' cost of acquiring ships. A review of water transportation 
programs would therefore be incomplete if no accounting were 
made of shipping subsidies implemented through the tax system. 
Similarly, a Federal budget accounting of aid provided to States 
and to local governments would be incomplete if it did not include 
amounts provided through tax exemption of interest received by 
holders of bonds issued by State and local governments. Any total 
of Federal Government expenditures that omits such tax subsidies 
does not provide a comprehensive accounting of the resources real-
located by Federal Government fiscal measures. 

The estimates of tax subsidies in table G-1 have been prepared 
to conform to the objectives of functional budget accounting for 
outlays. Thus, table G-1 figures are estimated as outlay equiv-
alents, the magnitudes of which are consistent with direct budget 
outlays. The estimated tax subsidy is therefore equal to the direct 
expenditure of funds that would be required to accomplish the 
same objective. The entries should be viewed as amounts that 
should be added to functional budget outlays and restored to 
budget receipts to provide a consistent and comprehensive display 
of the resource reallocations produced by Federal fiscal measures. 

The basic difference between the outlay equivalent and previous 
revenue loss estimates is that these estimates reflect the fact that 
payments would be subject to tax under the reference tax rules. 
The following examples will clarify the difference in estimating 
technique for major classes of tax subsidies. 

1. Government outlays that are exempt from tax.—Certain hous-
ing and meal allowances for military personnel are not included in 
the pre-tax incomes of military personnel. The conventional "reve-
nue loss" estimate for this item computes the tax that would be 
paid by military personnel if these payments had been taxable. By 
contrast, the outlay equivalent recognizes that the intent of this 
personnel policy is to attract and retain the existing military force 
and that the equivalent taxable pay under the reference tax law 
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would therefore have to be sufficient to yield them an after-tax 
(disposable) income large enough to permit the same housing and 
meal expenditures they now enjoy. Since virtually all military 
personnel have otherwise taxable incomes, the outlay equivalent 
estimate exceeds the revenue loss estimate. Thus, the tax subsidy 
estimate is now measured in a consistent manner with other De-
fense Department outlays. 

2. Subsidies to reduce market prices.—The new incremental re-
search and development (R&D) credit provides a subsidy for indus-
trial R&D. A firm qualifying for the credit is not required to 
include the credit in computing its taxable income, as it would if it 
were to recieve such funds as a cash payment from the Govern-
ment. The expenditure equivalent of the incremental R&D tax 
credit is estimated as the amount of subsidy that would have to be 
paid to firms for their qualified R&D expenditures and that would 
reduce their costs as much as the tax credit. Again, this estimate of 
the R&D tax credit expenditure equivalent is larger than the reve-
nue loss amount. 

Other tax subsidies that have the effect of reducing market 
prices are paid by reducing the tax payments of the purchaser. For 
example, the personal deduction allowed for medical insurance 
obviously reduces the cost of medical insurance to its purchasers. 
Under the reference tax rules, this deduction is unrelated to the 
computation of individuals' (purchasers') taxable income. Further, 
the full expenditure of the insured taxpayer enters the taxable 
incomes of medical practitioners and others whose fees are covered 
by the insurance. The expenditure equivalent of this subsidy is 
therefore simply the reduction in tax payments of purchasers re-
sulting from the preferential deduction. The present tax subsidy 
estimate for this item is therefore made in the same manner as the 
revenue loss estimate. 

3. Capital subsidies.—The Government may subsidize the acquisi-
tion of capital in the private sector in either of two ways. It might 
provide capital grants with respect to the acquisition of specified 
classes of assets, or it might provide preferential loans to entities 
acquiring particular assets. The investment tax credit for machin-
ery and equipment is an example of a capital grant, similar to 
construction subsidies paid shipowners who have ships built in U.S. 
shipyards, or the furnishing of equipment to Government contrac-
tors. 

In general, the beneficiary of a capital grant is not considered to 
have contributed to the cost of the asset for tax purposes. The asset 
is shown on the beneficiary's books at its net private cost. Thus, 
depreciation of only the cost net of the subsidy is recovered. How-
ever, in the case of the investment tax credit, the private firm has 
been allowed cost recovery deductions for the entire cost of credited 
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assets. Under the outlay equivalent computation, this additional 
cost recovery is accounted for as an addition to the initial grant 
(tax credit) to derive the expenditure equivalent. Beginning in Jan-
uary 1983, this grant will be reduced by half the amount of the 
investment tax credit because the Tax Equity and Fiscal Responsi-
bility Act of 1982 (TEFRA) provides for a partial basis adjustment 
for assets eligible for the investment tax credit. 

Tax deferrals resulting from special accelerated capital cost re-
covery allowances are a form of Government lending. For example, 
under the reference tax rules, investments for the discovery and 
development of mineral deposits would be capitalized when in-
curred and recovered as depletion allowances as production takes 
place from the deposits. Under special tax rules, however, these 
investment expenditures are recovered as deductions when made, 
reducing taxes when the investment is made, and increasing taxes 
in later years. The deferral of tax, as compared with the tax 
stream that would have occurred under reference tax rules, is an 
interest-free loan. The expenditure equivalent of tax deferrals 
shown in table G - l is comparable to the treatment of net lending 
in the outlay section of the budget. Only net new lending (defer-
rals) is accounted for; the subsidy element attributable to a zero 
interest rate on the deferral is not. 

The tax subsidy estimates reported in table G - l were prepared 
by the Treasury Department and are based upon income tax law 
enacted as of December 31, 1982. The estimates show the expendi-
ture equivalent of each special tax provision by fiscal year. Esti-
mates of the tax subsidies resulting from the exclusion of Federal 
Government payments to individuals from taxable income, are 
based on estimates of payments shown elsewhere in the budget. 

The estimating procedure for tax subsidies uses the same implicit 
assumption that governs estimates of out-year budget outlays; viz, 
that the existing tax structure and all other institutional determi-
nants of resource costs are given. It is also assumed that aggregate 
output and incomes remain at levels that 1984 budget estimates 
are based upon. 

The tax subsidy estimates presented in this Special Analysis, 
including those computed on a "revenue loss" basis as shown in 
table G-2, are not estimates of the increase in Federal receipts that 
would accompany the repeal of the special provisions that give rise 
to the tax subsidies. There are several reasons for these differences. 

Tax subsidy estimates are based on the actual level of tax-subsi-
dized activities; in some instances the level of these activities would 
be expected to change dramatically if the tax subsidy were re-
moved. Because of these behavioral changes, the revenue gain from 
repeal of a provision may be much lower than the tax subsidy 
figure. For example, realizations of capital gains could be expected 
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to drop if such gains were subject to tax at ordinary rates. Another 
example would be the response to the taxation of a particular 
employee fringe benefit such as employer-paid medical insurance 
premiums that is currently untaxed. The expected response would 
be a decrease in the amount of employer-paid medical premiums, 
and a possible increase in the amount of other fringe benefits, such 
as employers' pension contributions and educational assistance. 
Note that there would be analogous behavioral responses if many 
direct outlay programs were eliminated or curtailed. For example, 
the removal of a price support for a particular agricultural com-
modity could be expected to lead to higher production of other 
price-supported commodities. In such cases, the net reduction in 
budget outlays would be less than the savings from the eliminated 
(or curtailed) program. 

A second reason for the difference between revenue loss and tax 
subsidy estimates is the effect that repeal would have on the aggre-
gate level of income and economic growth. For example, all re-
ceipts as well as expenditure figures in the budget are based on 
projections of income and growth which assume the investment tax 
credit, as currently enacted, will continue. If, however, the invest-
ment credit were repealed (or curtailed) without being replaced by 
a comparable investment incentive, the current projections of 
income and growth would have to be revised. Consistent with these 
revisions, receipts and expenditure projections would also have to 
be changed. The estimated net effect of repeal of the investment 
tax credit on receipts, therefore, would not be equivalent to the tax 
subsidy. 

As is the case with estimates of proposed changes in tax law, tax 
subsidy estimates are computed on a "cash-flow" basis. However, 
for purposes of the present analysis, the estimates show the differ-
ence between tax subsidies under current law and tax subsidies 
under the assumption that a law without the particular tax subsi-
dy provision had always been in effect. These figures, therefore, 
generally show larger amounts than would be saved in the first 
years of transition to a tax law without the special provisions. The 
estimates take into account any changes scheduled under existing 
law, such as the phasing in or out of specific provisions. 

Tax subsidy estimates cannot simply be added together to obtain 
totals for functional areas or to obtain a grand total. Adding tax 
subsidy amounts produces inaccurate totals because certain tax 
subsidies affect the value of other tax subsidies. In some cases, the 
reduction in tax subsidies from the simultaneous deletion of two 
tax provisions items would be greater than the sum of the reduc-
tions from the separate deletion of the two items. For example, if 
interest income from State and local government bonds were made 
taxable and capital gains on home sales were not deferred, more 
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individuals would be pushed into higher tax brackets than if just 
one of these sources of income was treated under the normal rules 
of the tax code. The combined reduction in tax subsidies would be 
greater than the sum of the two separate effects. 

In other cases, the combined reduction in tax subsidies from the 
deletion of two items would be smaller than the sum of the reduc-
tions considered separately. For example, if the deductibility of 
mortgage interest payments and homeowner property taxes were 
both repealed and the zero bracket amount (standard deduction) 
were left unchanged, more individuals who now itemize their de-
ductions would opt for the zero bracket amount than if only one 
preference were repealed. The reduction in tax subsidies from si-
multaneously repealing both preferences would therefore be lower 
than the sum of the two estimates obtained from repealing each 
one separately. 

In general, eliminating several itemized deductions at one time 
would reduce tax subsidies by less than the sum of the reductions 
measured by eliminating each item separately. This occurs because 
more taxpayers would use the zero bracket amount. Conversely, 
simultaneously eliminating many items that are exclusions from 
adjusted gross income would reduce tax subsidies by more than the 
sum of the individual reductions because more taxpayers would be 
pushed into higher tax brackets. 

Aside from these interaction effects, resources allocated to public 
purposes would not necessarily be reduced by the total amount of a 
group of tax subsidies if all the tax subsidy provisions in that group 
were removed. Tax subsidies and other tax provisions have fre-
quently been changed together or viewed as substitutes for one 
another. Furthermore, a direct outlay might be substituted for a 
tax subsidy. Thus, aggregating tax subsidies that took interactions 
into account would simply indicate the total resources available for 
some combination of cutting tax rates, increasing outlays, and 
reducing the deficit. If a group of tax subsidy provisions were 
removed, the overall effects on budget receipts and on resource 
allocation and income distribution in the economy therefore 
depend on the particular decisions made as to which changes in tax 
rates and outlays—out of a limitless number of alternatives—were 
used to compensate for their removal. 

Finally, although personal and corporation income tax returns 
continue to be the basic sources of data from which tax subsidy 
estimates have been derived, estimates are not separately reported 
for individuals and corporations. This is consistent with the treat-
ment of outlays which are reported by function or by Agency (with 
fiscal responsibility), not by whether the payee is a person or a 
corporation. 
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T A X SUBSIDIES BY FUNCTION 

Estimates of tax subsidies for 1982-84 are grouped together by 
functional category in table G-1. Each tax subsidy has been classi-
fied in the functional category used for budget outlays into which it 
most closely fits. Significant changes effected by provisions of the 
Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) are 
noted within each category. 

National defense.—The housing and meals provided military per-
sonnel, either in cash or in kind, are excluded from income subject 
to tax. Most of the disability related military pension income re-
ceived by current retirees is also excluded. 

International affairs.—A U.S. citizen or resident alien who is a 
resident of a foreign country or who is present in one or more 
foreign countries for a prescribed period is allowed special tax 
relief on his foreign earnings. Beginning in 1982, the prescribed 
period for physical presence abroad is 11 out of 12 months. 

Beginning in 1982, the special deductions and exclusions former-
ly allowed taxpayers living abroad no longer apply. Instead, eligible 
taxpayers in 1982 may exclude $75,000 per year of foreign earned 
income and may exclude or deduct reasonable housing costs in 
excess of one-sixth of the salary of a civil servant at grade GS-14, 
step 1. The $75,000 exclusion increased to $80,000 in 1983 and 
continues to rise by increments of $5,000 per year until it reaches 
$95,000 in 1986. These provisions do not apply to persons who are 
employed by the U.S. Government; however, they do apply to per-
sons who are not U.S. Government employees but who are paid 
from public funds. The tax-exempt status of certain allowances 
received by Federal employees working abroad also results in tax 
subsidies. 

The profits of a domestic international sales corporation (DISC) 
are not taxed to the DISC, but, instead, are taxed to the sharehold-
ers (usually parent corporations) when distributed or deemed dis-
tributed to them. For DISC's with more than $150,000 in otherwise 
taxable income, the deemed distribution equals all income attribut-
able to base period exports plus 50% of income attributable to 
exports in excess of the base period exports. Beginning in 1983 the 
deemed distribution to corporate shareholders increases to 57.5% of 
taxable income. Base period exports equal 67% of average annual 
exports during an earlier 4-year base period. For DISC's with less 
than $100,000 in otherwise taxable income, the deemed distribution 
for years beginning in 1983 equals 57.5% of total income. The base-
period rule is phased-in for DISC's with taxable income between 
$100,000 and $150,000. 
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Prior to enactment of TEFRA, a taxpayer computed the foreign 
tax credit limitation separately for foreign oil-related income to 
prevent the use of foreign taxes paid on oil-related income to offset 
U.S. tax on other income, and vice versa. Creditable foreign taxes 
cannot exceed 46% of foreign extraction income, and an unlimited 
foreign tax credit carryover or carryback was provided for use 
against taxes on foreign extraction income. However, if the extrac-
tion activities and sales of extraction assets resulted in a net loss in 
any country, the amount of the loss was excluded from the compu-
tation of worldwide foreign oil extraction income for the year. As a 
result, foreign taxes on extraction income had been used to offset 
U.S. tax on foreign source nonextraction income. In order to 
remove this unintended tax benefit, under TEFRA the per-country 
extraction loss rule for taxable years after 1982 was repealed. Thus, 
starting in 1983, a net loss in one country resulting from extraction 
activities will reduce the amount of foreign oil-related income and 
correspondingly reduce the amount of the foreign tax credit availa-
ble. 

General science, space, and technology.—Research and develop-
ment expenditures are intended to result in new products or proc-
esses, cost reductions, or other effects whose benefits will in nearly 
all cases continue into the future. Businesses may deduct all re-
search and development expenditures, however, in the year when 
they are incurred rather than amortize them over several years. 
The Economic Recovery Tax Act of 1981 added a credit for increas-
ing research activities. The credit is equal to 25% of the increase in 
research expenditures over average expenditures in a base period. 
For 1983 and subsequent years, the base period is the preceding 3 
years. The credit expires in 1985. 

Energy.—Certain capital costs necessary to discover and develop 
certain fuel mineral properties may be deducted as current ex-
penses rather than amortized 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 develop-
ing other mineral deposits, such as expenditures for mine shafts, 
tunnels and stripping. Intangible drilling costs for oil and gas wells 
are a preference item for purposes of the individual's minimum tax 
to the extent that such costs exceed either cost depletion or 10-year 
amortization. However, they may exclude intangible drilling costs 
from their minimum tax base to the extent that the deductions did 
not exceed oil and gas income. The same rules apply to intangible 
drilling costs of geothermal wells. 

Prior to TEFRA there were two minimum taxes; the "add-on 
tax" and the "alternative tax." The add-on minimum tax was 
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repealed in 1982, but intangible drilling costs are still a preference 
item for computing an individual's alternative minimum tax. 

Extractive industries generally use percentage depletion rather 
than cost depletion. Under cost depletion, actual outlays, to the 
extent not immediately recovered through expensing of exploration 
and discovery and development costs, may be deducted over the 
productive life of the property, much as businesses may take deduc-
tions for the depreciation of other capital goods, the cost of which 
are capitalized when acquired. Unlike depreciation, however, per-
centage depletion is not limited to the cost of the investment. 
Under percentage depletion, taxpayers may deduct a percentage of 
gross income from mineral production at rates ranging from 22% 
for oil and gas and certain other minerals to 5%; however, the 
deduction is limited to 50% of net income from the property or 
65% of taxable income in the case of oil and gas. Percentage 
depletion for oil and natural gas is available only to limited quanti-
ties of output of independent oil and gas producers and royalty 
owners. In addition, the percentage depletion rate for oil and gas is 
being phased out from 22% in 1980 to 15% in 1984 and thereafter. 
Production from geothermal deposits is eligible for percentage de-
pletion at the same rate as for oil and gas, but with no limit on 
output and no limitation with respect to qualified producers. In 
lieu of percentage depletion, royalties from coal deposits are treat-
ed as capital gains rather than ordinary income. 

A variety of tax incentives stimulate energy conservation and 
encourage conversion to energy sources other than oil or natural 
gas. Individuals may take a 15% income tax credit for home insula-
tion and other energy-conserving components up to a maximum 
credit of $300. A credit of 40% of the first $10,000 of qualifying 
expenditures is allowed for expenditures on solar and other renew-
able energy source property. The residential energy credits expire 
on December 31, 1985. 

In addition to the 10% investment tax credit for machinery and 
equipment, a credit is allowed for business investments in specified 
energy property. A 10% additional credit is allowed for biomass 
property and qualified intercity buses; an 11% additional credit is 
available for certain small-scale hydroelectric generating property; 
and a 15% additional credit is allowed for solar, wind, ocean ther-
mal and geothermal equipment. These credits also expire on De-
cember 31, 1985. 

Prior to December 31, 1982, there were also additional 10% 
credits allowed for alternative energy property (i.e., property using 
fuel other than oil or natural gas); specially defined energy proper-
ty (i.e., property used in an existing industrial, agricultural or 
commercial facility to reduce the amount of energy consumed or 
heat wasted); recycling equipment; shale oil equipment; cogenera-
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tion equipment; alumina electrolytic cells; and equipment for pro-
ducing natural gas from geopressurized brine. The additional in-
vestment credit can still be claimed for long term projects under 
these provisions if the taxpayer completed all engineering studies 
and applied for all required environmental and construction per-
mits in connection with the project prior to January 1, 1983. 

A $3 per barrel of oil-equivalent production credit is provided for 
several forms of alternative fuels, but, as a general rule, it is not 
available unless the price of oil drops below $29.50 (in 1979 dollars). 
The credit is available without this price limitation for processed 
wood fuel and steam produced from solid agricultural byproducts. 
Gasohol is exempt from 4 cents of the 9 cents per gallon Federal 
gasoline excise tax (effective April 1, 1983) and there is a corre-
sponding production income tax credit for alcohol used as a fuel in 
applications where the excise tax is not assessed. Certain small 
scale hydroelectric generating facilities owned by a governmental 
unit and facilities which produce steam or alcohol from solid waste 
may be financed with tax-exempt industrial development bonds. 

Natural resources and environment—As is true for fuel-minerals, 
certain capital costs associated with exploration and development 
of nonfuel-minerals may be expensed rather than capitalized and 
depreciated over the life of the asset. In addition, most nonfuel-
mineral extractors use percentage rather than cost depletion. 

Interest on State and local government debt issued to finance the 
pollution control facilities of private firms is excluded from income 
subject to tax. 

Beginning in 1982, ERTA made available a 25% credit for ex-
penditures to restore certain historic structures. Subsequently, 
TEFRA reduced the basis of the rehabilitation costs recoverable as 
depreciation by one-half the amount of the credit. The credit re-
places the special depreciation provisions formerly available for 
historic rehabilitation. 

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

Up to $10,000 ($5,000 for a married taxpayer filing a separate 
return) of direct costs incurred in a taxable year to forest or 
reforest a site for the commercial production of timber may be 
amortized over a 7-year period rather than capitalized and recov-
ered when the timber is cut. The $10,000 of costs are also eligible 
for the 10% investment tax credit notwithstanding the nondepre-
ciability of investments in timber stands. 

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 are for inven-
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tories held at the end of the year or for capital improvements that 
are required to be capitalized under reference income accounting. 
Capital gains treatment generally applies to the sale of livestock 
and certain other agriculture products. 

Commerce and housing credit.—This category includes a number 
of tax subsidy provisions that also affect economic activity in other 
functional categories. In general, provisions related to investment, 
such as the investment tax credit, might alternatively have been 
classified under the natural resources and environment, energy, 
agriculture, or transportation categories. 

In 1980 and 1981, an exclusion of $200 ($400 on a joint return) 
was allowed for most dividend and interest income. Effective in 
1982 the exclusion is reduced to $100 ($200 on a joint return) and 
will apply only to dividend income. 

The interest on "small issue" industrial development bonds 
issued by State and local governments to finance private business 
property is excluded from income subject to tax. In addition, inter-
est on State and local government debt issued to finance below-
market rate mortgages for owner-occupied housing is excluded 
from income subject to tax. In general, the Omnibus Budget Recon-
ciliation Act of 1980 restricts the use of mortgage subsidy bonds to 
the financing of homes purchased by first-time buyers of dwellings 
with prices below 110% of the average area purchase price and 
places a State-by-State ceiling on the annual volume of such bonds. 
While a total ban on mortgage subsidy bonds for single family 
housing becomes effective January 1, 1984, general obligation 
bonds to finance single-family housing for veterans is still allowed 
for 1984 and later years. 

TEFRA placed a reporting requirement on all private purpose 
tax-exempt bonds, except mortgage revenue bonds. Industrial de-
velopment bonds must be approved by an elected public official 
after a public hearing. Depreciable property financed by certain 
types of tax-exempt IDB's must be depreciated using the straight-
line method. Small-issue IDB's were prohibited from financing cer-
tain types of facilities, such as recreation or entertainment facili-
ties, and a sunset on their tax exemption was set for December 31, 
1986. TEFRA also liberalized the eligibility requirements for single-
family mortgage revenue bonds. 

Credit unions are exempt from Federal income taxes. Commer-
cial banks, mutual savings banks, and savings and loan associ-
ations are permitted to deduct additions to bad debt reserves in 
excess of actual loss experience and reasonable expectations as to 
future losses. Mutual savings banks and savings and loan associ-
ations may deduct 40% of income provided they maintain stipulat-
ed fractions of their assets in "qualifying assets," primarily resi-
dential mortgages. 
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Life insurance policies, other than term policies, generally con-
tain a savings element. Savings in the form of policyholder re-
serves 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 upon the death of the 
insured. 

Interest paid on consumer credit is allowed as an itemized deduc-
tion for individuals. 

Owner-occupants of homes may deduct mortgage interest and 
property taxes (but not maintenance outlays or depreciation) as 
itemized nonbusiness deductions. 

Sixty percent of net long-term gains from the sale of capital 
assets may be excluded from income. However, the excluded 60% 
of net long-term gains is treated as a preference item in computing 
the "alternative minimum tax for individuals." This tax is applica-
ble only if a taxpayer's regular income tax is less than his alterna-
tive minimum tax. Half of net long-term capital losses and 100% of 
net short-term capital losses may be offset against ordinary income 
up to a maximum deduction of $3,000 per year with an unlimited 
carryforward. Net capital gains from sales or exchanges are taxed 
at a maximum rate of 20%. This maximum rate is equal to the 
40% inclusion rate times the maximum individual rate of 50%. 

Corporations may elect a 28% alternative tax rate on capital 
gains. The tax subsidy is estimated on the assumption that these 
gains would otherwise be taxed at ordinary rates. 

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 2 years before or after the 
sale. The "adjusted sales price" is the amount realized (gross pro-
ceeds less selling expenses) minus qualified "fixing up" expenses. If 
a new house is constructed, it must be occupied within 2 years 
after the sale. 

A taxpayer who is 55 years of age or older at the time of the sale 
of his principal residence may elect to exclude up to $125,000 of 
gain from the sale. This is a once in a lifetime election. 

The gain on the sale of capital assets acquired by inheritance is 
computed as the excess of the sale price over their value at the 
time of the original owner's death, rather than as the excess over 
their value at the time of acquisition by the original owner. The 
estimate assumes that the difference in the computed gain would 
be taxed as part of the capital gain in the year of sale. 

The 10% investment tax credit is applied to the cost of qualifying 
property (generally, tangible, depreciable personal property used in 
a trade or business) in the 5-, 10-, and 15-year recovery classes 
under the Accelerated Cost Recovery System (ACRS). Assets in the 
3-year recovery class are entitled to a 6% credit. Notwithstanding 
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the reduction in cost of acquiring qualified property provided by 
the credit, taxpayers formerly were able to recover the original 
cost gross of the credit. Under the provisions of TEFRA, however, 
beginning with property placed in service in 1983, the basis of an 
asset must be reduced by one-half of the investment credit allowed 
on the asset. 

As a general rule, the credit cannot be claimed for investments 
in land or buildings or for property used abroad. The credit may be 
claimed as progress payments made on property that takes 2 or 
more years to construct. Prior to the Revenue Act of 1978, the 
maximum credit allowed against income tax liability in a taxable 
year was generally limited to $25,000 plus 50% of tax liability in 
excess of $25,000. The 1978 Act raised the excess liability percent-
age to 60% for 1979 and, through annual increments of 10 percent-
age points, to 90% by 1982. However, the percentage was scaled 
back to 85% under TEFRA. 

The 1981 Act also provided "safe harbors" for tax leases of 
business machinery and equipment. Under these leases, depreci-
ation and the investment tax credit are normally claimed by the 
lessor, although the lessee is the actual user and owner of the 
machinery or equipment. Safe-harbor leasing under TEFRA was 
repealed after 1983. For the period between July 1, 1982 and Janu-
ary 1, 1984, a restricted form of safe-harbor leasing was put into 
effect. 

The Economic Recovery Tax Act of 1981 allowed financial insti-
tutions to issue special 1-year certificates that paid tax-exempt 
interest until December 31, 1982. The interest rate on the certifi-
cates issued during any week was limited to 70% of the interest 
rate on the last 52-week Treasury bills issued in a preceding week. 
The total amount of interest that is exempt on these certificates for 
an individual is limited to $1,000 ($2,000 on a joint return). Finan-
cial institutions were required to invest at least 75% of the pro-
ceeds from these certificates in housing or agricultural loans. 

Transportation.—Certain companies that operate U.S.-flag ves-
sels receive an indefinite deferral of income taxes on that portion 
of their 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. 

The Economic Recovery Tax Act of 1981 allows State and local 
governments to issue tax-exempt obligations to finance the pur-
chase of mass commuting vehicles. 

Community and regional development.—Under certain condi-
tions, taxpayers may elect to amortize rehabilitation expenditures 
for low- and moderate-income rental housing over a 5-year period. 
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Rehabilitation expenditures may not exceed $20,000 per dwelling 
unit and must exceed $3,000 to qualify. The Economic Recovery 
Tax Act of 1981 increased the limit to $40,000 per dwelling unit if 
the rehabilitation is on units which the tenants may purchase at a 
price that limits the profit to the seller. This provision expires on 
January 1, 1984. 

The Economic Recovery Tax Act of 1981 also provides an invest-
ment tax credit for the rehabilitation of buildings that are used for 
business or productive activities (other than for residential pur-
poses). The credit is 15% of rehabilitation expenditures for build-
ings at least 30 years old and 20% for buildings at least 40 years 
old. The basis of the rehabilitation recoverable as depreciation 
must be reduced by the amount of the credit. 

Education, training, employment, and social services.—Interest 
on State and local government debt issued to finance student loans 
is excluded from income subject to tax. Taxpayers may claim per-
sonal exemptions for dependent children 19 or over who receive 
income of $1,000 or more per year if the children are full-time 
students. The student may also claim an exemption on his own 
return, thus providing a double exemption. The extra exemption 
for parents results in a tax subsidy. 

Many employers provide employee benefits that are excluded 
from employee income. The employers' costs for these benefits are 
deductible business expenses. The exclusion from an employee's 
income of the value of meals and lodgings provided by an employer 
for his own convenience is a tax subsidy, as is the exclusion, of 
housing allowances and the rental value of parsonages from the 
taxable income of ministers. An employer may set up an education-
al assistance program to provide educational benefits to his em-
ployees from January 1, 1979, through December 31, 1983. The 
program can pay for tuition, fees, books, and supplies. Amounts 
received under the program are excluded from an employee's gross 
income. Employer contributions to prepaid legal services plans and 
the value of legal services received under the plans are also ex-
cluded from employee income. 

For qualifying investment made prior to January 1, 1983, a cor-
poration may claim an additional 1% investment tax credit if an 
equivalent amount of its common stock is set aside in a employee 
stock ownership plan (ESOP). A further one-half of 1% investment 
tax credit may be claimed to the extent that additional employer 
contributions to an ESOP are matched by employee contributions. 
Under the Economic Recovery Tax Act of 1981, the tax credit for 
contributions to an ESOP is limited to a prescribed percentage of 
total compensation paid to all employees under the plan. The per-
centage is one-half of 1% in 1983 and 1984, and three-quarters of 
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1% in 1985, 1986, and 1987. The ESOP credit expires in 1987. 
Employees are generally prohibited from withdrawing their share 
of an ESOP for 7 years. 

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. Beginning in 1982 
nonitemizers may also deduct a portion of charitable contributions. 
Taxpayers whose contributions to charitable or educational organi-
zations 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 current value of the asset without taxation 
of the appreciation in value. Corporations may deduct charitable 
contributions of up to 10% of their income beginning in 1982. Tax 
subsidies resulting from the deductibility of contributions are 
shown separately here for contributions to educational and other 
institutions. Contributions to health institutions are reported under 
the health function. 

Beginning in 1982, a 30% tax credit may be claimed by married 
couples for child and dependent care expenses incurred when both 
spouses work full time or when one spouse works part time or is a 
student. The credit may also be claimed by divorced or separated 
parents who have custody of children and by single parents. Ex-
penditures up to a maximum of $2,400 for one dependent and 
$4,800 for two or more dependents are eligible for the credit. The 
credit is equal to 30% of qualified expenditures for taxpayers with 
incomes of $10,000 or less with the credit reduced by one percent-
age point for each $2,000 of income between $10,000 and $28,000. 

The targeted jobs credit allows tax credits to employers for quali-
fied wages paid to individuals certified as members of a "targeted 
group." A credit of 50% of first-year wages and 25% of second-year 
wages up to $6,000 of each employee's wages can be taken by the 
employer to offset up to 90% of his tax liability. However, the 
employer's deduction for wages is reduced by the amount of the 
credit. The targeted jobs credit was scheduled to expire at the end 
of 1982 but was extended by TEFRA until the end of 1984. Also, 
the credit was expanded to include an 85% credit for up to $3,000 
of wages paid for the summer employment of 16- and 17-year-old 
disadvantaged youth. 

Health.—Payments by employers for health insurance premiums 
and other medical expenses are deducted as business expenses by 
employers and excluded from employee income. The exclusion from 
employee income gives rise to a tax subsidy. 

Under TEFRA, for tax years beginning in 1983, the floor for 
deductible medical expenses is increased from 3 percent to 5 per-
cent of a taxpayer's adjusted gross income. In addition, the sepa-
rate deduction for one-half (up to $150) of medical insurance premi-
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um expenses is repealed. Beginning in 1984, the one percent of 
adjusted gross income floor under the deductible amount of drug 
expenditures is eliminated and only expenditures for prescription 
drugs and insulin will be deductible. 

Interest on State and local government debt issued to finance 
private, nonprofit hospital construction is excluded from income 
subject to tax. 

Contributions to nonprofit health institutions are allowed as a 
deduction for individuals and corporations. Contributions to other 
charitable institutions are discussed under the education, training, 
employment, and social services function. 

After 1982, a 50% tax credit is allowed for qualified clinical 
testing expenses of drugs to treat certain rare diseases or condi-
tions. 

Income security.—Government transfer payments to individuals, 
such as aid to families with dependent children, are generally 
excluded from taxable income. They are like gifts which are not 
taxed under the reference tax laws. Hence, these transfer pay-
ments are not considered tax subsidies. In contrast, the exclusion of 
payments associated with employment such as unemployment com-
pensation and social security benefits give rise to tax subsidies 
since labor compensation is generally subject to tax. 

If the sum of a taxpayer's adjusted gross income, unemployment 
compensation and excludable disability income is over $12,000 
($18,000 for a joint return), on or after January 1, 1982, under 
TEFRA, the lesser of his unemployment benefits or one-half of the 
amount over the $12,000 limit is taxable. 

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 taxable income of persons under the age of 65, 
who are permanently and totally disabled. For these individuals 
the exclusion is reduced dollar for dollar by adjusted gross income 
plus disability income in excess of $15,000. 

Certain contributions to pension plans by employers and 
amounts set aside by the self-employed and those not covered by an 
employer's plan are excluded from the individual's adjusted gross 
income in the year of contribution. Self-employed persons can 
make deductible contributions to their own retirement plans equal 
to 15% of their income up to a maximum of $15,000 per year. 
Employees can deduct annual contributions of $2,000 (or 100% of 
compensation, if less), or $2,250 on a joint return if one spouse has 
no compensation. The investment income earned by pension funds 
is not taxable when earned. 

Under TEFRA, there were several changes made in the overall 
limits on contributions and benefits for employees under qualified 

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

1984



F- 50 THE BUDGET FOR FISCAL YEAR 1984 

pension plans. The maximum annual addition for profit-sharing 
and other defined contribution plans was reduced from $45,475 to 
$30,000. The maximum annual retirement benefit under a defined 
benefit pension plan was reduced from $136,425 to $90,000. The 
reduction in the overall limits was accompanied by a freeze on cost-
of-living adjustments for three years. Cost-of-living adjustments 
apply again in 1986 for all plans subject to the overall limitations 
(qualified plans, Keogh plans, tax-sheltered annuities, and simpli-
fied employee pensions) based upon the social security benefit 
index formula then in effect. 

The exclusion from employee income of certain other employer 
payments, including payments for premiums of group life insur-
ance and accident and disability insurance, are listed here because 
of their relationship to income security. The exclusion of certain 
other fringe benefits is listed under the education, training, em-
ployment, and social services function. 

Additional personal exemptions of $1,000 may be taken by tax-
payers who are 65 years of age or older or blind. These additional 
exemptions may not be claimed for a taxpayer's dependents. 

The retirement credit for the elderly allows individuals who are 
65 years of age or older to take a tax credit equal to 15% of earned 
and retirement income up to $2,500 for single individuals and 
married couples filing a joint return where only one spouse is 65 
years of age or older, and up to $3,750 for joint returns where both 
spouses are 65 years of age of older. The $2,500/$3,750 base is 
reduced by one-half of the taxpayer's adjusted gross income over 
$7,500 for single individuals and $10,000 for married couples filing 
a joint return. 

Beginning in 1983, under TEFRA, nonbusiness casualty and theft 
losses will be deductible only to the extent that the total amount of 
such losses (after reduction of a $100 floor for each separate loss) 
exceeds 10% of the taxpayer's adjusted gross income. 

The earned income credit, available to low-income workers with 
minor dependents, is 10% of earned income up to $5,000 with a 
phase-out at the rate of 12.5% per dollar earned over $6,000. The 
maximum annual credit is $500. Earned income tax credits in 
excess of tax liabilities are paid to individuals. This portion of the 
credit is included in outlays while the amount that offsets tax 
liabilities is included as a tax subsidy. 

Rental housing assistance for eligible families is provided 
through State and local housing authorities. The Omnibus Budget 
Reconciliation Act of 1980 restricts the use of tax-exempt bonds for 
multifamily rental housing projects to those that include 20% (15% 
in certain targeted areas) of units for low- and moderate-income 
individuals. 
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Veterans 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.—A 50% credit may be claimed on political 
contributions up to $100 ($200 for joint returns). 

General purpose fiscal assistance.—Interest on State and local 
government debt is excluded from Federal taxation. Most of these 
bonds are owned by commercial banks and casualty and property 
insurance companies, but a substantial proportion is also held by 
individuals who receive tax-exempt income. As a result, these gov-
ernments can 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 fi-
nance certain private purpose facilities, such as hospitals or hous-
ing, is classified elsewhere. Only the effect of excluding interest on 
general purpose obligations and revenue bonds for public purposes, 
such as toll roads, is included in this function. 

The deductibility of nonbusiness State and local taxes gives indi-
rect assistance to these governments. The estimates shown here are 
primarily for the deductibility of State and local income and sales 
taxes. The deductibility of property taxes on owner-occupied homes 
is classified under commerce and housing credit. 

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

Interest.—The interest on U.S. savings bonds is not taxable until 
the bonds are redeemed, thereby deferring tax liability. 

3 8 0 - 7 0 0 0 - 8 3 - 1 6 Q L : 3 
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Table G - 1 . OUTLAY EQUIVALENT ESTIMATES FOR TAX SUBSIDIES BY FUNCTION 
(In millions of dollars) 

Description 
Fiscal years 

1982 1983 

National defense: 
Exclusion of benefits and allowances to Armed Forces personnel 
Exclusion of military disability pensions 

Total (af ter interactions) 
International affairs: 

Exclusion of income earned abroad by United States citizens 
Deferral of income of domestic international sales corporations (D ISC) 

Total (a f ter interactions) 
General science, space, and technology: 

Expensing of research and development expenditures 
Credit for increasing research activities 

Total (a f ter interactions) 
Energy: 

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

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

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

ment bonds for certain energy facilities 
Residential energy credits: 

Supply incentives 
Conservation incentives 

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

Alternative fuel production credit 
Alcohol fuel c r e d i t 1 

Energy credit for intercity buses 
Total (af ter interactions) 

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

bonds 
Tax incentives for preservation of historic structures 
Capital gains t reatment of iron ore 
Capital gains treatment of certain timber income 
Investment credit and seven-year amortization for reforestation expendi-

tures 
Total (af ter interactions) 

Agriculture: 
Expensing of certain capital outlays 
Capital gains treatment of certain income 

Total (af ter interactions) 
Commerce and housing credit: 

Dividend and interest exclusion 
Exclusion of interest on State and local industrial development bonds 
Exemption of credit union income 
Excess bad debt reserves of financial institutions 
Exclusion of interest on life insurance savings 
Deductibility of interest on consumer credit 
Deductibility of mortgage interest on owner-occupied homes 

2,890 
165 

3,055 

1,850 
2,870 
4,720 

115 
640 
830 

3,285 
45 

3,065 
600 
310 

390 
435 

250 
290 

20 
5 

10 
6,170 

85 
595 

870 
245 

40 
565 

20 
2,380 

550 
775 

1,410 

1,530 
1,795 

225 
660 

6,625 
10,900 
23,495 

2,780 
165 

2,945 

2,155 
2,565 
4,720 

-1,160 
1,060 

- 1 1 5 

1,830 
45 

2,545 
730 
275 

15 

515 
400 

240 
155 
45 

5 
15 

4,485 

90 
640 

1,020 
320 
40 

730 

30 
2,825 

570 
725 

1,375 

615 
2,250 

245 
680 

6,780 
10,710 
25,255 
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Table G - l . OUTLAY EQUIVALENT ESTIMATES FOR TAX SUBSIDIES BY FUNCTION—Continued 
(In millions of dollars) 

Description 
Fiscal years 

1982 1983 

Deductibil i ty of property tax on owner-occupied homes 
Exclusion of interest on State and local housing bonds for owner-occupied 

housing 
Capital gains (other than agriculture, t imber , iron ore and coal ) 
Deferral of capital gains on home sales 
Exclusion of capital gains on home sales for persons age 55 and over 
Carryover basis of capital gains a t death 
Investment credit , other than ESOP's, rehabil itation of structures, energy 

property, and reforestation expenditures 
Safe harbor leasing rules 
Amort izat ion of star t -up costs 
Exclusion of interest on certain savings cert i f icates 
Reinvestment of dividends in public utility stock 

Total ( a f te r interact ions) 
Transportation: 

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

transit 
Total ( a f t e r interact ions) 

Community and regional development: 
Five-year amort izat ion for housing rehabil itation 
Investment credit for rehabil i tat ion of structures (other than historic) 

Total ( a f t e r interact ions) 
Education, training, employment, and social services: 

Exclusion of interest on Sta te and local student loan bonds 
Parental personal exemption for students age 19 or over 
Exclusion of employee meals and lodging (other than mi l i ta ry ) 
Employer educational assistance 
Exclusion of contributions to prepaid legal services plans 
Investment credit for ESOPs 
Deductibil ity of chari table contributions (educat ion) 
Deductibil ity of chari table contributions, other than education and heal th. . . . 
Credit for child and dependent care expenses 
Credit for employment of AFDC recipients and public assistance recipients 

under work incentive programs 
General jobs credit 
Targeted jobs credit 

Total (a f te r interact ions) 
Health: 

Exclusion of employer contributions for medical insurance premiums and 
medical care 

Deductibil i ty of medical expenses 
Exclusion of interest on State and local hospital bonds 
Deductibil i ty of chari table contributions ( h e a l t h ) 
Tax credit for orphan drug research 

Total ( a f te r interact ions) 
Income security: 

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

Exclusion of railroad ret i rement system benefits 
Exclusion of w o r k m e n ' s compensation benefits 
Exclusion of special benefits for disabled coal miners 
Exclusion of untaxed unemployment insurance benefits 

8 , 4 0 5 

9 5 5 
2 6 , 5 9 0 

2 , 0 9 0 
7 1 0 

3 , 1 2 0 

1 9 , 2 5 5 
2,880 

1 2 5 
1 , 9 7 0 

4 0 0 
1 1 1 , 9 0 5 

2 5 

2 5 

4 5 
2 9 5 
3 3 5 

1 1 5 
1 , 0 6 5 

7 3 0 
5 5 
20 

2 , 4 5 5 
8 3 0 

7 , 5 5 0 
1 , 8 3 0 

3 0 
1 1 5 
3 6 0 

1 5 , 5 0 0 

2 2 , 5 5 5 
3 , 9 7 0 

7 3 0 
1 , 2 4 0 

2 8 , 7 7 5 

1 , 7 7 0 
1 4 , 9 4 0 

3 , 7 3 5 
7 9 0 

1 , 7 3 5 
1 8 5 

2 , 6 1 5 

8,810 

1 , 1 8 5 
2 2 , 8 6 5 

2 , 2 2 5 
7 6 5 

3 , 3 3 0 

1 7 , 1 7 0 
3 , 2 7 0 

1 9 5 
8 4 0 
5 9 0 

1 0 8 , 3 0 0 

3 5 

5 
4 0 

3 6 0 
4 2 5 

1 7 5 
9 8 5 
7 5 5 

5 5 
2 5 

2,220 
7 7 0 

7 , 0 8 5 
2,110 

3 5 
4 9 5 

1 5 , 0 5 0 

2 5 , 4 1 2 
2 , 9 5 0 

9 2 5 
1 , 1 5 5 

15 
3 0 , 7 5 5 

1 , 6 7 5 
1 5 , 7 6 5 

3 , 7 6 5 
7 8 0 

1 , 8 7 5 
1 7 0 

3 , 3 3 0 
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Table G - l . OUTLAY EQUIVALENT ESTIMATES FOR TAX SUBSIDIES BY FUNCTION—Continued 
(In millions of dollars) 

Description 
Fiscal years 

Description 
1982 1983 1984 

Exclusion of disability pay 190 170 1 5 0 
Net exclusion of pension contributions and earnings: 

Employer plans 6 5 , 8 0 5 7 0 , 0 0 5 7 8 , 7 8 0 
Plans for self-employed and others 5 , 1 5 0 5 , 8 7 5 6 , 4 8 0 

Exclusion of other employee benefits: 
Premiums on group term life insurance 2 , 8 9 0 2 , 9 1 0 3 , 0 9 5 
Premiums on accident and disability insurance 165 160 1 6 0 
Income of trusts to finance supplementary unemployment benefits 10 5 5 

Additional exemption for the blind 35 35 3 5 
Additional exemption for elderly 2 , 3 8 5 2 , 3 6 0 2 , 4 2 0 
Tax credit for the elderly 135 135 1 3 5 
Deductibility of casualty losses 1 , 2 9 5 7 0 5 5 2 0 
Earned income c r e d i t 2 4 6 0 3 9 0 3 4 0 
Exclusion of interest on State and local housing bonds for rental housing.... 4 2 5 5 8 0 7 7 0 
Deduction for motor carrier operating rights 115 1 1 5 1 1 5 
Deduction for certain adoption expenses 15 15 15 

Total (after interactions) 1 0 7 , 0 9 0 1 1 3 , 1 6 5 1 2 3 , 2 6 0 
Veterans benefits and services: 

Exclusion of veterans disability compensation 1 ,860 1 ,815 1 , 8 3 5 
Exclusion of veterans pensions 3 3 0 3 0 5 2 9 5 
Exclusion of GI bill benefits 1 7 5 1 5 0 1 2 5 

Total (af ter interactions) 2 , 3 9 0 2 , 2 9 0 2 , 2 8 0 
General government: 

Credits and deductions for political contributions 185 195 2 9 5 
General purpose fiscal assistance: 

Exclusion of interest on general purpose State and local debt 7 , 2 1 5 8 , 3 3 5 9 , 4 3 0 
Deductibility of nonbusiness State and local taxes other than on owner-

occupied homes 1 9 , 0 8 5 2 0 , 0 0 0 2 1 , 7 5 5 
Tax credit for corporations receiving income from doing business in United 

States possessions 2 , 3 6 5 2 , 1 5 0 1 , 8 3 0 
Total (af ter interactions) 2 8 , 8 8 5 3 0 , 7 2 0 3 3 , 2 7 5 

Interest: 
Deferral of interest on savings bonds 3 1 5 4 5 0 5 0 0 

* $5 million or less. All estimates have been rounded to the nearest $5 million. 
Hn addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $55 million in 1982, $80 

million in 1983, and $90 million in 1984. 
2 The figures in the table indicate the tax subsidies provided by the earned income tax credit. The effect on outlays is= 1982, $1,280 million; 

1983, $1,205 million; 1984, $1,125 million. 
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PROPOSED CHANGES IN TAX SUBSIDIES 

The administration has proposed a number of tax revisions that 
would introduce new tax subsidies or change the costs of existing 
ones. 

Tuition Tax Credit.—The administration proposes a nonrefunda-
ble credit for 50 percent of the tuition paid to private elementary 
and secondary schools for taxpayers' qualified dependents. This 
credit, which is subject to certain limitations, will be effective for 
expenses incurred after July 31, 1983. 

Enactment of the tuition tax credit will increase the 1984 reve-
nue loss by $245 million. The corresponding outlay equivalent esti-
mates are $100 million in 1983 and $630 million in 1984. 

Enterprise Zone Program.—The enterprise zone proposal provides 
tax incentives for the redevelopment of economically distressed 
areas. Beginning in 1983, up to 25 small areas per year will be 
designated "enterprise zones." Starting in 1984, businesses in the 
zones will be entitled to exemption from tax for certain capital 
gains, and to tax credits for capital investment, for increases in 
employment, and for hiring disadvantaged employees. A tax credit 
is also provided to employees in the zones. 

These incentives will increase the 1984 revenue loss by $85 mil-
lion. The corresponding outlay equivalent is $265 million in 1984. 

Tax Treatment of Health Insurance Premiums.—Under current 
law, cash compensation paid to employees is fully taxable for 
income tax purposes, while compensation paid in the form of 
health insurance benefits is nontaxable. The administration pro-
poses that, effective January 1, 1984, employees be taxed on em-
ployer-paid health insurance premiums in excess of $175 per month 
for family plans and $70 per month for individual plans. 

This proposal is estimated to reduce revenue losses by $1,670 
million in 1984. The corresponding outlay equivalent is $2,420 mil-
lion in 1984. 

Jobs Tax Credit for the Long-Term Unemployed.—The adminis-
tration proposes a new tax credit for employers that hire individ-
uals who have exhausted their regular and extended Unemploy-
ment Insurance (UI) benefits and who would have met the criteria 
for Federal Supplemental Compensation (FSC) benefits. 

This proposal is estimated to increase revenue losses by $27 
million in 1983 and by $174 million in 1984. The corresponding 
outlay equivalent estimates are $184 million in 1983 and $642 
million in 1984. 

Social Security Changes.—At present, social security benefits are 
exempt from the Federal income tax. Under the proposed biparti-
san plan, single taxpayers with more than $20,000 ($25,000 for 
married couples filing a joint return) of adjusted gross income from 

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

1984



F- 50 THE BUDGET FOR FISCAL YEAR 1984 

non-social security sources will be required to include in adjusted 
gross income one-half of their social security benefits. 

In addition, the combined employer-employee Old Age and Survi-
vors and Disability Insurance (OASDI) payroll tax rate is currently 
scheduled to increase from 10.8% to 11.4% on January 1, 1985 and 
to 12.4% on January 1, 1990. Under the proposed plan the rate will 
increase to 11.4% on January 1, 1984, 12.12% on January 1, 1988 
and to 12.4%, as currently scheduled, on January 1, 1990. Employ-
ees would be allowed a refundable credit on their income tax equal 
to their portion, .3%, of the rate increase accelerated to 1984. 

The taxation of benefits will reduce revenue losses by $1,100 
million in 1984. The corresponding outlay equivalent is $2,730 mil-
lion in 1984. 

The refundable tax credit will increase revenue losses by $145 
million in 1984. The corresponding outlay equivalent is $3,225 mil-
lion in 1984. 

Tax incentives for higher education.—The Administration pro-
poses that there be an exclusion from tax for earnings on savings 
deposited in special accounts to pay future higher education ex-
penses of dependent children. This exclusion, which will be subject 
to certain limitations, will be effective January 1, 1984. 

This proposal is estimated to reduce revenue losses by $13 mil-
lion in 1984. The corresponding outlay equivalent is $35 million in 
1984. 

REVENUE LOSS ESTIMATES FOR " T A X EXPENDITURES" 

Table G-2, which follows, shows the estimated "revenue loss" 
associated with each tax subsidy item for which an "outlay equiva-
lent" estimate was provided in table G-1. As explained in the text 
under the heading "Measuring Tax Subsidies," revenue loss esti-
mates do not take into account the additional resources (if any) 
that would be required to provide the same after-tax incentive if 
the expenditure program were administered as a direct outlay 
rather than through the tax system. As was also explained earlier, 
these revenue loss estimates are not equivalent to estimates of the 
increase in Federal receipts that would accompany the repeal of 
tax subsidy provisions. 
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Table G - 2 . REVENUE LOSS ESTIMATES FOR "TAX EXPENDITURES" BY FUNCTION 
(In mil l ions of dol lars) 

Fiscal years 
Descript ion 

National defense: 
Exclusion of benefits and al lowances to Armed Forces personnel 
Exclusion of mil i tary disability pensions 

International affairs: 
Exclusion of income earned abroad by United States citizens 
Deferral of income of domestic international sales corporations ( D I S C ) 

General science, space, and technology: 
Expensing of research and development expenditures 
Credit for increasing research activit ies 

Energy: 
Expensing of exploration and development costs: 

Oil and gas 
Other fuels 

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

Capital gains t rea tment of royalties on coal 
Exclusion of interest on State and local government industrial develop-

ment bonds for certain energy facilities 
Residential energy credits: 

Supply incentives 
Conservation incentives 

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

Alternat ive fuel production credit 
Alcohol fuel c r e d i t 1 

Energy credit for intercity buses 
Natural resources and environment: 

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

bonds 
Tax incentives for preservation of historic structures 
Capital gains t rea tment of iron ore 
Capital gains t rea tment of certain t imber income 
Investment credit and seven-year amort izat ion for reforestation expendi-

tures 
Agriculture: 

Expensing of certain capital outlays 
Capital gains t rea tment of certain income 

Commerce and housing credit: 
Dividend and interest exclusion 
Exclusion of interest on State and local industrial development bonds 
Exemption of credit union income 
Excess bad debt reserves of financial institutions 
Exclusion of interest on life insurance savings 
Deductibil ity of interest on consumer credit 
Deductibil i ty of mor tgage interest on owner-occupied homes 
Deductibil i ty of property tax on owner-occupied homes 
Exclusion of interest on State and local housing bonds for owner-occupied 

housing 
Capital gains (other than agriculture, t imber, iron ore and coal) 
Deferral of capital gains on home sales 
Exclusion of capital gains on home sales for persons age 55 and over 

1982 

2 , 2 5 0 
1 6 5 

9 8 5 
1 , 5 5 0 

4 5 0 
4 1 5 

3 , 4 3 0 
2 5 

4 1 0 
2 0 5 

2 5 0 
3 6 0 

2 0 5 
220 

15 
5 

10 

5 0 
4 0 5 

8 2 5 
1 8 5 

20 
3 3 5 

10 

5 4 5 
610 

2,160 
1 , 6 4 0 

1 5 0 
4 0 5 

4 , 5 3 5 
1 0 , 8 2 5 
2 3 , 3 0 5 

8 , 3 6 0 

9 0 5 
18,020 

1 , 6 2 5 
5 8 5 

1983 

2,200 
1 6 5 

1 , 2 8 5 
1 , 3 8 5 

- 8 7 0 
6 4 5 

1 , 5 2 0 
3 0 

1 , 8 5 0 
5 0 5 
1 8 0 

15 

4 3 0 
3 3 0 

1 9 5 
1 2 5 

4 0 
5 

10 

55 
4 4 0 

9 7 5 
2 7 0 

20 
3 7 0 

15 

5 6 0 
6 1 5 

4 4 5 
2 , 1 2 0 

1 7 0 
4 0 5 

4 , 8 0 5 
1 0 , 7 6 5 
2 5 , 0 6 5 

8 , 7 6 5 

1 , 1 1 0 
1 5 , 8 9 0 

1 , 4 8 0 
5 3 5 
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Table G - 2 . REVENUE LOSS ESTIMATES FOR "TAX EXPENDITURES" BY FUNCTION—Continued 
(In millions of dollars) 

Description 
Fiscal years 

Description 
1982 1983 1984 

Carryover basis of capital gains at death 1 , 9 9 5 2 , 1 8 0 2 , 3 7 0 
Investment credit, other than ESOP's, rehabilitation of structures, energy 

property, and reforestation expenditures 1 6 , 4 5 5 1 2 , 9 8 5 1 4 , 5 8 5 
Safe harbor leasing rules 3 , 3 3 3 2 , 9 9 0 2 , 7 9 5 
Amortization of start-up costs 75 120 1 8 0 
Exclusion of interest on certain savings certificates ..... 9 3 5 1 ,665 3 2 0 
Reinvestment of dividends in public utility stock 130 3 6 5 4 1 5 

Transportation: 
Deferral of tax on shipping companies 25 3 0 4 0 
Exclusion of interest on State and local government industrial develop-

ment bonds for mass transit * 5 15 
Community and regional development: 

Five-year amortization for housing rehabilitation 45 55 65 
Investment credit for rehabilitation of structures (other than historic) 2 5 0 3 3 5 3 6 5 

Education, training, employment, and social services: 
Exclusion of interest on State and local student loan bonds 100 155 2 2 0 
Parental personal exemption for students age 19 or over 1 ,070 9 9 5 9 5 0 
Exclusion of employee meals and lodging (other than mil i tary) 6 5 5 6 8 0 7 2 5 
Employer educational assistance 40 4 0 20 
Exclusion of contributions to prepaid legal services plans 20 25 25 
Investment credit for ESOPs 1 , 3 9 0 1 , 2 5 0 1 , 3 7 5 
Deductibility of charitable contributions (education) 8 3 5 7 7 5 8 4 0 
Deductibility of charitable contributions, other than education and health 7 , 5 9 5 7 , 1 4 5 7 , 1 9 0 
Credit for child and dependent care expenses 1 , 1 7 5 1 ,520 1 , 7 6 5 
Credit for employment of AFDC recipients and public assistance recipients 

under work incentive programs 4 0 
8 0 

* 

General jobs credit 
4 0 
8 0 25 * 

Targeted jobs credit 2 3 5 2 9 0 4 6 5 
Health: 

Exclusion of employer contributions for medical insurance premiums and 
medical care 1 6 , 3 6 5 1 8 , 6 4 5 2 1 , 3 0 0 

Deductibility of medical expenses 3 , 9 4 5 3 , 1 0 5 2 , 6 3 0 
Exclusion of interest on State and local hospital bonds 6 8 0 8 6 5 1 , 0 5 5 
Deductibility of charitable contributions (heal th) 1 ,245 1 , 1 7 0 1 , 2 0 5 
Tax credit for orphan drug research 10 15 

Income security: 
10 15 

Exclusion of social security benefits.-
Disability insurance benefits 1 , 7 8 0 1 , 6 9 0 1 , 6 6 0 
OASI benefits for retired workers 1 4 , 8 2 5 1 5 , 6 8 5 1 6 , 6 8 0 
Benefits for dependents and survivors 3 , 7 2 5 3 , 7 6 5 3 , 8 7 0 

Exclusion of railroad retirement system benefits 7 9 0 7 8 0 7 3 5 
Exclusion of workmen's compensation benefits 1 , 7 3 0 1 , 8 7 0 2 , 0 9 0 
Exclusion of special benefits for disabled coal miners 185 170 165 
Exclusion of untaxed unemployment insurance benefits 2 , 5 0 0 3 , 2 6 0 3 , 0 2 0 
Exclusion of disability pay 155 145 1 3 5 
Net exclusion of pension contributions and earnings: 

Employer plans 4 5 , 2 8 0 4 9 , 7 0 0 5 6 , 5 6 0 
Plans for self-employed and others 2 , 8 3 5 3 , 7 5 5 4 , 2 3 0 

Exclusion of other employee benefits: 
Premiums on group term life insurance 2 , 0 3 5 2 , 1 0 0 2 , 2 5 0 
Premiums on accident and disability insurance 120 115 1 2 0 
Income of trusts to finance supplementary unemployment benefits 10 5 5 

Additional exemption for the blind 35 35 35 
Additional exemption for elderly 2 , 3 8 5 2 , 3 6 5 2 , 4 1 0 
Tax credit for the elderly 135 135 1 3 5 

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

1984



SPECIAL ANALYSIS F F- 55 

Table G - 2 . REVENUE LOSS ESTIMATES FOR "TAX EXPENDITURES" BY FUNCTION—Continued 
(In millions of dollars) 

Description 
Fiscal years 

Description 
1982 1983 1984 

Deductibility of casualty losses 920 575 380 
Earned income credit2 455 385 330 
Exclusion of interest on State and local housing bonds for rental housing.... 395 530 710 
Deduction for motor .carrier operating rights 140 75 75 
Deduction for certain adoption expenses 10 10 10 

Veterans benefits and services: 
Exclusion of veterans disability compensation 1,855 1,825 1,830 
Exclusion of veterans pensions 330 310 295 
Exclusion of Gl bill benefits 180 150 130 

General government: 
Credits and deductions for political contributions 180 190 200 

General purpose fiscal assistance: 
Exclusion of interest on general purpose State and local debt 6,885 8,000 9,105 
Deductibility of nonbusiness State and local taxes other than on owner-

occupied homes 19,160 20,060 21,770 
Tax credit for corporations receiving income from doing business in United 

States possessions 1,375 1,245 1,075 
Interest: 

Deferral of interest on savings bonds 135 435 475 
* $5 million or less. All estimates have been rounded to the nearest $5 million. 
' In addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $55 million in 1982, $80 

million in 1983, and $90 million in 1984. 
2The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1982, $1,280 million; 1983, 

$1,205 million; 1984, $1,125 million. 
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