
SPECIAL ANALYSIS G 

TAX EXPENDITURES 
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 provisions 
of the Federal tax laws which allow a special exclusion, exemption, 
or deduction from gross income or which provide a special credit, a 
preferential rate of tax or a deferral of liability." 

The definition of tax expenditures requires a distinction between 
the baseline provisions of the tax structure and "special" or "pref-
erential" provisions that are exceptions to the baseline structure. 
Prior to 1983, Special Analysis G used the term "normal" to denote 
the baseline against which tax expenditures are measured. Since 
Public Law 93-344 does not provide an exact specification of the 
"normal" provisions of the tax law, determination of what provi-
sions constitute "special" or "preferential" provisions, and there-
fore should be listed as tax expenditures, necessarily involves some 
arbitrary choices. This process has been overseen by executive 
agency and congressional committee staffs. Prior to 1983, the Spe-
cial Analysis G listing of "tax expenditures" generally matched 
those published by the Congressional Budget Office and the Joint 
Committee on Taxation. This close correspondence of tax expendi-
ture lists resulted because the concept of a "normal" tax used by 
both executive branch and congressional staffs was a variant of a 
comprehensive income tax, albeit with several major exceptions, 
that had not deviated significantly from the concept used in the 
first tax expenditure listings. 

In 1983 and 1984, tax expenditures in Special Analysis G were 
measured against a revised baseline, referred to as the "reference 
tax." This year's Special Analysis G displays tax expenditures as 
compared to both the reference tax baseline used in 1983 and 1984 
and the normal tax baseline used prior to 1983. The discussion 
below describes in general terms both baselines, discusses the con-
ceptual and practical differences between them, and then reviews 
the major categories of tax expenditures. For the most part, tax 
expenditures relative to both baselines are the same, but there are 
several important items that are characterized differently. 

G-l 
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B-24 THE BUDGET FOR FISCAL YEAR 1985 

PRE-1983 BUDGET CONCEPTS 

The "normal" tax structure used as a departure point for identi-
fying and measuring tax expenditures has historically had many 
features in common with a comprehensive income tax, where 
income is defined as the sum of consumption and the change in net 
wealth in a given period of time. The concept of a normal income 
tax did not specify any particular structure of tax rates, or defini-
tion of the taxpaying unit (as between families and individuals), 
and allowed for personal exemptions and a standard deduction. In 
addition, the concept of a normal tax, as would a comprehensive 
income tax, allowed for deductions needed to measure net income, 
such as deductions for interest incurred to finance the holding of 
income-producing assets and for employee business expenses. The 
"normal" tax structure did allow, however, for several major de-
partures from what is commonly understood to be the base of a 
truly comprehensive income tax: 

• Under the "normal" tax structure, income was only taxed 
when realized, not as accrued. Thus, for example, the benefit, 
relative to strict accrual accounting of income, from deferring 
tax on accrued, but unrealized, capital gains was not regarded 
as a tax expenditure. 

• The fact that the current tax system taxes only cash income, 
not "imputed income" received in the form of consumption 
benefits from capital used directly by households or consump-
tion by households of goods they produce, was regarded as 
part of the "normal" tax structure. Thus, the exclusions from 
tax of imputed income from owner-occupied homes and con-
sumer durables and tax-free consumption by farmers of prod-
ucts grown on their farms were not regarded to be tax ex-
penditures. 

• The "normal tax structure" included a separate tax on corpo-
ration income, although neither economic theory nor common 
international practice justifies a totally separate corporation 
income tax. At the same time, the "normal" tax structure 
allowed for devices to eliminate the separate corporate tax by 
attributing income to shareholders, such as subchapter S cor-
porations. The additional revenue resulting from maintenance 
of a separate, unintegrated corporation tax could well be con-
sidered a "negative tax expenditure" if the "normal" tax base 
were defined as the comprehensive income of individuals, 
with corporate retained earnings attributed to individual 
shareholders. 

• The "normal" tax structure did not adjust the basis of capital 
assets or debt for changes in the price level over the time 
period assets were held, and thus overstated real capital 
gains, interest income, and interest costs, and understated 

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

1985



SPECIAL ANALYSIS A A-ll 

depreciation during a period of inflation. If the "normal tax" 
were a true comprehensive income tax, failure to take ac-
count of inflation in measuring depreciation, capital gains, 
and interest income of lenders would be regarded as negative 
tax expenditures and failure to take account of inflation in 
measuring the interest costs of borrowers would be regarded 
as a positive tax expenditure, or subsidy for borrowing. 

Notwithstanding these major differences from a fully comprehen-
sive income tax, the "normal" tax concept can be thought of as a 
base for a "practical" income tax intended to avoid the complex-
ities that would result from including in taxable income an imputa-
tion for accrued, but unrealized gains received by individuals and 
an imputation for the rental value of services from owner-occupied 
homes and consumer durables, integrating the corporate and per-
sonal income taxes, and adjusting measured net income from capi-
tal for the effects of inflation. Moreover, the departures from a 
comprehensive tax allowed in defining the "normal" tax had essen-
tially remained unchanged between the first published Special 
Analysis G and 1982. This facilitated the generally consistent deci-
sions by those responsible for preparing tax expenditure budgets on 
what constituted "tax expenditures." 

The "normal" tax as described above is, of course, not the only 
broad-based or "normative" tax system that can be used as a 
standard for identifying tax expenditures. One could, for example, 
use as the standard a truly comprehensive income tax in which the 
tax base is equal to consumption plus the change in net wealth of 
individuals and families. Under such a standard, as indicated in 
the previous discussion, the failure to include accrued, but unrea-
lized income in the tax base would be regarded as a tax expendi-
ture, while the double taxation of corporate dividends and the 
failure to index the basis of capital gains for price level changes 
would be regarded as negative tax expenditures, or tax penalties. 
Alternatively, the standard could be a comprehensive personal tax 
on consumption of individuals and families. Using a consumption 
tax as a normative standard, the failure to tax income accrued 
within pension funds would not be a tax expenditure, as it would 
be under an income tax, because under a consumption based tax 
income earned but not consumed is not taxable. On the other hand, 
the failure to include the proceeds of borrowing in the tax base 
would be a "tax expenditure" under a consumption tax standard, 
even though borrowing, in itself, would have no effect on the tax 
base under an income tax. 

In addition, some of the items listed as tax expenditures when 
the "normal" tax is used as a baseline can themselves be regarded 
as practical adjustments to correct for departures of the normal tax 
from a truly comprehensive base. For example, as noted above, the 
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failure to adjust the basis of capital assets for changes in the price 
level in measuring taxable income is part of the normal tax even 
though it represents a significant departure from correct income 
measurement. The exclusion from tax of 60 percent of realized 
capital gains—a provision listed as a tax expenditure relative to 
both the normal tax baseline and the reference tax baseline dis-
cussed below—may itself be regarded as a pragmatic rule to adjust 
for the overstatement of income from capital gains in a period of 
inflation. 

Similarly, in a period of stable prices, captial consumption allow-
ances under a comprehensive income tax would be based on eco-
nomic depreciation. In a time of inflation, however, use of more 
accelerated depreciation methods can be regarded as a pragmatic, 
though imprecise, way of offsetting the failure to adjust depre-
ciation deductions for the increases in the replacement cost of 
assets. 

1983 AND 1984 BUDGET CONCEPTS 

The measurement and subsequently the definition of tax expend-
itures has undergone major changes in recent years, in part reflect-
ing a changed perception of what constitutes the major structural 
features of the current tax system. This evolution began with the 
introduction of the concept of "outlay equivalents" in the 1982 
budget and evolved into a redefinition of the tax structure against 
which departures labelled as tax expenditures would be measured 
in the 1983 and 1984 budgets. 

In 1982, Special Analysis G included a supplement that departed 
from previous procedures. In it were jointly displayed the Federal 
support for housing and energy programs provided on both the 
outlay and revenue sides of the budget. The purpose of this depar-
ture was to illustrate how a tax expenditure budget might be used 
in the budgetary process to provide a consistent accounting of all 
resources used to achieve specified national needs, or program 
objectives, and to demonstrate how such a procedure might aid in 
the determination of overall budget expenditure and revenue tar-
gets. 

To achieve this purpose, a modification of previous estimation 
methodology was introduced. If, for example, the purpose of resi-
dential energy tax credits was to reduce the costs to homeowners of 
certain energy conservation investments, then the credit should be 
viewed not as a "reduction in tax," but as a subsidy payment that 
might just as well have been made by the Department of Energy. 
In order to convert the residential energy credit into an "outlay" 
equivalent, it was necessary to ask how the payment would be 
treated under the existing tax laws if it were a grant from the 
Department of Energy. If the payment in cash would be taxable, 
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while the tax subsidy is nontaxable, then the tax subsidy would 
have to be "grossed-up" to the equivalent taxable cash payment to 
be comparable with actual outlays for the same purpose. 

In performing this analysis of the subsidy-equivalent of housing 
and energy tax expenditures, it was observed that the "norm" from 
which these "special" provisions departed was simply the body of 
generally applicable income tax rules to which the special provi-
sions were exceptions. This suggested that, in the budgetary con-
text implied by the Budget Act of 1974, it would be useful to 
distinguish two categories of items that had been labelled "tax 
expenditures" in previous budgets. The first category would consist 
of deviations from general rules of the existing tax system that 
could be measured and evaluated in a manner comparable to the 
measurement and evaluation of subsidy and transfer programs on 
the outlay side of the budget. The second category would consist of 
more general deviations of the structure of the Federal income tax 
from some normative, comprehensive income or other broad-based 
tax. The items in the second group would not be labelled "tax 
expenditures" as such, even though they might be regarded as 
items to be considered as part of a more general reform of the 
existing income tax. 

This evolutionary step was taken in the 1983 Special Analysis G 
and was continued in the following year. Two criteria were used to 
identify a tax expenditure or tax subsidy. First, it was necessary 
that, absent the special provision, the tax laws provided general 
rules to enable a taxpayer to determine his income tax due and 
payable. These general rules were called the "reference law." 
Second, it was necessary that the special provision apply to a 
sufficiently narrow class of transactions or transactors to permit 
the specification of a program objective that could be assigned to 
an existing agency other than the IRS and be administered with 
appropriated funds. In keeping with the intended use of the esti-
mates in budget program displays, the budget impacts of the items 
listed were expressed as outlay equivalents. 

Neither the Congressional Budget Office nor the Joint Commit-
tee on Taxation adopted these revisions. Those offices continued to 
use a modified income tax "norm," as described above, as the basis 
for identifying tax expenditures. As a consequence, Special Analy-
sis G in the 1983 and 1984 budgets did not fully correspond to other 
"tax expenditure budgets," a condition some have found confusing. 

To help remedy this state of affairs, this year's Special Analysis 
G will begin to list a number of tax provisions in addition to those 
that meet the narrower tests for identifying tax expenditures (or 
"tax subsidies") used in 1983 and 1984. The discussion below sets 
out in greater detail the "reference tax law" and identifies some of 

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

1985



B-24 THE BUDGET FOR FISCAL YEAR 1985 

the departures of this "reference law" from the "normal" income 
tax used prior to 1983 to identify tax expenditures. 

REFERENCE TAX RULES AND COMPARISON TO NORMAL TAX 
STRUCTURE 

The reference tax rules from which departures represent expend-
iture-like government programs include: 

1. Definition of the taxpaying unit Taxpaying units are individ-
uals (single, married, head of household); corporations (except those 
electing subchapter S treatment, cooperatives, real estate invest-
ment trusts, and other financial organizations that attribute their 
income to members in whose hands it is taxable); and trusts and 
estates (to the extent income is not distributed to beneficiaries). 
Certain otherwise taxable corporations and associations whose ac-
tivities and ownership meet the requirements of section 501 are 
exempt from income tax, as are government-owned enterprises 
encompassed by section 115. 

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

2. Tax rate schedules. Separate schedules for single individuals, 
heads of household, married persons filing jointly, married persons 
filing separately, and corporations are all regarded as part of the 
reference tax system. The rate structures imposed on the tax base 
of these entities are whatever current law provides. The "normal" 
tax system is similar, except that it specifies a single rate (the 
current maximum rate) on corporate income. The lower tax rates 
applied to the first $100,000 of corporate income are thus regarded 
as a tax expenditure, relative to the normal tax. 

3. General accounting rules for determining income subject to tax. 
Income subject to tax is gross income less costs of earning that 
income. Gross income includes payments (or obligations to receive 
payment) from all sources, foreign and domestic, that are: (1) con-
sideration received in the exchange of goods and services (including 
one's labor services), or of property; and (2) the taxpayer's share of 
gross, or net income earned and/or reported by another entity, 
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such as interest, dividends, rents, royalties, and profits of partner-
ships, subchapter S corporations, and cooperatives. Under the ref-
erence tax rules, gross income does not include gifts, defined as 
receipts of money or property that are not consideration in an 
exchange, or most transfer payments (gifts from the Federal Gov-
ernment). Gross income does, however, include transfer payments 
associated with past employment, such as social security benefits. 
The "normal" tax also does not define gifts between individuals as 
gross income. However, under the normal tax baseline used prior 
to 1983, all cash transfer payments (gifts from government to pri-
vate individuals) were regarded as gross income, and exemptions of 
such gifts from tax under current law were identified as tax ex-
penditures. 

Costs of earning gross income are deductible in determining tax-
able income under the reference rules. These include: (1) expenses 
incurred in earning gross personal service income (not including 
expenditures on goods and services for personal use); (2) costs of 
earning income incurred by a taxpayer's trade or business includ-
ing "costs of goods sold" (compensation of employees, goods and 
services purchased from other firms, royalties paid), an allowance 
for physical capital "used up" in producing the output that gener-
ates the gross income of the business (depreciation in the case of 
machinery, equipment, and structures; depletion in the case of 
mineral deposits); and (3) interest paid creditors who have ad-
vanced funds to help finance the ownership and use of assets by 
the trade or business. 

These deductions are all necessary to measure the net income of 
the equity holder in a business. Deductions for "cost of goods sold" 
functionally allocate to employees and suppliers their "shares" of 
the trade or business' gross income which they in turn will report 
on their income tax returns. Depreciation and depletion deductions 
are necessary to cover the using-up of physical capital, the cost of 
which has already been paid for by the owners, thus enabling the 
owners to recover their capital free of an additional tax. Depreci-
ation allowances as provided according to statutory schedules for 
different classes of depreciable property are part of the reference 
tax rules. Depletion allowances in the reference tax rules are not 
schedular but are based on the pro-rata recovery of the original 
cost as the mineral deposit is depleted by extraction. Deductions for 
interest represent an allocation of pre-tax income of a trade or 
business reportable as such by creditors of that trade or business 
under the reference tax. 

The "normal" tax includes the same items of deduction needed to 
measure net income as the "reference" tax but in addition specifies 
the time pattern of depreciation deductions to correspond in some 
approximate way to the time pattern of "using up" of physical 
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capital. The "reference" tax encompasses the existing general de-
preciation rules, as modified by the Accelerated Cost Recovery 
System (ACRS), as part of the general structure of the tax rules. 
Since ACRS schedules are generally the applicable rules for all 
investments in depreciable property, they are part of the "refer-
ence tax" structure and not identified as a tax expenditure item, or 
tax subsidy, when the reference tax is taken as the baseline. In 
contrast, when the normal tax rules are used as the baseline, the 
ACRS schedules for depreciable personal and real property enacted 
in the Economic Recovery Tax Act of 1981 are a tax expenditure 
item. This identification of ACRS as a tax expenditure in the 
normal tax recognizes that some attempt, however imprecise, to 
match capital recovery rules to the decline in asset value is needed 
to measure economic income from depreciable capital. In the ac-
companying tables, the revenue loss resulting from substituting 
ACRS for depreciation rules based on the Asset Depreciation 
Range system (ADR) midpoint lives, for machinery and equipment, 
and based on 35-year straight-line depreciation for structures is 
listed as a tax expenditure under the pre-1983 budget concept. 

In addition to rules for determining what is to be includable in 
gross income and what deductions are to be allowed, and when, an 
operational income tax requires a set of accounting procedures for 
classifying, recording, and summarizing transactions during the tax 
year. In the reference tax system, the basic elements of this ac-
counting system are similar to those described above that charac-
terize the "normal" income tax. These elements are: (1) reliance on 
valuations determined at the time transactions occur ("realization" 
as opposed to "accrual" accounting), (2) exclusion from gross 
income of the market value of services from durable goods or other 
"self-produced" income, such as "do-it-yourself" repairs and main-
tenance, (3) reliance on historical cost for determining allowable 
deductions for capital cost recovery and in the computation of gain 
on the sale of an asset (no inflation adjustments), (4) distinguishing 
"current expense" from "capital expenditures," with the former 
deductible from gross income in the period when the transaction is 
completed, while the latter is recovered by depreciation or deple-
tion deductions over the asset's productive life, and (5) specification 
of the accounting period for summarizing transactions to determine 
income subject to tax and computing tax due and payable as well 
as a stipulation of when tax must be paid. As part of the computa-
tion of tax liability, both the reference tax and the normal tax 
allow a tax credit for foreign income taxes paid up to the amount 
of U.S. income taxes that would otherwise be due. This prevents 
the double taxation of income earned abroad. 

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

1985



SPECIAL ANALYSIS A A-ll 

MAJOR DEPARTURES FROM THE REFERENCE RULES 

The "reference" tax is used in the 1983 and 1984 budgets to 
identify provisions that substitute for budget outlays. For example, 
compared to the general rules described as the "reference" tax: 

• Not all consideration received in exchange for goods and serv-
ices is reportable as gross income. Some forms of employee 
compensation, such as certain military housing and food al-
lowances or employer-paid fringe benefits, are specifically ex-
cluded from employees' reportable gross income although it is 
clearly a consideration received in exchange for labor services 
and is properly deductible from the gross income of the trade 
or business of employers who are taxable entities. 

• Holders of State and local government bonds are specifically 
exempt from reporting interest payments on those obligations 
as gross income, although these payments are no less income 
than interest, dividends, rents, and royalties received from 
other payees. 

• Dividend and interest receipts of pension funds, the value of 
which accrues to taxable beneficiaries, are not reportable as 
gross income when received, either by the qualified pension 
trusts or by the beneficiaries; they become reportable, after 
compounding at pre-tax rates of interests, only when they are 
paid out as retirement benefits. 

Defense Department outlays reported in the budget for military 
personnel are lower because part of military compensation is paid 
in tax-free housing and food allowance dollars. This exclusion of 
compensation from tax substitutes for higher direct outlays to 
obtain the same quality and quantity of military personnel whose 
compensation in this form, if received from another employer, 
would be subject to tax. Similarly, the nontaxability of interest 
paid by State and local borrowers enables them to obtain funds at 
lower rates at a saving to their taxpayers. This particular exclusion 
is therefore a substitute for interest subsidies or capital grants to 
State and local governments on the outlay side of the budget. The 
exclusion of employer-paid pension, health, and other insurance 
benefits for employees and the preferred treatment of pension trust 
income substitute for outlays that would pay part of the costs of 
private retirement, health, and insurance plans. 

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

• Individuals may deduct amounts paid to charitable, educa-
tional, scientific or religious organizations, although these are 
not costs of earning reportable gross income. 
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• Some oil and gas and mineral producers are allowed deduc-
tions for "percentage depletion" that are not limited to recov-
ery of the cost of acquiring the mineral deposit. In addition, 
some investments in the acquisition of depletable and depre-
ciable property may be deducted in the year incurred, rather 
than capitalized and recovered as production ensues. These 
special rules for cost recovery of oil and gas and mineral 
deposits permit investment costs in these activities to be re-
covered more rapidly than the reference rules allow in all 
activities generally and often permit more than the full in-
vestment to be recovered tax free, contrary to the conditions 
imposed on other forms of capital use. 

• Individuals are allowed to deduct mortgage interest and con-
sumer interest paid from their pre-tax incomes even though, 
under the reference tax rules applicable to housing and con-
sumer durables, they have not reported the gross income from 
services of housing and consumer durables earned with the 
aid of the debt they are servicing. 

These particular exceptions to the general, reference tax rules 
governing the use of deductions to compute taxable income have 
direct incentive effects that could alternatively be obtained with 
outlay programs. Deductibility of qualified contributions lowers the 
private "price" of giving, as would matching grants to qualified 
organizations based on contributors' support. The preferential 
treatment of minerals investment and production expands mineral 
output as would direct subsidies paid to mineral producers. The 
deductibility of mortgage interest encourages home ownership in 
much the same as Federal mortgage interest subsidy programs do. 

Finally, there are special exceptions to the general rules for 
determining net income tax due and payable. After a taxpayer has 
determined his pre-tax income, taking into account all preferential 
exclusions for gross income and all the special deductions, and has 
applied the appropriate tax rate schedule, the tax liability thus 
derived is not necessarily the amount he must pay. For example, 
the taxpayer may take as credits against his tax otherwise due and 
payable amounts determined by expenditures during the tax year 
on: 

• Qualified property (the investment tax credit for purchasing 
machinery and equipment). 

• Certain energy conservation property. 
• Wages paid to specific categories of disadvantaged workers. 
• Certain research and experimentation expenditures. 
• Rehabilitating old and historic structures. 
• Contributions to political candidates. 
• Transfer of stock in the employer-corporation to qualified em-

ployee stock ownership plans. 
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The equivalence of these tax credits to outlay programs designed 
to subsidize particular classes of transactions is self-evident. 

All of these departures from the reference tax rules are also 
departures from the "normal" tax rules and appear in tax expendi-
ture budgets constructed from both baselines. The major items of 
tax expenditure relative to the "normal" baseline used in pre-1983 
budgets that are not items of tax expenditure relative to the "refer-
ence" rules used to construct the 1983 and 1984 budgets are: defer-
ral of income of controlled foreign corporations, "gifts" or unilater-
al transfers from governments, and the difference between current 
statutory depreciation rules (ACRS) and alternative rules designed 
to provide a more accurate measure of economic income from 
capital investments. 

MEASURING TAX EXPENDITURES 

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 
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 are said to "reallocate re-
sources" 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 slate of goods and services 
that otherwise would not be produced. This occurs because control 
over resources is removed from the private sector either by tax-
ation or by borrowing and made available for public use. Function-
al budget outlay figures, then, provide a basis for evaluating pro-
grams, and their total serves as an index of the size of Govern-
ment. The amount of an outlay measures the resource cost to the 
Federal Government of accomplishing the program objective. Since 
GNP is a (gross) measure 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 econo-
my. 
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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 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 all such 
amounts also be stated in pre-tax magnitudes. Generally, budget 
outlays for the purchase of goods and services 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 subsi-
dized 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, as noted above, the budget 
outlays for certain housing and meal allowances of military person-
nel are not includable in their incomes and therefore understate 
the cost of this National Defense budget element. If this form of 
compensation were treated under the generally applicable refer-
ence or normal 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 as they 
are now with nontaxable allowances. Only when the existing tax 
subsidy is added to the tax-exempt budget outlay is this element of 
National Defense expenditure comparable with other defense out-
lays. 

The estimates of tax expenditures in table G- l have been pre-
pared to conform to the objectives of functional budget accounting 
for outlays. Thus, table G- l figures are estimated as outlay equiv-
alents, the magnitudes of which are consistent with direct budget 
outlays. The entries should be viewed as amounts that should be 
added to functional budget outlays and restored to budget receipts 
to provide a more consistent and comprehensive display of the 
resource reallocations produced by Federal fiscal measures. 

The basic difference between the outlay equivalent and revenue 
loss estimates is that the former estimates reflect the fact that 
payments would be subject to tax under the reference tax rules. 

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

1985



SPECIAL ANALYSIS A A-ll 

The following examples will clarify the difference in estimating 
technique for major classes of tax subsidies. 

1. Government outlays that are exempt from tax.—As noted 
above, certain housing and meal allowances for military personnel 
are not included in the pre-tax incomes of military personnel. The 
revenue loss estimate for this item merely computes the tax that 
would be paid by military personnel if these payments had been 
taxable. 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 or normal 
tax law would therefore have to be sufficient to yield them an 
after-tax (disposable) income large enough to permit the same hous-
ing and meal expenditures they now enjoy, just as the taxable cash 
pay they receive must yield them enough disposable income to 
continue in military service. Since virtually all military personnel 
have otherwise taxable incomes, the outlay equivalent estimate 
exceeds the revenue loss estimate that does not take account of this 
fact. By "grossing-up" exempt government outlays for military 
service, the tax subsidy estimate is now measured in a manner 
consistent with other Defense Department outlays. 

2. Subsidies to reduce market prices.—Some subsidies reduce 
market prices by purposively reducing taxes otherwise due and 
payable by producers. For example, the new incremental research 
and experimentation (R&E) credit provides a subsidy for industrial 
R&E. A firm qualifying for the credit, however, is not required to 
include the credit in computing its taxable income, as it would if it 
were to receive such funds as a cash payment from the Govern-
ment in support of its R&E; cash payments for R&E would either 
be reported as gross income by the payee or would reduce the 
deduction for R&E expense, entering the payee's income subject to 
tax in either event. The expenditure equivalent of the incremental 
R&E tax credit is estimated as the amount of subsidy subject to 
reference tax rules that would have to be paid to firms for their 
qualified R&E expenditures and which would reduce their costs by 
as much as the tax credit, which does not enter taxable income. 
Again, this estimate of the R&E tax credit expenditure equivalent 
is larger than the amount that is estimated as a revenue loss. 

Other subsidies reduce prices by reducing tax otherwise due and 
payable by the final purchaser. For example, the personal deduc-
tion 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' (pur-
chasers') taxable income. Further, the full payment of the premium 
by 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 
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reduction in tax payments of purchasers. In other words, the pref-
erential deduction represents partial reimbursement to households 
for the personal insurance expenditure they have made. Since this 
amount is included in the tax base of suppliers, the outlay equiva-
lent of this tax expenditure is therefore the same 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 to shipowners who have ships built in 
U.S. shipyards, or the furnishing of equipment to Government 
contractors. 

In general, under the reference and normal tax laws, the benefi-
ciary of a capital grant is regarded as not having contributed the 
portion paid for by the Government to the cost of an asset; his 
"basis" in the subsidized asset is only the amount of his disposable 
resources expended. The asset is therefore shown on the benefici-
ary's tax books of account at its net private cost. Depreciation of 
only the private cost net of subsidy is recoverable in computing his 
income tax liability. However, in the case of the investment tax 
credit, before January 1, 1983, the private firm was allowed cost 
recovery deductions for the entire cost of credited assets, gross of 
the credit for its purchase. Under the outlay equivalent computa-
tion, this additional cost recovery is accounted for as an addition to 
the initial grant (tax credit) to derive the expenditure equivalent. 
The estimated outlay equivalent for the investment tax credit was 
therefore larger than the revenue loss estimate because the latter 
did not take into account the extra investment grant provided by 
the additional tax depreciation allowed. Beginning in January 
1983, this additional grant was reduced by half the amount of the 
investment tax credit because the Tax Equity and Fiscal Responsi-
bility Act of 1982 (TEFRA) provided 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, 
as has been noted, under reference and normal tax rules invest-
ments for the discovery and development 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 expenditures are recovered as deduc-
tions when made, reducing taxes due and payable when the invest-
ment is made, and increasing taxes in later years. The deferral of 
tax, as compared with the tax stream that would have occurred 
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under reference tax rules, is an interest-free loan. The expenditure 
equivalent of tax deferral shown in table G-l is comparable to the 
treatment of net lending in the outlay section of the budget. Only 
net new lending (deferrals) is accounted for; the subsidy element 
attributable to a zero interest rate on the deferral is not. For this 
reason the outlay equivalent of tax deferral is the same as the 
revenue loss estimate. 

The tax expenditure estimates reported in table G- l were pre-
pared by the Treasury Department and are based upon income tax 
law enacted as of December 31, 1983. The estimates show the 
expenditure equivalent of each special tax provision by fiscal year. 
For tax expenditures resulting from the exclusion from taxable 
income of Federal Government payments to individuals, estimates 
of the payments upon which the tax subsidy estimates are based 
are shown elsewhere in the Budget. 

The estimating procedure for tax expenditures uses the same 
implicit assumption that governs estimates of out-year budget out-
lays; viz., 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 1985 budget estimates. 

The tax expenditure estimates presented in this Special Analysis, 
including those computed on a "revenue loss" basis shown in Table 
G-2, should not be interpreted as estimates of the increase in 
Federal receipts (or reductions in budget deficit) that would accom-
pany the repeal of the special provisions. There are four reasons 
why such an interpretation is not possible. 

First, repeal of some provisions could affect the aggregate level 
of income and economic growth. All receipts and expenditures in 
the budget are based on projections of income and growth that 
assume all existing laws, amended only as proposed in the budget, 
will continue. Thus, it is assumed that the investment tax credit 
and other incentives for private capital formation as currently 
enacted remain in effect. If, however, these investment incentives 
were repealed (or drastically curtailed) without being replaced by a 
comparable investment incentive, the current projections of income 
and growth would have to be revised downward. Projections of 
receipts and expenditures would also have to be changed to be 
consistent with the revised estimates of income. The estimated net 
effect of repeal of the investment tax credit on receipts, therefore, 
would not be equivalent to the tax expenditure. Of course, large 
changes in outlay programs beyond those proposed in the budget 
would also affect the tax base. 

Second, all the tax expenditure estimates are based on the actual 
level of benefitted activities achieved with their aid, given the 
existence and utilization of all other tax expenditures. In the event 
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a particular tax expenditure provision were repealed, the relative 
cost of the affected activity would be increased and this could be 
expected to elicit a response, some of which would spill over into 
other tax-expenditure-favored activities. For example, if the exclu-
sion of employer-paid medical insurance from the gross income of 
employees were repealed, this form of employee compensation 
would become more costly from the employees' point of view and 
likely be substituted for by other forms of compensation, including 
cash but also other still tax-favored fringes, such as employer-paid 
pensions. Thus, the budget impact of repealing the exclusion of 
employer-paid medical insurance would not be an increase in rev-
enues equal to the estimated cost of that tax expenditure, but a 
smaller amount due to some increase in tax expenditures for pen-
sions or other fringes. In this respect, tax expenditures are similar 
to many outlay programs; a cut in support prices for one commod-
ity might very well result in an increase in outlays for other price-
supported commodities. 

Third, as is the case with estimates of proposed changes in the 
reference tax law, tax subsidy estimates are computed on a "cash-
flow" basis. The magnitudes of resources reallocated by the Federal 
government are portrayed by showing the budget impact of differ-
ences between current law provisions and either the reference or 
normal tax under the assumption that the baseline without the 
particular tax subsidy provision had always been in effect. These 
figures, therefore generally show larger amounts than would be 
realized as increased receipts in the first years of transition to a 
tax law without the special provisions. The estimates only take into 
account those changes scheduled under existing law, such as the 
phasing in or out of specific provisions. 

Fourth, tax expenditure estimates cannot simply be added to-
gether to obtain totals for functional areas or a grand total. Al-
though these estimates are reported on a provision-by-provision 
basis, many tax expenditures are interdependent because they mu-
tually affect marginal tax rates and because of specific interdepen-
dences between related provisions. For example, if a significant 
tax expenditure item such as exclusion from gross income of state 
and local bond interest received were repealed, this would move 
many taxpayers into higher tax brackets and, for those taxpayers, 
the value of other special exclusions and deductions from gross 
income would be enhanced. Thus, if one of these other tax expendi-
ture provisions were simultaneously repealed along with exemption 
of State and local interest payments, the budget impact of the dual 
repeal would be greater than the sum of the two separate tax 
expenditure estimates. On the other hand, simultaneous repeal of 
two or more of the tax expenditure items cleared through individu-
al tax accounts as deductions, such as for charitable contributions, 
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mortgage interest, and property taxes, would have less budget 
impact than the sum of the individual tax expenditure estimates 
because each elimination of a deduction would make it more ad-
vantageous for taxpayers to opt for the zero bracket amount rather 
than to continue to itemize remaining allowable deductions. This 
would reduce the revenue gain from additional limitations on item-
ized deductions. Due to these and other interdependencies among 
tax expenditure items, the tabulated figures can only be interpret-
ed as estimates of the budget impact of changes in one item at a 
time, assuming that other provisions of the tax law remain un-
changed. 

TAX EXPENDITURES BY FUNCTION 

Outlay equivalent estimates of tax expenditures for 1983-85 are 
displayed by functional category in table G-l; revenue loss esti-
mates for the same items are shown in table G-2. Whenever an 
item is identified as a tax expenditure by application of "normal 
tax" rules, but not by "reference tax" rules, the two items are 
shown in the tables, the former designated as "Pre-1983 budget 
method", the latter as "1983 and 1984 budget method." The Nation-
al Need, or functional category, headings are those used in Part 5 
of the budget. Inasmuch as the sources of data for estimating tax 
expenditures are largely corporation and individual income tax 
returns, the estimates this year are also arrayed by return type to 
facilitate comparisons with other tax expenditure listings that 
follow this practice. 

It must be emphasized, however, that listing estimates under the 
"corporation" and "individual" headings does not imply that these 
categories of filers benefit from the functional program served by 
the special tax provisions in proportion to the respective tax ex-
penditure amounts. These breakdowns principally show the indicat-
ed tax accounts through which the cost of the program is cleared. 
Corporations as such neither pay tax nor receive government pay-
ments. They are the institutional conduit through which their 
employees, creditors, and stockholders engage in exchanges with 
customers and the Government. Thus, the reduction in tax deposits 
of corporations resulting from minerals tax preferences makes pos-
sible higher wages and/or more employment for mineral workers, 
higher royalties payable to mineral land owners (usually not the 
mining company), and may even make possible lower minerals 
prices; little, if any, of the subsidy remains in the pockets of credi-
tors and equity holders as interest rates or rates of return that are 
higher than such capital can earn elsewhere in the economy. Simi-
larly, the exemption from Federal income tax of interest paid by 
State and local governments provides a subsidy to those govern-
ments in the form of lower borrowing rates. Individual and corpo-
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rate holders of such debt only benefit from the tax exemption to 
the extent their marginal tax rates exceed the percentage spread 
between taxable and nontaxable interest rates. 

With these interpretative cautions in mind, we turn to a review 
of the estimates in tables G- l and G-2. 

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 tax relief on his 
foreign earnings. Beginning in 1982, the prescribed period of time 
abroad is 11 out of the past 12 months. 

Eligible taxpayers in 1984 may exclude $85,000 per year of for-
eign 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 $85,000 exclusion in 1984 will increase by $5,000 
annually until it reaches $95,000 in 1986. These provisions do not 
apply to persons who are employed by the U.S. Government; how-
ever, they do apply to persons who are not U.S. Government em-
ployees but who are paid from public funds. The tax expenditure 
estimate also includes the effect of excluding from their taxable 
income certain allowances received by Federal employees working 
abroad. These provisions depart from the reference and normal tax 
law income measurement rules under which no allowance is made 
for regional cost-of-living differentials; their effect is to reduce the 
cost of employing U.S. taxpayers abroad. 

A domestic international sales corporation (DISC) is a U.S. corpo-
ration that is usually wholly owned by one or more U.S. corpora-
tions. A DISC is organized to carry out the export sales of its U.S. 
parent(s) and in order to obtain the benefits of certain preferential 
tax rules. These preferential tax rules, which are departures from 
either the reference or the normal income tax structure, include 
two elements. First, the pre-tax income of a DISC is not taxed at 
the DISC level, but, rather at the shareholder level when distribut-
ed or deemed distributed. This departs from the reference tax rule 
that, when corporation income is not taxed to the reporting corpo-
ration, it is fully taxed to its shareholders. Second, the "deemed" 
distribution is defined as base period pre-tax income attributable to 
DISC sales plus 57.5 percent of pre-tax income attributable to 
increases over base period sales, when base period sales are defined 
as 67 percent of a 4-year average for an earlier period. The net 
effect of these special provisions is to provide an incentive for 
domestic manufacture of goods for export. 
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With certain limited exceptions, the income of foreign corpora-
tions controlled by U.S. shareholders is not subject to U.S. taxation 
because, under the reference tax rules, corporations chartered and 
operating in foreign countries are not subject to U.S. income re-
porting and taxation. Therefore the income of even those foreign 
corporations controlled by U.S. shareholders (individuals and corpo-
rations) subject to U.S. taxation becomes taxable only when the 
controlling U.S. shareholders receive dividends or other distribu-
tions with respect to their foreign stockholding. As previously 
noted, this rule is a deviation from the normal income tax rule 
under which a controlling interest in a foreign corporation, defined 
as ownership of more than 50 percent of the foreign corporation's 
common stock by U.S. shareholders, each of whom hold 10 percent 
or more of the stock, is considered a partnership interest held by 
the U.S. shareholder the currently attributable foreign source pre-
tax income of which is subject to U.S. taxation, whether or not 
distributed. Thus, when the normal tax rule is taken as a baseline, 
the excess of controlled foreign corporation income over the 
amount distributed to a U.S. shareholder gives rise to a tax ex-
penditure in the form of tax deferral, an interest-free loan. This 
tends to encourage investment abroad by U.S. shareholders. 

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. Such expenditures are therefore 
capital outlays under normal income tax rules that will generate 
amortization deductions over the period they are productive. This 
departure from normal tax rules is considered a tax expenditure 
although its quantification is to a degree arbitrary due to lack of a 
clearly defined norm for the expected amortization period. 

The Economic Recovery Tax Act of 1981 added a credit for in-
creasing research activities. The credit is equal to 25 percent of the 
increase in certain research and experimentation expenditures 
over average expenditures in a base period and the taxpayer is not 
required to reduce his otherwise allowable deduction for R&E ex-
penses by the amount of credit allowed. For 1983 and subsequent 
years, the base period is the preceding 3 years. The credit is sched-
uled to expire after 1985. 

Under both the reference and normal tax rules, the worldwide 
gross income of U.S. taxpayers is reportable and taxable under U.S. 
income measurement rules and tax rates, although a credit is 
allowed for foreign income taxes paid. Due to differences between 
U.S. and foreign country income measurement rules and tax rates, 
a reasonably accurate "sourring" of domestic and foreign gross 
incomes and related deductions of taxpayers engaged in interna-
tional operations is required to determine net tax owed in the 
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United States. Regulations issued in 1976 under Code section 861 
were designed to achieve a reasonable international allocation of 
research and experimentation expenses. These regulations were 
suspended until December 31, 1983, and it is expected that the 
suspension will be continued after 1983. 

Energy.—Certain expenditures necessary to discover fuel mineral 
properties may be deducted in whole or in part as current expenses 
rather than being capitalized and amortized over the productive 
life of the property. Included in this category of expenditures, the 
tax treatment of which departs from both the reference and 
normal tax rules, are: In the case of oil and gas investments, the 
intangible drilling costs (IDCs) of wells, such as wages and the costs 
of using machinery for grading and drilling, and for nonsalvagea-
ble materials used in constructing wells; and in the case of other 
fuel minerals, the exploration and development costs of surface 
stripping and the construction of shafts and tunnels. However, in 
the case of IDCs, integrated oil companies may currently deduct 
only 85 percent of such costs and amortize the remaining 15 per-
cent over three years; other oil producers may currently deduct 100 
percent of their IDCs, but the amount of annual IDCs in excess of 
the taxpayer's oil and gas income is subject to the minimum tax. In 
the case of other fuel minerals, only 85 percent of the exploration 
and development costs may be currently deducted, the remaining 
15 percent being deductible over five years. These departures from 
both the reference and normal tax rules yield subsidies to the 
domestic supply of these energy resources. 

In addition, mineral fuel producers may generally take percent-
age depletion deductions rather than cost depletion as provided in 
the reference and normal tax rules. Under cost depletion, actual 
outlays, to the extent not immediately recovered through expens-
ing of exploration, discovery, and development costs may be deduct-
ed over the productive life of the property, much as other business-
es may take deductions for the depreciation of the capital goods 
they use, the cost of which is capitalized when acquired. Unlike 
depreciation, however, percentage depletion deductions are not lim-
ited to the cost of the investment. Under percentage depletion, 
taxpayers may deduct a percentage of gross income from mineral 
production at rates that are 22 percent for uranium, 15 percent for 
oil, gas and oil shale, and 10 percent for coal; however, the deduc-
tion is limited to 50 percent of net income from the property (65 
percent of taxable income in the case of oil and gas). Percentage 
depletion for oil and natural gas is available only for limited quan-
tities of output of independent oil and gas producers and royalty 
owners. Production from geothermal deposits is eligible for percent-
age depletion at the same rate as allowed for oil and gas, but with 
no limit on output and no limitation with respect to qualified 
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producers. In lieu of taking percentage depletion, holders of royal-
ties from coal deposits may treat their payments 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 percent income tax credit for home 
insulation and other energy-conserving components up to a maxi-
mum amount of $300. A credit of 40 percent of the first $10,000 of 
qualifying expenditures is allowed for expenditures on residential 
solar and other renewable energy source property. The residential 
energy credits are scheduled to expire December 31, 1985. 

In addition to the 10 percent investment tax credit for machinery 
and equipment, a 10 percent credit is allowed for biomass energy 
property and inter-city buses, an 11 percent additional credit is 
available for certain small-scale hydroelectric generating property, 
and a 15 percent additional credit is allowed for solar, wind, ocean 
thermal, and geothermal equipment. 

Prior to December 31, 1982, there were also additional 10 percent 
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-
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 nontaxable $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 (a motor fuel comprised of at least 10 percent 
alcohol) is exempt from 5 of the 9 cents per gallon Federal excise 
tax on gasoline and there is a corresponding production income tax 
credit for alcohol used as a fuel in applications where the excise 
tax is not assessed. This credit, equal to a subsidy of 50 cents per 
gallon for alcohol used as a motor fuel, is intended to encourage 
substitution of alcohol for petroleum-based gasoline. Certain small 
scale hydroelectric generating facilities and facilities which pro-
duce steam or alcohol from solid waste may be financed with tax-
exempt industrial development bonds, again to encourage the 
supply of non-petroleum energy resources. 
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Natural resources and environment.—As is true for fuel minerals, 
certain capital outlays associated with exploration and develop-
ment of nonfuel minerals may be expensed rather than capitalized 
and depreciated over the life of the asset. Most nonfuel mineral 
extractors also make use of percentage depletion rather than cost 
depletion, with percentage depletion rates ranging from 22 percent 
for sulphur down to 5 percent for sand and gravel. 

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

Expenditures to preserve and restore historic structures qualify 
for a 25 percent investment credit. Taxpayers are permitted to 
depreciate the full cost of the investment notwithstanding the capi-
tal grant implicit in the credit. Annual depreciation amounts are 
determined by the 15-year straight-line method. 

The pre-tax income derived from the cutting of timber and as 
iron ore royalties are taxed as capital gain, at rates lower than 
those applicable to ordinary income. 

Private forestry is additionally encouraged by a special provision 
permitting 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 to be 
amortized over a 7-year period rather than be capitalized and 
recovered when the timber is cut, 20 or more years later. The 
$10,000 of costs are also eligible for the 10 percent investment tax 
credit, notwithstanding the nondepreciability of investments in 
timber stands. 

Agriculture.—Farmers, other than certain corporations and part-
nerships engaged in agriculture, are allowed to deduct currently 
certain expenditures for feed and fertilizer, and for certain conser-
vation measures, 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 tax income account-
ing rules. Capital gains treatment generally applies to the sale of 
livestock and certain other agricultural products. 

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 the investment tax credit, might alternatively have 
been classified under the natural resources and environment, 
energy, agriculture, or transportation categories. 

An exclusion of $100 ($200 on a joint return) is allowed for 
dividend income. 

The Economic Recovery Tax Act of 1981 provides for an exclu-
sion of 15 percent of net interest income up to a maximum of 
$3,000 ($6,000 for joint returns) beginning in 1985. Net interest 
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income is generally defined as otherwise taxable interest received 
by the taxpayer, less the amount of interest payments by a taxpay-
er for which an income tax deduction is allowed. However, mort-
gage interest and trade or business interest payments are not 
taken into account in computing net interest income eligible for 
the subsidy. The net interest exclusion is intended to encourage 
individual saving. 

The interest on "small issue" industrial development bonds 
(IDBs) issued by State and local governments to finance private 
business property is excluded from income subject to tax. Deprecia-
ble property financed with small issue IDBs must be depreciated 
using the straight-line method. Small issue IDBs are generally 
limited only in the face amount of the bond issue, although certain 
facilities, such as recreation or entertainment facilities, cannot be 
so financed. The tax exemption of small issue bonds is scheduled to 
expire on December 31, 1986. 

In addition, the interest on mortgage subsidy bonds issued before 
January 1, 1984, by State and local governments to finance below-
market rate mortgages for certain owner-occupied homes is exempt 
from taxation. The Omnibus Budget Reconciliation Act of 1980 
restricted the annual volume of mortgage subsidy bonds to State-
by-State ceilings. Bond proceeds generally were used to finance 
homes purchased by first-time buyers of dwellings with prices 
under 110 percent of the average area purchase price. 

With regard to State and local government issues of IDBs to 
finance private multifamily residential rental projects, the Omni-
bus Budget Reconciliation Act of 1980 restricted their use to multi-
family rental housing projects that include 20 percent (15 percent 
in targeted areas) of units for low- and moderate-income families. 
Other tax-exempt bonds for multifamily rental projects are issued 
under Section 11(b) of the Housing Act of 1937. These projects 
generally require all tenants to be low- or moderate-income fami-
lies. 

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. 

The earnings of credit unions not distributed to members as 
interest or "share dividends" are exempt from Federal income 
taxes. Commercial banks, mutual savings banks, and savings and 
loan associations also are provided a subsidy. They are permitted to 
deduct additions to bad debt reserves in excess of actual loss expe-
rience and reasonable expectations as to future losses. Mutual 
savings banks and savings and loan associations may deduct 40 
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percent of income provided they maintain stipulated fractions of 
their assets in "qualifying assets," primarily residential mortgages. 

As previously noted, interest paid on consumer credit is allowed 
as an itemized deduction for individuals, and owner-occupants of 
homes may deduct mortgage interest and property taxes (but not 
maintenance outlays or depreciation) as itemized nonbusiness de-
ductions. These are tax expenditures because, under the reference 
and normal tax rules, these taxpayers are not required to report 
gross income from the properties to which the deductions pertain. 

Sixty percent of net long-term gains from the sale of capital 
assets may be excluded from income. However, the excluded 60 
percent of net long-term gains is treated as a preference item in 
computing the alternative minimum tax for individuals. This tax is 
applicable only if a taxpayer's regular income tax is less than his 
alternative minimum tax. Half of net long-term capital losses and 
100 percent 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 long-term capital gains from 
sales or exchanges are taxed at a maximum rate of 20 percent. 
This maximum rate is equal to the 40 percent inclusion rate times 
the maximum individual rate of 50 percent. 

Corporations may elect a 28 percent 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 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 of the previous residence. The deferral of tax with 
respect to these gains on owner-occupied dwellings is the tax ex-
penditure estimated. 

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

The gain on the sale of capital assets acquired by inheritance is 
computed as the excess of the sales 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 percent investment tax credit is applied to the cost of 
qualifying property (generally, tangible, depreciable personal prop-
erty used in a trade or business) in the 5-, 10-, and 15-year recovery 
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classes under the Accelerated Cost Recovery System (ACRS). 
(Assets in the 3-year recovery class are entitled only to a 6 percent 
credit). Notwithstanding the reduction in cost of acquiring qualified 
property provided by the credit, taxpayers prior to 1983 were able 
to recover the original cost gross of the credit. Under provisions in 
the Tax Equity and Fiscal Responsibility Act of 1982 (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, or the taxpayer may elect a 2 percent-
age point reduction in the credit rate. 

As a general rule, the investment tax credit cannot be claimed 
for investments in land or buildings or for property used abroad. 
The 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 percent of tax liability in excess of $25,000. The 1978 act raised 
the excess liability percentage to 60 percent for 1979 and, through 
annual increments of 10 percentage points, to 90 percent by 1982. 
However, the percentage was scaled back to 85 percent under 
TEFRA, effective in 1983. 

The Tax Act of 1981 introduced the Accelerated Cost Recovery 
System (ACRS) as a replacement for previous statutory and admin-
istrative rules for determining annual tax depreciation allowances. 
Under ACRS, effective for all depreciable property placed in serv-
ice after January 1, 1981, 6 statutory cost allowance schedules were 
provided: 4 classes for personal property and 2 for real property. 
The 4 personal property schedules, with recovery periods ranging 
from 3 years for vehicles and R&E equipment to 15 years for 
certain public utility property, set forth annual allowances, as 
amended by TEFRA in 1982, that are based on the declining bal-
ance formula at a rate equal to 150 percent of the straight-line 
rate. The 2 real property schedules both have 15-year recovery 
periods with one applying only to low-income rental housing 
having annual allowances based on the declining balance formula 
at a rate equal to 200 percent of the straight-line rate and the 
other applicable to all other buildings having allowances based on 
175 percent of the straight-line rate. As previously noted, ACRS is 
presently the reference law and thus yields no tax expenditure 
when that is taken as the baseline. However, when the preexisting 
statutory Asset Depreciation Range System (ADR), with its guide-
line depreciation periods for scores of personal property classes, is 
taken as the normal tax depreciation standard, along with 35-year 
straight-line depreciation for real property (not included in ADR), 
the ACRS provisions yield the "Pre-1983 budget method" tax ex-
penditure estimates (tax deferrals) shown in the tables. Of course, 
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other standards for determining annual depreciation allowances 
would yield different estimates. 

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 was repealed by 
TEFRA, effective after 1983. For the period between July 1, 1982 
and January 1, 1984, a restricted form of safe-harbor leasing was in 
effect. 

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

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 percent of the 
interest rate on the last 52-week Treasury bills issued in a preced-
ing week. The total amount of interest that was exempt on these 
certificates for an individual is limited to $1,000 ($2,000 on a joint 
return). Financial institutions were required to invest at least 75 
percent of the proceeds from these certificates in housing or agri-
cultural loans. 

Taxpayers who hold common or preferred stock in a qualified 
dividend reinvestment plan established by a domestic public utility 
company may exclude from tax up to $750 per year ($1,500 for joint 
returns) of distributions in the form of common stock rather than 
cash. The stock so received has a zero basis; the proceeds of sales of 
the stock are taxed as capital gain if the sale takes place at least 
one year after the record date of the distribution. Under the 
normal and reference tax rules, distributions from corporate 
income are taxable to individual shareholders as ordinary income 
in the year received. 

Corporation income tax rates range from 15 percent of the first 
$25,000 of taxable income to 46 percent of taxable income over 
$100,000. Under the "1983-84 budget method" these rates are part 
of the reference tax rules and do not give rise to a tax expenditure. 
Under the "Pre-1983 budget method", however, this rate progres-
sion departs from the normal tax rule that all corporation income 
be taxed at the single rate at which most corporation income is 
taxed (46 percent) and gives rise to a tax expenditure intended to 
encourage small business. 
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Transportation.—Certain companies that operate U.S.-flag ves-
sels receive an indefinite deferral of income taxes on that portion 
of their income used for shipping purposes, primarily construction, 
modernization and major repairs of ships, and repayment of loans 
to finance these qualified investments. An investment credit of one 
half the regular credit may be claimed on the tax-deferred amounts 
withdrawn from capital construction funds, an exception to the 
reference tax rule that the credit may be claimed only with respect 
to the taxpayer's basis in qualified property. 

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 for lease to government transit 
agencies. 

As a consequence of the deregulation of motor carriers in 1980, 
the value of operating authorities held by affected firms dimin-
ished. Under the reference and normal tax rule that asset value 
changes are recognized only when an exchange transaction occurs, 
this loss of value would occasion no income tax consequence; a 
motor carrier would simply experience a diminished gross income 
as competition reduced tariffs and, accordingly, pay less income 
tax; only in the event a carrier liquidated or sold out to another 
firm would the loss trigger a tax refund. To relieve existing motor 
carriers continuing in business of some of the loss they experienced 
due to deregulation, the Tax Act of 1981 provided a tax expendi-
ture in the form of an exceptional 60-month amortization of their 
investment in operating authorities (a nondepreciable intangible 
asset). 

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 
in lieu of ACRS depreciation. 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 expired 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 percent of rehabilitation expenditures for 
buildings at least 30 years old and 20 percent for buildings at least 
40 years old. The basis of the rehabilitation recoverable as depreci-
ation must be reduced by the amount of the credit. Under prior 
law, a 10 percent credit was allowed for buildings at least 20 years 
old, with no reduction in basis. 
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The interest on industrial development bonds issued by State and 
local governments to finance airports, docks, and sports and con-
vention facilities is exempt from taxation. Unlike the "small issue" 
industrial development bonds, there is no limit on the face amount 
of tax-exempt bonds issued for these purposes. 

Education, training, employment, and social services.—The first 
$300 per month received by students as scholarship or fellowship 
aid is excluded from students' gross incomes, provided the amounts 
are not emoluments awarded them for services they perform in 
association with the payee. From a strictly economic point of view, 
scholarships and fellowships are either gifts not conditioned on the 
performance of services, or they are "rebates" of educational costs 
by the institutions in which students are enrolled. Thus, under the 
"1983-84 budget method", the exclusion is not a tax expenditure; 
the reference law does not include either gifts or price reductions 
in a taxpayer's gross income. However, under the "Pre-1983 budget 
method," the exclusion is considered a tax expenditure because 
under "normal tax" rules, gifts of Government funds—and many 
scholarships are derived directly and indirectly from Government 
funding—are includable in gross income. 

Interest on State and local government debt issued to finance 
student loans and facilities used by private nonprofit educational 
facilities is excluded from income subject to tax. Taxpayers may 
claim personal exemptions for dependent children age 19 or over 
who receive parental support payments 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; the extra exemption for parents is 
a tax expenditure. 

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 lodging 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 and 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 such plans are also 
excluded from employee income. 

Prior to January 1, 1983, a corporation could claim an additional 
1 percent investment tax credit if an equivalent amount of its 
common stock were set aside in a employee stock ownership plan 
(ESOP). A further one-half of 1 percent investment tax credit could 
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be claimed to the extent that additional employer contributions to 
an ESOP were matched by employee contributions. Under the Eco-
nomic Recovery Tax Act of 1981, the base for the tax credit for 
contributions of stock to an ESOP was limited to a prescribed 
percentage of total compensation paid to all employees under the 
plan. The percentage was one-half of 1 percent in 1983 and 1984, 
and will be three-quarters of 1 percent in 1985, 1986, and 1987, 
after which it expires. Employees generally are prohibited from 
withdrawing their share of an ESOP for 7 years. The effective 
subsidy rate for this form of employee compensation exceeds 100 
percent; the employer is fully reimbursed for the stock he trans-
fers, and the benefitted employees are not required to include this 
compensation in their current year gross income. 

Contributions to charitable, religious and certain other nonprofit 
organizations are allowed as an itemized deduction for individuals, 
generally up to 50 percent of adjusted gross income. Beginning in 
1982, nonitemizers may also deduct a portion of their charitable 
contributions. Taxpayers whose contributions to charitable or edu-
cational organizations are in the form of capital assets (usually 
securities that have appreciated in value) obtain a deduction for 
the contribution at the current value of the asset without taxation 
of the appreciation in value. Corporations may also deduct charita-
ble contributions of up to 10 percent of their pre-tax income, begin-
ning in 1982. Tax expenditures resulting from the deductibility of 
contributions are shown separately for contributions to educational 
and other institutions. Contributions to health institutions are re-
ported under the health function. 

A 30 percent 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 $2,400 for one dependent and $4,800 for two or 
more dependents are eligible for the credit. The credit is equal to 
30 percent of qualified expenditures for taxpayers with incomes of 
$10,000 or less with the credit reduced by one percentage point for 
each $2,000 of income between $10,000 and $28,000. This aid to 
encourage employment of spouses is supplemented by excluding 
from employees' income the value of employer-furnished child care. 
Additional aid to spousal employment is provided by the deduction 
allowed married taxpayers filing jointly. The deduction allowed is 
equal to 10 percent of the lesser of $30,000 or the earned income of 
the lower earning spouse. 

The targeted jobs credit provides tax credits to employers for 
qualified wages paid to individuals certified as members of a "tar-
geted group." A credit of 50 percent of first-year wages and 25 
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percent of second-year wages up to $6,000 of each employee's wages 
can be taken by the employer to offset up to 90 percent of his tax 
liability. However, the employer's deduction for wages is reduced 
by the amount of the credit, the same reference tax treatment as 
would be accorded a wage subsidy paid in cash. The targeted jobs 
credit was scheduled to expire at the end of 1982 but has been 
extended by TEFRA until the end of 1984. Also, the credit was 
expanded to include an 85 percent credit for wages paid for the 
summer employment of 16 and 17 year old disadvantaged youths. 
These credits are also structured to be taxable by the requirement 
that the employer reduce his wage paid deduction by the amount of 
the credit claimed. 

To encourage the adoption of children found by a State to be 
difficult to place without financial assistance to the adopting par-
ents, the 1981 Tax Act provided that taxpayers might deduct up to 
$1,500 of adoption expenses incurred during a year. Only those 
adoption expenses incurred with respect to a child with "special 
needs" as defined in section 473 of the Social Security Act qualify 
for this tax expenditure. 

Health.—Employee compensation in the form of payments by 
employers for health insurance premiums and other medical ex-
penses are deducted as business expenses by employers but ex-
cluded from employee gross income. The exclusion from employee 
income of this form of compensation gives rise to a tax expendi-
ture. 

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-
um expenses is repealed. Beginning in 1984, the one percent of 
adjusted gross income floor under the deductible amount of drug 
expenditures is eliminated. However, only expenditures for pre-
scription drugs and insulin will be deductible. 

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

Contributions to nonprofit health institutions are allowed as a 
deduction for individuals and corporations. Tax expenditures re-
sulting from the deductibility of contributions to other charitable 
institutions are listed under the education, training, employment, 
and social services function. 

Drugs for the treatment of rare diseases or physical conditions 
are often called "orphan drugs" because the narrow markets for 
their use discourages private firms from undertaking the costly 
investment in clinical testing that must be completed before manu-
facture and general distribution may be approved by the Food and 
Drug Administration. To encourage the development of such drugs, 
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a tax credit equal to 50 percent of the clinical testing costs in-
curred by the taxpayer was introduced in 1983. Since the drug firm 
is not required to reduce its deduction for testing expense (an R&D 
expenditure), this credit reduces the private cost of clinically test-
ing orphan drugs to little more than 7.5 cents per $1 expended. 
This tax expenditure is scheduled to expire at the end of 1987. 

Social Security and Medicare.—Social security benefits, like 
other forms of deferred employee compensation, give rise to tax 
expenditures to the extent that they exceed employees' contribu-
tions of previously taxed income to pay for those benefits. These 
additional retirement benefits are paid for by employers' contribu-
tions that were excluded from employees' taxable compensation. As 
provided in the Social Security Act Amendments of 1983, beginning 
in 1984, up to one-half of any recipient's social security benefits 
and tier 1 railroad retirement benefits may be subject to inclusion 
in the income tax base. Thus, this tax expenditure is reduced to the 
portion which remains excluded from the tax base. Benefits will be 
taxable if a recipient's "modified adjusted gross income" plus one-
half of his or her social security and railroad retirement benefits 
exceed a certain base amount: $32,000 for those filing joint tax 
returns; $25,000 for single persons; and zero for those married 
filing separately (if they did not live apart from their spouse for 
the entire year). "Modified adjusted gross income" is adjusted gross 
income plus (a) the amount, if any, taken as a deduction for two-
earner married couples, (b) foreign or U.S. possession income ex-
cluded from AGI, and (c) tax-exempt interest excluded from AGI. If 
the modified AGI exceeds the specified base amount, the lesser of 
one-half of the excess or one-half of the social security or railroad 
retirement benefits must be included in income subject to income 
tax. 

Other benefit payments from the Social Security Trust Fund, for 
disability and for dependents and survivors, are excluded from 
beneficiaries' gross incomes and thus also give rise to tax expendi-
tures. However, the 1983 legislation has modified Social Security 
disability benefits provisions, combining them with the elderly tax 
credit (see Income Security, below) beginning in 1984. 

Income security.—The exclusion from taxable income of public 
assistance benefits received by individuals is listed as a tax expend-
iture under the "Pre-1983 Budget Method" because, under normal 
tax rules, cash transfers from government are includable in gross 
income. In contrast, gifts not conditioned on the performance of 
services, including transfers from government as well as from indi-
viduals, are not taxable under the reference tax baseline. There-
fore, under the "1983 and 1984 Budget Method" the exclusion from 
taxable income of public assistance benefits is not shown as a tax 
expenditure. 
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The exclusion from tax of a portion of unemployment benefits 
gives rise to a tax expenditure. Under current law, 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), the lesser of one half of that amount over the $12,000 limit 
or his unemployment benefits is taxable. 

Certain payments up to $100 per week 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 exclu-
sion is reduced dollar for dollar by adjusted gross income plus 
disability income in excess of $15,000. This exclusion was repealed 
effective December 31, 1983, and the tax credit for the elderly was 
expanded to cover the permanently disabled. 

Certain contributions to pension plans by employers and 
amounts set aside by the self-employed and those not covered by an 
employer's plan (contributions to individual retirement accounts or 
IRAs) are excluded from the individual's adjusted gross income in 
the year of contribution. Self-employed persons can make deduct-
ible contributions to their own retirement plans equal to 15 percent 
of their income up to a maximum of $15,000 per year. Employees 
can deduct annual contributions of $2,000 (or 100 percent of com-
pensation, if less), or $2,250 on a joint return if one spouse has no 
income. The investment income earned by pension funds and other 
qualifying retirement plans 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 benefits is listed under the education, training, employment, 
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 percent 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 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. As provided in the Social Security Act Amendments 
of 1983, beginning in 1984 the disabled and retired will both be 
covered under this provision. 
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Premiums paid for casualty and theft insurance with respect to 
items of one's personal or real property are considered personal 
expenditures on a par with purchases of the property itself. Nei-
ther the purchases of property nor insurance premiums are there-
fore deductible as costs of earning income, and receipt of reim-
bursement for insured loss of such property is not reportable as 
gross income by the insured. Thus, under neither the reference nor 
normal tax baselines would the amount of an uninsured loss of 
such property be reportable. However, a special provision permits 
taxpayers to deduct casualty and theft losses exceeding $100 during 
a year, up to a maximum allowable deduction of 10 percent of AGI. 
This special relief for taxpayers suffering an uninsured loss is 
therefore a tax expenditure. 

The earned income credit that low-income workers with minor 
dependents may claim is 10 percent of earned income up to $5,000 
with a phase-out at the rate of 12.5 cents 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 shown as a tax expenditure. 

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. 

The interest on general obligations issued by State and local 
governments to finance housing for veterans is excluded from 
income subject to tax. No other limitations are placed on the use of 
the bond proceeds. In addition, this tax expenditure provision is 
unaffected by the sunset of mortgage subsidy bonds. 

General government.—A 50 percent credit may be claimed for 
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. As a result of the tax exemption, State and local 
governments 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 to finance 
private activities, such as student loans, businesses, private non-
profit organizations, and housing, is classified elsewhere. Only the 
excluded interest on bonds for public purposes, such as schools, 
roads, and sewers, is included in this functional tax expenditure. 

The deductibility of nonbusiness State and local taxes gives indi-
rect assistance to these governments by reducing the costs of the 
services they provide and, thus, the burden on their taxpayers. The 
estimates shown here are primarily for the deductibility of State 
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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. 

PROPOSED CHANGES IN TAX EXPENDITURES 

The Administration has proposed a number of tax revisions that 
would introduce new tax expenditures or change the cost of exist-
ing ones. 

Tax Treatment of Health Insurance Premiums.—The Administra-
tion proposes that employees be required to pay social security 
taxes and income taxes on employer-paid health insurance premi-
ums in excess of $175 per month for a family plan and $70 per 
month for a single plan. This will reduce the revenue loss from the 
exclusion of employer contributions for medical insurance premi-
ums and medical care by $2.8 billion in 1985 and will reduce the 
corresponding outlay equivalent tax expenditure by $4.0 billion in 
1985. 

Enterprise Zones.— The Administration proposes that up to 25 
small areas per year, not to exceed 75 in total, be designated 
"enterprises zones." The following tax incentives will be available 
for economic redevelopment in the zones: an exemption from capi-
tal gains tax on certain qualified property; a tax credit for employ-
ees equal to 5 percent of the first $10,500 of wages earned in the 
zone; a tax credit for employers equal to 10 percent of any qualified 
increases in their payrolls; a separate tax credit for employers of 
certain disadvantaged individuals equal to 50 percent of the wages 
of such persons for the first three years of employment (the per-
centage declines by 10 points in the fourth year and each year 
thereafter); an increase of 50 percent in the regular investment tax 
credit for investment in equipment; a 10 percent investment tax 
credit for new construction and reconstruction of buildings; and 
continued availability of tax-exempt financing beyond the sunset 
date of small issue bonds. 

The incentives for enterprise zones will result in a revenue loss 
of $100 million in 1985. The corresponding outlay equivalent figure 
is $305 million in 1985. 

Tuition Tax Credit.—The Administration proposes to provide tax-
payers a nonrefundable credit of 50 percent of tuition expenses 
paid to private elementary and secondary schools for certain quali-
fied dependents. The maximum credit allowable for each dependent 
phases up over time to a maximum of $300 and phases out for 
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taxpayers with adjusted gross incomes between $40,000 and 
$60,000. 

Enactment of the tuition tax credit will result in a revenue loss 
of $335 million in 1985. The corresponding outlay equivalent esti-
mates is $590 million in 1985. 

Tax Incentives for Higher Education.—The Administration pro-
poses to exclude from tax the earnings on savings deposited in 
special accounts that will be used to pay future higher education 
expenses of dependent children. The maximum annual contribution 
to these accounts will be $1,000 per child. This maximum will be 
reduced 5 cents for each dollar that the taxpayer's adjusted gross 
income exceeds $40,000, so that any taxpayer with adjusted gross 
income in excess of $60,000 will be ineligible. 

Enactment of the education savings account proposal will result 
in a revenue loss of $30 million in 1985. The corresponding outlay 
equivalent tax expenditure is $75 million in 1985. 

Pension Equity Proposals.—The Administration proposes to in-
crease the spousal IRA limit from $2,250 to $4,000, beginning in 
1985. In addition, the Administration proposes to permit a divorced 
individual to treat taxable alimony as compensation in determining 
the IRA deduction limit. 

Enactment of the proposed changes in IRA deduction limits will 
result in an increase in the revenue loss from the net exclusion of 
contributions to, and earnings from individual retirement accounts 
by $265 million in 1985. The corresponding increase in the outlay 
equivalent tax expenditure is $745 million in 1985. 

Increase in Dependent Care Tax Credit.—The Administration pro-
poses to classify all qualified, nonprofit dependent care facilities as 
tax-exempt organizations and to increase the dependent care tax 
credit to 40 percent of the qualifying dependent care expenses of 
individuals with an income of $10,000 or less; the credit would 
reduce as the individual's income increases and phase out when 
income reaches $60,000. 

Enactment of this proposal will increase the revenue loss from 
the child and dependent care tax credit by $15 million in 1985. The 
corresponding increase in the outlay equivalent tax expenditure is 
$140 million in 1985. 

Private Purpose Tax-Exempt Bonds.—The Administration pro-
poses a number of changes that will limit the staggering growth in 
private purpose tax-exempt bonds, including industrial develop-
ment bonds. Enactment of these proposed changes will reduce the 
revenue loss from private purpose tax-exempt bonds by $35 million 
in 1984 and $175 million in 1985. The corresponding outlay equiva-
lent estimates are $55 million in 1984 and $265 million in 1985. 

Taxation of Foreign Sales Corporations.—The Administration 
proposes to replace the DISC provisions of current law with a new 
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B-24 THE BUDGET FOR FISCAL YEAR 1985 

system of taxing export sales income which is intended to preserve 
the competitiveness of U.S. exports relative to their positions under 
the DISC provisions, and to address concerns expressed by other 
GATT members about the DISC system. 

Extension of Expiring Proposals.—The Administration proposes 
to extend a number of provisions which are scheduled to expire, 
including the credit for research and experimental expenditures 
which is scheduled to expire December 31, 1985, the present mora-
torium on the application of existing research and experimentation 
allocation regulations which ensure that all research and experi-
mentation deductions can be used to offset U.S. source income, and 
(for one year) the targeted jobs tax credit which is scheduled to 
expire December 31, 1984. 
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SPECIAL ANALYSIS A A-ll 

Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION 
(In millions of dollars) 

Description 

Fiscal years 

Description Corporations Individuals Description 

1983 1984 1985 1983 1984 1985 

National defense: 
Exclusion of benefits and allow-

ances to Armed Forces personnel- 2,175 2,295 2,460 
Exclusion of military disability pen-

2,175 2,295 2,460 

sions 125 125 125 
Total (after interactions) 2,300 2,420 2,585 

International affairs: 
2,300 2,420 2,585 

Exclusion of income earned abroad 
by United States citizens 2,040 2,060 2,215 

Deferral of income of domestic in-
2,040 2,060 2,215 

ternational sales corporations 
(DISC) 1,460 1,340 1,445 

Deferral of income from controlled 
1,460 1,340 1,445 

foreign corporations: 
Pre-1983 budget method 860 950 1,045 
1983 and 1984 budget method.... 

860 950 1,045 

Total (after interactions)1 2,320 2,290 2,490 2,040 2,060 2,215 
General science, space, and tech-

nology: 
Expensing of research and develop-

ment expenditures 1,100 1,015 575 60 55 30 
Credit for increasing research activ-

ities 990 1,015 1,110 20 30 25 
Suspension of the allocation of re-

1,015 

search and experimentation ex-
penditures 175 90 

Total (after interactions) 2,475 2,325 1,855 90 95 60 
Energy: 

Expensing of exploration and devel-
opment costs: 

Oil and gas 1,170 770 1,130 1,165 1,045 1,125 
Other fuels 30 30 35 

Excess of percentage over cost de-
30 30 35 

pletion: 
Oil and gas 680 455 440 1,040 1,170 1,125 
Other fuels 410 420 455 20 20 20 

Capital gains treatment of royalties 
on coal 55 70 75 215 225 245 

Exclusion of interest on State and 
local industrial development 
bonds for certain energy facili-
ties 80 85 85 110 100 90 

Residential energy credits: 
Supply incentives 445 540 745 
Conservation incentives 335 370 390 

Alternative, conservation and new 
335 370 390 

technology credits: 
Supply incentives 280 220 245 40 35 35 
Conservation incentives 80 45 35 5 * * 

Alternative fuel production credit 15 35 45 
Alcohol fuel credit2 * 

15 
2,000 

* 

15 
1,525 

* 

15 
1,820 

Energy credit for intercity buses 
* 

15 
2,000 

* 

15 
1,525 

* 

15 
1,820 Total (after interactions) 

* 

15 
2,000 

* 

15 
1,525 

* 

15 
1,820 2,395 2,490 2,680 

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

1985



B-24 THE BUDGET FOR FISCAL YEAR 1985 

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

Fiscal years 
Description Corporations Individuals Description 

1983 1984 1985 1983 1984 1985 

Natural resources and environ-
ment: 

Expensing of exploration and devel-
opment costs, nonfuel minerals 55 60 65 

Excess of percentage over cost de-
55 60 65 

pletion, nonfuel minerals 450 520 600 20 20 25 
Exclusion of interest on State and 

local IDBs for pollution control 
and sewage and waste disposal 
facilities 580 600 625 765 730 710 

Tax incentives for preservation of 
historic structures 110 130 160 210 255 310 

Capital gains treatment of iron ore.... 20 20 20 20 20 20 
Capital gains treatment of certain 

timber income 550 695 805 185 220 255 
Investment credit and seven-year 

amortization for reforestation ex-
penditures 30 40 45 * 5 10 

Total (after interactions). . , 1,770 2,035 2,285 1,180 1,230 1,310 
Agriculture: 

Expensing of certain capital outlays.. 90 90 95 480 500 515 
Capital gains treatment of certain 

income 50 60 65 675 685 720 
Total (after interactions) 130 140 150 1,085 1,115 1,160 

Commerce and housing credit: 
Dividend exclusion 635 620 640 
Net interest exclusion 

635 620 
2,730 

Exclusion of interest on small issue 
2,730 

industrial development bonds 1,840 1,760 1,700 355 395 405 
Exemption of credit union income 205 240 265 
Excess bad debt reserves of finan-

205 240 265 

cial institutions 680 1,090 1,410 
Exclusion of interest on life insur-

680 1,090 1,410 

ance savings 6,175 6,645 7,285 
Deductibility of interest on consum-

6,175 6,645 7,285 

er credit 9,270 10,155 10,920 
Deductibility of mortgage interest 

9,270 10,155 10,920 

on owner-occupied homes 20,945 23,280 25,330 
Deductibility of property tax on 

20,945 23,280 25,330 

owner-occupied homes 8,050 8,880 9,725 
Exclusion of interest on State and 

8,050 9,725 

local housing bonds for owner-
occupied housing 445 505 450 1,290 1,380 1,195 

Exclusion of interest on State and 
local debt for rental housing 280 355 420 435 540 660 

Capital gains (other than agricul-
ture, timber, iron ore and coal).... 1,815 1,975 2,155 23,000 23,475 25,290 

Deferral of capital gains on home 
sales 2,170 2,370 2,550 

Exclusion of capital gains on home 
2,170 2,370 2,550 

sales for persons age 55 and 
over 950 1,040 1,120 

Carryover basis of capital gains at 
950 1,040 1,120 

death 5,415 6,045 6,845 
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SPECIAL ANALYSIS A A-ll 

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

Description 

Fiscal years 

Corporations 

1983 1984 1985 1983 1984 1985 

Investment credit, other than 
ESOP's, rehabilitation of struc-
tures, energy property, and re-
forestation expenditures 

Accelerated depreciation on rental 
housing: 
Pre-1983 budget method 
1983 and 1984 budget method..., 

Accelerated depreciation of build-
ings other than rental housing: 
Pre-1983 budget method 
1983 and 1984 budget method..., 

Accelerated depreciation of machin-
ery and equipment: 

Pre-1983 budget method 
1983 and 1984 budget method... 

Safe harbor leasing rules 
Amortization of start-up costs 
Exclusion of interest cn certain sav-

ings certificates 
Reinvestment of dividends in public 

utility stock 
Reduced rates on the first 

$100,000 of corporate income: 
Pre-1983 budget method 
1983 and 1984 budget method... 

Total (after interactions) 1 

Transportation: 
Deferral of tax on shipping compa-

nies 
Exclusion of interest on State and 

local government bonds for mass 
commuting vehicles 

Deduction for motor carrier operat-
ing rights 

Total (after interactions) 
Community and regional develop-

ment: 
Five-year amortization for housing 

rehabilitation 
Investment credit for rehabilitation 

of structures (other than histor-
ic) 

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

Total (after interactions) 
Education, training, employment, 

and social services: 
Exclusion of scholarship and fellow-

ship income: 
Pre-1983 budget method 
1983 and 1984 budget method... 

22,575 

120 

26,225 

145 

30,140 

160 

3,860 

465 

3,905 

570 

4,050 

635 

170 190 220 150 170 195 

12,010 17,525 24,005 940 1,780 2,710 

3,450 
20 

2,935 
30 

2,640 
45 175 

670 

590 

260 

105 

670 

355 

685 

J,600 10,100 11,045 

85,990 

35 

30 

110 
175 

25 

205 

205 
440 

92,810 

40 

50 

110 
200 

30 

230 

215 
480 

103,925 

45 

84,600 91,180 102,230 

55 

70 
170 

40 

255 

215 
515 

35 

180 

280 
500 

615 

40 

200 

255 
500 

615 

45 

5 
50 

45 

215 

235 
500 

625 
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B-24 THE BUDGET FOR FISCAL YEAR 1985 

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

Description 

Fiscal years 

Corporations 

1983 1984 1985 

Individuals 

1983 1984 

Exclusion of interest on State and 
local student loan bonds 

Exclusion of interest on State and 
local debt for private nonprofit 
educational facilities 

Parental personal exemption for 
students age 19 or over 

Deductibility of charitable contribu-
tions (education) 

Employer educational assistance 
Total education (after interac-

tions) 1 

Exclusion of employer provided 
child care 

Exclusion of employee meals and 
lodging (other than military) 

Exclusion of contributions to pre-
paid legal services plans 

Investment credit for ESOPs 
Credit for child and dependent care 

expenses 
General jobs credit 
Targeted jobs credit 
Deduction for two earner married 

couples 
Total training and employ-

ment (after interactions).... 
Deductibility of charitable contribu-

tions, other than education and 
health 

Deduction for certain adoption ex-
penses 

Total social services, (after 
interactions) 

Grand total (after interac-
tions) 1 

Health: 
Exclusion of employer contributions 

for medical insurance premiums 
and medical care 

Deductibility of medical expenses 
Exclusion of interest on State and 

local debt for private nonprofit 
health facilities 

Deductibility of charitable contribu-
tions (health) 

Tax credit for orphan drug research. 
Total (after interactions) 

Social Security and Medicare: 
Exclusion of social security benefits: 

Disability insurance benefits 
OASI benefits for retired workers. 
Benefits for dependents and sur-

vivors 

70 

55 

305 

430 

2,220 

210 
530 

2,960 

375 

375 

3,765 

515 

185 
15 

715 

95 

70 

365 

530 

2,405 

55 
825 

3,285 

455 

455 

4,270 

625 

225 
25 

875 

120 

420 

620 

3,640 

970 

4,610 

520 

520 

5,750 

705 

260 
25 

990 

160 

85 

1,015 

675 
55 

2,630 

25 

755 

55 

2,050 

130 

5,075 

7,400 

9,220 

15 

9,235 

19,405 

21,335 
3,295 

770 

1,350 

27,020 

1,305 
14,075 

3,770 

245 

105 

980 

710 
15 

2,695 

55 

805 

55 

2,285 

190 

6,170 

8,805 

9,725 

15 

9,740 

21,385 

24,685 
3,175 

940 

1,425 

3,660 

30,525 34,750 

1,140 
12,833 
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SPECIAL ANALYSIS A A-ll 

Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(in millions of dollars) 

Description 

Fiscal years 

Corporations 

1983 1984 1985 

Individuals 

1983 1984 

Total (after interactions) 
Income security: 

Exclusion of railroad retirement 
system benefits 

Exclusion of workmen's compensa-
tion benefits 

Exclusion of public assistance bene-
fits: 

Pre-1983 budget method 
1983 and 1984 budget method.... 

Exclusion of special benefits for 
disabled coal miners 

Exclusion of untaxed unemployment 
insurance benefits 

Exclusion of disability pay 
Net exclusion of pension contribu-

tions and earnings: 
Employer plans 
Individual Retirement Accounts 
Keogh plans 

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 and dis-

abled 
Deductibility of casualty losses 
Earned income credit3 

Total (after interactions) 1 

Veterans benefits and services: 
Exclusion of veterans disability 

compensation 
Exclusion of veterans pensions 
Exclusion of Gl bill benefits 
Exclusing of interest on state and 

local debt for veterans housing.... 
Total (after interactions) 

General government: 
Credits and deductions for political 

contributions 
General purpose fiscal assistance: 

Exclusion of interest on public pur-
pose State and local debt 

Deductibility of nonbusiness State 
and local taxes other than on 
owner-occupied homes 

19,150 

775 

1,890 

500 

17,633 

525 

2,030 

495 

80 

4,645 4,985 5,190 

160 

2,995 
135 

67,525 
12,485 
2,525 

2,800 

165 

20 
45 

2,495 

110 
605 
370 

97,070 

1,810 
340 
150 

200 
2,500 

275 

7,155 

155 

2,170 
35 

72,470 
12,895 
2,500 

2,960 

165 

20 
45 

2,515 

190 
520 
330 

101,600 

1,810 
335 
130 

210 
2,485 

290 

6,660 

18,140 19,985 21,610 
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B-24 THE BUDGET FOR FISCAL YEAR 1985 

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

Description 

Fiscal years 

Description Corporations Individuals Description 

1983 1984 1985 1983 1984 1985 

Tax credit for corporations receiving 
income from doing business in 
United States possessions 2,080 

6,725 
1,650 
6,635 

1,745 
6,935 Total (after interactions) 

Interest: 
Deferral of interest on savings 

bonds 

2,080 
6,725 

1,650 
6,635 

1,745 
6,935 25,295 

655 

26,645 

740 

29,715 

795 

25,295 

655 

26,645 

740 

29,715 

795 

*$2.5 million or less. All estimates have been rounded to the nearest $5 million. 
1 Totals include only pre-1983 budget method. 
2 In addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $160 million in 1983, $210 

million in 1984, and $190 million in 1985. 
3 The figures in the table indicate the tax subsidies provided by the earned income tax credit. The effect on outlays is: 1983, $1,213 million,-

1984, $1,123 million; 1985, $1,044 million. 
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SPECIAL ANALYSIS A A-ll 

REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES 

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

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

Description 
Fiscal years 

Description Corporations Individuals Description 
1983 1984 1985 1983 1984 1985 

National defense: 
Exclusion of benefits and allow-

ances to Armed Forces personnel 1,785 1,895 2,030 
Exclusion of military disability pen-

1,785 1,895 2,030 

sions 130 125 125 
International affairs: 

130 125 125 

Exclusion of income earned abroad 
by United States citizens 1,285 1,300 1,405 

Deferral of income of domestic in-
1,285 1,300 1,405 

ternational sales corporations 
(DISC) 950 870 940 

Deferral of income from controlled 
950 870 940 

foreign corporations: 
Pre-1983 budget method 560 615 680 
1983 and 1984 budget method 

560 615 680 

General science, space, and tech-
nology: 

Expensing of research and develop-
ment expenditures 835 1,170 710 35 65 50 

Credit for increasing research activ-
ities 600 645 655 15 20 25 

Suspension of the allocation of re-
search and experimentation ex-
penditures 105 55 

Energy: 
105 55 

Expensing of exploration and devel-
opment costs-. 
Oil and gas 1,800 760 1,075 1,360 1,055 1,135 
Other fuels 30 30 35 

Excess of percentage over cost de-
30 30 35 

pletion: 
Oil and gas 490 330 340 790 890 810 
Other fuels 255 280 280 10 10 10 

Capital gains treatment of royalties 
on coal 35 40 40 145 140 155 

4 2 0 - 7 0 0 O - 8 4 - 1 8 Q L : 3 
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B-24 THE BUDGET FOR FISCAL YEAR 1985 

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

Description 

Fiscal years 

Description Corporations Individuals Description 

1983 1984 1985 1983 1984 1985 

Exclusion of interest on State and 
local industrial development 
bonds for certain energy facili-
ties 130 145 155 40 40 40 

Residential energy credits: 
Supply incentives 325 370 470 
Conservation incentives 285 260 305 

Alternative, conservation and new 
285 260 305 

technology credits: 
Supply incentives 215 150 160 35 25 25 
Conservation incentives 45 5 * 5 

Alternative fuel production credit 10 20 25 
5 

Alcohol fuel credit1 * * * 

Energy credit for intercity buses 10 10 10 
Natural resources and environ-

10 10 10 

ment: 
Expensing of exploration and devel-

opment costs, nonfuel minerals 55 60 65 
Excess of percentage over cost de-

55 60 65 

pletion, nonfuel minerals 280 315 365 10 15 15 
Exclusion of interest on State and 

local IDBs for pollution control 
and sewage and waste disposal 
facilities 930 1,040 1,105 290 295 295 

Tax incentives for preservation of 
historic structures 95 115 130 175 205 250 

Capital gains treatment of iron ore.... 5 5 5 10 10 10 
Capital gains treatment of certain 

timber income 275 390 430 95 125 155 
Investment credit and seven-year 

amortization for reforestation ex-
penditures 15 20 20 * * 5 

Agriculture: 
Expensing of certain capital outlays.. 85 90 95 475 495 510 
Capital gains treatment of certain 

income 30 35 35 585 550 575 
Commerce and housing credit: 

Dividend exclusion 465 455 460 
Net interest exclusion 

465 455 
920 

Exclusion of interest on small issue 
920 

industrial development bonds 1,050 1,090 1,085 775 895 960 
Exemption of credit union income 140 165 185 
Excess bad debt reserves of finan-

140 165 185 

cial institutions 405 635 810 
Exclusion of interest on life insur-

405 635 810 

ance savings 4,335 4,720 5,180 
Deductibility of interest on consum-

4,335 4,720 5,180 

er credit 9,215 10,040 10,845 
Deductibility of mortgage interest 

9,215 10,040 10,845 

on owner-occupied homes 20,800 22,985 25,130 
Deductibility of property tax on 

20,800 22,985 25,130 

owner-occupied homes 8,010 8,775 9,640 
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SPECIAL ANALYSIS G G-45 

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

Description 
Fiscal years 

Corporations 

1983 1984 1985 

Individuals 

1983 1984 1985 

Exclusion of interest on State and 
local housing bonds for owner-
occupied housing 

Exclusion of interest on State and 
local debt for rental housing 

Capital gains (other than agricul-
ture, 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 struc-
tures, energy property, and re-
forestation expenditures 

Accelerated depreciation on rental 
housing: 

Pre-1983 budget method 
1983 and 1984 budget method-

Accelerated depreciation of build-
ings other than rental hous-
ing: 

Pre-1983 budget method 
1983 and 1984 budget method-

Accelerated depreciation of machin-
ery and equipment: 

Pre-1983 budget method 
1983 and 1984 budget method-

Safe harbor leasing rules 
Amortization of start-up costs 
Exclusion of interest on certain sav-

ings certificates 
Reinvestment of dividends in public 

utility stock 
Reduced rates on the first 

$100,000 of corporate income: 
Pre-1983 budget method 
1983 and 1984 budget method-

Transportation: 
Deferral of tax on shipping compa-

nies 
Exclusion of interest on State and 

local bonds for mass commuting 
vehicles 

Deduction for motor carrier operat-
ing rights 

Community and regional develop-
ment: 

Five-year amortization for housing 
rehabilitation 

1,090 

430 

1,770 

1,255 

545 

2,075 

1,160 

2,130 

18,070 

120 

23,590 

155 

26,495 

165 

270 

280 

15,335 

1,325 

600 

3,535 

3,175 

575 

175 200 215 150 

10,430 16,885 23,650 490 

3,370 
15 20 

2,340 
25 105 

1,225 

365 

4,500 5,645 5,905 

40 

100 

50 

2 5 

335 

355 

14,660 

1,700 

755 

3,860 

3,160 

665 

165 

1,510 

160 

320 

415 
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B-24 THE BUDGET FOR FISCAL YEAR 1985 

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

Description 
Fiscal years 

Corporations 

1983 1984 1985 

Individuals 

1983 1984 1985 

Investment credit for rehabilitation 
of structures (other than histor-
ic) 

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

Education, training, employment, 
and social services: 

Exclusion of scholarship and fellow-
ship income: 

Pre-1983 budget method 
1983 and 1984 budget method.... 

Exclusion of interest on State and 
local student loan bonds 

Exclusion of interest on State and 
local debt for private nonprofit 
educational facilities 

Parental personal exemption for 
students age 19 or over 

Deductibility of charitable contribu-
tions (education) 

Employer educational assistance 
Exclusion of employer provided 

child care 
Exclusion of employee meals and 

lodging (other than military)........ 
Exclusion of contributions to pre-

paid legal services plans 
Investment credit for ESOPs 
Credit for child and dependent care 

expenses 
General jobs credit 
Targeted jobs credit 
Deduction for two earner married 

couples 
Deductibility of charitable contribu-

tions, other than education and 
health 

Deductions for certain adoption ex-
penses 

Health: 
Exclusion of employer contributions 

for medical insurance premiums 
and medical care 

Deductibility of medical expenses 
Exclusion of interest on State and 

local debt for private nonprofit 
health facilities 

Deductibility of charitable contribu-
tions (health) 

Tax credit for orphan drug research., 
Social Security and Medicare: 

Exclusion of social security benefits: 
Disability insurance benefits 

175 

335 

200 

370 

185 

400 

160 

105 

560 

165 

105 

565 

160 

100 

570 

140 

85 

210 

105 

295 

125 

290 375 415 

65 

25 

1,025 

680 
40 

20 

680 

40 

100 

35 

980 

705 
20 

40 

725 

40 

140 

40 

1,020 

810 

70 

795 

45 
1,250 1,375 1,875 

85 
390 585 650 

360 465 510 

770 

180 
10 

960 

235 
15 

1,115 

255 
15 

1,520 

65 

3,120 

9,275 

10 

15,270 
3,415 

250 

1,355 

1,695 1,905 

1,310 

110 

6,200 

9,635 

10 

17,625 
3,150 

315 

1,410 

1,225 

80 

6,635 

11,055 

10 

20,165 
3,410 

365 

1,620 

1,105 
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SPECIAL ANALYSIS A A-ll 

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

Description 
Fiscal years 

Corporations 
1983 1984 1985 

Individuals 
1983 1984 

OASI benefits for retired workers. 
Benefits for dependents and sur-

vivors 
Income security: 

Exclusion of railroad retirement 
system benefits 

Exclusion of workmen's compensa-
tion benefits 

Exclusion of public assistance bene-
fits: 
Pre-1983 budget method 
1983 and 1984 budget method-

Exclusion of special benefits for 
disabled coal miners 

Exclusion of untaxed unemployment 
insurance benefits 

Exclusion of disability pay 
Net exclusion of pension contribu-

tions and earnings: 
Employer plans 
Individual Retirement Accounts.... 
Keoghs 

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 credit2 

Veterans benefits and services: 
Exclusion of veterans disability 

compensation 
Exclusion of veterans pensions 
Exclusion of Gl bill benefits 
Exclusion of interest on State and 

local debt for veterans housing.... 
General government: 

Credits and deductions for political 
contributions 

General purpose fiscal assistance: 
Exclusion of interest on public pur-

pose State and local debt 
Deductibility of nonbusiness State 

and local taxes other than on 
owner-occupied homes 

14,035 

3,775 

780 

1,885 

515 

180 185 210 

6,735 7,270 7,715 

160 

2,960 
120 

46,585 
8,855 
1,460 

2,040 

120 

20 
45 

2,505 
110 
485 
355 

1,815 
345 
155 

45 

270 

2,345 

13,895 

3,755 

615 

2,020 

495 

155 

2,305 
75 

50,535 
9,190 
1,475 

2,170 

120 

20 
45 

2,510 
145 
370 
315 

1,810 
335 
130 

45 

275 

2,530 

18,070 19,840 21,634 
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Table G-2 . REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 

(In millions of dollars) 

Description 

Fiscal years 

Description Corporations Individuals Description 

1983 1984 1985 1983 1984 1985 

Tax credit for corporations receiving 
income from doing business in 
United States possessions 1,350 1,075 1,135 

Interest: 
Deferral of interest on savings 

bonds 

1,350 1,075 1,135 

566 721 771 
i 

566 721 771 

*$2.5 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 $160 million in 1983, $210 

million in 1984, and $190 million in 1985. 
2 The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1983, $1,213 million; 1984, 

$1,123 million; 1985, $1,044 million. 

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

1985



SPECIAL ANALYSIS G 

TAX EXPENDITURES 

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 provisions 
of the Federal tax laws which allow a special exclusion, exemption, 
or deduction from gross income or which provide a special credit, a 
preferential rate of tax or a deferral of liability." 

The definition of tax expenditures requires a distinction between 
the baseline provisions of the tax structure and "special" or "pref-
erential" provisions that are exceptions to the baseline structure. 
Prior to 1983, Special Analysis G used the term "normal" to denote 
the baseline against which tax expenditures are measured. Since 
Public Law 93-344 does not provide an exact specification of the 
"normal" provisions of the tax law, determination of what provi-
sions constitute "special" or "preferential" provisions, and there-
fore should be listed as tax expenditures, necessarily involves some 
arbitrary choices. This process has been overseen by executive 
agency and congressional committee staffs. Prior to 1983, the Spe-
cial Analysis G listing of "tax expenditures" generally matched 
those published by the Congressional Budget Office and the Joint 
Committee on Taxation. This close correspondence of tax expendi-
ture lists resulted because the concept of a "normal" tax used by 
both executive branch and congressional staffs was a variant of a 
comprehensive income tax, albeit with several major exceptions, 
that had not deviated significantly from the concept used in the 
first tax expenditure listings. 

Tax expenditures in Special Analysis G were measured against a 
revised baseline after 1982 which is referred to as the "reference 
tax." This year's Special Analysis G displays tax expenditures as 
compared to both the reference tax baseline used beginning with 
1983 and the normal tax baseline used prior to 1983. The discussion 
below describes in general terms both baselines, discusses the con-
ceptual and practical differences between them, and then reviews 
the major categories of tax expenditures. For the most part, tax 
expenditures relative to both baselines are the same, but there are 
several important items that are characterized differently. 

Because different baselines were utilized, the current Special 
Analysis G generally does not conform with the results presented 
in the Treasury Department's tax reform proposal of 1984. A com-

G - l 
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prehensive review is to address this and other tax expenditure 
issues raised by the Treasury proposals and other tax reform pro-
posals. 

PRE-1983 BUDGET CONCEPTS 

The "normal" tax structure used as a departure point for identi-
fying and measuring tax expenditures has historically had many 
features in common with a comprehensive income tax, where 
income is defined as the sum of consumption and the change in net 
wealth in a given period of time. The concept of a normal income 
tax did not specify any particular structure of tax rates, or defini-
tion of the taxpaying unit (as between families and individuals), 
and allowed for personal exemptions and a standard deduction. In 
addition, the concept of a normal tax, as would a comprehensive 
income tax, allowed for deductions needed to measure net income, 
such as deductions for interest incurred to finance the holding of 
income-producing assets and for employee business expenses. The 
"normal" tax structure did allow, however, for several major de-
partures from what is commonly understood to be the base of a 
truly comprehensive income tax: 

• Under the "normal" tax structure, income was only taxed 
when realized, not as accrued. Thus, for example, the benefit, 
relative to strict accrual accounting of income, from deferring 
tax on accrued, but unrealized, capital gains was not regarded 
as a tax expenditure. 

• The fact that the current tax system taxes only cash income, 
not "imputed income" received in the form of consumption 
benefits from capital used directly by households or consump-
tion by households of goods they produce, was regarded as 
part of tha "normal" tax structure. Thus, the exclusions from 
tax of imputed income from owner-occupied homes and con-
sumer durables and tax-free consumption by farmers of prod-
ucts grown on their farms were not regarded to be tax ex-
penditures. 

• The "normal tax structure" included a separate tax on corpo-
ration income, although neither economic theory nor common 
international practice justifies a totally separate corporation 
income tax. At the same time, the "normal" tax structure 
allowed for devices to eliminate the separate corporate tax by 
attributing income to shareholders, such as subchapter S cor-
porations. The additional revenue resulting from maintenance 
of a separate, unintegrated corporation tax could well be con-
sidered a "negative tax expenditure" if the "normal" tax base 
were defined as the comprehensive income of individuals, 
with corporate retained earnings attributed to individual 
shareholders. 
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• The "normal" tax structure did not adjust the basis of capital 
assets or debt for changes in the price level over the time 
period assets were held, and thus overstated real capital 
gains, interest income, and interest costs, and understated 
depreciation during a period of inflation. If the "normal tax" 
were a true comprehensive income tax, failure to take ac-
count of inflation in measuring depreciation, capital gains, 
and interest income of lenders would be regarded as negative 
tax expenditures and failure to take account of inflation in 
measuring the interest costs of borrowers would be regarded 
as a positive tax expenditure, or subsidy for borrowing. 

Notwithstanding these major differences from a fully comprehen-
sive income tax, the "normal" tax concept can be thought of as a 
base for a "practical" income tax intended to avoid the complex-
ities that would result from including in taxable income an imputa-
tion for accrued but unrealized gains received by individuals and 
an imputation for the rental value of services from owner-occupied 
homes and consumer durables, integrating the corporate and per-
sonal income taxes, and adjusting measured net income from cap-
ital for the effects of inflation. Moreover, the departures from a 
comprehensive tax allowed in defining the "normal" tax had essen-
tially remained unchanged between the first published Special 
Analysis G and 1982. This facilitated the generally consistent deci-
sions by those responsible for preparing tax expenditure budgets on 
what constituted "tax expenditures." 

The "normal" tax as described above is, of course, not the only 
broad-based or "normative" tax system that can be used as a 
standard for identifying tax expenditures. One could, for example, 
use as the standard a truly comprehensive income tax in which the 
tax base is equal to consumption plus the change in net wealth of 
individuals and families. Under such a standard, as indicated in 
the previous discussion, the failure to include accrued but unreal-
ized income in the tax base would be regarded as a tax expendi-
ture, while the double taxation of corporate dividends and the 
failure to index the basis of capital gains for price level changes 
would be regarded as negative tax expenditures, or tax penalties. 
Alternatively, the standard could be a comprehensive personal tax 
on consumption of individuals and families. Using a consumption 
tax as a normative standard, the failure to tax income accrued 
within pension funds would not be a tax expenditure, as it would 
be under an income tax, because under a consumption based tax 
income earned but not consumed is not taxable. On the other hand, 
the failure to include the proceeds of borrowing in the tax base 
would be a "tax expenditure" under a consumption tax standard, 
even though borrowing, in itself, would have no effect on the tax 
base under an income tax. 
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In addition, some of the items listed as tax expenditures when 
the "normal" tax is used as a baseline can themselves be regarded 
as practical adjustments to correct for departures of the normal tax 
from a truly comprehensive base. For example, as noted above, the 
failure to adjust the basis of capital assets for changes in the price 
level in measuring taxable income is part of the normal tax even 
though it represents a significant departure from correct income 
measurement. The exclusion from tax of 60 percent of realized 
capital gains—a provision listed as a tax expenditure relative to 
both the normal tax baseline and the reference tax baseline dis-
cussed below—may itself be regarded as a pragmatic rule to adjust 
for the overstatement of income from capital gains in a period of 
inflation. 

Similarly, in a period of stable prices, capital consumption allow-
ances under a comprehensive income tax would be based on eco-
nomic depreciation. In a time of inflation, however, use of more 
accelerated depreciation methods can be regarded as a pragmatic, 
though imprecise, way of offsetting the failure to adjust depre-
ciation deductions for the increases in the replacement cost of 
assets. 

POST-1982 BUDGET CONCEPTS 

The measurement and subsequently the definition of tax expend-
itures has undergone major changes in recent years, in part reflect-
ing a changed perception of what constitutes the major structural 
features of the current tax system. This evolution began with the 
introduction of the concept of "outlay equivalents" in the 1982 
budget and evolved into a redefinition of the tax structure against 
which departures labelled as tax expenditures would be measured 
in the budgets after 1982. 

In 1982, Special Analysis G included a supplement that departed 
from previous procedures. In it were jointly displayed the Federal 
support for housing and energy programs provided on both the 
outlay and revenue sides of the budget. The purpose of this depar-
ture was to illustrate how a tax expenditure budget might be used 
in the budgetary process to provide a consistent accounting of all 
resources used to achieve specified national needs, or program 
objectives, and to demonstrate how such a procedure might aid in 
the determination of overall budget expenditure and revenue tar-
gets. 

To achieve this purpose, a modification of previous estimation 
methodology was introduced. If, for example, the purpose of resi-
dential energy tax credits was to reduce the costs to homeowners of 
certain energy conservation investments, then the credit should be 
viewed not as a "reduction in tax," but as a subsidy payment that 
might just as well have been made by the Department of Energy. 
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In order to convert the residential energy credit into an "outlay" 
equivalent, it was necessary to ask how the payment would be 
treated under the existing tax laws if it were a grant from the 
Department of Energy. If the payment in cash would be taxable, 
while the tax subsidy is nontaxable, then the tax subsidy would 
have to be "grossed-up" to the equivalent taxable cash payment to 
be comparable with actual outlays for the same purpose. 

In performing this analysis of the subsidy-equivalent of housing 
and energy tax expenditures, it was observed that the "norm" from 
which these "special" provisions departed was simply the body of 
generally applicable income tax rules to which the special provi-
sions were exceptions. This suggested that, in the budgetary con-
text implied by the Congressional Budget Act of 1974, it would be 
useful to distinguish two categories of items that had been labelled 
"tax expenditures" in previous budgets. The first category would 
consist of deviations from general rules of the existing tax system 
that could be measured and evaluated in a manner comparable to 
the measurement and evaluation of subsidy and transfer programs 
on the outlay side of the budget. The second category would consist 
of more general deviations of the structure of the Federal income 
tax from some normative, comprehensive income or other broad-
based tax. The items in the second group would not be labelled 
"tax expenditures" as such, even though they might be regarded as 
items to be considered as part of a more general reform of the 
existing income tax. 

This evolutionary step was taken in the 1983 Special Analysis G 
and has been continued since then. Two criteria were used to 
identify a tax expenditure or tax subsidy. First, it was necessary 
that, absent the special provision, the tax laws provided general 
rules to enable a taxpayer to determine his income tax due and 
payable. These general rules were called the "reference law." 
Second, it was necessary that the special provision apply to a 
sufficiently narrow class of transactions or transactors to permit 
the specification of a program objective that could be assigned to 
an existing agency other than the IRS and be administered with 
appropriated funds. In keeping with the intended use of the esti-
mates in budget program displays, the budget impacts of the items 
listed were expressed as outlay equivalents. 

Neither the Congressional Budget Office nor the Joint Commit-
tee on Taxation adopted these revisions. Those offices continued to 
use a modified income tax "norm," as described above, as the basis 
for identifying tax expenditures. As a consequence, Special Analy-
sis G in the 1983 and 1984 budgets did not fully correspond to other 
"tax expenditure budgets," a condition some have found confusing. 

To help remedy this state of affairs, in the 1985 budget Special 
Analysis G began to list a number of tax provisions in addition to 
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those that meet the narrower tests for identifying tax expenditures 
(or "tax subsidies") used in 1983 and 1984. The discussion below 
sets out in greater detail the "reference tax law" and identifies 
some of the departures of this "reference law" from the "normal" 
income tax used prior to 1983 to identify tax expenditures. 

REFERENCE TAX RULES AND COMPARISON TO NORMAL TAX 
STRUCTURE 

The reference tax rules from which departures represent expend-
iture-like government programs include: 

1. Definition of the taxpaying unit Taxpaying units are individ-
uals (single, married, head of household); corporations (except those 
electing subchapter S treatment, cooperatives, real estate invest-
ment trusts, and other financial organizations that attribute their 
income to members in whose hands it is taxable); and trusts and 
estates (to the extent income is not distributed to beneficiaries). 
Certain otherwise taxable corporations and associations whose ac-
tivities and ownership meet the requirements of section 501 are 
exempt from income tax, as are government-owned enterprises 
encompassed by section 115. 

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

2. Tax rate schedules. Separate schedules for single individuals, 
heads of household, married persons filing jointly, married persons 
filing separately, and corporations are all regarded as part of the 
reference tax sysijem. The rate structures imposed on the tax base 
of these entities $.re whatever current law provides. The "normal" 
tax system is similar, except that it specifies a single rate (the 
current maximum rate) on corporate income. The lower tax rates 
applied to the first $100,000 of corporate income are thus regarded 
as a tax expenditure, relative to the normal tax. 

3. General accounting rules for determining income subject to tax. 
Income subject to tax is gross income less costs of earning that 
income. Gross income includes payments (or obligations to receive 
payment) from all sources, foreign and domestic, that are: (1) con-
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sideration received in the exchange of goods and services (including 
one's labor services), or of property; and (2) the taxpayer's share of 
gross, or net income earned and/or reported by another entity, 
such as interest, dividends, rents, royalties, and profits of partner-
ships, subchapter S corporations, and cooperatives. Under the ref-
erence tax rules, gross income does not include gifts, defined as 
receipts of money or property that are not consideration in an 
exchange, or most transfer payments (gifts from the Federal Gov-
ernment). Gross income does, however, include transfer payments 
associated with past employment, such as social security benefits. 
The "normal" tax also does not define gifts between individuals as 
gross income. However, under the normal tax baseline used prior 
to 1983, all cash transfer payments (gifts from government to pri-
vate individuals) were regarded as gross income, and exemptions of 
such gifts from tax under current law were identified as tax ex-
penditures. 

Costs of earning gross income are deductible in determining tax-
able income under the reference rules. These include: (1) expenses 
incurred in earning gross personal service income (not including 
expenditures on goods and services for personal use); (2) costs of 
earning income incurred by a taxpayer's trade or business includ-
ing "costs of goods sold" (compensation of employees, goods and 
services purchased from other firms, royalties paid), an allowance 
for physical capital "used up" in producing the output that gener-
ates the gross income of the business (depreciation in the case of 
machinery, equipment, and structures; depletion in the case of 
mineral deposits); and (3) interest paid creditors who have ad-
vanced funds to help finance the ownership and use of assets by 
the trade or business. 

These deductions are all necessary to measure the net income of 
the equity holder in a business. Deductions for "cost of goods sold" 
functionally allocate to employees and suppliers their "shares" of 
the trade or business' gross income which they in turn will report 
on their income tax returns. Depreciation and depletion deductions 
are necessary to cover the using-up of physical capital, the cost of 
which has already been paid for by the owners, thus enabling the 
owners to recover their capital free of an additional tax. Deprecia-
tion allowances as provided according to statutory schedules for 
different classes of depreciable property are part of the reference 
tax rules. Depletion allowances in the reference tax rules are not 
schedular but are based on the pro-rata recovery of the original 
cost as the mineral deposit is depleted by extraction. Deductions for 
interest represent an allocation of pre-tax income of a trade or 
business reportable as such by creditors of that trade or business 
under the reference tax. 
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The "normal" tax includes the same items of deduction needed to 
measure net income as the "reference" tax, but, in addition, speci-
fies the time pattern of depreciation deductions to correspond in 
some approximate way to the time pattern of "using up" of physi-
cal capital. The "reference" tax encompasses the existing general 
depreciation rules, as modified by the Accelerated Cost Recovery 
System (ACRS), as part of the general structure of the tax rules. 
Since ACRS schedules are generally the applicable rules for all 
investments in depreciable property, they are part of the "refer-
ence tax" structur e and not identified as a tax expenditure item, or 
tax subsidy, when the reference tax is taken as the baseline. In 
contrast, when the normal tax rules are used as the baseline, the 
ACRS schedules for depreciable personal and real property enacted 
in the Economic Recovery Tax Act of 1981 are a tax expenditure 
item. This identification of ACRS as a tax expenditure in the 
normal tax recognizes that some attempt, however imprecise, to 
match capital recovery rules to the decline in asset value is needed 
to measure economic income from depreciable capital. In the ac-
companying tablets, the revenue loss resulting from substituting 
ACRS for depreciation rules based on the Asset Depreciation 
Range system (ADR) midpoint lives, for machinery and equipment, 
and based on 35-year straight-line depreciation for structures is 
listed as a tax expenditure under the pre-1983 budget concept. 

In addition to rules for determining what is to be includable in 
gross income and what deductions are to be allowed, and when, an 
operational income tax requires a set of accounting procedures for 
classifying, recording, and summarizing transactions during the tax 
year. In the reference tax system, the basic elements of this ac-
counting system are similar to those described above that charac-
terize the "normal" income tax. These elements are: (1) reliance on 
valuations determined at the time transactions occur ("realization" 
as opposed to ' accrual" accounting), (2) exclusion from gross 
income of the market value of services from durable goods or other 
"self-produced" income, such as "do-it-yourself' repairs and main-
tenance, (3) reliance on historical cost for determining allowable 
deductions for capital cost recovery and in the computation of gain 
on the sale of an asset (no inflation adjustments), (4) distinguishing 
"current expense" from "capital expenditures," with the former 
deductible from gross income in the period when the transaction is 
completed, while the latter is recovered by depreciation or deple-
tion deductions over the asset's productive life, and (5) specification 
of the accounting period for summarizing transactions to determine 
income subject to tax and computing tax due and payable as well 
as a stipulation of when tax must be paid. As part of the computa-
tion of tax liability, both the reference tax and the normal tax 
allow a tax credit for foreign income taxes paid up to the amount 
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of U.S. income taxes that would otherwise be due. This prevents 
the double taxation of income earned abroad. 

MAJOR DEPARTURES FROM THE REFERENCE RULES 

Beginning with the 1983 budget, the "reference" tax has been 
used to identify provisions that substitute for budget outlays. For 
example, compared to the general rules described as the "refer-
ence" tax: 

• Not all consideration received in exchange for goods and serv-
ices is reportable as gross income. Some forms of employee 
compensation, such as certain military housing and food al-
lowances or employer-paid fringe benefits, are specifically ex-
cluded from employees' reportable gross income although it is 
clearly a consideration received in exchange for labor services 
and is properly deductible from the gross income of the trade 
or business of employers who are taxable entities. 

• Holders of State and local government bonds are specifically 
exempt from reporting interest payments on those obligations 
as gross income, although these payments are no less income 
than interest, dividends, rents, and royalties received from 
other payees. 

• Dividend and interest receipts of pension funds, the value of 
which accrues to taxable beneficiaries, are not reportable as 
gross income when received, either by the qualified pension 
trusts or by the beneficiaries; they become reportable, after 
compounding at pre-tax rates of interests, only when they are 
paid out as retirement benefits. 

Defense Department outlays reported in the budget for military 
personnel are lower because part of military compensation is paid 
in tax-free housing and food allowance dollars. This exclusion of 
compensation from tax substitutes for higher direct outlays to 
obtain the same quality and quantity of military personnel whose 
compensation in this form, if received from another employer, 
would be subject to tax. Similarly, the nontaxability of interest 
paid by State and local borrowers enables them to obtain funds at 
lower rates at a saving to their taxpayers. This particular exclusion 
is therefore a substitute for interest subsidies or capital grants to 
State and local governments on the outlay side of the budget. The 
exclusion of employer-paid pension, health, and other insurance 
benefits for employees and the preferred treatment of pension trust 
income substitute for outlays that would pay part of the costs of 
private retirement, health, and insurance plans. 

The tax laws also provide many deductions from gross income in 
the derivation of taxable income that have no apparent relation to 
the cost of earning the reported gross income, as the general rule 
requires. For example: 
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• Individuals may deduct amounts paid to charitable, educa-
tional, scientific or religious organizations, although these are 
not costs of earning reportable gross income. 

• Some oil ancl gas and mineral producers are allowed deduc-
tions for "percentage depletion" that are not limited to recov-
ery of the cost of acquiring the mineral deposit. In addition, 
some investments in the acquisition of depletable and depre-
ciable property may be deducted in the year incurred, rather 
than capitalized and recovered as production ensues. These 
special rules for cost recovery of oil and gas and mineral 
deposits permit investment costs in these activities to be re-
covered more rapidly than the reference rules allow in all 
activities generally and often permit more than the full in-
vestment to be recovered tax free, contrary to the conditions 
imposed on other forms of capital use. 

• Individuals are allowed to deduct mortgage interest and con-
sumer interest paid from their pre-tax incomes even though, 
under the reference tax rules applicable to housing and con-
sumer durables, they have not reported the gross income from 
services of housing and consumer durables earned with the 
aid of the debt they are servicing. 

These particular exceptions to the general, reference tax rules 
governing the use of deductions to compute taxable income have 
direct incentive effects that could alternatively be obtained with 
outlay programs. Deductibility of qualified contributions lowers the 
private "price" of giving, as would matching grants to qualified 
organizations based on contributors' support. The preferential 
treatment of minerals investment and production expands mineral 
output as would direct subsidies paid to mineral producers. The 
deductibility of mortgage interest encourages home ownership in 
much the same as Federal mortgage interest subsidy programs do. 

Finally, there are special exceptions to the general rules for 
determining net income tax due and payable. After a taxpayer has 
determined his pre-tax income, taking into account all preferential 
exclusions for gross income and all the special deductions, and has 
applied the appropriate tax rate schedule, the tax liability thus 
derived is not necessarily the amount he must pay. For example, 
the taxpayer may take as credits against his tax otherwise due and 
payable amounts determined by expenditures during the tax year 
on: 

• Qualified property (the investment tax credit for purchasing 
machinery and equipment). 

• Certain energy conservation property. 
• Wages paid to specific categories of disadvantaged workers. 
• Certain research and experimentation expenditures. 
• Rehabilitating old and historic structures. 
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• Contributions to political candidates. 
• Transfer of stock in the employer-corporation to qualified em-

ployee stock ownership plans. 
The equivalence of these tax credits to outlay programs designed 

to subsidize particular classes of transactions is self-evident. 
All of these departures from the reference tax rules are also 

departures from the "normal" tax rules and appear in tax expendi-
ture budgets constructed from both baselines. The major items of 
tax expenditure relative to the "normal" baseline used in pre-1983 
budgets that are not items of tax expenditure relative to the "refer-
ence" rules used beginning with the 1983 budget are: deferral of 
income of controlled foreign corporations, "gifts" or unilateral 
transfers from governments, and the difference between current 
statutory depreciation rules (ACRS) and alternative rules designed 
to provide a more accurate measure of economic income from 
capital investments. 

MEASURING TAX EXPENDITURES 

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 
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 are said to "reallocate re-
sources" 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 slate of goods and services 
that otherwise would not be produced. This occurs because control 
over resources is removed from the private sector either by tax-
ation or by borrowing and made available for public use. Function-
al budget outlay figures, then, provide a basis for evaluating pro-
grams. The amount of an outlay measures the resource cost to the 
Federal Government of accomplishing the program objective. Since 
GNP is a (gross) measure of the market value of goods and services, 
the ratio of total budget outlays to GNP is commonly used as an 
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indicator of the size of Government relative to the private econo-
my. 

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 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 all such 
amounts also be stated in pre-tax magnitudes. Generally, budget 
outlays for the purchase of goods and services 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 subsi-
dized 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, as noted above, the budget 
outlays for certain housing and meal allowances of military person-
nel are not includable in their incomes and therefore understate 
the cost of this National Defense budget element. If this form of 
compensation were treated under the generally applicable refer-
ence or normal 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 as they 
are now with nontaxable allowances. Only when the existing tax 
subsidy is added to the tax-exempt budget outlay is this element of 
National Defense expenditure comparable with other defense out-
lays. 

The estimates of tax expenditures in table G-l have been pre-
pared to conform to the objectives of functional budget accounting 
for outlays. Thus, table G- l figures are estimated as outlay equiva-
lents, the magnitudes of which are consistent with direct budget 
outlays. The entries should be viewed as amounts that should be 
added to functional budget outlays and restored to budget receipts 
to provide a more consistent and comprehensive display of the 
resource reallocations produced by Federal fiscal measures. 

The basic difference between the outlay equivalent and revenue 
loss estimates is that the former estimates reflect the fact that 
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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.—As noted 
above, certain housing and meal allowances for military personnel 
are not included in the pre-tax incomes of military personnel. The 
revenue loss estimate for this item merely computes the tax that 
would be paid by military personnel if these payments had been 
taxable. 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 or normal 
tax law would therefore have to be sufficient to yield them an 
after-tax (disposable) income large enough to permit the same hous-
ing and meal expenditures they now enjoy, just as the taxable cash 
pay they receive must yield them enough disposable income to 
continue in military service. Since virtually all military personnel 
have otherwise taxable incomes, the outlay equivalent estimate 
exceeds the revenue loss estimate that does not take account of this 
fact. By "grossing-up" exempt government outlays for military 
service, the tax subsidy estimate is now measured in a manner 
consistent with other Defense Department outlays. 

2. Subsidies to reduce market prices.—Some subsidies reduce 
market prices by purposively reducing taxes otherwise due and 
payable by producers. For example, the incremental research and 
experimentation (R&E) credit provides a subsidy for industrial 
R&E. A firm qualifying for the credit, however, is not required to 
include the credit in computing its taxable income, as it would if it 
were to receive such funds as a cash payment from the Govern-
ment in support of its R&E. Cash payments for R&E would either 
be reported as gross income by the payee or would reduce the 
deduction for R&E expense, entering the payee's income subject to 
tax in either event. The expenditure equivalent of the incremental 
R&E tax credit is estimated as the amount of subsidy subject to 
reference tax rules that would have to be paid to firms for their 
qualified R&E expenditures and which would reduce their costs by 
as much as the tax credit, which does not enter taxable income. 
Again, this estimate of the R&E tax credit expenditure equivalent 
is larger than the amount that is estimated as a revenue loss. 

Other subsidies reduce prices by reducing tax otherwise due and 
payable by the final purchaser. For example, the personal deduc-
tion 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' (pur-
chasers') taxable income. Further, the full payment of the premium 
by the insured taxpayer enters the taxable incomes of medical 
practitioners and others whose fees are covered by the insurance. 
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The expenditure equivalent of this subsidy is therefore simply the 
reduction in tax payments of purchasers. In other words, the pref-
erential deduction represents partial reimbursement to households 
for the personal insurance expenditure they have made. Since this 
amount is included in the tax base of suppliers, the outlay equiva-
lent of this tax expenditure is therefore the same 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 to shipowners who have ships built in 
U.S. shipyards, or the furnishing of equipment to Government 
contractors. 

In general, under the reference and normal tax laws, the benefi-
ciary of a capital grant is regarded as not having contributed the 
portion paid for by the Government to the cost of an asset. His 
"basis" in the subsidized asset is only the amount of his disposable 
resources expended. The asset is therefore shown on the benefici-
ary's tax books of account at its net private cost. Depreciation of 
only the private cost net of subsidy is recoverable in computing his 
income tax liability. However, in the case of the investment tax 
credit before January 1, 1983, the private firm was allowed cost 
recovery deductions for the entire cost of credited assets, gross of 
the credit for its purchase. Under the outlay equivalent computa-
tion, this additional cost recovery is accounted for as an addition to 
the initial grant (tax credit) to derive the expenditure equivalent. 
The estimated outlay equivalent for the investment tax credit was 
therefore larger than the revenue loss estimate because the latter 
did not take into account the extra investment grant provided by 
the additional tax depreciation allowed. Beginning in January 
1983, this additional grant was reduced by half the amount of the 
investment tax credit because the Tax Equity and Fiscal Responsi-
bility Act of 1982 (TEFRA) provided 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, 
as has been noted, under reference and normal tax rules invest-
ments for the discovery and development 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 expenditures are recovered as deduc-
tions when made, reducing taxes due and payable when the invest-
ment is made, and increasing taxes in later years. The deferral of 
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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 deferral shown in table G-l is comparable to the 
treatment of net lending in the outlay section of the budget. Only 
net new lending (deferrals) is accounted for; the subsidy element 
attributable to a zero interest rate on the deferral is not. For this 
reason the outlay equivalent of tax deferral is the same as the 
revenue loss estimate. 

The tax expenditure estimates reported in table G- l were pre-
pared by the Treasury Department and are based upon income tax 
law enacted as of December 31, 1984. The estimates show the 
expenditure equivalent of each special tax provision by fiscal year. 
For tax expenditures resulting from the exclusion from taxable 
income of Federal Government payments to individuals, estimates 
of the payments upon which the tax subsidy estimates are based 
are shown elsewhere in the Budget. 

The estimating procedure for tax expenditures uses the same 
implicit assumption that governs estimates of out-year budget out-
lays; viz., 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 1986 budget estimates. 

The tax expenditure estimates presented in this Special Analysis, 
including those computed on a "revenue loss" basis shown in Table 
G-2, should not be interpreted as estimates of the increase in 
Federal receipts (or reductions in budget deficit) that would accom-
pany the repeal of the special provisions. There are four reasons 
why such an interpretation is not possible. 

First, repeal of some provisions could affect the aggregate level 
of income and economic growth. All receipts and expenditures in 
the budget are based on projections of income and growth that 
assume all existing laws, amended only as proposed in the budget, 
will continue. Thus, it is assumed that the investment tax credit 
and other incentives for private capital formation as currently 
enacted remain in effect. If, however, these investment incentives 
were repealed (or drastically curtailed) without being replaced by a 
comparable investment incentive, the current projections of income 
and growth would have to be revised downward. Projections of 
receipts and expenditures would also have to be changed to be 
consistent with the revised estimates of income. The estimated net 
effect of repeal of the investment tax credit on receipts, therefore, 
would not be equivalent to the tax expenditure. Of course, large 
changes in outlay programs beyond those proposed in the budget 
would also affect the tax base. 

Second, all the tax expenditure estimates are based on the actual 
level of benefitted activities achieved with their aid, given the 
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existence and utilization of all other tax expenditures. In the event 
a particular tax expenditure provision were repealed, the relative 
cost of the affected activity would be increased and this could be 
expected to elicit a response, some of which would spill over into 
other tax-expenditure-favored activities. For example, if the exclu-
sion of employer-paid medical insurance from the gross income of 
employees were repealed, this form of employee compensation 
would become more costly from the employees' point of view and 
likely be substituted for by other forms of compensation, including 
cash but also other still tax-favored fringes, such as employer-paid 
pensions. Thus, the budget impact of repealing the exclusion of 
employer-paid medical insurance would not be an increase in reve-
nues equal to the estimated cost of that tax expenditure, but a 
smaller amount due to some increase in tax expenditures for pen-
sions or other fringes. In this respect, tax expenditures are similar 
to many outlay programs; a cut in support prices for one commodi-
ty might very well result in an increase in outlays for other price-
supported commodities. 

Third, as is the case with estimates of proposed changes in the 
reference tax law, tax subsidy estimates are computed on a "cash-
flow" basis. The magnitudes of resources reallocated by the Federal 
government are portrayed by showing the budget impact of differ-
ences between current law provisions and either the reference or 
normal tax under the assumption that the baseline without the 
particular tax subsidy provision had always been in effect. These 
figures, therefore generally show larger amounts than would be 
realized as increased receipts in the first years of transition to a 
tax law without the special provisions. The estimates only take into 
account those changes scheduled under existing law, such as the 
phasing in or out of specific provisions. 

Fourth, tax expenditure estimates cannot simply be added to-
gether to obtain totals for functional areas or a grand total. Al-
though these estimates are reported on a provision-by-provision 
basis, many tax expenditures are interdependent because they mu-
tually affect marginal tax rates and because of specific 
interdependences between related provisions. For example, if a 
significant tax expenditure item such as exclusion from gross 
income of state and local bond interest received were repealed, this 
would move many taxpayers into higher tax brackets and, for those 
taxpayers, the value of other special exclusions and deductions 
from gross income would be enhanced. Thus, if one of these other 
tax expenditure provisions were simultaneously repealed along 
with exemption of State and local interest payments, the budget 
impact of the dual repeal would be greater than the sum of the two 
separate tax expenditure estimates. On the other hand, simultane-
ous repeal of two or more of the tax expenditure items cleared 
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through individual tax accounts as deductions, such as for charita-
ble contributions, mortgage interest, and property taxes, would 
have less budget impact than the sum of the individual tax expend-
iture estimates because each elimination of a deduction would 
make it more advantageous for taxpayers to opt for the zero brack-
et amount rather than to continue to itemize remaining allowable 
deductions. This would reduce the revenue gain from additional 
limitations on itemized deductions. Due to these and other interde-
pendences among tax expenditure items, the tabulated figures can 
only be interpreted as estimates of the budget impact of changes in 
one item at a time, assuming that other provisions of the tax law 
remain unchanged. 

TAX EXPENDITURES BY FUNCTION 

Outlay equivalent estimates of tax expenditures for 1984-86 are 
displayed by functional category in table G-l; revenue loss esti-
mates for the same items are shown in table G-2. Whenever an 
item is identified as a tax expenditure by application of "normal 
tax" rules, but not by "reference tax" rules, the two items are 
shown in the tables, the former designated as "Pre-1983 budget 
method", the latter as "Post-1982 budget method." The National 
Need, or functional category, headings are those used in Part 5 of 
the budget. Inasmuch as the sources of data for estimating tax 
expenditures are largely corporation and individual income tax 
returns, the estimates this year are also arrayed by return type to 
facilitate comparisons with other tax expenditure listings that 
follow this practice. 

It must be emphasized, however, that listing estimates under the 
"corporation" and "individual" headings does not imply that these 
categories of filers benefit from the functional program served by 
the special tax provisions in proportion to the respective tax ex-
penditure amounts. These breakdowns principally show the indicat-
ed tax accounts through which the cost of the program is cleared. 
Corporations as such neither pay tax nor receive government pay-
ments. They are the institutional conduit through which their 
employees, creditors, and stockholders engage in exchanges with 
customers and the Government. Thus, the reduction in tax deposits 
of corporations resulting from minerals tax preferences makes pos-
sible higher wages and/or more employment for mineral workers, 
higher royalties payable to mineral land owners (usually not the 
mining company), and may even make possible lower minerals 
prices; little, if any, of the subsidy remains in the pockets of credi-
tors and equity holders as interest rates or rates of return that are 
higher than such capital can earn elsewhere in the economy. Simi-
larly, the exemption from Federal income tax of interest paid by 
State and local governments provides a subsidy to those govern-
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ments in the form of lower borrowing rates. Individual and corpo-
rate holders of such debt only benefit from the tax exemption to 
the extent their marginal tax rates exceed the percentage spread 
between taxable and nontaxable interest rates. 

With these interpretative cautions in mind, we turn to a review 
of the estimates in tables G-l and G-2. 

National defense.—The housing and meals provided military per-
sonnel, either in cash or in kind, are excluded from income subject 
to tax. 

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 tax relief on his 
foreign earnings. Beginning in 1982, the prescribed period of time 
abroad is 11 out of the past 12 months. 

Eligible taxpayers in 1985 may exclude $80,000 per year of for-
eign 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 $80,000 exclusion in 1985 will increase by $5,000 
annually starting in 1988 until it reaches $95,000 in 1990. These 
provisions 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 expenditure estimate also includes the effect of excluding from 
their taxable income certain allowances received by Federal em-
ployees working abroad. These provisions depart from the refer-
ence and normal tax law income measurement rules under which 
no allowance is made for regional cost-of-living differentials; their 
effect is to reduce the cost of employing U.S. taxpayers abroad. 

A domestic international sales corporation (DISC) is a U.S. corpo-
ration that is usually wholly owned by one or more U.S. corpora-
tions. A DISC is organized to carry out the export sales of its U.S. 
parent(s) and in order to obtain the benefits of certain preferential 
tax rules. These preferential tax rules are departures from the 
reference as well as the normal income tax structure. 

In 1984, responding to increasing concern over the legality of 
DISC under the General Agreement on Tariffs and Trade (GATT), 
Congress replaced DISC with an alternative export incentive, the 
Foreign Sales Company (FSC), in the Deficit Reduction Act 
(DEFRA) of 1984. Under DEFRA a portion of the export income of 
FSCs is exempt from federal income tax. In addition, a domestic 
corporation is allowed a 100 percent dividends received deduction 
for distributions from a FSC attributable to certain foreign trade 
income. In effect no corporate income tax is imposed on a portion 
of income from exports. 

With certain limited exceptions, the income of foreign corpora-
tions controlled by U.S. shareholders is not subject to U.S. taxation 
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because, under the reference tax rules, corporations chartered and 
operating in foreign countries are not subject to U.S. income re-
porting and taxation. Therefore the income of even those foreign 
corporations controlled by U.S. shareholders (individuals and corpo-
rations) subject to U.S. taxation becomes taxable only when the 
controlling U.S. shareholders receive dividends or other distribu-
tions with respect to their foreign stockholding. As previously 
noted, this rule is a deviation from the normal income tax rule 
under which a controlling interest in a foreign corporation, defined 
as ownership of more than 50 percent of the foreign corporation's 
common stock by U.S. shareholders, each of whom hold 10 percent 
or more of the stock, is considered a partnership interest held by 
the U.S. shareholder the currently attributable foreign source pre-
tax income of which is subject to U.S. taxation, whether or not 
distributed. Thus, when the normal tax rule is taken as a baseline, 
the excess of controlled foreign corporation income over the 
amount distributed to a U.S. shareholder gives rise to a tax ex-
penditure in the form of tax deferral, an interest-free loan. This 
tends to encourage investment abroad by U.S. shareholders. 

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. Such expenditures are therefore 
capital outlays under normal income tax rules that will generate 
amortization deductions over the period they are productive. This 
departure from normal tax rules is considered a tax expenditure 
although its quantification is to a degree arbitrary due to lack of a 
clearly defined norm for the expected amortization period. 

The Economic Recovery Tax Act of 1981 added a credit for in-
creasing research activities. The credit is equal to 25 percent of the 
increase in certain research and experimentation expenditures 
over average expenditures in a base period and the taxpayer is not 
required to reduce his otherwise allowable deduction for R&E ex-
penses by the amount of credit allowed. For 1983 and subsequent 
years, the base period is the preceding 3 years. The credit is sched-
uled to expire after 1985. 

Under both the reference and normal tax rules, the worldwide 
gross income of U.S. taxpayers is reportable and taxable under U.S. 
income measurement rules and tax rates, although a credit is 
allowed for foreign income taxes paid. Due to differences between 
U.S. and foreign country income measurement rules and tax rates, 
a reasonably accurate "sourcing" of domestic and foreign gross 
incomes and related deductions of taxpayers engaged in interna-
tional operations is required to determine net tax owed in the 
United States. Regulations issued in 1976 under Code section 861 
were designed to achieve a reasonable international allocation of 
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research and experimentation expenses. These regulations are sus-
pended until 1985. 

Energy.—Certain expenditures necessary to discover fuel mineral 
properties may be deducted in whole or in part as current expenses 
rather than being capitalized and amortized over the productive 
life of the property. Included in this category of expenditures, the 
tax treatment of which departs from both the reference and 
normal tax rules, are: In the case of oil and gas investments, the 
intangible drilling costs (IDCs) of wells, such as wages and the costs 
of using machinery for grading and drilling, and for nonsalvage-
able materials used in constructing wells; and in the case of other 
fuel minerals, the exploration and development costs of surface 
stripping and the construction of shafts and tunnels. However, in 
the case of IDCs, integrated oil companies may currently deduct 
only 85 percent of such costs and amortize the remaining 15 per-
cent over three years; other oil producers may currently deduct 100 
percent of their IDCs, but the amount of annual IDCs in excess of 
the taxpayer's oil and gas income is subject to the minimum tax. In 
the case of other fuel minerals, only 85 percent of the exploration 
and development costs may be currently deducted, the remaining 
15 percent being deductible over five years. These departures from 
both the reference and normal tax rules yield subsidies to the 
domestic supply of these energy resources. 

In addition, mineral fuel producers may generally take percent-
age depletion deductions rather than cost depletion as provided in 
the reference and normal tax rules. Under cost depletion, actual 
outlays, to the extent not immediately recovered through expens-
ing of exploration, discovery, and development costs may be deduct-
ed over the productive life of the property, much as other business-
es may take deductions for the depreciation of the capital goods 
they use, the cost of which is capitalized when acquired. Unlike 
depreciation, however, percentage depletion deductions are not lim-
ited to the cost of the investment. Under percentage depletion, 
taxpayers may deduct a percentage of gross income from mineral 
production at rates that are 22 percent for uranium, 15 percent for 
oil, gas and oil shale, and 10 percent for coal; however, the deduc-
tion is limited to 50 percent of net income from the property (65 
percent of taxable income in the case of oil and gas). Percentage 
depletion for oil and natural gas is available only for limited quan-
tities of output of independent oil and gas producers and royalty 
owners. Production from geothermal deposits is eligible for percent-
age depletion at the same rate as allowed for oil and gas, but with 
no limit on output and no limitation with respect to qualified 
producers. In lieu of taking percentage depletion, holders of royal-
ties from coal deposits may treat their payments as capital gains 
rather than ordinary income. 
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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 percent income tax credit for home 
insulation and other energy-conserving components up to a maxi-
mum amount of $300. A credit of 40 percent of the first $10,000 of 
qualifying expenditures is allowed for expenditures on residential 
solar and other renewable energy source property. The residential 
energy credits are scheduled to expire December 31, 1985. 

In addition to the 10 percent investment tax credit for machinery 
and equipment, a 10 percent credit is allowed for biomass energy 
property and inter-city buses, an 11 percent additional credit is 
available for certain small-scale hydroelectric generating property, 
and a 15 percent additional credit is allowed for solar, wind, ocean 
thermal, and geothermal equipment. 

Prior to December 31, 1982, there were also additional 10 percent 
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-
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 nontaxable $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 (a motor fuel comprised of at least 10 percent 
alcohol) is exempt from 5 of the 9 cents per gallon Federal excise 
tax on gasoline and there is a corresponding production income tax 
credit for alcohol used as a fuel in applications where the excise 
tax is not assessed. This credit, equal to a subsidy of 50 cents per 
gallon for alcohol used as a motor fuel, is intended to encourage 
substitution of alcohol for petroleum-based gasoline. Certain small 
scale hydroelectric generating facilities and facilities which 
produce steam or alcohol from solid waste may be financed with 
tax-exempt industrial development bonds, again to encourage the 
supply of non-petroleum energy resources. 

Natural resources and environment—As is true for fuel minerals, 
certain capital outlays associated with exploration and develop-
ment of nonfuel minerals may be expensed rather than capitalized 
and depreciated over the life of the asset. Most nonfuel mineral 
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extractors also make use of percentage depletion rather than cost 
depletion, with percentage depletion rates ranging from 22 percent 
for sulphur down to 5 percent for sand and gravel. 

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

Expenditures to preserve and restore historic structures qualify 
for a 25 percent investment credit. Taxpayers are permitted to 
depreciate the full cost of the investment notwithstanding the cap-
ital grant implicit in the credit. Annual depreciation amounts are 
determined by the 18-year straight-line method. 

The pre-tax income derived from the cutting of timber and as 
iron ore royalties are taxed as capital gain, at rates lower than 
those applicable to ordinary income. 

Private forestry is additionally encouraged by a special provision 
permitting 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 to be 
amortized over a 7-year period rather than be capitalized and 
recovered when the timber is cut, 20 or more years later. The 
$10,000 of costs are also eligible for the 10 percent investment tax 
credit, notwithstanding the nondepreciability of investments in 
timber stands. 

Agriculture.—Farmers, other than certain corporations and part-
nerships engaged in agriculture, are allowed to deduct currently 
certain expenditures for feed and fertilizer, and for certain conser-
vation measures, even though these expenditures are for invento-
ries held at the end of the year or for capital improvements that 
are required to be capitalized under reference tax income account-
ing rules. Capital gains treatment generally applies to the sale of 
livestock and certain other agricultural products. 

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 the investment tax credit, might alternatively have 
been classified under the natural resources and environment, 
energy, agriculture, or transportation categories. 

An exclusion of $100 ($200 on a joint return) is allowed for 
dividend income. The Deficit Reduction Tax Act (DEFRA) of 1984 
repealed the 15 percent net interest income exclusion of up to a 
maximum of $3,000 ($6,000 for joint returns) which had been pro-
vided for tax years beginning in 1985 by the Economic Recovery 
Tax Act (ERTA) of 1981. 

The interest on "small issue" industrial development bonds 
(IDBs) issued by State and local governments to finance private 
business property is excluded from income subject to tax. Deprecia-
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ble property financed with small issue IDBs must be depreciated 
using the straight-line method. Small issue IDBs are generally 
limited only in the face amount of the bond issue, although certain 
facilities, such as recreation or entertainment facilities, cannot be 
so financed. The tax exemption of small issue bonds was scheduled 
to expire on December 31, 1986. However, the Deficit Reduction 
Act (DEFRA) of 1984 extended the expiration date to December 31, 
1988, for small issue IDBs exclusively issued to finance manufac-
turing facilities. 

In addition, DEFRA has extended the sunset of mortgage subsidy 
bonds by four years. The interest on mortgage subsidy bonds issued 
before January 1, 1988, by State and local governments to finance 
below-market rate mortgages for certain owner-occupied homes 
continues to be exempt from taxation. The Mortgage Subsidy Bond 
Tax Act of 1980 restricted the annual volume of mortgage subsidy 
bonds to State-by-State ceilings. State-by-State restrictions were 
added by DEFRA in 1984 to include veterans mortgage subsidy 
bonds. Bond proceeds generally are used to finance homes pur-
chased by first-time buyers of dwellings with prices under 110 
percent of the average area purchase price. 

Because mortgage subsidy bonds were found to be relatively 
inefficient in providing subsidies to first-time home buyers, States 
were offered with the passage of DEFRA mortgage credit certifi-
cates (MCCs) in lieu of qualified mortgage bonds. MCCs entitle 
home buyers to income tax credits for a specified percentage of 
interest on qualified mortgage loans. When utilizing MCCs the 
entire amount of the subsidy flows directly to the home buyer 
without part of it ending up with investors and middlemen as 
under the bond program. 

The aggregate annual amount of MCCs a State may issue may 
not exceed 20 percent of the amount of qualified mortgage bonds 
that may be issued under the annual State-by-State ceiling and 
that the State elects to surrender in lieu of MCCs. Because of this 
relationship between MCCs and qualified mortgage bonds the 
outlay equivalent and revenue loss estimates are presented in the 
tables G-l and G-2 as single line items. 

With regard to State and local government issues of IDBs to 
finance private multifamily residential rental projects, the Omni-
bus Budget Reconciliation Act of 1980 restricted their use to multi-
family rental housing projects that include 20 percent (15 percent 
in targeted areas) of units for low- and moderate-income families. 
Other tax-exempt bonds for multifamily rental projects are issued 
under Section 11(b) of the Housing Act of 1937. These projects 
generally require all tenants to be low- or moderate-income fami-
lies. 
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DEFRA also has imposed limits on the usage of State and local 
government bonds for private activity, specifically IDBs and stu-
dent loan bonds. This includes limits on the aggregate volume of 
private activity bonds that each State may issue. The annual limi-
tation has been set initially at the greater of $150 for each resident 
of a State (reduced to $100 after 1987) or $200 million and is 
effective for bonds issued after 1983. 

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. 

The earnings of credit unions not distributed to members as 
interest or "share dividends" are exempt from Federal income 
taxes. Commercial banks, mutual savings banks, and savings and 
loan associations also are provided a subsidy. They are permitted to 
deduct additions to bad debt reserves in excess of actual loss expe-
rience and reasonable expectations as to future losses. Mutual 
savings banks and savings and loan associations may deduct 40 
percent of income provided they maintain stipulated fractions of 
their assets in "qualifying assets," primarily residential mortgages. 

As previously noted, interest paid on consumer credit is allowed 
as an itemized deduction for individuals, and owner-occupants of 
homes may deduct mortgage interest and property taxes (but not 
maintenance outlays or depreciation) as itemized nonbusiness de-
ductions. These are tax expenditures because, under the reference 
and normal tax rules, these taxpayers are not required to report 
gross income from the properties to which the deductions pertain. 

With the passage of DEFRA the minimum required holding 
period to qualify as a long-term gain was shortened from 1 year to 
6 months for assets acquired after June 22, 1984 and before Janu-
ary 1, 1988. Sixty percent of net long-term gains from the sale of 
capital assets may be excluded from income. However, the excluded 
60 percent of net long-term gains is treated as a preference item in 
computing the alternative minimum tax for individuals. This tax is 
applicable only if a taxpayer's regular income tax is less than his 
alternative minimum tax. Half of net long-term capital losses and 
100 percent 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 long-term capital gains from 
sales or exchanges are taxed at a maximum rate of 20 percent. 
This maximum rate is equal to the 40 percent inclusion rate times 
the maximum individual rate of 50 percent. 
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Corporations may elect a 28 percent 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 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 of the previous residence. The deferral of tax with 
respect to these gains on owner-occupied dwellings is the tax ex-
penditure estimated. 

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

The gain on the sale of capital assets acquired by inheritance is 
computed as the excess of the sales 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 percent investment tax credit is applied to the cost of 
qualifying property (generally, tangible, depreciable personal prop-
erty 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 only to a 6 percent 
credit). Notwithstanding the reduction in cost of acquiring qualified 
property provided by the credit, taxpayers prior to 1983 were able 
to recover the original cost gross of the credit. Under provisions in 
the Tax Equity and Fiscal Responsibility Act of 1982 (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, or the taxpayer may elect a 2 percent-
age point reduction in the credit rate. 

As a general rule, the investment tax credit cannot be claimed 
for investments in land or buildings or for property used abroad. 
The 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 percent of tax liability in excess of $25,000. The 1978 act raised 
the excess liability percentage to 60 percent for 1979 and, through 
annual increments of 10 percentage points, to 90 percent by 1982. 
However, the percentage was scaled back to 85 percent under 
TEFRA, effective in 1983. 
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The Tax Act of 1981 introduced the Accelerated Cost Recovery 
System (ACRS) as a replacement for previous statutory and admin-
istrative rules for determining annual tax depreciation allowances. 
Under ACRS, effective for all depreciable property placed in serv-
ice after January 1, 1981, 6 statutory cost allowance schedules were 
provided: 4 classes for personal property and 2 for real property. 
The 4 personal property schedules, with recovery periods ranging 
from 3 years for vehicles and R&E equipment to 15 years for 
certain public utility property, set forth annual allowances, as 
amended by TEFRA in 1982, that are based on the declining bal-
ance formula at a rate equal to 150 percent of the straight-line 
rate. The 2 real property schedules both had 15-year recovery 
periods prior to passage of DEFRA in 1984. The first property 
schedule applies only to low-income housing which will continue 
with a 15 year recovery period whenever depreciation is on an 
accelerated basis. Annual allowances based on the declining bal-
ance formula may be accelerated to 200 percent of the straight-line 
rate. The holding period of the other, applicable to all other build-
ings, was extended to 18 years by DEFRA. Its allowances may be 
based on 175 percent of the straight-line rate. 

As previously noted, ACRS is presently the reference law and 
thus yields no tax expenditure when that is taken as the baseline. 
However, when the preexisting statutory Asset Depreciation Range 
System (ADR), with its guideline depreciation periods for scores of 
personal property classes, is taken as the normal tax depreciation 
standard, along with 35-year straight-line depreciation for real 
property (not included in ADR), the ACRS provisions yield the 
"Pre-1983 budget method" tax expenditure estimates (tax deferrals) 
shown in the tables. Of course, other standards for determining 
annual depreciation allowances would yield different estimates. 

The 1981 Act also provided "safe harbors" for tax leases of 
business machinery and equipment. Under these leases, deprecia-
tion 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 was repealed by 
TEFRA, effective after 1983. For the period between July 1, 1982 
and January 1, 1984, a restricted form of safe-harbor leasing was in 
effect. 

In 1984, DEFRA reduced the tax benefits that were up to then 
available for tangible property used by tax-exempt entities includ-
ing Federal, State and local governments. The Act provides for less 
rapid write-offs of property in use by tax-exempt entities. Deprecia-
tion deductions must be computed using the straight-line method 
disregarding salvage values instead of applying ACRS. For exam-
ple, real tax-exempt use property must be depreciated over the 
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greater of 40 years or a period equal to 125 percent of the lease 
term. 

As under prior law, the investment credit generally is denied for 
property leased or used by tax-exempt entities. The Act expands 
the number of tax-exempt entities placed under the use restriction 
and provides statutory guidelines to distinguish between leases and 
service contracts or similar arrangements designed to circumvent 
the use restriction. DEFRA also introduced measures to limit for-
eign tax-exempt entities so that their tax benefits for property used 
does not exceed that of domestic tax-exempt entities. The Act's 
provisions generally apply to leases entered into after May 23, 1983 
subject to numerous transition rules. 

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

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 percent of the 
interest rate on the last 52-week Treasury bills issued in a preced-
ing week. The total amount of interest that was exempt on these 
certificates for an individual is limited to $1,000 ($2,000 on a joint 
return). Financial institutions were required to invest at least 75 
percent of the proceeds from these certificates in housing or agri-
cultural loans. 

Taxpayers who hold common or preferred stock in a qualified 
dividend reinvestment plan established by a domestic public utility 
company may exclude from tax up to $750 per year ($1,500 for joint 
returns) of distributions in the form of common stock rather than 
cash. The stock so received has a zero basis; the proceeds of sales of 
the stock are taxed as capital gain if the sale takes place at least 
one year after the record date of the distribution. Under the 
normal and reference tax rules, distributions from corporate 
income are taxable tQ individual shareholders as ordinary income 
in the year received. 

Corporation income tax rates range from 15 percent of the first 
$25,000 of taxable income to 46 percent of taxable income over 
$100,000. Prior to DEFRA, the corporation income tax of corpora-
tions with income of $100,000 or more was $20,250 less than had 
the tax been at a flat 46 percent rate on all income. DEFRA 
imposed an additional 5 percent corporate tax on corporations with 
taxable income in excess of $1 million, but with this additional tax 
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liability limited to $20,250. The benefit of graduated rates is, there-
fore, eliminated for corporations with income in excess of 
$1,405,000. 

Under the "Post-1982 budget method" graduated rates are part 
of the reference tax rules and do not give rise to a tax expenditure. 
Under the "Pre-1983 budget method", however, this rate progres-
sion departs from the normal tax rule that all corporation income 
be taxed at the single rate at which most corporation income is 
taxed (46 percent) and gives rise to a tax expenditure intended to 
encourage small business. 

Transportation.—Certain companies that operate U.S.-flag ves-
sels receive an indefinite deferral of income taxes on that portion 
of their income used for shipping purposes, primarily construction, 
modernization and major repairs of ships, and repayment of loans 
to finance these qualified investments. An investment credit of one 
half the regular credit may be claimed on the tax-deferred amounts 
withdrawn from capital construction funds, an exception to the 
reference tax rule that the credit may be claimed only with respect 
to the taxpayer's basis in qualified property. 

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 for lease to government transit 
agencies. 

As a consequence of the deregulation of motor carriers in 1980, 
the value of operating authorities held by affected firms dimin-
ished. Under the reference and normal tax rule that asset value 
changes are recognized only when an exchange transaction occurs, 
this loss of value would occasion no income tax consequence; a 
motor carrier would simply experience a diminished gross income 
as competition reduced tariffs and, accordingly, pay less income 
tax; only in the event a carrier liquidated or sold out to another 
firm would the loss trigger a tax refund. To relieve existing motor 
carriers continuing in business of some of the loss they experienced 
due to deregulation, the Tax Act of 1981 provided a tax expendi-
ture in the form of an exceptional 60-month amortization of their 
investment in operating authorities (a nondepreciable intangible 
asset). 

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 
in lieu of ACRS depreciation. 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 expired on January 1, 1984. 
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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 percent of rehabilitation expenditures for 
buildings at least 30 years old and 20 percent for buildings at least 
40 years old. The basis of the rehabilitation recoverable as depre-
ciation must be reduced by the amount of the credit. Under prior 
law, a 10 percent credit was allowed for buildings at least 20 years 
old, with no reduction in basis. 

The interest on industrial development bonds (IDBs) issued by 
State and local governments to finance airports, docks, and sports 
and convention facilities is exempt from taxation. Unlike the 
"small issue" industrial development bonds, there is no limit on 
the face amount of tax-exempt bonds issued for these purposes nor 
are they subject to the annual State-by-State volume limitation 
placed on the issuance of IDBs by the Deficit Reduction Act 
(DEFRA) of 1984. 

Education, training; employment, and social services.—The first 
$300 per month received by students as scholarship or fellowship 
aid is excluded from students' gross incomes, provided the amounts 
are not emoluments awarded them for services they perform in 
association with the payee. From a strictly economic point of view, 
scholarships and fellowships are either gifts not conditioned on the 
performance of services, or they are "rebates" of educational costs 
by the institutions in which students are enrolled. Thus, under the 
"Post-1982 budget method", the exclusion is not a tax expenditure; 
the reference law does not include either gifts or price reductions 
in a taxpayer's gross income. However, under the "Pre-1983 budget 
method," the exclusion is considered a tax expenditure because 
under "normal tax" rules, gifts of Government funds—and many 
scholarships are derived directly and indirectly from Government 
funding—are includable in gross income. 

Interest on State and local government debt issued to finance 
student loans and facilities used by private nonprofit educational 
facilities is excluded from income subject to tax. DEFRA placed 
limits on the aggregate volume of such private activity bonds that 
each State may issue during any calendar year. DEFRA also estab-
lishes that the Treasury Department has exclusive jurisdiction over 
any determination by the executive branch as to whether interest 
on any such obligation is exempt from tax. 

Taxpayers may claim personal exemptions for dependent chil-
dren age 19 or over who receive parental support payments 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; the extra 
exemption for parents is a tax expenditure. 
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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 lodging 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. From January 1, 1979, through De-
cember 31, 1983, an employer was able to set up an educational 
assistance program to provide educational benefits to his employ-
ees. The program can pay for tuition, fees, books, and supplies and 
amounts received under the program are excluded from an employ-
ee's gross income. Employer contributions to prepaid legal services 
plans and the value of legal services received under such plans are 
also excluded from employee income. 

Prior to January 1, 1983, a corporation could claim an additional 
1 percent investment tax credit if an equivalent amount of its 
common stock were set aside in a employee stock ownership plan 
(ESOP). A further one-half of 1 percent investment tax credit could 
be claimed to the extent that additional employer contributions to 
an ESOP were matched by employee contributions. Under the Eco-
nomic Recovery Tax Act of 1981, the base for the tax credit for 
contributions of stock to an ESOP was limited to a prescribed 
percentage of total compensation paid to all employees under the 
plan. The percentage was one-half of 1 percent in 1983 and 1984, 
and was set to increase to three-quarters of 1 percent in 1985, 1986, 
and 1987, after which it was to expire. However, the Deficit Reduc-
tion Act (DEFRA) of 1984 froze the percentage at one-half of 1 
percent for all years until expiration. Employees generally are 
prohibited from withdrawing their share of an ESOP for 7 years. 
The effective subsidy rate for this form of employee compensation 
exceeds 100 percent; the employer is fully reimbursed for the stock 
he transfers, and the benefitted employees are not required to 
include this compensation in their current year gross income. 

Contributions to charitable, religious and certain other nonprofit 
organizations are allowed as an itemized deduction for individuals, 
generally up to 50 percent of adjusted gross income. Beginning in 
1982, nonitemizers may also deduct a portion of their charitable 
contributions. Taxpayers whose contributions to charitable or edu-
cational organizations are in the form of capital assets (usually 
securities that have appreciated in value) obtain a deduction for 
the contribution at the current value of the asset without taxation 
of the appreciation in value. Corporations may also deduct charita-
ble contributions of up to 10 percent of their pre-tax income, begin-
ning in 1982. Tax expenditures resulting from the deductibility of 
contributions are shown separately for contributions to educational 
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and other institutions. Contributions to health institutions are re-
ported under the health function. 

A 30 percent 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 $2,400 for one dependent and $4,800 for two or 
more dependents are eligible for the credit. The credit is equal to 
30 percent of qualified expenditures for taxpayers with incomes of 
$10,000 or less with the credit reduced by one percentage point for 
each $2,000 of income between $10,000 and $28,000. This aid to 
encourage employment of spouses is supplemented by excluding 
from employees' income the value of employer-furnished child care. 
Additional aid to spousal employment is provided by the deduction 
allowed married taxpayers filing jointly. The deduction allowed is 
equal to 10 percent of the lesser of $30,000 or the earned income of 
the lower earning spouse. 

The targeted jobs credit provides tax credits to employers for 
qualified wages paid to individuals certified as members of a "tar-
geted group." A credit of 50 percent of first-year wages and 25 
percent of second-year wages up to $6,000 of each employee's wages 
can be taken by the employer to offset up to 90 percent of his tax 
liability. However, the employer's deduction for wages is reduced 
by the amount of the credit, the same reference tax treatment as 
would be accorded a wage subsidy paid in cash. The targeted jobs 
credit was originally scheduled to expire at the end of 1982 but had 
been extended by TEFRA until the end of 1984 before it was again 
extended by DEFRA for an additional year to the end of 1985. Also, 
the credit was expanded to include an 85 percent credit for wages 
paid for the summer employment of 16 and 17 year old disadvan-
taged youths. These credits are also structured to be taxable by the 
requirement that the employer reduce his wage paid deduction by 
the amount of the credit claimed. 

To encourage the adoption of children found by a State to be 
difficult to place without financial assistance to the adopting par-
ents, the 1981 Tax Act provided that taxpayers might deduct up to 
$1,500 of adoption expenses incurred during a year. Only those 
adoption expenses incurred with respect to a child with "special 
needs" as defined in section 473 of the Social Security Act qualify 
for this tax expenditure. 

Health.—Employee compensation in the form of payments by 
employers for health insurance premiums and other medical ex-
penses are deducted as business expenses by employers but ex-
cluded from employee gross income. The exclusion from employee 
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income of this form of compensation gives rise to a tax expendi-
ture. 

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-
um expenses is repealed. Beginning in 1984, the one percent of 
adjusted gross income floor under the deductible amount of drug 
expenditures is eliminated. However, only expenditures for pre-
scription drugs and insulin will be deductible. 

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

Contributions to nonprofit health institutions are allowed as a 
deduction for individuals and corporations. Tax expenditures re-
sulting from the deductibility of contributions to other charitable 
institutions are listed under the education, training, employment, 
and social services function. 

Drugs for the treatment of rare diseases or physical conditions 
are often called "orphan drugs" because the narrow markets for 
their use discourages private firms from undertaking the costly 
investment in clinical testing that must be completed before manu-
facture and general distribution may be approved by the Food and 
Drug Administration. To encourage the development of such drugs, 
a tax credit equal to 50 percent of the clinical testing costs in-
curred by the taxpayer was introduced in 1983. Since the drug firm 
is not required to reduce its deduction for testing expense (an R&D 
expenditure), this credit reduces the private cost of clinically test-
ing orphan drugs to little more than 7.5 cents per $1 expended. 
This tax expenditure is scheduled to expire at the end of 1987. 

Social Security and Medicare.—Social security benefits, like 
other forms of deferred employee compensation, give rise to tax 
expenditures to the extent that they exceed employees' contribu-
tions of previously taxed income to pay for those benefits. These 
additional retirement benefits are paid for by employers' contribu-
tions that were excluded from employees' taxable compensation. As 
provided in the Social Security Act Amendments of 1983, beginning 
in 1984, up to one-half of any recipient's social security benefits 
and tier 1 railroad retirement benefits may be subject to inclusion 
in the income tax base. Thus, this tax expenditure is reduced to the 
portion which remains excluded from the tax base. Benefits will be 
taxable if a recipient's "modified adjusted gross income" plus one-
half of his or her social security and railroad retirement benefits 
exceed a certain base amount: $32,000 for those filing joint tax 
returns; $25,000 for single persons; and zero for those married 
filing separately (if they did not live apart from their spouse for 
the entire year). "Modified adjusted gross income" is adjusted gross 
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income plus (a) the amount, if any, taken as a deduction for two-
earner married couples, (b) foreign or U.S. possession income ex-
cluded from AGI, and (c) tax-exempt interest excluded from AGI. If 
the modified AGI exceeds the specified base amount, the lesser of 
one-half of the excess or one-half of the social security or railroad 
retirement benefits must be included in income subject to tax. 

Other benefit payments from the Social Security Trust Fund, for 
disability and for dependents and survivors, are excluded from 
beneficiaries' gross incomes and thus also give rise to tax expendi-
tures. However, the 1983 legislation has modified Social Security 
disability benefits provisions, combining them with the elderly tax 
credit (see Income Security, below) beginning in 1984. 

Income security.—The exclusion from taxable income of public 
assistance benefits received by individuals is listed as a tax expend-
iture under the "Pre-1983 Budget Method" because, under normal 
tax rules, cash transfers from government are includable in gross 
income. In contrast, gifts not conditioned on the performance of 
services, including transfers from government as well as from indi-
viduals, are not taxable under the reference tax baseline. There-
fore, under the "Post-1982 Budget Method" the exclusion from 
taxable income of public assistance benefits is not shown as a tax 
expenditure. 

The exclusion from tax of a portion of unemployment benefits 
gives rise to a tax expenditure. Under current law, 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), the lesser of one-half of that amount over the $12,000 limit 
or his unemployment benefits is taxable. 

Certain payments up to $100 per week 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 exclu-
sion is reduced dollar for dollar by adjusted gross income plus 
disability income in excess of $15,000. This exclusion was repealed 
effective December 31, 1983, and the tax credit for the elderly was 
expanded to cover the permanently disabled. Disability-related 
military pension income received by current retirees is also mostly 
excluded from income subject to tax. 

Certain contributions to pension plans by employers and 
amounts set aside by the self-employed and those not covered by an 
employer's plan (contributions to individual retirement accounts or 
IRAs) are excluded from the individual's adjusted gross income in 
the year of contribution. Self-employed persons can make deducti-
ble contributions to their own retirement plans equal to 15 percent 
of their income up to a maximum of $15,000 per year. Employees 
can deduct annual contributions of $2,000 (or 100 percent of com-
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pensation, if less), or $2,250 on a joint return if one spouse has no 
income. The investment income earned by pension funds and other 
qualifying retirement plans 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 benefits is listed under the education, training, employment, 
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 percent 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 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. As provided in the Social Security Act Amendments 
of 1983, beginning in 1984 the disabled and retired will both be 
covered under this provision. 

Premiums paid for casualty and theft insurance with respect to 
items of one's personal or real property are considered personal 
expenditures on a par with purchases of the property itself. Nei-
ther the purchases of property nor insurance premiums are there-
fore deductible as costs of earning income, and receipt of reim-
bursement for insured loss of such property is not reportable as 
gross income by the insured. Thus, under neither the reference nor 
normal tax baselines would the amount of an uninsured loss of 
such property be reportable. However, a special provision permits 
taxpayers to deduct casualty and theft losses exceeding $100 during 
a year, up to a maximum allowable deduction of 10 percent of AGI. 
This special relief for taxpayers suffering an uninsured loss is 
therefore a tax expenditure. 

The Deficit Reduction Act (DEFRA) of 1984 provided for a 
number of changes to the earned income credit that low-income 
workers with minor dependents may claim. As a percentage of 
earned income up to $5,000, the credit was increased from 10 to 11 
percent for a maximum annual credit of $550. The credit phased 
out at the rate of 12.5 cents per dollar earned over $6,000 until 
DEFRA changed the phase-out rate to 12% cents per dollar over 
$6,500. DEFRA also provided that in any tax year the amount of 
the credit allowed must be reduced by the alternative minimum 
tax liability of the tax payer. Earned income tax credits in excess 
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of tax liabilities are paid to individuals. This portion of the credit is 
included in outlays while the amount that offsets tax liabilities is 
shown as a tax expenditure. 

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. 

The interest on general obligations issued by State and local 
governments to finance housing for veterans is excluded from 
income subject to tax. However, DEFRA placed restrictions on 
veterans mortgage subsidy bonds including limits on their issuance 
to preexisting State programs and amounts based upon previous 
volume levels. Furthermore, future issuance of these bonds is limit-
ed to veterans who served in active duty before 1977. In addition, 
this tax expenditure provision is unaffected by the sunset of mort-
gage subsidy bonds. 

General government.—A 50 percent credit may be claimed for 
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. As a result of the tax exemption, State and local 
governments 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 to finance 
private activities, such as student loans, businesses, private non-
profit organizations, and housing, is classified elsewhere. Only the 
excluded interest on bonds for public purposes, such as schools, 
roads, and sewers, is included in this functional tax expenditure. 

The deductibility of nonbusiness State and local taxes gives indi-
rect assistance to these governments by reducing the costs of the 
services they provide and, thus, the burden on their taxpayers. 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. 

PROPOSED CHANGES IN TAX EXPENDITURES 

The Administration has proposed a number of tax revisions that 
would introduce new tax expenditures or change the cost of exist-
ing ones. 
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Enterprise Zones.— The Administration proposes that up to 25 
small areas per year, not to exceed 75 in total, be designated 
"enterprises zones." The following tax incentives will be available 
for economic redevelopment in the zones: an exemption from cap-
ital gains tax on certain qualified property; a tax credit for employ-
ees equal to 5 percent of the first $10,500 of wages earned in the 
zone; a tax credit for employers equal to 10 percent of any qualified 
increases in their payrolls; a separate tax credit for employers of 
certain disadvantaged individuals equal to 50 percent of the wages 
of such persons for the first three years of employment (the per-
centage declines by 10 points in the fourth year and each year 
thereafter); an increase of 50 percent in the regular investment tax 
credit for investment in equipment; a 10 percent investment tax 
credit for new construction and reconstruction of buildings; and 
continued availability of tax-exempt financing beyond the sunset 
date of small issue bonds. 

The incentives for enterprise zones will result in a revenue loss 
of $100 million in 1986. The corresponding outlay equivalent tax 
expenditure figure is $305 million in 1986. 

Tuition Tax Credit.—The Administration proposes to provide tax-
payers a nonrefundable credit of 50 percent of tuition expenses 
paid to private elementary and secondary schools for certain quali-
fied dependents. The maximum credit allowable for each dependent 
phases up over time to a maximum of $300 and phases out for 
taxpayers with adjusted gross incomes between $40,000 and 
$60,000. The proposed effective date is August 1, 1985. 

Enactment of the tuition tax credit will result in a revenue loss 
of $360 million in 1986. The corresponding outlay equivalent tax 
expenditure estimate is $635 million in 1986. 

Tax Incentives for Higher Education.—The Administration pro-
poses to exclude from tax the earnings on savings deposited in 
special accounts that will be used to pay future higher education 
expenses of dependent children. The maximum annual contribution 
to these accounts will be $1,000 per child. This maximum will be 
reduced 5 cents for each dollar that the taxpayer's adjusted gross 
income exceeds $40,000, so that any taxpayer with adjusted gross 
income in excess of $60,000 will be ineligible. 

If enacted, the education savings account proposal is scheduled to 
become effective January 1, 1986 and would result in a revenue 
loss of $30 million in 1987. The corresponding outlay equivalent tax 
expenditure is $75 million in 1987. 

Increase in Dependent Care Tax Credit.— The Administration pro-
poses to classify all qualified, nonprofit dependent care facilities as 
tax-exempt organizations and to increase the dependent care tax 
credit to 40 percent of the qualifying dependent care expenses of 
individuals with an income of $10,000 or less; the credit would 
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reduce as the individual's income increases and phase out when 
income reaches $60,000. 

The effective date of the proposed increase of the credit is Janu-
ary 1, 1986. Enactment will increase the revenue loss by $25 mil-
lion in 1987. The corresponding increase in the outlay equivalent 
tax expenditure is $235 million in 1987. 

Extension of Incremental R&D Credit.—The Administration pro-
poses to extend for 3 years the credit for research and experimen-
tal expenditures which is scheduled to expire December 31, 1985. 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1984 1985 1986 

Individuals 

1984 

National defense: 
Exclusion of benefits and allowances to Armed 

Forces personnel 
International affairs: 

Exclusion of income earned abroad by United 
States citizens 

Deferral of income of domestic international sales 
corporations (DISC) 

Exclusion of income of foreign sales corporations 
(FSC) 

Deferral of income from controlled foreign corpora-
tions: 
Pre-1983 budget method 
Post-1982 budget method 

Total (after interactions)1 

General science, space, and technology: 
Expensing of research and development expendi-

tures 
Credit for increasing research activities 
Suspension of the allocation of research and ex-

perimentation expenditures 
Total (after interactions) 

Energy: 
Expensing of exploration and development costs-. 

Oil and gas 
Other fuels 

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

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

development bonds for certain energy facilities.... 
Residential energy credits: 

Supply incentives 
Conservation incentives 

Alternative, conservation and new technology cred-
its: 
Supply incentives 
Conservation incentives 

Alternative fuel production credit 
Alcohol fuel credit2 

Energy credit for intercity buses 
Special rules for minning reclamation reserves 

Total (after interactions) 
Natural resources and environment: 

Expensing of exploration and development costs, 
nonfuel minerals 

Excess of percentage over cost depletion, nonfuel 
minerals... 

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

Tax incentives for preservation of historic struc-
tures 

2,210 

2,100 

1,420 

575 

785 

785 

625 

1,665 

650 

1,995 

3,190 
3,345 

90 
7,280 

620 

465 
530 

15 

145 

2,195 

3,595 
2,760 

210 
7,200 

1,005 

440 
580 
20 

155 

2,315 

3,755 
1,595 

110 
5,995 

1,170 

410 
620 

20 

180 

2,100 

145 
15 

175 

975 

1,175 
20 

150 

225 
5 

35 * 

15 
15 

1,470 

465 

975 

105 

215 * 

40 * 

15 
35 

1,780 

535 

1,115 

140 

120 * 

45 * 

5 
50 

1,860 

605 

1,265 

180 

415 
325 

35 

2,195 

15 

220 290 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1984 1985 1986 

individuals 

1984 1985 1986 

Capital gains treatment of iron ore 
Capital gains treatment of certain timber income 
Investment credit and seven-year amortization for 

reforestation expenditures 
Total (after interactions) 

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

Total (after interactions) 
Commerce and housing credit: 

Dividend exclusion 
Exclusion of interest on small issue 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-occu-

pied homes 
Deductibility of property tax on owner-occupied 

homes.. 
Exclusion of interest on State and local housing 

bonds for owner-occupied housing 
Exclusion of interest on State and local debt for 

rental housing 
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 

Accelerated depreciation on rental housing: 
Pre-1983 budget method 
Post-1982 budget method 

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

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

Safe harbor leasing rules 
Amortization of start-up costs 
Exclusion of interest on certain savings certificates. 
Reinvestment of dividends in public utility stock 
Reduced rates on the first $100,000 of corporate 

income-. 
Pre-1983 budget method 
Post-1982 budget method 

375 

40 
1,550 

75 
40 

110 

470 

40 
1,815 

80 
55 

130 

600 

45 
2,125 

80 
65 

135 

25 
110 

5 
370 

575 
685 

1,185 

680 

30 
115 

10 
460 

605 
720 

1,245 

700 

35 
120 

10 
545 

635 
755 

1,305 

730 

1,875 
410 

1,100 

2,210 
455 

1,395 

2,590 
490 

1,655 
4,690 

12,985 

23,030 

8,930 

1,315 

5,020 
14,790 

25,140 

9,815 

1,670 

5,370 
16,030 

27,575 

10,870 

2,115 

665 

1,430 

865 

1,560 

1,085 

1,695 

23,980 

145 

25,580 

165 

26,190 

185 

27,580 
2,355 

1,040 
6,045 

3,880 

570 

28,870 
2,485 

1,120 
6,850 

3,920 

635 

30,300 
2,670 

1,205 
7,690 

3,950 

695 

4,295 5,625 6,460 2,195 2,930 3,265 

13,080 19,035 20,350 1,550 2,430 2,595 

2,935 
30 

2,640 
45 

2,245 
50 260 

110 
670 

355 410 

685 170 

8,860 9,290 9,975 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1984 1985 1986 

Individuals 

1984 1985 1986 

Deductions for special percentage of taxable 
income for life insurance companies.. 

Total (after interactions) 1 

Transportation: 
Deferral of tax on shipping companies 
Exclusion of interest on State and local govern-

ment bonds for mass commuting vehicles 
Deduction for motor carrier operating rights 

Total (after interactions) 
Community and regional development: 

Five-year amortization for housing rehabilitation 
Investment credit for rehabilitation of structures 

(other than historic) 
Exclusion of interest on IDBs for airports, docks 

and sports and convention facilities 
Total (after interactions) 

Education, training, employment, and social serv-
ices: 
Exclusion of scholarship and fellowship income: 

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of interest on State and local student 
loan bonds 

Exclusion of interest on State and local debt for 
private nonprofit educational facilities 

Parental personal exemption for students age 19 
or over 

Deductibility of charitable contributions (educa-
tion) 

Employer educational assistance 
Total education (after interactions) 1 

Exclusion of employer provided child care 
Exclusion of employee meals and lodging (other 

than military) 
Exclusion of contributions to prepaid legal services 

plans 
Investment credit for ESOPs 
Credit for child and dependent care expenses 
General jobs credit 
Targeted jobs credit 
Deduction for two earner married couples 

Total training and employment (after interac-
tions) 

Deductibility of charitable contributions, other than 
education and health 

Deduction for certain adoption expenses 
Exclusion of parsonage allowances 

Total social services, (after interactions) 
Grand total (after interactions) 1 

Health: 
Exclusion of employer contributions for medical 

insurance premiums and medical care 
Deductibility of medical expenses 

950 
60,235 

40 

40 
110 
190 

25 

185 

330 
545 

1,335 
70,710 

40 

55 
70 

165 

30 

185 

370 
590 

1,425 
74,920 

40 

60 
15 

115 

30 

195 

420 
650 

96,625 106,025 114,075 

5 
5 

40 

165 

5 
5 

45 

160 

45 

170 

210 

610 

210 

640 

220 

650 

220 310 390 

120 160 200 

400 

520 

415 

"575 

550 

750 

1,065 

710 
70 

2,710 
10 

805 

50 

1,130 

790 
95 

3,005 
20 

885 

60 

1,250 

930 
25 

3,290 
30 

975 

15 
2,275 3,070 3,650 

2,640 3,030 3,410 
55 

320 540 300 

2,650 

500 

3,610 

515 

3,950 

560 

500 
3,670 

515 
4,700 

560 
5,260 

100 
6,240 

9,950 

9,670 
15 

160 
9,845 

22,515 

25,335 
3,190 

120 
6,915 

11,145 

10,810 
15 

170 
10,995 
25,155 

28,200 
3,470 

65 
7,700 

12,325 

12,680 
15 

175 
12,870 
28,500 

31,555 
3,850 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1984 1985 1986 

Individuals 

1984 1985 

Exclusion of interest on State and local debt for 
private nonprofit health facilities 

Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 

Total (after interactions) 
Social Security and Medicare: 

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

Total (after interactions) 
Income security: 

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

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of special benefits for disabled coal 
miners 

Exclusion of untaxed unemployment insurance ben-
efits 

Exclusion of disability pay 
Exclusion of military disability pensions 
Net exclusion of pension contributions and earn-

ings: 
Employer plans 
Individual Retirement Accounts 
Keogh plans 

Exclusion of other employee benefits-. 
Premiums on group term life insurance 
Premiums on accident and disability insurance 
Income of trusts to finance supplementary un-

employment benefits 
Additional exemption for the blind 
Additional exemption for elderly 
Tax credit for the elderly and disabled 
Deductibility of casualty losses 
Earned income credit3 

Total (after interactions) 1 

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

veterans housing 
Total (after interactions) 

General government: 
Credits and deductions for political contributions 

General purpose fiscal assistance: 
Exclusion of interest on public purpose State and 

local debt 
Deductibility of nonbusiness State and local taxes 

other than on owner-occupied homes 

1,090 
245 

25 
1,360 

1,425 
255 

25 
1,705 

1,790 
275 

25 
2,090 

1,415 1,580 

30,240 

2,265 
12,750 
3,660 

18,875 

525 
2,270 

515 

33,585 

1,160 
12,740 
3,785 

17,685 

450 
2,435 

520 

1,445 1,580 1,740 

155 

1,845 
35 

120 

64,655 
15,920 
2,525 

2,575 
175 

20 
40 

2,530 
195 
530 
370 

91,925 

1,640 
195 
135 

225 
2,195 

290 

5,775 

21,000 

150 

1,405 

120 

72,010 
17,620 
2,710 

2,770 
170 

20 
45 

2,685 
225 
615 
355 

103,045 

1,675 
190 
125 

245 
2,235 

290 

6,280 

22,605 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(in millions of dollars) 

Description 

Fiscal years 

Description Corporations Individuals Description 

1984 1985 1986 1984 1985 1986 

Tax credit for corporations receiving income from 
doing business in United States possessions 2,180 

3,625 
2,400 
3,980 

2,640 
4,380 Total (after interactions) 

Interest: 
Deferral of interest on savings bonds 

2,180 
3,625 

2,400 
3,980 

2,640 
4,380 26,775 

740 

28,885 

795 

31,700 

850 

26,775 

740 

28,885 

795 

31,700 

850 

* $2.5 million or less. Ali estimates have been rounded to the nearest $5 million. 
1 Totals include only pre-1983 budget method. 
2 In addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $215 million in 1984, $270 

million in 1985, and $305 million in 1986. 
3 The figures in the table indicate the tax subsidies provided by the earned income tax credit. The effect on outlays is: 1984, $1,120 million; 

1985, $1,041 million; 1986, $1,165 million. 
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REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES 

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

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

Description 

Fiscal years 

Description Corporations Individuals Description 

1984 1985 1986 1984 1985 1986 

National defense: 
Exclusion of benefits and allowances to Armed 

Forces personnel 1,825 1,960 2,095 
International affairs: 

1,825 1,960 2,095 

Exclusion of income earned abroatj by United 
States citizens 1,300 1,405 1,490 

Deferral of income of domestic international sales 
1,300 1,405 1,490 

corporations (DISC) 850 470 * 

Exclusion of income of foreign sales corporations 
850 470 

(FSC) 470 1,000 
Deferral of income from controlled 

470 1,000 

foreign corporations: 
Pre-1983 budget method 345 375 390 
Post-1982 budget method 

345 375 390 

General science, space, and technology: 
Expensing of research and development expendi-

tures 3,355 3,530 3,745 140 160 180 
Credit for increasing research activities 1,360 1,615 1,110 20 25 15 
Suspension of the allocation of research and ex-

perimentation expenditures 55 125 65 
Energy: 

55 125 65 

Expensing of exploration and devel-
opment costs: 

Oil and gas 485 970 1,150 930 1,060 1,140 
Other fuels * * * 

Excess of percentage over cost depletion: 
Oil and gas 325 305 285 850 815 755 
Other fuels 355 360 390 15 15 15 

Capital gains treatment of royalties on coal 10 10 15 90 100 110 
Exclusion of interest on State and local industrial 

development bonds for certain energy facilities.... 90 95 100 70 80 90 
Residential energy credits: 

Supply incentives 325 330 315 
Conservation incentives 270 245 190 
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Table G-2. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Description Corporations Individuals Description 

1984 1985 1986 1984 1985 1986 

Alternative, conservation and new 
technology credits: 

Supply incentives 195 185 120 25 25 20 
Conservation incentives 10 * * * 

Alternative fuel production credit 10 25 25 * * * 

Alcohol fuel credit1 * * * * * * 

Energy credit for intercity buses 10 10 5 * * * 

Special rules for minning reclamation reserves 10 35 45 * 5 5 
Natural resources and environ-

ment: 
Expensing of exploration and development costs, 

nonfuel minerals * * * 

Excess of percentage over cost depletion, nonfuel 
minerals 315 365 415 15 15 15 

Exclusion of interest on State and local IDBs for 
pollution control and sewage and waste disposal 
facilities 640 695 755 500 575 645 

Tax incentives for preservation of historic struc-
tures 90 110 140 165 215 275 

Capital gains treatment of iron ore * * * 15 20 25 
Capital gains treatment of certain timber income 215 270 345 80 85 90 
Investment credit and seven-year amortization for 

reforestation expenditures 20 20 20 * * 5 
Agriculture: 

Expensing of certain capital outlays 75 75 80 565 595 620 
Capital gains treatment of certain income 20 30 35 550 580 605 

Commerce and housing credit: 
Dividend exclusion 495 505 525 
Exclusion of interest on small issue industrial 

495 505 525 

development bonds 1,265 1,385 1,530 985 1,175 1,350 
Exemption of credit union income 240 270 290 
Excess bad debt reserves of financial institutions 635 810 970 
Exclusion of interest on life insurance savings 

635 810 970 
3,190 3,915 3,655 

Deductibility of interest on consumer credit 12,680 14,625 15,900 
Deductibility of mortgage interest on owner-occu-

12,680 14,625 15,900 

pied homes 22,735 24,925 27,300 
Deductibility of property tax on owner-occupied 

22,735 24,925 27,300 

homes 8,820 9,725 10,745 
Exclusion of interest on State and local housing 

8,820 9,725 10,745 

bonds for owner-occupied housing 1,225 1,500 1,805 275 350 450 
Exclusion of interest on State and local debt for 

rental housing 435 540 650 295 370 455 
Capital gains (other than agriculture, timber, iron 

ore and coal) 1,440 1,540 1,675 17,615 18,355 19,260 
Deferral of capital gains on home sales 1,705 1,780 1,885 
Exclusion of capital gains on home sales for 

1,705 1,780 1,885 

persons age 55 and over 755 805 860 
Carryover basis of capital gains at death 3,860 4,355 4,940 
Investment credit, other than ESOP's, rehabilitation 

3,860 4,355 4,940 

of structures, energy property, and reforestation 
expenditures 20,285 20,710 22,020 3,160 3,190 3,285 

Accelerated depreciation on rental 
housing: 

Pre-1983 budget method 1 150 160 180 530 615 670 
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Table G-2. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1984 1985 1986 

Individuals 

1984 1985 1986 

Post-1982 budget method 
Accelerated depreciation of build-

ings other than rental housing: 
Pre-1983 budget method 
Post-1982 budget method...... 

Accelerated depreciation of machin-
ery and equipment: 

Pre-1983 budget method 
Post-1982 budget method 

Safe harbor leasing rules 
Amortization of start-up costs 
Exclusion of interest on certain savings certificates. 
Reinvestment of dividends in public utility stock 
Reduced rates on the first $100,000 of corporate 

income: 
Pre-1983 budget method 
Post-1982 budget method 

Deduction for special percentage of taxable income 
for life insurance companies 

Transportation: 
Deferral of tax on shipping companies 
Exclusion of interest on State and local bonds for 

mass commuting vehicles 
Deduction for motor carrier operating rights 

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

(other than historic) 
Exclusion of interest on IDBs for airports, docks 

and sports and convention facilities 
Education, training, employment, and social serv-

ices: 
Exclusion of scholarship and fellowship income: 

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of interest on State and local student 
loan bonds 

Exclusion of interest on State and local debt for 
private nonprofit educational facilities 

Parental personal exemption for students age 19 
or over 

Deductibility of charitable contributions (educa-
tion) 

Employer educational assistance 
Exclusion of employer provided child care 
Exclusion of employee meals and lodging (other 

than military) 
Exclusion of contributions to prepaid legal services 

plans 
Investment credit for ESOPs 
Credit for child and dependent care expenses 
General jobs credit 
Targeted jobs credit 
Deduction for two earner married couples 

4,325 5,420 6,365 1,965 2,640 3,195 

12,810 18,105 20,395 1,280 2,080 2,625 

2,800 
20 

2,340 
25 

1,990 
30 160 

320 
415 

230 285 

450 280 

4,910 5,000 5,315 

455 

40 

35 
70 

25 

200 

230 

790 

40 

40 
50 

30 

185 

260 

845 

40 

40 
15 

30 

195 

285 

30 
5 

35 

165 

170 

605 

35 
5 

40 

160 

195 

655 

40 
5 

45 

165 

225 

645 

220 

120 

295 

150 

355 

180 

420 415 445 

65 

30 

1,060 

700 
15 
5 

725 

35 

80 

35 

1,120 

775 
110 

10 

795 

40 

95 

40 

1,230 

910 
25 
20 

870 

15 
1,430 

* 

275 

1,910 2,330 
1,875 2,195 2,500 

340 230 55 
6,170 

75 
6,745 

60 
7,285 
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Table G-2. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1984 1985 1986 

Individuals 

1984 1985 

Deductibility of charitable contributions, other than 
education and health 

Deductions for certain adoption expenses 
Exclusion of parsonage allowances 

Health: 
Exclusion of employer contributions for medical 

insurance premiums and medical care 
Deductibility of medical expenses 
Exclusion of interest on State and local debt for 

private nonprofit health facilities 
Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 

Social Security and Medicare: 
Exclusion of social security benefits: 

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

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

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of special benefits for disabled coal 
miners 

Exclusion of untaxed unemployment insurance ben-
efits 

Exclusion of disability pay 
Exclusion of military disability pensions 
Net exclusion of pension contributions and earn-

ings: 
Employer plans 
Individual Retirement Accounts 
Keoghs 

Exclusion of other employee benefits: 
Premiums on group term life insurance 
Premiums on accident and disability insurance.... 
Income of trusts to finance supplementary un-

employment benefits 
Additional exemption for the blind 
Additional exemption for elderly 
Tax credit for the elderly and disabled 
Deductibility of casualty losses 
Earned income credit2 

Veterans benefits and services: 
Exclusion of veterans disability compensation 
Exclusion of veterans pensions 
Exclusion of Gl bill benefits 
Exclusion of interest on State and local debt for 

veterans housing 
General government: 

Credits and deductions for political contributions 

525 515 550 

1,065 
260 

15 

1,335 
255 

15 

1,630 
275 

15 

9,580 
10 

125 

19,145 
3,165 

250 
1,400 

10,620 
10 

130 

21,245 
3,430 

305 
1,555 

1,245 
13,815 
3,755 

615 
2,165 

515 

1,165 
12,830 
3,780 

450 
2,325 

520 

200 220 335 

155 

2,045 
75 

120 

44,050 
10,990 
1,410 

1,910 
125 

20 
40 

2,520 
145 
370 
330 

1,640 
195 
135 

40 

275 

150 

1,605 

120 

44,205 
12,050 

1,585 

2,055 
125 

20 
45 

2,665 
225 
435 
305 

1,675 
190 
125 

45 

295 
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SPECIAL ANALYSIS E E-ll 

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

Description 

Fiscal years 

Corporations 

1984 1985 

Individuals 

1984 1985 

General purpose fiscal assistance: 
Exclusion of interest on public purpose State and 

local debt 
Deductibility of nonbusiness State and local taxes 

other than on owner-occupied homes 
Tax credit for corporations receiving income from 

doing business in United States possessions 
Interest: 

Deferral of interest on savings bonds 

6,235 6,755 7,320 1,895 

20,895 

2,030 

22,520 

1,310 1,440 1,585 

720 770 

* $2.5 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 $215 million in 1984, $270 

million in 1985, and $305 million in 1986. 
2 The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1984, $1,120 million; 1985, 

$1,041 million; 1986, $1,165 million. 
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SPECIAL ANALYSIS G 

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 liability." 

The definition of tax expenditures requires a distinction between 
the baseline provisions of the tax structure and special or preferen-
tial provisions that are exceptions to the baseline structure. Prior 
to 1983, Special Analysis G used the term normal to denote the 
baseline against which tax expenditures were measured. Because 
Public Law 93-344 does not provide an exact specification of the 
normal provisions of the tax law, determination of what provisions 
constitute special or preferential provisions, and therefore should 
be listed as tax expenditures, necessarily involves some arbitrary 
choices. This process has been overseen by executive agency and 
congressional committee staffs. 

Prior to 1983, the listing of tax expenditures in Special Analysis 
G generally matched those published by the Congressional Budget 
Office and the Joint Committee on Taxation. This resulted from 
the concept of a normal tax used by both executive branch and 
congressional staffs which was a variant of the comprehensive 
income tax, albeit with several major exceptions, that had not 
deviated significantly from the concept as used in the original tax 
expenditure listings. 

Tax expenditures in Special Analysis G were measured against a 
revised baseline after 1982 which is referred to as the reference 
tax. This year's Special Analysis G displays tax expenditures as 
compared to both the reference tax baseline used beginning with 
1983 and the normal tax baseline used prior to 1983. In the follow-
ing sections both baselines are described in general terms, the 
conceptual and practical differences between them are discussed, 
and then the major categories of tax expenditures are reviewed. 

The current Special Analysis G does not incorporate any revi-
sions based on either the President's tax reform proposal of May 
1985 (Treasury II) or the version passed in late 1985 by the House 
of Representatives (H.R. 3838). A comprehensive review will ad-

G - l 
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F-l 6 THE BUDGET FOR FISCAL YEAR 1987 

dress this and other tax expenditure issues once tax reform legisla-
tion has been enacted later this year. 

PRE-1983 BUDGET CONCEPTS 

The normal tax structure used as a departure point for identify-
ing and measuring tax expenditures has historically had many 
features in common with a comprehensive income tax, where 
income is defined as the sum of consumption and the change in net 
wealth in a given period of time. The concept of a normal income 
tax did not specify any particular structure of tax rates, or defini-
tion of the taxpaying unit (as between families and individuals), 
and allowed for personal exemptions and a standard deduction. In 
addition, the concept of a normal tax, as would a comprehensive 
income tax, allowed for deductions needed to measure net income, 
such as deductions for interest incurred to finance the holding of 
income-producing assets and for employee business expenses. The 
normal tax structure did allow, however, for several major depar-
tures from what is commonly understood to be the base of a truly 
comprehensive income tax: 

• Under the normal tax structure, income was only taxed when 
realized, not as accrued. Thus, for example, the benefit, rela-
tive to strict accrual accounting of income, from deferring tax 
on accrued, but unrealized, capital gains was not regarded as 
a tax expenditure. 

• The fact that the current tax system taxes only cash income, 
not imputed income received in the form of consumption ben-
efits from capital used directly by households or consumption 
by households of goods they produce, was regarded as part of 
the normal tax structure. Thus, the exclusions from tax of 
imputed income from owner-occupied homes and consumer 
durables and tax-free consumption by farmers of products 
grown on their farms were not regarded to be tax expendi-
tures. 

• The normal tax structure included a separate tax on corpora-
tion income, although neither economic theory nor common 
international practice justifies a totally separate corporation 
income tax. At the same time, the normal tax structure al-
lowed for devices to eliminate the separate corporate tax by 
attributing income to shareholders, such as subchapter S cor-
porations. The additional revenue resulting from the mainte-
nance of a separate, unintegrated corporation tax could well 
be considered a negative tax expenditure if the normal tax 
base were defined as the comprehensive income of individ-
uals, with corporate retained earnings attributed to individual 
shareholders. 
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• The normal tax structure did not adjust the basis of capital 
assets or debt for changes in the price level over the time 
period assets were held, thus overstating real capital gains, 
interest income, as well as interest costs, and understating 
depreciation during a period of inflation. If the normal tax 
were a true comprehensive income tax, failure to take ac-
count of inflation in measuring depreciation, capital gains, 
and interest income of lenders would be regarded as negative 
tax expenditures. In turn, failure to take account of inflation 
in measuring the interest costs of borrowers would be regard-
ed as a positive tax expenditure, or subsidy for borrowing. 

Notwithstanding these major differences from a fully comprehen-
sive income tax, the normal tax concept can be thought of as a 
base for a practical income tax intended to avoid these complex-
ities. Moreover, these departures from a comprehensive tax that 
define the normal tax had essentially remained unchanged until 
1982. This facilitated generally consistent decisions on what consti-
tuted tax expenditures by those responsible for preparing tax ex-
penditure budgets. 

The normal tax as described above is, of course, not the only 
broad-based or normative tax system that can be used as a stand-
ard for identifying tax expenditures. One could, for example, use as 
the standard a truly comprehensive income tax in which the tax 
base is equal to consumption plus the change in net wealth of 
individuals and families. Under such a standard, as indicated in 
the previous discussion, the failure to include accrued but unreal-
ized income in the tax base would be regarded as a tax expendi-
ture, while the double taxation of corporate dividends would be 
regarded as negative tax expenditure, or tax penalty. 

Alternatively, the normative standard could be a comprehensive 
personal tax on consumption of individuals and families. The fail-
ure to tax income accrued within pension funds would not be a tax 
expenditure, as it would be under an income tax standard, because 
under a consumption based tax, income earned but not consumed 
would not be taxable. On the other hand, the failure to include the 
proceeds of borrowing in the tax base would be a tax expenditure 
under a consumption tax standard, even though borrowing, in 
itself, would have no effect on the tax base under an income tax. 

In addition, some of the items listed as tax expenditures when 
the normal tax is used as a baseline can themselves be regarded as 
practical adjustments to correct for departures of the normal tax 
from a truly comprehensive base. For example, as noted above, the 
failure to adjust the basis of capital assets for changes in the price 
level in measuring taxable income is part of the normal tax even 
though it represents a significant departure from correct income 
measurement. The exclusion from tax of 60 percent of realized 
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capital gains—a provision listed as a tax expenditure relative to 
both the normal tax baseline and the reference tax baseline dis-
cussed below—may itself be regarded as a pragmatic rule to adjust 
for the overstatement of income from capital gains in a period of 
inflation. 

Similarly, in a period of stable prices, capital consumption allow-
ances under a comprehensive income tax would be based on eco-
nomic depreciation. In a time of inflation, however, use of more 
accelerated depreciation methods can be regarded as a pragmatic, 
though imprecise, way of offsetting the failure to adjust depre-
ciation deductions for the increases in the replacement cost of 
assets. 

POST-1982 BUDGET CONCEPTS 

Both definition and measurement of tax expenditures have un-
dergone major changes in recent years, in part reflecting a changed 
perception of what constitutes the major structural features of the 
current tax system. This evolution began with the introduction of 
the concept of outlay equivalents in the 1982 budget and evolved 
into a redefinition of the tax structure against which departures 
labelled as tax expenditures would be measured in subsequent 
budgets. 

In 1982, Special Analysis G included a supplement that departed 
from previous procedures. In it were jointly displayed the Federal 
support for housing and energy programs provided on both the 
outlay and revenue sides of the budget. The purpose of this depar-
ture was to illustrate how a tax expenditure budget might be used 
in the budgetary process to provide a consistent accounting of all 
resources used to achieve specified national needs, or program 
objectives, and to demonstrate how such a procedure might aid in 
the determination of overall budget expenditure and revenue tar-
gets. 

To achieve this purpose, a modification of previous estimation 
methodology was introduced. If, for example, the purpose of resi-
dential energy tax credits was to reduce the costs to homeowners of 
certain energy conservation investments, then the credit should be 
viewed not as a reduction in tax, but as a subsidy payment that 
might just as well have been made by the Department of Energy. 
In order to convert the residential energy credit into an outlay 
equivalent, it was necessary to ask how the payment would be 
treated under the existing tax laws if instead it were a grant from 
the Department of Energy. If this payment in cash would be tax-
able, then the tax subsidy would have to be "grossed-up" to the 
equivalent taxable cash payment to be comparable with actual 
outlays for the same purpose. 
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In performing this analysis of the subsidy-equivalence of housing 
and energy tax expenditures, it was observed that the norm from 
which these special provisions departed was simply the body of 
generally applicable income tax rules to which the special provi-
sions were exceptions. This suggested that, in the budgetary con-
text implied by the Congressional Budget Act of 1974, it would be 
useful to distinguish two categories of items that had been labelled 
tax expenditures in previous budgets. The first category would 
consist of deviations from general rules of the existing tax system 
that could be measured and evaluated in a manner comparable to 
the measurement and evaluation of subsidy and transfer programs 
on the outlay side of the budget. The second category would consist 
of more general deviations of the structure of the Federal income 
tax from some normative, comprehensive income or other broad-
based tax. The items in the second group would not be labeled tax 
expenditures as such, even though they might be regarded as items 
to be considered as part of a more general reform of the existing 
income tax. 

This evolutionary step was taken in the 1983 Special Analysis G 
and has been continued since then. Two criteria were used to 
identify a tax expenditure or tax subsidy. First, it was necessary 
that, absent the special provision, the tax laws provided general 
rules to enable a taxpayer to determine his income tax due and 
payable. These general rules were called the reference law. Second, 
it was necessary that the special provision apply to a sufficiently 
narrow class of transactions or transactors to permit the specifica-
tion of a program objective that could be assigned to an existing 
agency other than the IRS and be administered with appropriated 
funds. In keeping with the intended use of the estimates in budget 
program displays, the budget impacts of the items listed were 
expressed as outlay equivalents. 

Neither the Congressional Budget Office nor the Joint Commit-
tee on Taxation, however, adopted these revisions. Both continued 
to use a modified income tax norm, described above, as their basis 
for identifying tax expenditures. As a consequence, Special Analy-
sis G did not fully correspond in the 1983 and 1984 budgets to these 
other tax expenditure listings, a condition some have found confus-
ing. Beginning with the 1985 budget, therefore, tax provisions 
qualifying as tax expenditures under the broader income tax norm 
were listed in Special Analysis G in addition to those that had met 
the narrower tests for identifying tax expenditures (or tax subsi-
dies) of the reference law standard used in 1983 and 1984. The 
discussion below sets out in greater detail the reference tax law 
and identifies some of the departures of this reference law from the 
normal income tax standard used prior to 1983 to identify tax 
expenditures. 
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REFERENCE TAX RULES AND COMPARISON TO NORMAL TAX 
STRUCTURE 

The reference tax rules from which departures represent expend-
iture-like government programs include: 

1. Definition of the taxpaying unit Taxpaying units are individ-
uals (single, married, head of household); corporations (except those 
electing subchapter S treatment, cooperatives, real estate invest-
ment trusts, and other financial organizations that attribute their 
income to members in whose hands it is taxable); and trusts and 
estates (to the extent income is not distributed to beneficiaries). 
Certain otherwise taxable corporations and associations whose ac-
tivities and ownership meet the requirements of section 501 are 
exempt from income tax, as are government-owned enterprises 
encompassed by section 115. 

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

2. Tax rate schedules. Separate schedules for single individuals, 
heads of household, married persons filing jointly, married persons 
filing separately, and corporations are all regarded as part of the 
reference tax system. The rate structures imposed on the tax base 
of these entities are whatever current law provides. The normal 
tax system is similar, except that it specifies a single rate (the 
current maximum rate) on corporate income. The lower tax rates 
applied to the first $100,000 of corporate income are thus regarded 
as a tax expenditure relative to the normal tax. 

3. General accounting rules for determining income subject to tax. 
Income subject to tax is gross income less costs of earning that 
income. Gross income includes payments (or obligations to receive 
payment) from all sources, foreign and domestic, that are: (1) con-
sideration received in the exchange of goods and services (including 
one's labor services), or of property; and (2) the taxpayer's share of 
gross, or net income earned and/or reported by another entity, 
such as interest, dividends, rents, royalties, and profits of partner-
ships, subchapter S corporations, and cooperatives. Under the ref-
erence tax rules, gross income does not include gifts, defined as 

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

1987



SPECIAL ANALYSIS B B-17 

receipts of money or property that are not consideration in an 
exchange, or most transfer payments (gifts from the Federal Gov-
ernment). Gross income does, however, include transfer payments 
associated with past employment, such as social security benefits. 
The normal tax base also does not define gifts between individuals 
as gross income. However, under the normal tax baseline used 
prior to 1983, all cash transfer payments (gifts from government to 
private individuals) were regarded as gross income, and exemptions 
of such gifts from tax under current law were identified as tax 
expenditures. 

Costs of earning gross income are deductible in determining tax-
able income under the reference rules. These include: (1) expenses 
incurred in earning gross personal service income (not including 
expenditures on goods and services for personal use); (2) costs of 
earning income incurred by a taxpayers trade or business includ-
ing costs of goods sold (compensation of employees, goods and serv-
ices purchased from other firms, royalties paid), an allowance for 
physical capital used up in producing the output that generates the 
gross income of the business (depreciation in the case of machinery, 
equipment, and structures; depletion in the case of mineral depos-
its); and (3) interest paid creditors who have advanced funds to help 
finance the ownership and use of assets by the trade or business. 

These deductions are all necessary to measure the net income of 
the equity holder in a business. Deductions for cost of goods sold 
functionally allocate to employees and suppliers their shares of the 
trade or business' gross income which they in turn will report on 
their income tax returns. Depreciation and depletion deductions 
are necessary to cover the using-up of physical capital, the cost of 
which has already been paid for by the owners, thus enabling the 
owners to recover their capital free of an additional tax. Deprecia-
tion allowances as provided according to statutory schedules for 
different classes of depreciable property are part of the reference 
tax rules. Depletion allowances in the reference tax rules are not 
schedular, but are based on the pro-rata recovery of the original 
cost as the mineral deposit is depleted by extraction. Deductions for 
interest represent an allocation of pretax income of a trade or 
business reportable as such by creditors of that trade or business 
under the reference tax. 

The normal tax includes the same items of deduction needed to 
measure net income as the reference tax, but, in addition, specifies 
the time pattern of depreciation deductions to correspond in some 
approximate way to the time pattern of using up of physical cap-
ital. The reference tax encompasses the existing general deprecia-
tion rules, as modified by the Accelerated Cost Recovery System 
(ACRS), as part of the general structure of the tax rules. Because 
ACRS schedules are generally the applicable rules for all invest-
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ments in depreciable property, they are part of the reference tax 
structure and not identified as a tax expenditure item, or tax 
subsidy, when the reference tax is taken as the baseline. In con-
trast, when the normal tax rules are used as the baseline, the 
ACRS schedules for depreciable personal and real property are a 
tax expenditure item. This identification of ACRS as a tax expendi-
ture relative to the normal tax base recognizes that some attempt, 
however imprecise, to match capital recovery rules to the decline 
in asset value is needed to measure economic income from depre-
ciable capital. In the accompanying tables, the revenue loss result-
ing from substituting ACRS for the normal tax depreciation rules, 
is listed as a tax expenditure under the pre-1983 budget concept. 
The normal tax rules used for this purpose are the Asset Deprecia-
tion Range System (ADR) midpoint lives for machinery and equip-
ment and 35-year straight-line depreciation for structures. 

In addition to rules for determining what is to be includable in 
gross income and what deductions are to be allowed, and when, an 
operational income tax requires a set of accounting procedures for 
classifying, recording, and summarizing transactions during the tax 
year. In the reference tax system, the basic elements of this ac-
counting system are similar to those described above that charac-
terize the normal income tax. These elements are: (1) reliance on 
valuations determined at the time transactions occur (realization 
as opposed to accrual accounting); (2) exclusion from gross income 
of the market value of services from durable goods or other self-
produced income, such as do-it-yourself repairs and maintenance; 
(3) reliance on historical cost to determine allowable deductions for 
capital cost recovery and in the computation of gain on the sale of 
an asset (no inflation adjustments); (4) distinguishing current ex-
pense from capital expenditures, with the former deductible from 
gross income in the period when the transaction is completed, 
while the latter is recovered by depreciation or depletion deduc-
tions over the asset's productive life; and (5) specification of the 
accounting period for summarizing transactions to determine 
income subject to tax, computing tax due and payable as well as a 
stipulation of when tax must be paid. As part of the computation of 
tax liability, both the reference tax and the normal tax allow a tax 
credit for foreign income taxes paid up to the amount of U.S. 
income taxes that would otherwise be due. This prevents the 
double taxation of income earned abroad. 

MAJOR DEPARTURES FROM THE REFERENCE RULES 

Beginning with the 1983 budget, the reference tax has been used 
to identify provisions that substitute for budget outlays. For exam-
ple, compared to the general rules described as the reference tax: 
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• Not all consideration received in exchange for goods and serv-
ices is reportable as gross income. Some forms of employee 
compensation, such as certain military housing and food al-
lowances or employer-paid fringe benefits, are specifically ex-
cluded from employees' reportable gross income although it is 
clearly a consideration received in exchange for labor services 
and is properly deductible from the gross income of the trade 
or business of employers who are taxable entities. 

• Holders of State and local government bonds are specifically 
exempt from reporting interest payments on those obligations 
as gross income, although these payments are no less income 
than interest, dividends, rents, and royalties received from 
other payees. 

• Dividend and interest receipts of pension funds, the value of 
which accrues to taxable beneficiaries, are not reportable as 
gross income when received, either by the qualified pension 
trusts or by the beneficiaries; they become reportable, after 
compounding at pre-tax rates of interest, only when they are 
paid out as retirement benefits. 

Defense Department outlays reported in the budget for military 
personnel are lower because part of military compensation is paid 
in tax-free housing and food allowance dollars. This exclusion of 
compensation from tax substitutes for higher direct outlays to 
obtain the same quality and quantity of military personnel whose 
compensation in this form, if received from another employer, 
would be subject to tax. Similarly, the nontaxability of interest 
paid by State and local borrowers enables them to obtain funds at 
lower rates with a saving to their taxpayers. This particular exclu-
sion is, therefore, a substitute for interest subsidies or capital 
grants to State and local governments on the outlay side of the 
budget. The exclusion of employer-paid pension, health, and other 
insurance benefits for employees and the preferred treatment of 
pension trust income substitute for outlays that would pay part of 
the costs of private retirement, health, and insurance plans. 

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

• Individuals may deduct amounts paid to charitable, educa-
tional, scientific or religious organizations, although these are 
not costs of earning reportable gross income. 

• Some oil, gas, and mineral producers are allowed deductions 
for percentage depletion that are not limited to recovery of 
the cost of acquiring the mineral deposit. In addition, some 
investments in the acquisition of depletable and depreciable 
property may be deducted in the year incurred, rather than 
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capitalized and recovered as production ensues. These special 
rules for cost recovery of oil and gas and mineral deposits 
permit investment costs in these activities to be recovered 
more rapidly than the reference rules allow in activities gen-
erally. Furthermore, they often permit more than the full 
investment to be recovered tax free, contrary to the condi-
tions imposed on other forms of capital use. 

• Individuals are allowed to deduct mortgage interest and con-
sumer interest paid from their pretax incomes, although 
under the reference tax rules applicable to housing and con-
sumer durables, they have not reported the gross income from 
services of housing and consumer durables earned with the 
aid of the debt they are servicing. 

These particular exceptions to the general reference tax rules 
governing the use of deductions for computing taxable income have 
direct incentive effects that could just as well be obtained with 
outlay programs. Deductibility of qualified contributions lowers the 
private price of giving, as would matching grants to qualified orga-
nizations based on contributors' support. The preferential treat-
ment of minerals investment and production expands mineral 
output as would direct subsidies paid to mineral producers. The 
deductibility of mortgage interest encourages home ownership 
much the same as Federal mortgage interest subsidy programs do. 

Finally, there are special exceptions to the general rules for 
determining net income tax due and payable. After a taxpayer has 
determined his pretax income, taking into account all preferential 
exclusions for gross income and all the special deductions, and has 
applied the appropriate tax rate schedule, the tax liability thus 
derived is not necessarily the amount he must pay. For example, 
the taxpayer may take as credits against his tax otherwise due and 
payable amounts determined by expenditures during the tax year 
on: 

• Qualified property (the investment tax credit for purchasing 
machinery and equipment). 

• Rehabilitating old and historic structures. 
• Contributions to political candidates. 
• Transfer of the employer corporation stock to qualified em-

ployee stock ownership plans. 
It is not difficult to visualize equivalent outlay programs de-

signed to subsidize these particular classes of transactions directly. 
All of these departures from the reference tax rules are also 

departures from the normal tax rules and appear in the tax ex-
penditure budgets constructed from both baselines. The major 
items that are tax expenditures relative to the normal baseline 
(pre-1983 budget method), but that are not items of tax expenditure 
relative to the reference rules used beginning with the 1983 budget 
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are: deferral of income of controlled foreign corporations, expens-
ing of research and development expenditures, reduced tax rates 
on the first $100,000 of corporate income, "gifts" or unilateral 
transfers from governments, and the difference between current 
statutory depreciation rules (ACRS) and alternative rules designed 
to provide a more accurate measure of economic income from 
capital investments. 

MEASURING TAX EXPENDITURES 

Accounting for budget outlays on a functional or programmatic 
basis, as in Part 5 of the Budget, provides a measure of Federal 
Government influence on the allocation of resources in the econo-
my 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 payment of transfers. Budget 
outlays for public goods and services such as national defense, are 
used to acquire labor and capital services directly used in the 
production of such goods. Subsidies, such as those for school 
lunches, are intended to reduce market prices below the cost of 
resources used to produce them. Transfers, such as aid to families 
with dependent children, 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 slate of goods and services that otherwise 
would not be produced. This occurs because control over resources 
is removed from the private sector either by taxation or by borrow-
ing and made available for public use. Functional budget outlay 
figures, then, provide a basis for evaluating programs. The amount 
of an outlay measures the resource cost to the Federal Government 
of accomplishing the program objective. Because GNP is a (gross) 
measure 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 evaluate spe-
cific programs, it is essential that the outlay figures be both con-
sistent and comprehensive measures of resource costs. In this 
regard, it is important that resource costs represent the pretax 
price of resources. 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 beforetax 
incomes of suppliers of labor (wages) and capital (rent, interest, and 
profit). Consistency of budget outlay figures requires that all such 
amounts also be stated in pretax magnitudes. Generally, budget 
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outlays for the purchase of goods and services 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 subsi-
dized 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, as noted above, the budget 
outlays for certain housing and meal allowances of military person-
nel are not includable in their incomes and therefore understate 
the cost of this National Defense budget element. If this form of 
compensation were treated under the generally applicable refer-
ence or normal 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 as they 
are now with nontaxable allowances. Only when the existing tax 
subsidy is added to the tax-exempt budget outlay is this element of 
National Defense expenditure comparable with other defense out-
lays. 

The estimates of tax expenditures in table G - l have been pre-
pared to conform to the objectives of functional budget accounting 
for outlays. Thus, table G - l figures are estimated as outlay equiva-
lents, the magnitudes of which are consistent with direct budget 
outlays. The entries should be viewed as amounts that should be 
added to functional budget outlays and restored to budget receipts 
to provide a more consistent and comprehensive display of the 
resource reallocations produced by Federal fiscal measures. 

The basic difference between the outlay equivalent and revenue 
loss estimates is that the former 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.—As noted 
above, certain housing and meal allowances for military personnel 
are not included in the pretax incomes of military personnel. The 
revenue loss estimate for this item merely computes the tax that 
would be paid by military personnel if these payments had been 
taxable. The outlay equivalent recognizes that the intent of this 
personnel policy is to attract and retain the existing military force. 
The equivalent taxable pay under the reference or normal tax law 
would, therefore, have to be sufficient to yield them an aftertax 
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(disposable) income large enough to permit the same housing and 
meal expenditures they now enjoy. This is equivalent to the tax-
able cash pay they receive which must yield them enough dispos-
able income to continue in military service. The outlay equivalent 
estimate exceeds the revenue loss estimate that does not take 
account of this fact. By grossing-up exempt government outlays for 
military service, the tax subsidy estimate is now measured in a 
manner consistent with other Defense Department outlays. 

2. Subsidies to reduce market prices.—Some subsidies reduce 
market prices by purposively reducing taxes otherwise due and 
payable by producers. For example, before it was allowed to expire 
at the end of 1985 the incremental research and experimentation 
(R&E) credit provided a subsidy for industrial R&E. A firm qualify-
ing for the credit, however, was not required to include the credit 
in computing its taxable income, as it would have had to if it had 
received such funds as a cash payment from the Government in 
support of its R&E. Cash payments for R&E would either be report-
ed as gross income by the payee or would have reduced the deduc-
tion for R&E expense, entering the payee's income subject to tax in 
either event. The expenditure equivalent of the incremental R&E 
tax credit would be estimated as the amount of subsidy subject to 
reference tax rules that would have to be paid to firms for their 
qualified R&E expenditures and which would reduce their costs by 
as much as the tax credit, which does not enter taxable income. 
Again, this estimate of the R&E tax credit expenditure equivalent 
would be larger than the amount that would be estimated as a 
revenue loss. 

Other subsidies reduce prices by reducing tax otherwise due and 
payable by the final purchaser. For example, the personal deduc-
tion formerly allowed for medical insurance obviously reduced the 
cost of medical insurance to its purchasers. Under the reference 
tax rules, this deduction was unrelated to the computation of indi-
viduals' (purchasers') taxable income. Further, the full payment of 
the premium by the insured taxpayer entered the taxable incomes 
of medical practitioners and others whose fees were covered by the 
insurance. The expenditure equivalent of this subsidy was, there-
fore, simply the reduction in tax payments of purchasers. In other 
words, the preferential deduction represented partial reimburse-
ment to households for the personal insurance expenditure they 
had made. Because this amount was included in the tax base of 
suppliers, the outlay equivalent of this tax expenditure was, there-
fore, the same 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 
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acquiring particular assets. The investment tax credit for machin-
ery and equipment is an example of a capital grant; so are con-
struction subsidies paid to shipowners who have ships built in U.S. 
shipyards, or the furnishing of equipment to Government contrac-
tors. 

In general, under the reference and normal tax laws, the benefi-
ciary of a capital grant is regarded as not having contributed the 
portion paid for by the Government to the cost of an asset. His 
"basis" in the subsidized asset is only the amount of his disposable 
resources expended. The asset is, therefore, shown on the benefici-
ary's tax books of account at its net private cost. Depreciation of 
only the private cost net of subsidy is recoverable in computing his 
income tax liability. However, in the case of the investment tax 
credit before January 1, 1983, the private firm was allowed cost 
recovery deductions for the entire cost of credited assets, gross of 
the investment tax credit for its purchase. Under the outlay equiv-
alent computation, this additional cost recovery is accounted for as 
an addition to the initial grant (tax credit) to derive the expendi-
ture equivalent. The estimated outlay equivalent for the invest-
ment tax credit was, therefore, larger than the revenue loss esti-
mate because the latter did not take into account the extra invest-
ment grant provided by the additional tax depreciation allowed. 
Beginning in January 1983, this additional grant was reduced by 
half the amount of the investment tax credit with the introduction 
of a partial basis adjustment on 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, 
as has been noted, under both the reference and normal tax rules 
investments for the discovery and development 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 expenditures are recovered as 
deductions when made, reducing taxes due and payable at the time 
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 either tax rules, is the equivalent of an interest-
free loan. Accounting for the tax expenditure resulting from the 
tax deferral is akin to the budget outlay accounting for Federal 
lending. When the tax is deferred, a tax expenditure (revenue loss) 
equal to the deferral is recorded. This is equivalent to making an 
interest free loan. When the tax is actually paid, the tax expend-
iture is reversed as if it were a loan repayment. The procedure 
mirrors that of net lending, with the revenue loss of the tax ex-
penditure canceling out over time. Budget accounting, however, 
fails to measure the subsidy value of Federal lending. Therefore, 

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

1987



SPECIAL ANALYSIS B B-17 

the subsidy element attributable to the zero interest rate on the 
tax deferral is not counted either in the outlay equivalent estimate 
of this tax expenditure. For this reason the tax deferral's outlay 
equivalent is the same as the revenue loss estimate. 

All tax expenditure estimates reported were prepared by the 
Treasury Department and are based upon income tax law enacted 
as of December 31, 1985. In table G - l the estimates show the 
expenditure equivalent of each special tax provision by fiscal year. 
For tax expenditures resulting from the exclusion from taxable 
income of Federal Government payments to individuals, estimates 
of the payments upon which the tax subsidy estimates are based 
are shown elsewhere in the Budget. 

The estimating procedure for tax expenditures uses the implicit 
assumption—the same that governs estimates of out-year budget 
outlays—that the existing tax structure and all other institutional 
resource costs determinants are given. It is also assumed that 
aggregate output and incomes remain at the levels that underlie 
the 1987 budget estimates. 

The tax expenditure estimates presented in this Special Analysis, 
including those computed on a revenue loss basis shown in Table 
G-2, should not be interpreted as estimates of the increase in 
Federal receipts (or reductions in budget deficit) that would accom-
pany the repeal of the special provisions. There are four reasons 
why such an interpretation is not possible. 

First, repeal of some provisions could affect the aggregate level 
of income and economic growth. All receipts and expenditures in 
the budget are based on projections of income and growth that 
assume all existing laws, amended only as proposed in the budget, 
will continue. Thus, it is assumed that the investment tax credit 
and other incentives for private capital formation as currently 
enacted remain in effect. If, however, these investment incentives 
were repealed (or drastically curtailed) without being replaced by a 
comparable investment incentive or other appropriate offset, the 
current projections of income and growth would have to be revised 
downward. Projections of receipts and expenditures would also 
have to be changed to be consistent with the revised estimates of 
income. The estimated net effect of repeal of the investment tax 
credit on receipts, therefore, would not be equivalent to the tax 
expenditure. Of course, large changes in outlay programs beyond 
those proposed in the budget would also affect the tax base. 

Second, all the tax expenditure estimates are based on the actual 
level of benefited activities achieved with their aid, given the exist-
ence and utilization of all other tax expenditures. In the event a 
particular tax expenditure provision was repealed, the relative cost 
of the affected activity would be increased and this could be expect-
ed to elicit a response, some of which would spill over into other 
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activities favored as tax expenditures. For example, if the exclusion 
of employer-paid medical insurance from the gross income of em-
ployees were repealed, this form of employee compensation would 
become more costly from the employees' point of view and would 
likely be substituted for by other forms of compensation, including 
cash and other still tax-favored fringes, such as employer-paid pen-
sions. Thus, the budget impact of repealing the exclusion of em-
ployer-paid medical insurance would not be an increase in reve-
nues equal to the estimated cost of that tax expenditure, but a 
smaller amount due to some increase in tax expenditures for pen-
sions or other fringes. In this respect, tax expenditures are similar 
to many outlay programs; a cut in support prices for one commodi-
ty might very well result in an increase in outlays for other price-
supported commodities. 

Third, as is the case with estimates of proposed changes in the 
reference tax law, tax subsidy estimates are computed on a cash-
flow basis. The magnitudes of resources reallocated by the Federal 
Government are portrayed by showing the budget impact of differ-
ences between current law provisions and either the reference or 
normal tax under the assumption that the baseline without the 
particular tax subsidy provision had always been in effect. These 
figures generally show, therefore, larger amounts than would be 
realized as increased receipts in the first years of transition to a 
tax law without the special provisions. The estimates only take into 
account those changes scheduled under existing law, such as the 
phasing in or out of specific provisions. 

Fourth, tax expenditure estimates cannot simply be added to-
gether to obtain totals for functional areas or a grand total. Al-
though these estimates are reported on a provision by provision 
basis, many tax expenditures are interdependent because they mu-
tually affect marginal tax rates and because of specific 
interdependencies between related provisions. For example, if a 
significant tax expenditure item such as exclusion from gross 
income of state and local bond interest received were repealed, this 
would move many taxpayers into higher tax brackets and, for those 
taxpayers, the value of other special exclusions and deductions 
from gross income would be enhanced. Thus, if one of these other 
tax expenditure provisions were simultaneously repealed along 
with exemption of State and local interest payments, the budget 
impact of the dual repeal would be greater than the sum of the two 
separate tax expenditure estimates. On the other hand, simultane-
ous repeal of two or more of the tax expenditure items cleared 
through individual tax accounts as deductions, such as for charita-
ble contributions, mortgage interest, and property taxes, would 
have less budget impact than the sum of the individual tax expend-
iture estimates because each elimination of a deduction would 
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make it more advantageous for taxpayers to opt for the zero brack-
et amount rather than to continue to itemize remaining allowable 
deductions. This would reduce the revenue gain from additional 
limitations on itemized deductions. Due to these and other interde-
pendences among tax expenditure items, the tabulated figures can 
only be interpreted as estimates of the budget impact of changes in 
one item at a time, assuming that other provisions of the tax law 
remain unchanged. 

TAX EXPENDITURES BY FUNCTION 

The 1985-87 outlay equivalent estimates of tax expenditures for 
are displayed by functional category in table G - l and revenue loss 
estimates for the same items are shown in table G-2. Whenever an 
item is identified as a tax expenditure by application of normal tax 
rules, but not by reference tax rules, both are shown in the tables, 
the former designated as "Pre-1983 budget method", the latter as 
"Post-1982 budget method." The headings for National Need, or 
functional categories, are those used in Part 5 of the budget. 

Inasmuch as the sources of data for estimating tax expenditures 
are largely corporation and individual income tax returns, the 
estimates are arrayed by type of return. It must be emphasized, 
however, that listing estimates under the corporation and individ-
ual headings does not imply that these categories of filers benefit 
from the functional program served by the special tax provisions in 
proportion to the respective tax expenditure amounts shown. 
Rather, these breakdowns principally show the specific tax ac-
counts through which the cost of the program is cleared. Corpora-
tions as such neither pay tax nor receive government payments. 
They are the institutional conduit through which their employees, 
creditors, and stockholders engage in exchanges with customers 
and the Government. Thus, the reduction in tax deposits of corpo-
rations resulting from minerals tax preferences makes possible 
higher wages and/or more employment for mineral workers, 
higher royalties payable to mineral land owners (usually not the 
mining company), and may even make possible lower minerals 
prices. Little, if any, of the subsidy remains in the pockets of 
creditors and equity holders as interest rates or rates of return 
that are higher than such capital can earn elsewhere in the econo-
my. Similarly, the exemption from Federal income tax of interest 
paid by State and local governments provides a subsidy to those 
governments in the form of lower borrowing rates. Individual and 
corporate holders of such debt only benefit from the tax exemption 
to the extent their marginal tax rates exceed the percentage spread 
between taxable and nontaxable interest rates. 
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With these caveats in mind, a review follows of the tax expendi-
ture estimates by functional category, as shown in tables G - l and 
G-2. 

National defense.—The housing and meals provided military per-
sonnel, either in cash or in kind, are excluded from income subject 
to tax. The exclusion is a tax expenditure relative to the normal as 
well as the reference tax rules. 

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 tax relief on his 
foreign earnings. Beginning in 1982, the prescribed period of time 
abroad is a minimum of 11 out of the past 12 months. 

Eligible taxpayers in 1986 may exclude $80,000 per year of for-
eign 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 $80,000 exclusion in 1986 will increase by $5,000 
annually starting in 1988 until it reaches $95,000 in 1990. These 
provisions 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 expenditure estimate does include the effect, however, of ex-
cluding from their taxable income certain allowances received by 
Federal employees working abroad. These provisions depart from 
the income measurement rules of both the reference and normal 
tax law under which no allowance is made for regional cost-of-
living differentials. Their effect is to reduce the cost of employing 
U.S. taxpayers abroad. 

Domestic international sales corporations (DISC) were organized 
to carry out the export sales of their U.S. parent corporations and 
to obtain the benefits of certain preferential tax rules. These pref-
erential tax rules were departures from the reference as well as 
the normal income tax structure. However, responding to increas-
ing concern over the legality of DISC under the General Agree-
ment on Tariffs and Trade (GATT), Congress replaced DISC in 1984 
with an alternative export incentive, the Foreign Sales Company 
(FSC). A portion of the export income of these FSCs is exempt from 
federal income tax. In addition, a domestic corporation is allowed a 
100 percent dividends received deduction for distributions from a 
FSC attributable to certain foreign trade income. In effect no cor-
porate income tax is imposed on a portion of income from exports. 

With certain limited exceptions, the income of foreign corpora-
tions controlled by U.S. shareholders is not subject to U.S. taxation 
because, under the reference tax rules, corporations chartered and 
operating in foreign countries are not subject to U.S. income re-
porting and taxation. Therefore, the income of even those foreign 
corporations controlled by U.S. shareholders (individuals and corpo-
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rations) subject to U.S. taxation becomes taxable only when the 
controlling U.S. shareholders receive dividends or other distribu-
tions with respect to their foreign stockholding. 

As previously noted, this rule, however, is a deviation from the 
normal income tax rule under which a controlling interest in a 
foreign corporation, defined as ownership of more than 50 percent 
of the foreign corporation's common stock by U.S. shareholders, 
each holding 10 percent or more of the stock, is considered a 
partnership interest held by the U.S. shareholders. The currently 
attributable foreign source pretax income from such an interest is 
subject to U.S. taxation, whether or not distributed. Thus, when 
the normal tax rule is taken as a baseline, the excess of controlled 
foreign corporation income over the amount distributed to a U.S. 
shareholder gives rise to a tax expenditure in the form of tax 
deferral, that is, an interest-free loan. This tends to encourage 
investment abroad by U.S. shareholders. 

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. Such expenditures are, therefore, 
capital outlays under the normal income tax rules that will gener-
ate amortization deductions over the period they are productive. 
Quantification is to a substantial degree arbitrary, however, due to 
lack of a clearly defined norm for the expected amortization period. 
Yet expensing of R&D expenditures is a departure from the normal 
tax rules and is, therefore, considered a tax expenditure under this 
standard. This is not the case under the reference tax rule, because 
Code section 174 makes such expensing the general tax rule. 

The Economic Recovery Tax Act of 1981 (ERTA) added a credit 
for increasing research activities. The credit was equal to 25 per-
cent of the increase in certain research and experimentation ex-
penditures over average expenditures in a base period. The taxpay-
er was not required to reduce his otherwise allowable deduction for 
R&E expenses by the amount of credit allowed. For 1983, 1984, and 
1985, the base period was the preceding 3 years. The credit was 
allowed to expire at the end of 1985. 

Under both the reference and normal tax rules, the worldwide 
gross income of U.S. taxpayers is reportable and taxable under U.S. 
income measurement rules and tax rates, although a credit is 
allowed for foreign income taxes paid. Due to differences between 
U.S. and foreign country income measurement rules and tax rates, 
a reasonably accurate "sourcing" of domestic and foreign gross 
incomes and related deductions of taxpayers engaged in interna-
tional operations is required to determine net tax owed in the 
United States. Regulations issued in 1976 under Code section 861, 
but suspended until July 31, 1985, were designed to achieve a 
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reasonable international allocation of research and experimenta-
tion expenses. 

Energy.—Certain expenditures necessary to discover fuel mineral 
properties may be deducted in whole or in part as current expenses 
rather than being capitalized and amortized over the productive 
life of the property. Included in this category of expenditures, the 
tax treatment of which departs from both the reference and 
normal tax rules, are: In the case of oil and gas investments, the 
intangible drilling costs (IDCs) of wells, such as wages and the costs 
of using machinery for grading and drilling, and for nonsalvage-
able materials used in constructing wells; and in the case of other 
fuel minerals, the exploration and development costs of surface 
stripping and the construction of shafts and tunnels. However, in 
the case of IDCs, integrated oil companies may currently deduct 
only 85 percent of such costs and amortize the remaining 15 per-
cent over three years. Other oil producers may currently deduct 
100 percent of their IDCs, but the amount of annual IDCs in excess 
of the taxpayer's oil and gas income is subject to the minimum tax. 
In the case of other fuel minerals, only 85 percent of the explora-
tion and development costs may be currently deducted. The re-
maining 15 percent are deductible over five years. These depar-
tures from both the reference and normal tax rules yield subsidies 
to the domestic supply of these energy resources. 

In addition, mineral fuel producers may generally take percent-
age depletion deductions rather than cost depletion as provided in 
the reference and normal tax rules. Under cost depletion, actual 
outlays, to the extent not immediately recovered through expens-
ing of exploration, discovery, and development costs, may be de-
ducted over the productive life of the property, much as other 
businesses may take deductions for the depreciation of the capital 
goods they use, the cost of which is capitalized when acquired. 
Unlike depreciation, however, percentage depletion deductions are 
not limited to the cost of the investment. Under percentage deple-
tion, taxpayers may deduct a percentage of gross income from 
mineral production at rates that are 22 percent for uranium, 15 
percent for oil, gas and oil shale, and 10 percent for coal. However, 
the deduction is limited to 50 percent of net income from the 
property (65 percent of taxable income in the case of oil and gas). 
Percentage depletion for oil and natural gas is available only for 
limited quantities of output from independent oil and gas produc-
ers and royalty owners. Production from geothermal deposits is 
eligible for percentage depletion at the same rate as allowed for oil 
and gas, but with no limit on output and no limitation with respect 
to qualified producers. In lieu of taking percentage depletion, hold-
ers of royalties from coal deposits may treat their payments as 
capital gains rather than ordinary income. 
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A variety of tax incentives stimulate energy conservation and 
encourage conversion to energy sources other than oil or natural 
gas. Individuals could take a 15 percent income tax credit for home 
insulation and other energy-conserving components up to a maxi-
mum amount of $300. A credit of 40 percent of the first $10,000 of 
qualifying expenditures was allowed on residential solar and other 
renewable energy source property. The residential energy credits 
have been allowed to expire on December 31, 1985. 

In addition to the 10 percent investment tax credit for machinery 
and equipment, and before they were allowed to expire at the end 
of 1985, a 10 percent credit was allowed for biomass energy proper-
ty and intercity buses, an 11 percent additional credit was avail-
able for certain small-scale hydroelectric generating property, and 
a 15 percent additional credit was allowed for solar, wind, ocean 
thermal, and geothermal equipment. However, the credit for small-
scale hydroelectric generating property is available through De-
cember 31, 1988 for projects filed with the Federal Energy Regula-
tory Commission before January 1, 1986. 

Prior to December 31, 1982, there were also additional 10 percent 
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-
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 nontaxable $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 was available without this price limitation 
for processed wood fuel and steam produced from solid agricultural 
byproducts until the exception expired at the end of 1984. 

Gasohol (a motor fuel comprised of at least 10 percent alcohol) is 
exempt from 6 of the 9 cents per gallon Federal excise tax on 
gasoline. There is a corresponding production income tax credit for 
alcohol used as a fuel in applications where the excise tax is not 
assessed. This credit, equal to a subsidy of 60 cents per gallon for 
alcohol used as a motor fuel, is intended to encourage substitution 
of alcohol for petroleum-based gasoline. Certain small scale hydro-
electric generating facilities and facilities which produce steam or 
alcohol from solid waste may be financed with tax-exempt industri-
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al development bonds, again to encourage the supply of nonpetro-
leum energy resources. 

Natural resources and environment—As is true for fuel minerals, 
certain capital outlays associated with exploration and develop-
ment of nonfuel minerals may be expensed rather than capitalized 
and depreciated over the life of the asset. Most nonfuel mineral 
extractors also make use of percentage depletion rather than cost 
depletion, with percentage depletion rates ranging from 22 percent 
for sulphur down to 5 percent for sand and gravel. 

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

Expenditures to preserve and restore historic structures qualify 
for a 25 percent investment credit. Taxpayers are permitted to 
depreciate 87.5 percent of the investment notwithstanding the 25 
percent capital grant implicit in the credit. Annual depreciation 
amounts are determined by the 18-year straight-line method. 

The pretax income derived from the cutting of timber and iron 
ore royalties are taxed as capital gain at rates lower than those 
applicable to ordinary income. 

Private forestry is in addition encouraged by a special provision 
permitting 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 to be 
amortized over a 7-year period rather than to be capitalized and 
recovered when the timber is cut, 20 or more years later. The 
$10,000 of costs are also eligible for the 10 percent investment tax 
credit, notwithstanding that investments in timber stands are not 
depreciable. 

Agriculture.—Farmers, other than certain corporations and part-
nerships engaged in agriculture, are allowed to deduct currently 
certain expenditures for feed and fertilizer, and for certain conser-
vation measures. Current expensing is allowed, although these ex-
penditures are for inventories held at the end of the year or for 
capital improvements that otherwise are required to be capitalized 
under reference tax income accounting rules. Capital gains treat-
ment generally applies to the profit from the sale of livestock and 
certain other agricultural products. 

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 the investment tax credit, could as well have been 
classified under the natural resources and environment, energy, 
agriculture, or transportation categories. 

An exclusion of $100 ($200 on a joint return) is allowed for 
dividend income. The Deficit Reduction Tax Act (DEFRA) of 1984 
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repealed the 15 percent net interest income exclusion of up to a 
maximum of $3,000 ($6,000 for joint returns) which had been pro-
vided for tax years beginning in 1985 by ERTA in 1981. 

The interest on small issue industrial development bonds (IDBs) 
issued by State and local governments to finance private business 
property is excluded from income subject to tax. Depreciable prop-
erty financed with small issue IDBs must be depreciated using the 
straight-line method. Small issue IDBs are generally limited only 
in the face amount of the bond issue, although certain facilities, 
such as recreation or entertainment facilities, cannot be so fi-
nanced. The tax exemption of small issue bonds is scheduled to 
expire on December 31, 1986, except for small issue IDBs exclusive-
ly issued to finance manufacturing facilities for which the tax 
exemption is scheduled to expire two years later. 

Interest is exempt from taxation on all mortgage subsidy bonds 
issued before January 1, 1988, by State and local governments to 
finance below-market rate mortgages for certain owner-occupied 
homes. The annual volume of mortgage subsidy bonds is restricted 
to State-by-State ceilings. Bond proceeds generally are used to fi-
nance homes purchased by first time buyers of dwellings with 
prices under 110 percent of the average area purchase price. 

Because mortgage subsidy bonds were found to be relatively 
inefficient in providing subsidies to first time home buyers, States 
have been authorized through December 31, 1987 to issue mortgage 
credit certificates (MCCs) in lieu of qualified mortgage bonds. MCCs 
entitle home buyers to income tax credits for a specified percentage 
of interest on qualified mortgage loans. When utilizing MCCs the 
entire amount of the subsidy flows directly to the home buyer 
without part of it ending up with investors and middlemen as 
under the bond program. 

The aggregate annual amount of MCCs a State may issue may 
not exceed 20 percent of the amount of qualified mortgage bonds 
that may be issued under the annual State-by-State ceiling and 
that the State elects to surrender in lieu of MCCs. Because of this 
relationship between MCCs and qualified mortgage bonds, their 
outlay equivalent and revenue loss estimates are presented in the 
tables G - l and G-2 as single line items. 

State and local government issues of IDBs to finance private 
multifamily residential rental projects are restricted to multifamily 
rental housing projects that include 20 percent (15 percent in tar-
geted areas) of units for low- and moderate-income families. Other 
tax-exempt bonds for multifamily rental projects are issued gener-
ally with the requirement that all tenants must be low- or moder-
ate-income families. 

There are also limits imposed on State and local government 
bonds for private activity, specifically IDBs and student loan bonds. 
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This includes limits on the aggregate volume of private activity 
bonds that each State may issue. The annual limitation has been 
set initially at the greater of $150 for each resident of a State 
(reduced to $100 after 1987) or $200 million and is effective for 
bonds issued after 1983. 

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. 

The earnings of credit unions not distributed to members as 
interest or "share dividends" are exempt from Federal income 
taxes. Commercial banks, mutual savings banks, and savings and 
loan associations also are provided a subsidy. They are permitted to 
deduct additions to bad debt reserves in excess of actual loss expe-
rience and reasonable expectations as to future losses. Mutual 
savings banks and savings and loan associations may deduct 40 
percent of income provided they maintain stipulated fractions of 
their assets in "qualifying assets," primarily residential mortgages. 

As previously noted, interest paid on consumer credit is allowed 
as an itemized deduction for individuals, and owner-occupants of 
homes may deduct mortgage interest and property taxes (but not 
maintenance outlays or depreciation) as itemized nonbusiness de-
ductions. These are tax expenditures because, under the reference 
and normal tax rules, these taxpayers are not required to report 
gross income from the properties to which the deductions pertain. 

The minimum required holding period to qualify as a long-term 
gain was shortened from 1 year to 6 months for assets acquired 
after June 22, 1984 and before January 1, 1988. Sixty percent of net 
long-term gains from the sale of capital assets may be excluded 
from income. However, the excluded 60 percent of net long-term 
gains is treated as a preference item in computing the alternative 
minimum tax for individuals. This tax is applicable only if a tax-
payer's regular income tax is less than his alternative minimum 
tax. Half of net long-term capital losses and 100 percent 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 long-term capital gains from sales or exchanges 
are taxed at a maximum rate of 20 percent. This maximum rate is 
equal to the 40 percent inclusion rate times the maximum individ-
ual marginal tax rate of 50 percent. 

Corporations may elect a 28 percent alternative tax rate on 
capital gains. The tax expenditure is estimated on the assumption 
that these gains would otherwise be taxed at ordinary rates. 
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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 of the previous residence. The deferral of tax with respect 
to these gains on owner-occupied dwellings is the tax expenditure 
estimated. 

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

The gain on the sale of capital assets acquired by inheritance is 
computed as the excess of the sales 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 percent investment tax credit is applied to the cost of 
qualifying property (generally, tangible, depreciable personal prop-
erty 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 only to a 6 percent 
credit). Notwithstanding the reduction in cost of acquiring qualified 
property provided by the credit, taxpayers prior to 1983 were able 
to recover the original cost gross of the credit. 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, or the taxpayer may elect a 2 percentage point reduction in 
the credit rate. 

As a general rule, the investment tax credit cannot be claimed 
for investments in land or buildings or for property used abroad. 
The credit may be claimed as progress payments are made on 
equipment which require two 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 percent of tax liability in excess of $25,000. The 
1978 act raised the excess liability percentage to 60 percent for 
1979 and, through annual increments of 10 percentage points, to 90 
percent by 1982. As of 1983, the percentage was scaled back to 85 
percent. 

(ACRS) replaced previous statutory and administrative rules that 
determined annual tax depreciation allowances. Under ACRS, ef-
fective for all depreciable property placed in service after January 
1, 1981, six statutory cost allowance schedules were provided. Four 
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classes were for personal property and two for real property. The 
four personal property schedules, with recovery periods ranging 
from 3 years for vehicles and R&E equipment to 15 years for 
certain public utility property, set forth annual allowances that are 
based on the declining balance formula at a rate equal to 150 
percent of the straight-line rate. Originally, the two real property 
schedules both had 15-year recovery periods. The first property 
schedule applies only to low-income housing which continues with 
a 15 year recovery period whenever depreciation is on an acceler-
ated basis. Annual allowances based on the declining balance for-
mula may be accelerated to 200 percent of the straight-line rate. 
The holding period of the other property schedule, applicable to all 
other buildings, was extended to 18 years. Its allowances may be 
based on 175 percent of the straight-line rate. 

As previously noted, ACRS is presently the reference law and 
thus yields no tax expenditure when that is taken as the baseline. 
However, when the preexisting statutory Asset Depreciation Range 
System (ADR), with its guideline depreciation periods for scores of 
personal property classes, is taken as the normal tax depreciation 
standard along with 35-year straight-line depreciation for real 
property (not included in ADR), then the ACRS provisions yield 
"Pre-1983 budget method" tax expenditure estimates (tax deferrals) 
as shown in the tables. Of course, other standards for determining 
annual depreciation allowances would yield different estimates. 

In 1981 "safe harbors" were provided for tax leases of business 
machinery and equipment. Under these leases, depreciation and 
the investment tax credit are normally claimed by the lessor, al-
though the lessee is the actual user and owner of the machinery or 
equipment. Safe-harbor leasing was repealed by the Tax Equity 
and Fiscal Responsibility Act of 1982 (TEFRA), effective after 1983. 
For the period between July 1, 1982 and January 1, 1984, a restrict-
ed form of safe harbor leasing was in effect. 

In 1984, DEFRA reduced the tax benefits that were up to then 
available for tangible property used by tax-exempt entities includ-
ing Federal, State and local governments. The Act provides for less 
rapid write-offs of property in use by tax-exempt entities. Deprecia-
tion deductions must be computed using the straight-line method 
disregarding salvage values instead of applying ACRS. For exam-
ple, real tax-exempt use property must be depreciated over the 
greater of 40 years or a period equal to 125 percent of the lease 
term. 

As under prior law, the investment credit generally is denied for 
property leased or used by tax-exempt entities. The Act expands 
the number of tax-exempt entities placed under the use restriction 
and provides statutory guidelines to distinguish between leases and 
service contracts or similar arrangements designed to circumvent 
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the use restriction. DEFRA also introduced measures to limit for-
eign tax-exempt entities so that their tax benefits for property used 
does not exceed that of domestic tax-exempt entities. The Act's 
provisions generally apply to leases entered into after May 23, 1983 
subject to numerous transition rules. 

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

Before expiring at the end of 1985, taxpayers who held common 
or preferred stock in a qualified dividend reinvestment plan estab-
lished by a domestic public utility company could exclude from tax 
up to $750 per year ($1,500 for joint returns) of distributions in the 
form of common stock rather than cash. The stock so received had 
a zero basis; the proceeds of sales of the stock were taxed as capital 
gain if the sale took place at least one year after the record date of 
the distribution. Under the normal and reference tax rules, distri-
butions from corporate income are taxable to individual sharehold-
ers as ordinary income in the year received. 

Corporation income tax rates range from 15 percent of the first 
$25,000 of taxable income to 46 percent of taxable income over 
$100,000. Prior to DEFRA, the corporation income tax of corpora-
tions with income of $100,000 or more was $20,250 less than had 
the tax been at a flat 46 percent rate on all income. DEFRA 
imposed an additional 5 percent corporate tax on corporations with 
taxable income in excess of $1 million, but with this additional tax 
liability limited to $20,250. The benefit of graduated rates is, there-
fore, eliminated for corporations with income in excess of 
$1,405,000. 

Under the "Post-1982 budget method" graduated rates are part 
of the reference tax rules and do not give rise to a tax expenditure. 
Under the "Pre-1983 budget method", however, this rate progres-
sion departs from the normal tax rule that all corporation income 
be taxed at the single rate at which most corporation income is 
taxed (46 percent) and gives rise to a tax expenditure intended to 
encourage small business. 

Transportation.—Certain companies that operate U.S. flag ves-
sels receive an indefinite deferral of income taxes on that portion 
of their income used for shipping purposes, primarily construction, 
modernization and major repairs of ships, and repayment of loans 
to finance these qualified investments. An investment credit of one 
half the regular credit may be claimed on the tax-deferred amounts 
withdrawn from capital construction funds. This is an exception to 
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the reference tax rule that the credit may be claimed only with 
respect to the taxpayer's basis in qualified property. 

Until expiration on December 31, 1984, State and local govern-
ments were allowed to issue tax-exempt obligations to finance the 
purchase of mass-commuting vehicles for lease to government tran-
sit agencies. 

As a consequence of the deregulation of motor carriers in 1980, 
the value of operating authorities held by affected firms dimin-
ished. Under the reference and normal tax rule asset value 
changes are recognized only when an exchange transaction occurs, 
so this loss of value would occasion no income tax consequence. A 
motor carrier would simply experience a diminished gross income 
as competition reduced tariffs and, accordingly, pay less income 
tax. Only in the event a carrier liquidated or sold out to another 
firm would the loss trigger a tax refund. To relieve existing motor 
carriers continuing in business of some of the loss they experienced 
due to deregulation, a tax expenditure was provided in the form of 
an exceptional 60-month amortization of their investment in oper-
ating authorities (a nondepreciable intangible asset). The provision 
applies to taxable years ending after June 30, 1980. 

Community and regional development—Until it expires on 
December 31,1986, taxpayers may, under certain conditions, elect to 
amortize rehabilitation expenditures for low- and moderate-income 
rental housing over a 5-year period in lieu of ACRS depreciation. 
Rehabilitation expenditures may not exceed $20,000 per dwelling 
unit and must exceed $3,000 to qualify. The limit is $40,000 per 
dwelling unit if the rehabilitation was on units which the tenants 
could purchase at a price that limited the profit to the seller. 

An investment tax credit is available for the rehabilitation of 
buildings that are used for business or productive activities (other 
than for residential purposes). The credit is 15 percent of rehabili-
tation expenditures for buildings at least 30 years old and 20 
percent for buildings at least 40 years old. The basis of the rehabili-
tation recoverable as depreciation must be reduced by the amount 
of the credit. Under prior law, a 10 percent credit was allowed for 
buildings at least 20 years old, with no reduction in basis. 

The interest on industrial development bonds (IDBs) issued by 
State and local governments to finance airports, docks, and sports 
and convention facilities is exempt from taxation. Unlike the small 
issue IDBs, there is no limit on the face amount of tax-exempt 
bonds issued for these purposes nor are they subject to the annual 
State-by-State volume limitation placed on the issuance of IDBs. 

Education, training, employment, and social services.—The first 
$300 per month received by students as scholarship or fellowship 
aid is excluded from students' gross incomes, provided the amounts 
are not emoluments awarded them for services they perform in 
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association with the payee. From a strictly economic point of view, 
scholarships and fellowships are either gifts not conditioned on the 
performance of services, or they are rebates of educational costs by 
the institutions in which students are enrolled. Thus, under the 
"Post-1982 budget method", the exclusion is not a tax expenditure, 
because the reference law does not include either gifts or price 
reductions in a taxpayer's gross income. However, under the "Pre-
1983 budget method," the exclusion is considered a tax expendi-
ture, because under normal tax rules gifts of Government funds— 
and many scholarships are derived directly and indirectly from 
Government funding—are includable in gross income. 

Interest on State and local government debt issued to finance 
student loans and facilities used by private nonprofit educational 
facilities is excluded from income subject to tax. The Treasury 
Department has exclusive jurisdiction over any determination by 
the executive branch as to whether interest on any such obligation 
is exempt from tax. As mentioned before, the aggregate volume of 
such private activity bonds that each State may issue during any 
calendar year is limited. 

Taxpayers may claim personal exemptions for dependent chil-
dren age 19 or over who receive parental support payments 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; the extra 
exemption claimed by parents is, therefore, a tax expenditure. 

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 lodging provided by an employer 
for his own convenience is a tax expenditure, as are the exclusion 
of housing allowances and the rental value of parsonages from the 
taxable income of ministers. However, deductions of mortgage in-
terest and real estate taxes taken by ministers who are provided 
such housing allowances are severely limited as of January 1, 1986, 
when IRS Revenue Ruling 83-3 became effective. 

From January 1, 1979, through December 31, 1985, an employer 
was able to set up an educational assistance program to provide 
educational benefits to his employees. The program could pay for 
tuition, fees, books, and supplies and amounts received under the 
program were excluded from an employee's gross income. Employ-
er contributions to prepaid legal services plans and the value of 
legal services received under such plans were also excluded from 
employee income until the exclusion expired at the end of 1985. 

Prior to January 1, 1983, a corporation could claim an additional 
1 percent investment tax credit if an equivalent amount of its 
common stock were set aside in a employee stock ownership plan 
(ESOP). A further one-half of 1 percent investment tax credit could 
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be claimed to the extent that additional employer contributions to 
an ESOP were matched by employee contributions. The base for 
the tax credit for contributions of stock to an ESOP is limited to 
one-half of 1 percent of total compensation paid to all employees 
under the plan from 1983 through 1987, after which it expires. 
Employees generally are prohibited from withdrawing their share 
of an ESOP for 7 years. The effective subsidy rate for this form of 
employee compensation exceeds 100 percent; the employer is fully 
reimbursed for the stock he transfers, and the benefited employees 
are not required to include this compensation in their current year 
gross income. 

Contributions to charitable, religious and certain other nonprofit 
organizations are allowed as an itemized deduction for individuals, 
generally up to 50 percent of adjusted gross income. Beginning in 
1982, nonitemizers could also deduct a portion of their charitable 
contributions. Taxpayers whose contributions to charitable or edu-
cational organizations are in the form of capital assets (usually 
securities that have appreciated in value) obtain a deduction for 
the contribution at the current value of the asset without taxation 
of the appreciation in value. Beginning in 1982, corporations could 
also deduct charitable contributions of up to 10 percent of their 
pretax income. Tax expenditures resulting from the deductibility of 
contributions are shown separately for educational and other insti-
tutions. Contributions to health institutions are reported under the 
health function. 

A 30 percent 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 $2,400 for one dependent and $4,800 for two or 
more dependents are eligible for the credit. The credit is equal to 
30 percent of qualified expenditures for taxpayers with incomes of 
$10,000 or less with the credit reduced by one percentage point for 
each $2,000 of income between $10,000 and $28,000. This aid to 
encourage employment of spouses is supplemented by excluding 
from employees' income the value of employer-furnished child care. 
Additional aid to spousal employment is provided by the deduction 
allowed married taxpayers filing jointly. The deduction allowed is 
equal to 10 percent of the lesser of $30,000 or the earned income of 
the lower earning spouse. 

Before it was allowed to expire on December 31, 1985, the target-
ed jobs credit provided tax credits to employers for qualified wages 
paid to individuals certified as members of a targeted group. A 
credit of 50 percent of first-year wages and 25 percent of second-
year wages up to $6,000 of each employee's wages could be taken 
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by the employer to offset up to 90 percent of his tax liability. 
However, the employer's deduction for wages was reduced by the 
amount of the credit, the same reference tax treatment as would be 
accorded a wage subsidy paid in cash. The credit also included an 
85 percent credit for wages paid for the summer employment of 16 
and 17 year old disadvantaged youths. These credits were also 
structured to be taxable with the requirement that the employer 
reduce his wages paid deduction by the amount of the credit 
claimed. 

To encourage the adoption of children found by a State to be 
difficult to place without financial assistance to the adopting par-
ents, taxpayers may deduct up to $1,500 of adoption expenses in-
curred during a year. Only those adoption expenses incurred with 
respect to a child with "special needs" as defined in section 473 of 
the Social Security Act qualify for this tax expenditure. 

Health.—Employee compensation in the form of payments by 
employers for health insurance premiums and other medical ex-
penses are deducted as business expenses by employers but ex-
cluded from employee gross income. The exclusion from employee 
income of this form of compensation gives rise to a tax expendi-
ture. 

For tax years beginning in 1983, the floor for deductible medical 
expenses was increased from 3 percent to 5 percent of a taxpayer's 
adjusted gross income. Beginning in 1984, the one percent of adjust-
ed gross income floor under the deductible amount of drug expendi-
tures was eliminated. However, only expenditures for prescription 
drugs and insulin are now deductible. 

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

Contributions to nonprofit health institutions are allowed as a 
deduction for individuals and corporations. Tax expenditures re-
sulting from the deductibility of contributions to other charitable 
institutions are listed under the education, training, employment, 
and social services function. 

Drugs for the treatment of rare diseases or physical conditions 
are often called "orphan drugs" because the narrow markets for 
their use discourages private firms from undertaking the costly 
investment in clinical testing that must be completed before manu-
facture and general distribution may be approved by the Food and 
Drug Administration. To encourage the development of such drugs, 
a tax credit equal to 50 percent of the clinical testing costs in-
curred by the taxpayer was introduced. Because the drug firm is 
not required to reduce its deduction for testing expense (an R&D 
expenditure), this credit reduces the private cost of clinically test-
ing "orphan drugs" to little more than 7.5 cents per $1 expended. 
This tax expenditure is scheduled to expire at the end of 1987. 
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Income security.—The exclusion from taxable income of public 
assistance benefits received by individuals is listed as a tax expend-
iture under the "Pre-1983 Budget Method" because, under normal 
tax rules, cash transfers from government are includable in gross 
income. In contrast, gifts not conditioned on the performance of 
services, including transfers from government as well as from indi-
viduals, are not taxable under the reference tax baseline. There-
fore, under the "Post-1982 Budget Method" the exclusion from 
taxable income of public assistance benefits is not shown as a tax 
expenditure. 

The exclusion from tax of a portion of unemployment benefits 
gives rise to a tax expenditure. Under current law, 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), the lesser of one-half of that amount over the $12,000 limit 
or his unemployment benefits is taxable. 

Certain payments up to $100 per week by an employer in lieu of 
wages during periods of employee injury or sickness were excluded 
from the taxable income of persons under the age of 65, who are 
permanently and totally disabled. For these individuals the exclu-
sion was reduced dollar for dollar by adjusted gross income plus 
disability income in excess of $15,000. This exclusion was repealed 
effective December 31, 1983, and the tax credit for the elderly was 
expanded to cover the permanently disabled. Disability-related 
military pension income received by current retirees is also mostly 
excluded from income subject to tax. 

Certain contributions to pension plans by employers and 
amounts set aside by the self-employed and those not covered by an 
employer's plan (contributions to individual retirement accounts or 
IRAs) are excluded from the individual's adjusted gross income in 
the year of contribution. Self-employed persons can make deducti-
ble contributions to their own retirement plans equal to 15 percent 
of their income up to a maximum of $15,000 per year. Employees 
can deduct annual contributions of $2,000 (or 100 percent of com-
pensation, if less), or $2,250 on a joint return if one spouse has no 
income. The investment income earned by pension funds and other 
qualifying retirement plans 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 benefits is listed under the education, training, employment, 
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. 
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The retirement credit for the elderly allows individuals who are 
65 years of age or older to take a tax credit equal to 15 percent 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 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 disabled and retired are both covered under this 
provision. 

Premiums paid for casualty and theft insurance with respect to 
items of one's personal or real property are considered personal 
expenditures on a par with purchases of the property itself. Nei-
ther the purchases of property nor insurance premiums are, there-
fore, deductible as costs of earning income, and receipt of reim-
bursement for insured loss of such property is not reportable as 
gross income by the insured. Thus, under neither the reference nor 
normal tax baselines would the amount of an uninsured loss of 
such property be reportable. However, a special provision permits 
taxpayers to deduct casualty and theft losses of more than $100 
each, but only to the extent that total losses during the year exceed 
10 percent of adjusted gross income (AGI). This special relief for 
taxpayers suffering an uninsured loss is, therefore, a tax expendi-
ture. 

The earned income credit may be claimed by low-income workers 
with minor dependents. As a percentage of earned income up to 
$5,000, the credit is equal to 11 percent for a maximum annual 
credit of $550. The credit phases out at the rate of 12% cents per 
dollar over $6,500. Furthermore, in any tax year the amount of the 
credit allowed must be reduced by the alternative minimum tax 
liability of the tax payer. 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 
shown as a tax expenditure. 

Social Security.—Social security benefits, like other forms of de-
ferred employee compensation, give rise to tax expenditures to the 
extent that they exceed employees' contributions of previously 
taxed income to pay for those benefits. These additional retirement 
benefits are paid for by employers' contributions that were ex-
cluded from employees' taxable compensation. Up to one-half of 
any recipient's social security benefits and tier 1 railroad retire-
ment benefits may be subject to inclusion in the income tax base. 
Thus, this tax expenditure is reduced to the portion which remains 
excluded from the tax base. Benefits will be taxable if a recipient's 
"modified adjusted gross income" plus one-half of his or her social 
security and railroad retirement benefits exceed a certain base 
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amount: $32,000 for those filing joint tax returns; $25,000 for single 
persons; and zero for those married filing separately (if they did 
not live apart from their spouse for the entire year). Modified 
adjusted gross income is AGI plus (a) the amount, if any, taken as 
a deduction for two-earner married couples, (b) foreign or U.S. 
possession income excluded from AGI, and (c) tax-exempt interest 
excluded from AGI. If the modified AGI exceeds the specified base 
amount, the lesser of one-half of the excess or one-half of the social 
security or railroad retirement benefits must be included in income 
subject to tax. 

Other benefit payments from the Social Security Trust Fund, for 
disability and for dependents and survivors, are excluded from 
beneficiaries' gross incomes and thus also give rise to tax expendi-
tures. However, beginning in 1984, Social Security disability bene-
fits were modified when the elderly tax credit (see Income Security, 
above) was expanded. 

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. 

The interest on general obligations issued by State and local 
governments to finance housing for veterans is excluded from 
income subject to tax. However, there are restrictions on veterans 
mortgage subsidy bonds including limits on their issuance to preex-
isting State programs and amounts based upon previous volume 
levels. Furthermore, future issuance of these bonds is limited to 
veterans who served in active duty before 1977. This tax expendi-
ture provision is unaffected by the sunset of mortgage subsidy 
bonds. 

General government.—A 50 percent credit may be claimed for 
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. As a result of the tax exemption, State and local 
governments 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 to finance 
private activities, such as student loans, businesses, private non-
profit organizations, and housing, is classified elsewhere. Only the 
excluded interest on bonds for public purposes, such as schools, 
roads, and sewers, is included in this functional tax expenditure. 

The deductibility of nonbusiness State and local taxes gives indi-
rect assistance to these governments by reducing the costs of the 
services they provide and, thus, the burden on their taxpayers. The 
estimates shown here are primarily for the deductibility of State 
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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. 

PROPOSED CHANGES IN TAX EXPENDITURES 

In the current budget the Administration is proposing two new 
tax revisions that would create education related tax expenditures. 
If necessary, these proposals will be amended to reflect any 
changes in present law resulting from the enactment of the tax 
reform legislation. 

Tuition Tax Credit—The Administration proposes to provide tax-
payers a nonrefundable credit of 50 percent of tuition expenses 
paid to private elementary and secondary schools for certain quali-
fied dependents. The maximum credit allowable for each dependent 
phases up over time to a maximum of $300 and phases out for 
taxpayers with adjusted gross incomes between $40,000 and 
$60,000. The proposed effective date is August 1, 1986. 

Enactment of the tuition tax credit will result in a revenue loss 
of $370 million in 1987. The corresponding outlay equivalent tax 
expenditure estimate is $695 million in 1987. 

Tax Incentives for Higher Education.—The Administration pro-
poses to exclude from tax the earnings on savings deposited in 
special accounts that will be used to pay future higher education 
expenses of dependent children. The maximum annual contribution 
to these accounts will be $1,000 per child. This maximum will be 
reduced 5 cents for each dollar that the taxpayer's adjusted gross 
income exceeds $40,000, so that any taxpayer with adjusted gross 
income in excess of $60,000 will be ineligible. 

If enacted, the education savings account proposal is scheduled to 
become effective January 1, 1987 and would result in a revenue 
loss of $35 million in 1987. The corresponding outlay equivalent tax 
expenditure is $90 million in 1987. 

Other Proposals.—A number of other tax revisions have been 
proposed by the Administration in previous budgets. If enacted, 
they would also qualify as new tax expenditures. 

The Administration continues to support the three year exten-
sion of the currently expired credit for research and experimenta-
tion expenditures as well as the increase in the spousal IRA limit 
from $2,250 to $4,000. The two proposals are part of the President's 
May 1985 tax reform proposals to the Congress. None of the tax 
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reform proposals are included in the current budget because, in 
total, they are designed to be revenue neutral. 

The Administration also continues to support a program for the 
development of economically distressed localities that would pro-
vide Federal regulatory and tax relief for targeted urban areas to 
encourage jobs and economic development. No specific proposal is 
included in the current budget, but the Administration plans to 
propose again an "enterprise zones" program once the tax reform 
legislation has been enacted. 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1985 1986 1987 

Individuals 

1985 1986 1987 

National defense: 
Exclusion of benefits and allowances to Armed 

Forces personnel 
International affairs: 

Exclusion of income earned abroad by United 
States citizens 

Deferral of income of domestic international sales 
corporations (DISC) 

Exclusion of income of foreign sales corporations 
(FSC) 

Deferral of income from controlled foreign corpora-
tions: 

Pre-1983 budget method 
Post-1982 budget method 

Total (after interactions)1 

General science, space, and technology: 
Expensing of research and development expendi-

tures: 
Pre-1983 budget method 
Post-1982 budget method 

Credit for increasing research activities 
Suspension of the allocation of research and ex-

perimentation expenditures 
Total (after interactions) 

Energy: 
Expensing of exploration and development costs-. 

Oil and gas 
Other fuels 

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

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

development bonds for certain energy facilities... 
Residential energy credits: 

Supply incentives 
Conservation incentives 

Alternative, conservation and new technology cred-
its: 

Supply incentives 
Conservation incentives 

Alternative fuel production credit 
Alcohol fuel credit2 

Energy credit for intercity buses 
Special rules for minning reclamation reserves 

Total (after interactions) 
Natural resources and environment: 

Expensing of exploration and development costs, 
nonfuel minerals 

Excess of percentage over cost depletion, nonfuel 
minerals 

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

2,375 

2,265 

2,535 

2,405 

2,675 

2,550 

765 

750 

625 

1,550 

650 

1,765 

715 

2,140 

3,570 

2,200 

2,795 

2,480 

2,735 

2,265 

160 

2,405 

130 

2,550 

125 

2,390 

210 
6,765 

-300 
60 

415 
430 

15 

130 

1,225 

110 
4,530 

-190 
65 

390 
460 

15 

140 

515 

T575 

45 
70 

385 
490 

15 

155 

40 20 

220 

790 

165 

810 

10 

* 150 

1,590 
30 

115 

1,490 
30 

120 

1,465 
35 

125 

215 * 

15 • 

15 
35 

730 

70 

440 

120 * 
15 

5 
50 

760 

75 

460 

65 
930 

80 

485 

450 
295 

170 

175 
70 

20 

10 * 

5 
2,445 

5 
1,965 

5 
1,805 

10 

30 

1,185 1,405 1,640 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1985 1986 1987 

Individuals 

1985 1986 

Tax incentives for preservation of historic struc-
tures 

Capital gains treatment of iron ore 
Capital gains treatment of certain timber income 
Investment credit and seven-year amortization for 

reforestation expenditures 
Total (after interactions) 

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

Total (after interactions) 
Commerce and housing credit: 

Dividend exclusion 
Exclusion of interest on small issue 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-occu-

pied homes 
Deductibility of property tax on owner-occupied 

homes 
Exclusion of interest on State and local housing 

bonds for owner-occupied housing 
Exclusion of interest on State and local debt for 

rental housing 
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 

Accelerated depreciation on rental housing: 
Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of buildings other than 
rental housing: 

Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of machinery and equip-
ment: 

Pre-1983 budget method 
Post-1982 budget method 

Safe harbor leasing rules 
Amortization of start-up costs 
Reinvestment of dividends in public utility stock 
Reduced rates on the first $100,000 of corporate 

income: 
Pre-1983 budget method 
Post-1982 budget method 

140 * 

460 

40 
1,565 

70 
55 

115 

180 * 

550 

45 
1,820 

75 
65 

130 

235 * 

705 

50 
2,140 

80 
75 

145 

290 
30 

115 

10 
470 

400 
720 

1,040 

660 

370 
30 

120 

10 
555 

425 
755 

1,095 

685 

345 
-180 

2,155 
375 

60 

2,295 
405 
535 

1,560 1,695 2,030 

28,310 

165 

30,520 

185 

33,935 

200 

5,020 
15,845 

24,975 

9,395 

1,610 

760 

40,675 
2,535 

1,150 
6,850 

4,530 

630 

5,370 
17,775 

27,180 

10,145 

1,985 

945 

42,715 
2,570 

1,275 
7,690 

4,580 

690 

5,625 6,460 7,025 2,930 3,260 

19,035 20,345 21,485 2,425 2,595 

2,640 
40 

2,245 
35 

1,850 
35 310 

685 
295 
170 

9,245 9,805 11,115 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1985 1986 1987 

Individuals 

1985 1986 

Deductions for special percentage of taxable 
income for life insurance companies 

Total (after interactions) 1 

Transportation: 
Deferral of tax on shipping companies 
Exclusion of interest on State and local govern-

ment bonds for mass commuting vehicles 
Deduction for motor carrier operating rights 

Total (after interactions) 
Community and regional development: 

Five-year amortization for housing rehabilitation 
Investment credit for rehabilitation of structures 

(other than historic) 
Exclusion of interest on IDBs for airports, docks 

and sports and convention facilities 
Total (after interactions) 

Education, training, employment, and social serv-
ices: 

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

Exclusion of interest on State and local student 
loan bonds 

Exclusion of interest on State and local debt for 
private nonprofit educational facilities 

Parental personal exemption for students age 19 
or over 

Deductibility of charitable contributions (educa-
tion) 

Employer educational assistance 
Total education (after interactions) 1 

Exclusion of employer provided child care 
Exclusion of employee meals and lodging (other 

than military) 
Exclusion of contributions to prepaid legal services 

plans 
Investment credit for ESOPs 
Credit for child and dependent care expenses 
Targeted jobs credit 
Deduction for two earner married couples 

Total training and employment (after interac-
tions) 

Deductibility of charitable contributions, other than 
education and health 

Deduction for certain adoption expenses 
Exclusion of parsonage allowances 

Total social services, (after interactions) 
Grand total (after interactions) 1 

Health: 
Exclusion of employer contributions for medical 

insurance premiums and medical care 
Deductibility of medical expenses 
Exclusion of interest on State and local debt for 

private nonprofit health facilities 

1,335 
70,565 

130 

20 
70 

220 

30 

185 

480 
730 

1,425 
75,915 

125 

20 
15 

160 

30 

195 

585 
850 

1,515 
83,105 

115 

20 

117,420 128,715 

135 

30 

220 

695 
990 

40 

160 

45 

170 

210 

885 

225 

990 

220 245 

145 175 215 

410 

555 

445 

"620 

495 

710 

1,120 

955 
95 

3,320 
20 

885 

60 

1,230 

1,155 
25 

3,695 
25 

975 

15 
3,035 3,660 4,025 

360 350 45 

3,395 

510 

4,010 

555 

4,070 

620 

510 
4,460 

555 
5,185 

620 
5,400 

3,700 
125 

6,795 

9,950 

9,870 * 

170 
10,040 
23,310 

28,025 
3,640 

4,020 
70 

7,420 

11,145 

11,965 * 

175 
12,140 
26,980 

31,285 
3,825 

1,280 1,595 1,945 
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Table 6-1. OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1985 1986 1987 

Individuals 

1985 1986 

Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 

Total (after interactions) 
Income security: 

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

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of special benefits for disabled coal 
miners 

Exclusion of untaxed unemployment insurance ben-
efits 

Exclusion of military disability pensions 
Net exclusion of pension contributions and earn-

ings: 
Employer plans 
Individual Retirement Accounts 
Keogh plans 

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

employment benefits 
Additional exemption for the blind 
Additional exemption for elderly 
Tax credit for the elderly and disabled 
Deductibility of casualty losses 
Earned income credit3 

Total (after interactions) 1 

Social Security: 
Exclusion of social security benefits: 

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

Total (after interactions) 
Veterans benefits and services: 

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

veterans housing 
Total (after interactions) 

General government: 
Credits and deductions for political contributions 

General purpose fiscal assistance: 
Exclusion of interest on public purpose State and 

local debt 
Deductibility of nonbusiness State and local taxes 

other than on owner-occupied homes 
Tax credit for corporations receiving income from 

doing business in United States possessions 
Total (after interactions) 

250 

1,530 

275 

1,870 

305 * 

2,250 

1,390 1,690 

33,055 

445 
2,325 

545 

36,800 

455 
2,500 

580 

1,500 1,660 1,835 

150 

1,115 
120 

71,065 
18,685 
3,385 

2,765 
175 

20 
35 

3,040 
110 
295 
345 

102,780 

1,170 
12,895 
3,765 

17,830 

1,700 
190 
105 

255 
2,250 

270 

5,980 

21,635 

145 

995 
125 

78,190 
21,090 

3,730 

2,990 
170 

30 
40 

3,340 
110 
335 
330 

113,135 

1,200 
13,440 
3,960 

18,600 

1,735 
190 
85 

275 
2,285 

290 

6,635 

23,365 

2,765 
4,265 

3,040 
4,700 

3,345 
5,180 27,615 30,000 32,550 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Description Corporations Individuals Description 

1985 1986 1987 1985 1986 1987 

Interest: 
Deferral of interest on savings bonds 700 720 735 700 720 735 

* $2.5 million or less. All estimates have been rounded to the nearest $5 million. 
1 Totals include only pre-1983 budget method. 
2 In addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $375 million in 1985, $455 

million in 1986, and $530 million in 1987. 
3 The figures in the table indicate the tax subsidies provided by the earned income tax credit. The effect on outlays is: 1985, $1,100 million; 

1986, $1,283 million; 1987, $1,228 million. 
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REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES 

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

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

Description 

Fiscal years 

Description Corporations Individuals Description 

1985 1986 1987 1985 1986 1987 

National defense: 
Exclusion of benefits and allowances to Armed 

Forces personnel 1,955 2,095 2,210 
International affairs: 

1,955 2,095 2,210 

Exclusion of income earned abroad by United 
States citizens 1,405 1,490 1,580 

Deferral of income of domestic international sales 
1,405 1,490 1,580 

corporations (DISC) 460 
Exclusion of income of foreign sales corporations 

460 

(FSC) 450 930 1,030 
Deferral of income from controlled 

450 930 1,030 

foreign corporations: 
Pre-1983 budget method 375 390 430 
Post-1982 budget method 

375 390 430 

General science, space, and technology: 
Expensing of research and development expendi-

tures: 
Pre-1983 budget method 3,430 3,205 2,625 160 130 125 
Post-1982 budget method 

Credit for increasing research activities 1,640 1,030 400 25 20 5 
Suspension of the allocation of research and ex-

perimentation expenditures 125 65 125 65 
Energy: 

Expensing of exploration and devel-
opment costs: 

Oil and gas - 2 4 0 - 2 3 5 15 825 790 850 
Other fuels 40 45 45 

Excess of percentage over cost depletion: 
40 45 45 

Oil and gas 300 280 275 1,055 990 950 
Other fuels 310 330 350 20 20 20 

Capital gains treatment of royalties on coal 10 10 10 90 90 95 
Exclusion of interest on State and local industrial 

development bonds for certain energy facilities.... - 3 0 - 4 0 - 4 5 175 195 215 
Residential energy credits: 

Supply incentives 330 315 55 
Conservation incentives 245 190 

55 
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Table 6-2. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Description Corporations Individuals Description 

1985 1986 1987 1985 1986 1987 

Alternative, conservation and new 
technology credits: 

Supply incentives 175 110 60 95 45 5 
Conservation incentives * * * * * * 

Alternative fuel production credit 10 10 10 * # * 

Alcohol fuel credit1 * * * 10 10 10 
Energy credit for intercity buses 10 5 5 4c * * 

Special rules for minning reclamation reserves 35 45 55 5 5 5 
Natural resources and environment: 

Expensing of exploration and development costs, 
nonfuel minerals 50 50 55 5 5 5 

Excess of percentage over cost depletion, nonfuel 
minerals 315 330 350 15 15 20 

Exclusion of interest on State and local IDBs for 
pollution control and sewage and waste disposal 
facilities - 2 8 0 - 4 3 5 - 5 7 0 1,530 1,955 2,310 

Tax incentives for preservation of historic struc-
tures 110 140 185 215 275 355 

Capital gains treatment of iron ore * * * 20 20 20 
Capital gains treatment of certain timber income 265 320 400 85 90 90 
Investment credit and seven-year amortization for 

reforestation expenditures 20 20 20 * 5 5 
Agriculture: 

Expensing of certain capital outlays 70 75 80 400 425 455 
Capital gains treatment of certain income 30 35 40 575 605 635 

Commerce and housing credit: 
Dividend exclusion 475 495 515 
Exclusion of interest on small issue industrial 

475 495 515 

development bonds - 4 7 0 - 6 4 0 - 7 8 0 2,645 3,135 3,475 
Exemption of credit union income 220 240 260 
Excess bad debt reserves of financial institutions - 1 1 5 35 330 
Exclusion of interest on life insurance savings 

- 1 1 5 35 330 
3,915 3,655 3,415 

Deductibility of interest on consumer credit 15,530 17,600 18,735 
Deductibility of mortgage interest on owner-occu-

15,530 17,600 18,735 

pied homes 24,785 26,920 29,560 
Deductibility of property tax on owner-occupied 

24,785 26,920 29,560 

homes 9,315 10,060 10,865 
Exclusion of interest on State and local housing 

9,315 10,060 10,865 

bonds for owner-occupied housing 425 515 605 1,260 1,545 1,820 
Exclusion of interest on State and local debt for 

rental housing 205 255 285 550 685 780 
Capital gains (other than agriculture, timber, iron 

ore and coal) 1,540 1,675 1,710 25,885 27,185 28,550 
Deferral of capital gains on home sales 1,775 1,935 20,090 
Exclusion of capital gains on home sales for 

1,775 1,935 20,090 

persons age 55 and over 830 910 990 
Carryover basis of capital gains at death 4,355 4,940 5,530 
Investment credit, other than ESOP's, rehabilitation 

4,355 4,940 5,530 

of structures, energy property, and reforestation 
expenditures 21,315 22,315 24,505 3,130 3,210 3,230 

Accelerated depreciation on rental 
housing: 

Pre-1983 budget method 165 185 200 635 700 760 
Post-1982 budget method 
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Table G-2. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1985 1986 1987 

Individuals 

1985 1986 1987 

Accelerated depreciation of build-
ings other than rental housing: 

Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of machin-
ery and equipment: 

Pre-1983 budget method 
Post-1982 budget method 

Safe harbor leasing rules 
Amortization of start-up costs 
Reinvestment of dividends in public utility stock 
Reduced rates on the first $100,000 of corporate 

income: 
Pre-1983 budget method 
Post-1982 budget method 

Deduction for special percentage of taxable income 
for life insurance companies 

Transportation: 
Deferral of tax on shipping companies 
Exclusion of interest on State and local bonds for 

mass commuting vehicles 
Deduction for motor carrier operating rights 

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

(other than historic) 
Exclusion of interest on IDBs for airports, docks 

and sports and convention facilities 
Education, training, employment, and social serv-

ices: 
Exclusion of scholarship and fellowship income: 

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of interest on State and local student 
loan bonds 

Exclusion of interest on State and local debt for 
private nonprofit educational facilities 

Parental personal exemption for students age 19 
or over 

Deductibility of charitable contributions (educa-
tion) 

Employer educational assistance 
Exclusion of employer provided child care 
Exclusion of employee meals and lodging (other 

than military) 
Exclusion of contributions to prepaid legal services 

plans 
Investment credit for ESOPs 
Credit for child and dependent care expenses 
Targeted jobs credit 
Deduction for two earner married couples 
Deductibility of charitable contributions, other than 

education and health 
Deductions for certain adoption expenses 

5,420 6,365 6,945 2,590 3,165 3,375 

18,105 20,395 21,240 2,040 2,630 

2,340 
25 

1,990 
25 

1,640 
20 210 

450 
220 
280 

2,645 

200 

5,015 5,225 5,885 

790 

130 

- 5 
50 

30 

185 

525 

845 

30 

- 5 
15 

30 

196 

670 

900 

120 

- 5 
5 

30 

215 

795 

55 
5 

40 

160 

- 6 0 

860 

50 
5 

45 

165 

- 9 5 

960 

45 

50 

180 

-125 

995 

410 440 490 

225 

150 

1,110 

935 
110 

15 

795 

40 

245 

185 

1,215 

1,130 
25 
25 

870 

15 

255 

220 

1,345 

1,115 

30 

955 

1,890 2,325 2,585 

360 350 245 

505 545 610 

2,700 
80 

6,725 

9,670 

3,030 
50 

7,350 

11,730 

3,235 
15 

8,155 

11,545 
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Table G-2. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1985 1986 1987 

Individuals 

1985 

Exclusion of parsonage allowances 
Health: 

Exclusion of employer contributions for medical 
insurance premiums and medical care 

Deductibility of medical expenses 
Exclusion of interest on State and local debt for 

private nonprofit health facilities 
Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 

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

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of special benefits for disabled coal 
miners 

Exclusion of untaxed unemployment insurance ben-
efits 

Exclusion of military disability pensions 
Net exclusion of pension contributions and earn-

ings: 
Employer plans 
Individual Retirement Accounts 
Keoghs 

Exclusion of other employee benefits: 
Premiums on group term life insurance 
Premiums on accident and disability insurance.... 
Income of trusts to finance supplementary un-

employment benefits 
Additional exemption for the blind 
Additional exemption for elderly 
Tax credit for the elderly and disabled 

„ Deductibility of casualty losses 
Earned income credit2 

Social Security: 
Exclusion of social security benefits: 

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

Veterans benefits and services: 
Exclusion of veterans disability compensation 
Exclusion of veterans pensions 
Exclusion of Gl bill benefits 
Exclusion of interest on State and local debt for 

veterans housing 
General government: 

Credits and deductions for political contributions 
General purpose fiscal assistance: 

Exclusion of interest on public purpose State and 
local debt 

Deductibility of nonbusiness State and local taxes 
other than on owner-occupied homes 

45 
250 

45 
270 

35 
300 

130 

21,095 
3,620 

1,360 
1,365 

140 

23,510 
3,805 

1,665 
1,655 

445 
2,225 

545 

455 
2,390 

580 

65 70 75 

1,645 1,810 1,950 

150 

1 ,112 
120 

48,525 
12,695 

1,960 

2,055 
125 

20 
35 

3,005 
110 
230 
285 

1,170 
12,955 
3,755 

1,695 
190 
105 

190 

260 

6,415 

21,455 

145 

1,005 
125 

53,365 
14,365 
2,135 

2,220 
125 

30 
40 

3,305 
110 
255 
310 

1,205 
13,515 
3,950 

1,730 
190 
90 

215 

275 

7,085 

23,170 
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F-l 6 THE BUDGET FOR FISCAL YEAR 1987 

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

Description 

Fiscal years 

Description Corporations Individuals Description 

1985 1986 1987 1985 1986 1987 

Tax credit for corporations receiving income from 
doing business in United States possessions 1,660 1,825 2,010 

Interest: 
Deferral of interest on savings bonds 

1,660 1,825 2,010 

690 710 725 690 710 725 

*$2 .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 $375 million in 1985, $455 

million in 1986, and $530 million in 1987. 
2 The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1985, $1,100 million; 1986, 

$1,283 million; 1987, $1,228 million. 
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SPECIAL ANALYSIS G 

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 liability." 

The definition of tax expenditures requires a distinction between 
the baseline provisions of the tax structure and special or preferen-
tial provisions that are exceptions to the baseline structure. Be-
cause Public Law 93-344 does not provide an exact specification of 
the baseline provisions of the tax law, determination of what provi-
sions constitute special or preferential provisions, and therefore 
should be listed as tax expenditures, is necessarily a matter of 
judgment. 

Prior to 1983, the listing of tax expenditures in Special Analysis 
G generally matched those published by the Congressional Budget 
Office and the Joint Committee on Taxation. Both the executive 
branch and congressional staffs used the concept of a "normal tax" 
as the baseline, or standard, by which to identify exceptions to the 
Internal Revenue Code. The normal tax standard is a variant of a 
comprehensive income tax, albeit with several major exceptions. It 
does not deviate significantly from the concept used in deriving the 
original tax expenditure listing published by the Treasury Depart-
ment in 1968. 

After 1982, tax expenditures in Special Analysis G were meas-
ured against an alternative baseline which is referred to as the 
"reference tax law." This year's Special Analysis G displays tax 
expenditures as compared to both the reference tax baseline used 
since 1983 and the normal tax baseline used prior to 1983. In the 
following sections both baselines are described in general terms, 
then the conceptual and practical differences between them are 
discussed, and finally the major categories of tax expenditures are 
reviewed. 

The Tax Reform Act of 1986 (Public Law 99-514) has affected the 
fiscal year 1988 tax expenditure budget in three ways. First, specif-
ic items were repealed outright, or restricted in scope, while some 
new tax expenditures were enacted. Second, the act significantly 
affected the reference tax law and thereby changed the listing 

G - l 
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identified by this standard. These two kinds of changes will be 
discussed in the text below. Finally, the significant reductions in 
individual and corporate tax rates have correspondingly reduced 
the values of almost all tax expenditures. The act reduced the top 
individual marginal tax rate from 50 percent to 38.5 percent in 
1987 and to 28 percent in 1988. The maximum corporate tax rate of 
46 percent was reduced to 40 percent in 1987 and to 34 percent in 
1988. Thus the value of preferential deductions taken by individ-
uals in the top income bracket has been reduced by 23 percent in 
1987 and will be reduced by another 21 percent in 1988, a total of 
44 percent as compared with 1986. For corporations, the respective 
reductions in value of preferential deductions are 13 percent for 
each of the two years, for a total of 26 percent. 

In preparing the President's tax reform proposals of May 1985 
and through the course of the 15-month legislative process culmi-
nating in the Tax Reform Act of 1986, a number of questions have 
been raised concerning the definitions of the normal tax and refer-
ence tax law standards for identifying tax expenditures. Further-
more, a number of tax law provisions came to light that might 
have been included in previous tax expenditure budgets under 
either standard. Utilizing the knowledge and experience gained 
from the tax reform process, a comprehensive review is expected to 
be completed this year of the concepts on which the tax expendi-
ture budget is based, its content, and the format in which it is 
displayed. 

PRE-1983 BUDGET CONCEPTS 

The "normal tax" structure used as a departure point for identi-
fying and measuring tax expenditures has many features in 
common with a comprehensive income tax. Taxable income, under 
such a comprehensive tax, is defined as the sum of consumption, 
including all taxes, and the change in net wealth in a given period 
of time. The concept of a normal income tax does not specify any 
particular structure of tax rates, nor the definition of the taxpay-
ing unit (as between families and individuals). It also allows for 
personal exemptions and a standard deduction. In addition, the 
concept of a normal tax, as would a comprehensive income tax, 
allows for deductions from gross income needed to measure net 
taxable income. Examples are the deductions for interest incurred 
to finance the holding of income-producing assets and for employee 
business expenses. The normal tax structure does allow, however, 
for several major departures from what is commonly understood to 
be the base of a truly comprehensive income tax. For example: 

• Under the normal tax structure, income is taxed only when 
realized, not as accrued. Thus, for example, the benefit, rela-
tive to strict accrual accounting of income, from deferring tax 
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on accrued, but unrealized, capital gains is not regarded as a 
tax expenditure. 

• The fact that the current tax system taxes only cash income. 
No income derived in the form of consumption benefits from 
capital owned and used directly by households, or their con-
sumption of goods they themselves produce, is regarded as 
part of the normal tax structure. Thus, the exclusions from 
tax of imputed income from owner-occupied homes and con-
sumer durables as well as tax-free consumption by farmers of 
products grown on their farms are not regarded as tax ex-
penditures. 

• The normal tax structure includes a separate tax on corpora-
tion income, although neither economic theory nor common 
international practice justifies a totally separate corporation 
income tax. At the same time, the normal tax structure 
allows for provisions such as subchapter S corporations, that 
eliminate the separate corporate tax by attributing income to 
shareholders. The additional revenue resulting from the 
maintenance of a separate, unintegrated corporation tax 
could well be considered a "negative" tax expenditure if the 
normal tax base were defined as the comprehensive income of 
individuals, with corporate retained earnings attributed to 
individual shareholders. 

• The normal tax structure does not adjust the basis of capital 
assets or debt for changes in the price level over the time 
assets are held. Thus it overstates real capital gains, interest 
income, as well as interest costs, and understates depreciation 
during a period of inflation. If the normal tax were a true 
comprehensive income tax, failure to take account of inflation 
in measuring depreciation, capital gains, and interest income 
of lenders would be regarded as a negative tax expenditure. 
In turn, failure to take account of inflation in measuring the 
interest costs of borrowers would be regarded as a positive tax 
expenditure, or subsidy for borrowing. 

Notwithstanding these major differences from a fully comprehen-
sive income tax, the normal tax concept can be thought of as a 
base for a practical income tax intended to avoid these complex-
ities. Moreover, these departures from a comprehensive tax that 
define the normal tax had essentially remained unchanged until 
1982. 

The normal tax as described above is, of course, not the only 
broad-based or normative tax system that can be used as a stand-
ard for identifying tax expenditures. One could, for example, use as 
the standard a truly comprehensive income tax in which the tax 
base is equal to consumption plus the change in net wealth of 
individuals and families. Under such a standard, as indicated in 
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the previous discussion, the failure to include accrued but unreal-
ized income in the tax base would be regarded as a tax expendi-
ture, while the double taxation of corporate dividends would be 
regarded as negative tax expenditure, or tax penalty. 

POST-1982 BUDGET CONCEPTS 

Both definition and measurement of tax expenditures have un-
dergone major changes in recent years, in part reflecting a changed 
perception of what constitutes the major structural features of the 
current tax system. 

In the budgetary context implied by the Congressional Budget 
Act of 1974, it is useful to distinguish two categories of items that 
had been labeled tax expenditures in previous budgets. The first 
category consists of deviations from general rules of the existing 
tax system that could be measured and evaluated similarly to that 
of subsidy and transfer programs on the outlay side of the budget. 
The second category consists of more general deviations of the 
current tax structure from some normative, comprehensive income 
or other broad-based tax. The items in the second group are no 
longer labeled tax expenditures as such. Rather, they are items to 
be considered in a more general reform of the existing income tax. 

To distinguish the "special" provisions that substitute for outlay 
expenditures from provisions that might be considered deviations 
from desirable norms, tax expenditure budgets since fiscal year 
1983 were constructed on the basis of a revised baseline with an 
added selection criterion. Under this procedure, a provision in the 
tax laws is listed as a tax expenditure if: (a) absent the provision, 
the remaining body of tax law enables a taxpayer to determine his 
tax liability, i.e., there is already an enacted general tax rule, the 
"reference tax law," to which the particular provision is an excep-
tion; and (b) the particular provision applies to a distinctive class of 
transactions sufficiently narrow in scope that it could be replaced 
by an expenditure program administrable by a Federal agency 
other than the Internal Revenue Service. 

Beginning with the fiscal year 1983 budget, tax expenditures also 
have been estimated in terms of "outlay equivalents." This ensures 
that the resource cost of tax expenditure programs will be compa-
rable, or additive to, Federal Government expenditures, the 
amounts of which are pretax market magnitudes. For example, the 
objective of encouraging the substitution of alcohol for gasoline in 
motor fuels could be accomplished by allowing, say, a government 
subsidy of 60 cents per gallon for alcohol paid to either purchasers 
or producers of alcohol who blend this with gasoline for sale as a 
motor fuel ("gasohol"). In this event, the government pays 60 cents 
of the cost of alcohol, an amount that enters the gross income of 
the blender, along with the sale price of the gasohol. In determin-
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ing the blender's net income, the cost of the alcohol (along with his 
other expenses) is deducted from his cash-subsidy-augmented gross 
income, and he pays tax accordingly. Currently, a 60-cent per 
gallon of alcohol subsidy is provided blenders as a credit against 
their income tax otherwise due. If this subsidy, cleared through a 
gasohol blender's income tax account, is to cost the government 
and be worth to a blender no more than a 60-cent cash payment, 
the blender should be required to include the 60 cents in his gross 
income by reducing his deduction for alcohol purchased by the 60 
cents paid by the government. However, the gasohol income tax 
credit is not so structured. The gasohol blender is not required to 
include the 60 cent credit against tax otherwise due in his taxable 
income. This increases the subsidy by an amount equal to the 
additional "tax saving" resulting from the tax exemption of the 60 
cents. The outlay equivalent of the current gasohol tax subsidy is 
therefore larger than the 60 cents per gallon revenue loss from the 
gasohol credit. 

Neither the Congressional Budget Office nor the Joint Commit-
tee on Taxation has adopted any of these revisions. Both continued 
to use a modified income tax norm, described above, as their basis 
for identifying tax expenditures. As a consequence, Special Analy-
sis G did not fully correspond in the 1983 and 1984 budgets to these 
other tax expenditure listings, a condition some have found confus-
ing. Beginning with the 1985 budget, therefore, tax provisions 
qualifying as tax expenditures under the broader income tax norm 
have been listed in Special Analysis G in addition to those that 
meet the more restrictive tests used since 1983. The discussion 
below sets out in greater detail the reference tax law used to 
identify tax expenditures and identifies some of the departures of 
this reference tax law from the normal income tax standard used 
prior to 1983. 

REFERENCE T A X RULES AND COMPARISON TO NORMAL T A X 
STANDARD 

The reference tax rules from which departures represent expend-
iture-like government programs include: 

1. Definition of the taxpaying unit Taxpaying units are individ-
uals (single, married, head of household), corporations (except those 
electing subchapter S treatment, cooperatives, real estate invest-
ment trusts, and other financial organizations that attribute their 
income to members in whose hands it is taxable), as well as trusts 
and estates (to the extent income is not distributed to benefici-
aries). Certain otherwise taxable corporations and associations 
whose activities and ownership meet the requirements of section 
501 are exempt from income tax, as are government-owned enter-
prises encompassed by section 115. 
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The taxpaying units are the same in the normal and reference 
tax structures with one major exception. In the normal tax, con-
trolled foreign corporations are not regarded as entities separate 
from their controlling U.S. shareholders. Therefore, the deferral of 
tax on income accumulated within controlled foreign corporations 
is regarded as a tax expenditure. In contrast, except for tax haven 
activities, the reference tax rules follow the current tax system in 
treating controlled foreign corporations as separate taxable entities 
whose income is not subject to U.S. tax until distributed to U.S. 
taxpayers. Under that definition of the tax unit, deferral of tax on 
controlled foreign corporation income is not a tax expenditure 
because U.S. taxpayers generally are not taxed on accrued, but 
unrealized income. Since the Tax Reform Act of 1986 generally did 
not change these provisions, the reference tax law is not changed. 

2. Tax rate schedules. Separate schedules for single individuals, 
heads of household, married persons filing jointly, married persons 
filing separately, and corporations are all regarded as part of the 
reference tax system. The rate structures imposed on the tax base 
of these entities are whatever current law provides. The Tax 
Reform Act of 1986 reduced the number of personal income tax 
brackets and reduced the marginal tax rates in two stages, as 
noted above. Corporate tax rates were also reduced, and one brack-
et eliminated. The normal tax system is similar, except that it 
specifies a single rate (the current maximum rate) on corporate 
income. The lower tax rates applied to the first $75,000 of corporate 
income ($100,000 before 1987) are thus regarded as a tax expendi-
ture relative to the normal tax standard. 

3. General accounting rules for determining income subject to tax. 
Income subject to tax is gross income less costs of earning that 
income. Since its inception, the Federal income tax has defined 
gross income to include payments (or obligations to receive pay-
ment) from all sources, foreign and domestic, that are: (1) consider-
ation received in the exchange of goods and services (including 
one's labor services), or of property; and (2) the taxpayer's share of 
gross, or net income earned and/or reported by another entity, 
such as interest, dividends, rents, royalties, and profits of partner-
ships, subchapter S corporations, and cooperatives. Under the ref-
erence tax law rules, therefore, gross income does not include gifts, 
defined as receipts of money or property that are not consideration 
in an exchange, or most transfer payments (gifts from the Federal 
Government). Gross income does, however, include transfer pay-
ments associated with past employment, such as social security 
benefits. The normal tax baseline also does not include gifts be-
tween individuals as gross income; however, under the normal tax 
baseline used prior to 1983, all cash transfer payments (gifts from 
government to private individuals) are regarded as gross income, 
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and exemptions of such gifts from tax under current law are identi-
fied as tax expenditures. 

Costs of earning gross income are deductible in determining tax-
able income under the reference tax rules. These costs include: (1) 
expenses incurred in earning gross personal service income (not 
including expenditures on goods and services for personal use); (2) 
costs of earning income incurred by a taxpayer's trade or business 
including costs of goods sold (compensation of employees, goods and 
services purchased from other firms, royalties paid), an allowance 
for physical capital used up in producing the output that generates 
the gross income of the business (depreciation in the case of ma-
chinery, equipment, and structures; depletion in the case of miner-
al deposits); and (3) interest paid creditors who have advanced 
funds to help finance the ownership and use of assets by the trade 
or business. 

With one exception, both the reference and normal tax law 
standards have used as the baseline the general statutory provi-
sions governing these allowable deductions. The exception relates 
to the rules for determining tax depreciation allowances. Under 
the reference tax law standard, accelerated cost recovery system 
(ACRS) allowances, available for property placed in service before 
January 1, 1987, serve as the baseline. The system of depreciation 
allowances provided by the Tax Reform Act of 1986 (see below) will 
be the reference tax law baseline for investments placed in service 
after 1986. Thus, under the reference tax law standard, there are 
no tax expenditures from "accelerated depreciation". 

Under the normal tax baseline, however, the depreciation norm 
for depreciable personal property equals the allowances that would 
be determined by using statutory accelerated methods (declining 
balance at double the straight-line rate or sum-of-years digits) over 
tax lives equal to mid-values of the asset depreciation range (ADR, 
a statutory system in effect from 1971 through 1980), and 40-year 
straight line depreciation for depreciable real property. Conse-
quently, from 1981 through 1986, ACRS depreciation provisions 
generated tax expenditures under the normal tax baseline. Since 
the Tax Reform Act of 1986 provides depreciation allowances ap-
proximately equal to the norms specified in the normal tax base-
line for machinery and equipment, such post-1986 investment will 
no longer generate tax expenditures under this standard. 

In addition to rules for determining what is includable in gross 
income and the deductions that are to be allowed, an operational 
income tax system also requires the stipulation of rules (income tax 
accounting) valuing goods and services exchanged and rules for 
determining when gross income is reportable and when deductions 
may be taken. On these matters, both the reference and normal 
tax law approaches use the provisions of enacted law as baselines 
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for identifying tax expenditures. These include: (1) reliance on 
valuations determined at the time transactions occur (realization 
as opposed to accrual accounting); (2) exclusion from gross income 
of the market value of services from durable goods or other self-
produced income, such as do-it-yourself repairs and maintenance; 
(3) reliance on historical cost to determine allowable deductions for 
capital cost recovery and in the computation of gain on the sale of 
an asset (no inflation adjustments); (4) distinguishing current ex-
pense from capital expenditures, with the former deductible from 
gross income in the period when the transaction is completed, 
while the latter is recovered by depreciation or depletion deduc-
tions over the asset's productive life; and (5) specification of the 
accounting period for summarizing transactions to determine 
income subject to tax, computing tax due and payable, as well as a 
stipulation of when tax must be paid. 

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

MAJOR DEPARTURES FROM THE REFERENCE RULES 

Beginning with the 1983 budget, the reference tax law standard 
has been used to identify provisions that substitute for budget 
outlays. For example, compared to the general rules described as 
the reference tax law: 

• Not all consideration received in exchange for goods and serv-
ices is reportable as gross income. Some forms of employee 
compensation, such as certain military housing and food al-
lowances or employer-paid fringe benefits, are specifically ex-
cluded from employees' reportable gross income although it is 
clearly a consideration received in exchange for labor services 
and is properly deductible from the gross income of the trade 
or business of employers who are taxable entities. 

• Holders of State and local tax-exempt government bonds are 
specifically exempt from reporting interest payments on those 
obligations as gross income, although these payments are no 
less income than interest, dividends, rents, and royalties re-
ceived from other payees. 

• Dividend and interest receipts of pension funds, the value of 
which accrues to taxable beneficiaries, are not reportable as 
gross income when received, either by the qualified pension 
trusts or by the beneficiaries; they become reportable, after 
compounding at pretax rates of interest, only when they are 
paid out as retirement benefits. 
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Defense Department outlays reported in the budget for military 
personnel are lower because part of military compensation is paid 
in tax-free housing and food allowance dollars. Exclusion of this 
compensation from tax substitutes for higher direct outlays to 
obtain the same quality and quantity of military personnel whose 
compensation in this form, if received from another employer, 
would be subject to tax. Similarly, the nontaxability of interest 
paid by State and local government borrowers enables them to 
obtain funds at lower rates with a saving to their taxpayers. This 
particular exclusion is, therefore, a substitute for interest subsidies 
or capital grants to State and local governments on the outlay side 
of the budget. The exclusion of employer-paid pension, health, and 
other insurance benefits for employees and the preferred treatment 
of pension trust income substitute for Federal Government outlays 
that would pay part of the costs of private retirement, health, and 
insurance plans. 

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

• Individuals may deduct amounts paid to charitable, educa-
tional, scientific, or religious organizations, although these 
are not costs of earning reportable gross income. 

• Some oil, gas, and mineral producers are allowed deductions 
for percentage depletion that are not limited to recovery of 
the cost of acquiring the mineral deposit. In addition, some 
investments in the acquisition of depletable and depreciable 
property may be deducted in the year incurred, rather than 
capitalized and recovered as production ensues. These special 
rules for cost recovery of oil and gas, as well as mineral 
deposits, permit investment costs in these activities to be 
recovered more rapidly than the reference tax rules allow in 
activities generally. Furthermore, they often permit more 
than the full investment to be recovered tax free, contrary to 
the income accounting rules applied to taxpayers using other 
forms of capital. 

• Individuals are allowed to deduct mortgage interest paid from 
their pretax incomes, although under the reference tax rules 
applicable to housing they have not reported the (imputed) 
gross income received from the housing they own with the aid 
of the debt they are servicing. 

These particular exceptions to the general reference tax rules 
governing the use of deductions for computing taxable income have 
direct incentive effects that could just as well be obtained with 
outlay programs. Deductibility of qualified contributions lowers the 
private price of giving, as would matching grants to qualified orga-
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nizations based on contributors' support. The preferential treat-
ment of minerals investment and production expands mineral 
output as would direct subsidies paid to mineral producers. The 
deductibility of mortgage interest encourages home ownership 
much the same as Federal mortgage interest subsidy programs do. 

Finally, there are special exceptions to the general rules for 
determining net income tax due and payable. After a taxpayer has 
determined his pretax income, taking into account all preferential 
exclusions for gross income and all the special deductions, and has 
applied the appropriate tax rate schedule, the tax liability thus 
derived is not necessarily the amount he must pay. For example, 
the taxpayer may take as credits against his tax otherwise due and 
payable amounts determined by expenditures during the tax year 
on: 

• Child and dependent care. 
• Newly constructed or substantially rehabilitated low-income 

housing. 
• Incremental research and experimentation. 
• Rehabilitating old and historic structures. 

It is not difficult to visualize equivalent outlay programs de-
signed to subsidize these particular classes of transactions directly. 

All of these departures from the reference tax rules are also 
departures from the normal tax rules and appear in the tax ex-
penditure budgets constructed from both baselines. The major 
items that are tax expenditures relative to the normal tax baseline 
(pre-1983 budget method), but that are not items of tax expenditure 
relative to the reference tax law rules used beginning with the 
1983 budget are: deferral of income of controlled foreign corpora-
tions, expensing of research and development expenditures, pro-
gressive corporation income tax rates, "gifts" or unilateral trans-
fers from governments, and the difference between statutory depre-
ciation rules (ACRS) for investments made between 1981 and 1986 
and alternative rules designed to provide a more accurate measure 
of economic income from capital investments. 

MEASURING TAX EXPENDITURES 

Accounting for budget outlays on a functional or programmatic 
basis, as in Part 5 of the Budget, provides a measure of Federal 
Government influence on the allocation of resources in the econo-
my. The functional purposes may be broadly divided into: (1) the 
provision of public goods and services; (2) the provision of subsidies; 
and (3) the payment of transfers. Budget outlays for public goods 
and services such as national defense, are used to acquire labor and 
capital services directly used in the production of such goods. Sub-
sidies, such as those for school lunches, are intended to reduce 
market prices below the cost of resources used to produce them. 
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Transfers, such as aid to families with dependent children, are 
intended to provide a level of income to recipients they otherwise 
would 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 slate of goods and services that otherwise 
would not be produced. This occurs because control over resources 
is removed from the private sector either by taxation or by borrow-
ing and made available for public use. Functional budget outlay 
figures, then, provide a basis for evaluating programs. The amount 
of an outlay measures the resource cost to the Federal Government 
of accomplishing the program objective. Because GNP is a (gross) 
measure 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 evaluate spe-
cific programs, it is essential that the outlay figures be both con-
sistent and comprehensive measures of resource costs. In this 
regard, it is important that resource costs represent the pretax 
price of resources. 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 all such 
amounts also be stated in pretax magnitudes. Generally, budget 
outlays for the purchase of goods and services 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 subsi-
dized 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, as noted above, the budget 
outlays for certain housing and meal allowances of military person-
nel are not includable in their incomes and therefore understate 
the cost of this National Defense budget element. If this form of 
compensation were treated under the generally applicable refer-
ence or normal tax rule as income taxable to the employee, the 
Defense Department would have to make larger cash payments to 
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its military personnel to leave them as well off after tax as they 
are now with nontaxable allowances. Only when the existing tax 
subsidy is added to the tax-exempt budget outlay is this element of 
National Defense expenditure comparable with other defense out-
lays. 

The estimates of tax expenditures in table G- l have been pre-
pared to conform to the objectives of functional budget accounting 
for outlays. Thus, table G- l figures are estimated as outlay equiva-
lents, the magnitudes of which are consistent with direct budget 
outlays. The entries should be viewed as amounts that should be 
added to functional budget outlays and restored to budget receipts 
to provide a more consistent and comprehensive display of the 
resource reallocations produced by Federal fiscal measures. 

All tax expenditure estimates reported were prepared by the 
Treasury Department and are based upon income tax law enacted 
as of December 31, 1986. In table G- l the estimates show the 
expenditure equivalent of each special tax provision by fiscal year. 
The estimating procedure for tax expenditures uses the implicit 
assumption—the same that governs estimates of out-year budget 
outlays—that the existing tax structure and all other institutional 
resource cost determinants are given. It is also assumed that aggre-
gate output and incomes remain at the levels that underlie the 
1988 budget estimates. In table G-2 the estimates show the revenue 
loss of each special tax provision by fiscal year. They do not ac-
count for the nontaxability of certain of the items and therefore, 
are not comparable to outlay figures in the budget. 

The tax expenditure estimates presented in this Special Analysis, 
including those computed on a revenue loss basis shown in Table 
G-2 should not be interpreted as estimates of the increase in 
Federal receipts (or reductions in budget deficit) that would accom-
pany the repeal of the special provisions. There are four reasons 
why such an interpretation is not possible. 

First, repeal of some provisions could affect the aggregate level 
of income and economic growth. All receipts and expenditures in 
the budget are based on projections of income and growth that 
assume all existing laws, amended only as proposed in the budget, 
will continue. Consequently, large changes in outlays or tax ex-
penditures could be expected to alter projected growth rates, aggre-
gate national income and product, and, thus, the tax base over the 
forecast period. 

Second, many individual tax expenditures, like some subsidy pro-
grams financed by outlays, are not independent of each other. If 
one subsidy program is repealed or severely curtailed, it is fre-
quently the case that demand for, and budget cost of, another 
Federal subsidy program will be increased. For example, if the 
exclusion of employer-paid medical insurance from the gross 
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income of employees were repealed, this form of employee compen-
sation would become more costly from the employees' point of view 
and would likely be substituted for, in part, by other forms of 
compensation such as employer-paid pensions and other tax-fa-
vored fringes. Thus, the budget impact of repealing the exclusion of 
employer-paid medical insurance would not be an increase in reve-
nues equal to the estimated cost of that tax expenditure, but a 
smaller amount due to some increase in tax expenditures for pen-
sions or other fringes. Similarly, a cut in support prices for one 
commodity might very well result in an increase in outlays for 
other price-supported commodities. 

Third, an inherent characteristic of tax expenditures is that they 
are all cleared through individual and corporation tax accounts 
and, for this reason, their values become interdependent. For ex-
ample, the exclusion of interest received from State and local gov-
ernments has the effect of lowering a taxpayer's taxable income, 
and in a tax system with progressive tax rates, this reduces the 
value to the taxpayer of other tax expenditures in the form of 
deductions, such as charitable contributions. If the interest exclu-
sion alone were repealed, this taxpayer could be thrust into a 
higher tax bracket, automatically increasing the value of charita-
ble contributions and their budget cost, even if the taxpayer did 
not make larger contributions. On the other hand, if both the 
interest exclusion and the charitable deduction were repealed si-
multaneously, the increase in tax liability would be greater than 
the sum of the two separate tax expenditures, each estimated on 
the basis that the other remains in force. 

Finally, the annual value of tax expenditures in the form of tax 
deferrals, like the outlay figures for government lending programs, 
is highly time-dependent while the unified budget is prepared on a 
strict cash receipts and disbursement basis. For example, the 
annual budget cost of tax deferrals arising from the exclusion from 
employees' gross income of their employers' contributions to their 
pension plans is the sum of two exclusions: the employers' current 
year pension plan contributions and the current year pension fund 
asset earnings, both accruing to the current benefit of employees 
but not included in their gross income. If the tax expenditure 
composed of these two exclusions were repealed, the immediate 
budget impact would be only the employees new tax on the employ-
ers' current year contributions. Only as the existing population of 
covered employees retired and received their annuities, thereby 
depleting the stock of asset-reserves previously accumulated with 
untaxed dollars, would the deficit-reducing impact of repealing this 
tax expenditure be fully registered in the budget. 
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T A X EXPENDITURES BY FUNCTION 

The 1986-88 outlay equivalent estimates of tax expenditures are 
displayed by functional category in table G- l and revenue loss 
estimates for the same items are shown in table G-2. Whenever an 
item is identified as a tax expenditure by application of the normal 
tax rules, but not by the reference tax rules, both are shown in the 
tables, the former designated as "Pre-1983 budget method", the 
latter as "Post-1982 budget method." The headings are the func-
tional categories used in Part 5 of the budget. 

Inasmuch as the sources of data for estimating tax expenditures 
are largely corporation and individual income tax returns, the 
estimates are arrayed by type of return. It must be emphasized, 
however, that listing estimates under the corporation and individ-
ual headings does not imply that these categories of filers benefit 
from the functional program served by the special tax provisions in 
proportion to the respective tax expenditure amounts shown. 
Rather, these breakdowns principally show the specific tax ac-
counts through which the cost of the program is cleared. Corpora-
tions as such neither pay tax nor receive Government payments. 
They are the institutional conduit through which their employees, 
creditors, and stockholders engage in exchanges with customers 
and the Government. Thus, the reduction in tax deposits of corpo-
rations resulting from minerals tax preferences makes possible 
higher wages and/or more employment for mineral workers, 
higher royalties payable to mineral land owners (usually not the 
mining company), and may even make possible lower minerals 
prices. Little, if any, of the subsidy remains in the pockets of 
corporations' creditors and equity holders in the form of interest 
rates or rates of return that are higher than such capital can earn 
elsewhere in the economy. Similarly, the exemption from Federal 
income tax of interest paid by State and local governments pro-
vides a subsidy to those governments in the form of lower borrow-
ing rates. Individual and corporate holders of such debt only bene-
fit from the tax exemption to the extent their marginal tax rates 
exceed the percentage spread between taxable and nontaxable in-
terest rates. 

With these caveats in mind, a review follows of the tax expendi-
ture estimates by functional category, as shown in tables G - l and 
G-2. 

National defense.—The housing and meals provided military per-
sonnel, either in cash or in kind, are excluded from income subject 
to tax. The exclusion is a tax expenditure relative to the normal as 
well as the reference tax rules. 

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 tax relief on 
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foreign earnings. Beginning in 1982, the prescribed period of time 
abroad is a minimum of 11 out of the past 12 months. 

Eligible taxpayers in 1987 may exclude $70,000 per year of for-
eign 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. These provisions 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 expenditure estimate also includes the 
effect of another provision that excludes from their taxable income 
certain allowances received by Federal employees working abroad. 
These provisions depart from the income measurement rules of 
both the reference and normal tax law under which no allowance 
is made for regional cost-of-living differentials. Their effect is to 
reduce the employers' cost of employing U.S. taxpayers abroad. 

The Foreign Sales Corporation (FSC) provisions exempt from tax 
a portion of U.S. exporters' foreign trading income. The exemption 
rate is intended to reflect the sales functions of a FSC, which is a 
foreign corporation; the FSC provisions, therefore, conform to the 
General Agreement on Tariffs and Trade (GATT). However, they 
are a departure from both the reference and normal income tax 
standards. 

With certain limited exceptions, the income of foreign corpora-
tions controlled by U.S. shareholders is not subject to U.S. taxation 
because, under the reference tax rules, corporations chartered and 
operating in foreign countries are not subject to U.S. income re-
porting and taxation. Therefore, the income of even those foreign 
corporations controlled by U.S. shareholders (individuals and corpo-
rations) subject to U.S. taxation becomes taxable only when the 
controlling U.S. shareholders receive dividends or other distribu-
tions with respect to their foreign stockholding. 

As previously noted, this rule, however, is a deviation from the 
normal income tax standard under which a controlling interest in 
a foreign corporation, defined as ownership of more than 50 per-
cent of the foreign corporation's common stock by U.S. sharehold-
ers, each holding 10 percent or more of the stock, is considered a 
partnership interest held by the U.S. shareholders. Under this 
normal tax accounting rule, the currently attributable foreign 
source pretax income from such an interest is subject to U.S. 
taxation, whether or not distributed. Thus, when the normal tax 
rule is taken as a baseline, the excess of controlled foreign corpora-
tion income over the amount distributed to a U.S. shareholder 
gives rise to a tax expenditure in the form of a tax deferral, that is, 
an interest-free loan. This tends to encourage investment abroad by 
U.S. shareholders. The Tax Reform Act of 1986 additionally re-
stricted the types of foreign income eligible for such deferral. 
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Under both the reference and normal tax rules, the worldwide 
income of U.S. persons is taxable by the United States and a credit 
for foreign taxes paid is allowed. Because the amount of foreign 
taxes that can be credited is limited to the precredit U.S. tax on 
the foreign source income, an accurate "sourcing" of domestic and 
foreign gross incomes and deductions is required to determine the 
U.S. tax owed with respect to foreign- and domestic-source incomes. 

The Tax Reform Act of 1986 revised the sourcing rules extensive-
ly but provided two exceptions. First is an exception for sales of 
inventory property that reduces the U.S. tax of exporters. The 
second exception concerns the rules that require allocation of inter-
est expenses between domestic and foreign activities of a U.S. 
taxpayer. These rules were also extensively revised by the act, but 
financial institutions are exempted from application of these new 
rules, as are certain financing operations of nonfinancial enter-
prises. 

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. Such expenditures are, therefore, 
capital outlays under the normal income tax rules that will gener-
ate amortization deductions over the period they are productive. 
Quantification is to a substantial degree arbitrary, however, due to 
lack of a clearly defined norm for the expected amortization period. 
Yet, the expensing of R&D expenditures is a departure from the 
normal tax rules and is, therefore, considered a tax expenditure 
under this standard. It is not the case under the reference tax rule, 
because Code section 174 makes such expensing the general tax 
rule. 

The Economic Recovery Tax Act of 1981 (ERTA) added a credit 
for increasing research activities. The credit was equal to 25 per-
cent of the increase in certain research and experimentation ex-
penditures over the average expenditure during the preceding 
three years. The taxpayer was not required to reduce his otherwise 
allowable deduction for R&E expenses by the amount of credit 
allowed. Although the credit expired at the end of 1985, it was 
reinstated through 1988 by the Tax Reform Act of 1986, but at a 
reduced rate of 20 percent. The act also tightened definitions of 
qualified R&E and provided a separate credit at the same rate, but 
with a fixed base, for grants to universities for basic research. 

As is discussed in the section on International Affairs, both the 
reference and normal tax rules for taxing the worldwide income of 
U.S. persons require an accurate "sourcing" of deductions. Regula-
tions issued in 1976 were designed to achieve a reasonable alloca-
tion of R&E expenses as between domestic and foreign activities, 
but successive legislative enactments suspended their operation to 
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August 1, 1986. The Tax Reform Act of 1986 then substituted for 
the regulations a statutory allocation rule which reduces by half 
the benefit enjoyed by taxpayers during the 10-year suspension of 
the proposed regulation. 

Energy.—Certain expenditures necessary to discover fuel mineral 
properties may be deducted in whole or in part as current expenses 
rather than being capitalized and amortized over the productive 
life of the property. Included in this category are a number of 
expenditures, the tax treatment of which departs from both the 
reference and normal tax rules. 

In the case of oil and gas investments, prior to enactment of the 
Tax Reform Act of 1986, the intangible drilling costs (IDCs) of 
successful wells could be expensed, such as wages and the costs of 
using machinery for grading and drilling, and for nonsalvageable 
materials used in constructing wells. The Tax Reform Act restricts 
this provision to successful domestic wells. 

However, integrated oil companies may currently deduct only 70 
percent of such costs and amortize the remaining 30 percent over 
five years; prior to 1987, these percentages were 85 and 15, respec-
tively. Other oil producers may currently deduct 100 percent of 
their IDCs, but the amount of annual IDCs in excess of the amount 
which could be deducted had the IDCs been capitalized and amor-
tized over ten years, less 65 percent of the taxpayer's oil and gas 
income is subject to the minimum tax. In the case of other fuel 
minerals, expensing may be applied to the exploration and develop-
ment costs of surface stripping and the construction of shafts and 
tunnels. Only 70 percent of these exploration and development 
costs may be currently deducted. The remaining 30 percent are 
deductible over five years. Under prior law, these percentages were 
also 85 and 15 respectively. These departures from both the refer-
ence and normal tax rules yield subsidies to the domestic supply of 
these energy resources. 

In addition, mineral fuel producers generally may take percent-
age depletion deductions rather than cost depletion as provided in 
the reference and normal tax rules. Under cost depletion, actual 
outlays, to the extent not immediately recovered through expens-
ing of exploration, discovery, and development costs, may be de-
ducted over the productive life of the property, much as other 
businesses may take deductions for the depreciation of the capital 
goods they use, the cost of which is capitalized when acquired. 
Unlike depreciation, however, percentage depletion deductions are 
not limited to the cost of the investment. Under percentage deple-
tion, taxpayers may deduct a percentage of gross income from 
mineral production at rates that are 22 percent for uranium, 15 
percent for oil, gas and oil shale, and 10 percent for coal. However, 
the deduction is limited to 50 percent of net income from the 
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property (65 percent of taxable income in the case of oil and gas). 
Percentage depletion for oil and natural gas is available only for 
limited quantities of output from independent oil and gas produc-
ers and royalty owners. Production from geothermal deposits is 
eligible for percentage depletion at the same rate as allowed for oil 
and gas, but with no limit on output and no limitation with respect 
to qualified producers. In lieu of taking percentage depletion, hold-
ers of royalties from coal deposits could treat their payments as 
capital gains rather than ordinary income. 

A variety of tax incentives were available to stimulate energy 
conservation and encourage conversion to energy sources other 
than oil or natural gas. Individuals could take a 15 percent income 
tax credit for home insulation and other energy-conserving compo-
nents up to a maximum amount of $300. A credit of 40 percent of 
the first $10,000 of qualifying expenditures was allowed on residen-
tial solar and other renewable energy source property. The residen-
tial energy credits expired on December 31, 1985. 

The Tax Reform Act of 1986 extends through 1988 the energy tax 
credits for solar energy property and geothermal energy property 
at declining rates. The solar energy credit is 15 percent in 1986, 12 
percent in 1987, and 10 percent in 1988. The geothermal energy 
credit is extended at 15 percent in 1986 and 10 percent in 1987-88. 
The credit for ocean thermal property is extended through 1988 at 
a 15 percent rate. The credit for biomass property is extended for 
two years, at 15 percent in 1986, and 10 percent in 1987. Other 
energy tax credits provided under prior law were allowed to expire, 
as scheduled, at the end of 1985. However, the credit for small 
scale hydroelectric generating property is available through De-
cember 31, 1988, for projects filed with the Federal Energy Regula-
tory Commission (FERC) before January 1, 1986. 

Prior to December 31, 1982, there were also additional 10 percent 
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-
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 nontaxable $3 per barrel of oil-equivalent production credit is 
provided for several forms of alternative fuels. As a general rule, it 
is available as long as the price of oil stays below $29.50 (in 1979 
dollars). 
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Gasohol (a motor fuel composed of at least 10 percent alcohol) is 
exempt from 6 of the 9 cents per gallon Federal excise tax on 
gasoline. There is a corresponding income tax credit for alcohol 
used as a fuel in applications where the excise tax is not assessed. 
This credit, equal to a subsidy of 60 cents per gallon for alcohol 
used as a motor fuel, is intended to encourage substitution of 
alcohol for petroleum-based gasoline. A similar subsidy was provid-
ed for neat alcohol fuels; this was 90 cents per gallon before it was 
repealed by the enactment of the Tax Reform Act. 

Tax-exempt bond financing for small scale hydroelectric generat-
ing facilities expired at the end of 1985. However, if an application 
for license of such a facility had been filed with FERC before 
January 1, 1986, tax-exempt financing is available through 1988. 
Another prior law provision authorizing tax-exempt financing for 
steam generating or alcohol production facilities was repealed by 
the Tax Reform Act of 1986. Both these incentives had been intend-
ed to increase the supply of nonpetroleum energy sources. 

Natural resources and environment—As is true for fuel minerals, 
certain capital outlays associated with exploration and develop-
ment of nonfuel minerals may be expensed rather than capitalized 
and depreciated over the life of the asset. Most nonfuel mineral 
extractors also make use of percentage depletion rather than cost 
depletion, with percentage depletion rates ranging from 22 percent 
for sulphur down to 5 percent for sand and gravel. 

Interest on State and local government debt issued to finance 
pollution control and waste disposal facilities of private firms was 
excludable from income subject to tax. This authorization was re-
pealed for pollution control equipment and a cap placed on the 
amount of debt that could be issued for waste disposal facilities by 
the Tax Reform Act. 

Expenditures to preserve and restore historic structures qualified 
for a 25 percent investment credit prior to 1987. Furthermore, 
taxpayers were permitted to depreciate 87.5 percent of the invest-
ment notwithstanding the 25 percent capital grant implicit in the 
credit. Annual depreciation amounts were determined by the 18-
year straight-line method. Beginning in 1987, as provided in the 
Tax Reform Act of 1986, the credit is reduced to 20 percent, the 
depreciable basis of restored historic structures must be reduced by 
the full amount of the credit taken, and annual depreciation deduc-
tions must be determined by the straight-line method over 27.5 
years for residential structures and 31.5 years otherwise. 

The pretax income derived from the cutting of timber and iron 
ore royalties was taxed as capital gain at rates lower than those 
applicable to ordinary income prior to passage of the Tax Reform 
Act. The act repealed the capital gain distinction except that, in 
1987, the maximum capital gains rate is restricted to 28 percent. 
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The Tax Reform Act of 1986, for the first time, codified and made 
uniform the definition of the costs that must be capitalized when 
incurred in the production of goods for inventory, for use in one's 
own trade or business, or under contract for another party. In 
addition, when the production of property extends over more than 
two years, the producer is required to capitalize interest he might 
have paid to the extent that the production costs he had incurred 
could have been used to retire debt. These new cost accounting 
rules are effective with respect to all such production begun after 
December 31, 1986. However, timber production was specifically 
exempted from these "multiperiod" cost capitalization rules formu-
lated in the act. The new special benefit thus derived from this 
taxable income deferral is especially important in forestry due to 
the extremely long period of production. 

Private forestry is, in addition, encouraged by a special provision 
permitting 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 to be 
amortized over a 7-year period rather than to be capitalized and 
recovered when the timber is cut, 20 or more years later. The 
$10,000 of costs are also eligible for a special 10 percent investment 
tax credit, notwithstanding that investments in timber stands are 
not depreciable nor that the regular investment tax credit has been 
repealed by the Tax Reform Act. 

Agriculture.—Farmers, other than certain corporations and part-
nerships engaged in agriculture, are allowed to deduct currently 
certain expenditures for feed and fertilizer as well as for soil and 
water conservation measures. The latter are limited by the Tax 
Reform Act to projects conforming to state and federal plans. Cur-
rent expensing is allowed, even though these expenditures are for 
inventories held at the end of the year or for capital improvements 
that are otherwise required to be capitalized under reference tax 
income accounting rules. Capital gains treatment generally applies 
to the profit from the sale of livestock and certain other agricultur-
al products but, as previously noted, ordinary tax rates will apply 
after 1986. 

The Tax Reform Act of 1986 provides a special one-time grant to 
those farmers with accumulated unused ("carryover") investment 
tax credits as of the end of 1986, i.e., claimable credits for qualified 
investment made in prior years but which exceeded the annual tax 
liability limitations. Taxpayers who had reported gross farm 
income in excess of 50 percent of their total gross income during 
the prior three years were allowed by the act to carryback for 15 
years the least of 50 percent of their unused credits, their total net 
tax liability over the 15 years, or $750. This provision was a special 
exception to the general rule that had limited carryback periods 
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for investment credits to three years and to that particular provi-
sion in the act which reduced by 35 percent the value of all other 
taxpayers' carryover credits as of the end of 1986. 

The Tax Reform Act also provides farmers two additional tax 
subsidies: The first is an exemption from the newly codified uni-
form production cost capitalization rules, described above. This 
provides an additional gain (income) to those farmers who are 
engaged in the establishment of orchards, the construction of farm 
facilities for their own use, or the production of any goods for sale 
the production period of which extends for more than one year. 
However, farmers who elect to expense their multiperiod produc-
tion costs must use straightline depreciation methods with respect 
to all the depreciable property they use. 

The second new farm subsidy enacted by the Tax Reform Act 
concerns the tax treatment of "forgiven" debt, i.e., settlement of a 
debt for an amount less than the principal of a loan. Normally, the 
amount of loan forgiveness is accounted for as a gain (income) of 
the debtor, a loss of the creditor, and the debtor must either report 
the gain, or reduce his recoverable basis in the property to which 
the loan relates. If he elects to reduce basis and the amount of 
forgiveness exceeds his basis in the property, the excess forgiveness 
is taxable. However, in the case of insolvent ("bankrupt") debtors, 
the amount of loan forgiveness never results in an income tax 
liability. The insolvent taxpayer's carryover losses and unused 
credits are extinguished first, and then his basis in assets reduced 
to no less than amounts still owed creditors. Finally, the remainder 
of taxable income is itself forgiven. The act provides that any 
farmer with forgiven debt will be considered "insolvent" for tax 
purposes and thus qualify for income tax forgiveness. 

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 accelerated depreciation, could as well have been 
classified under the natural resources and environment, energy, 
agriculture, or transportation categories. 

Beginning in 1987, the Tax Reform Act repealed the exclusion of 
up to $100 ($200 on a joint return) previously allowed for dividend 
income. 

The interest on small issue industrial development bonds (IDBs) 
issued by State and local governments to finance private business 
property is excluded from income subject to tax. Depreciable prop-
erty financed with small issue IDBs must be depreciated using the 
straight-line method. Small issue IDBs are generally limited only 
to the face amount of the bond issue, although certain facilities, 
such as recreation or entertainment facilities, cannot be so fi-
nanced. The tax exemption of small issue bonds expired on Decern-
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ber 31, 1986, except for small issue IDBs exclusively issued to 
finance manufacturing facilities for which the tax exemption is 
scheduled to expire three years later. 

Interest is exempt from taxation on all mortgage revenue bonds 
issued before January 1, 1989, by State and local governments to 
finance below-market rate mortgages for certain owner-occupied 
homes. Bond proceeds generally are used to finance homes pur-
chased by first time buyers of dwellings with prices under 110 
percent (90 percent after 1986) of the average area purchase price. 
The annual volume of mortgage revenue bonds is restricted to 
State-by-State ceilings. The Tax Reform Act included mortgage 
revenue bonds under the new unified volume cap which also covers 
student loan bonds and IDBs, as noted below. 

Because mortgage revenue bonds were found to be relatively 
inefficient in providing subsidies to first time home buyers, States 
have been authorized through December 31, 1988, to issue mort-
gage credit certificates (MCCs) in lieu of qualified mortgage bonds. 
MCCs entitle home buyers to income tax credits for a specified 
percentage of interest on qualified mortgage loans. When utilizing 
MCCs the entire amount of the subsidy flows directly to the home 
buyer without part of it ending up with investors and middlemen 
as under the bond program. 

The aggregate annual amount of MCCs a State may issue may 
not exceed 20 percent (25 percent after August, 15 1986) of the 
amount of qualified mortgage bonds that may be issued under the 
annual State by State ceiling and that the State elects to surrender 
in lieu of MCCs. Because of this relationship between MCCs and 
qualified mortgage bonds, their outlay equivalent and revenue loss 
estimates are presented in tables G- l and G-2 as single line items. 

Prior to 1987, State and local government issues of IDBs to 
finance private multifamily residential rental projects were re-
stricted to multifamily rental housing projects that included 20 
percent (15 percent in targeted areas) of units for low and moder-
ate income families whose income did not exceed 80 percent of the 
area's median income. The Tax Reform Act increased these per-
centages set aside for low and moderate income families while 
lowering the defined income limits. The setaside is either 40 per-
cent for tenants having incomes of no more than 60 percent of the 
area median income, or 20 percent for families with incomes of 50 
percent or less of the area median income. Other tax-exempt bonds 
for multifamily rental projects are issued generally with the re-
quirement that all tenants must be low or moderate income fami-
lies. 

There are also limits imposed on State and local government 
bonds for private activity, specifically IDBs and student loan bonds. 
The annual limit on the aggregate volume of student loan and 
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most industrial development bonds that each State could issue was 
initially the greater of $150 for each resident of a State or $200 
million. The Tax Reform Act of 1986 combines the prior law 
volume cap for single-family mortgage revenue bonds and multi-
family rental housing bonds with the cap for student loans and 
IDBs. The cap is set at the greater of $75 per capita or $250 million 
for each State through 1987 after which it is the greater of $50 per 
capita or $150 million for each State. 

The earnings of credit unions not distributed to members as 
interest or "share dividends" are exempt from income tax. Under 
the Tax Reform Act of 1986, commercial banks with less than $500 
million in assets, mutual savings banks, and savings and loan 
associations also are provided a subsidy. They are permitted to 
deduct additions to bad debt reserves in excess of actually experi-
enced losses. Under prior law, all commercial banks were eligible 
for such treatment. Moreover, deductions for additions to loss re-
serves in excess of prior loss experience were permitted. Under the 
Tax Reform Act, the deduction for additions to loss reserves al-
lowed qualifying mutual savings banks and savings and loan asso-
ciations was reduced from 40 percent of otherwise taxable income 
to 8 percent. To qualify, the thrift institutions must maintain a 
specified fraction of their assets in the form of mortgages, primari-
ly residential. 

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. 

A special deduction for life insurance companies equal to 20 
percent of their life insurance company taxable income was en-
acted in 1984. The Tax Reform Act of 1986 repealed this provision 
beginning after December 31, 1986. 

Under the Tax Reform Act of 1986, deductions allowed individ-
uals for interest paid on consumer credit, which had been allowed 
without limit under prior law, will be phased out over a 5-year 
period. For 1987, only 65 percent of such interest is deductible, 
which drops to 40 percent in 1988, 20 percent in 1989, 10 percent in 
1990, and none in 1991 and thereafter. 

Owner-occupants of homes may deduct mortgage interest and 
property taxes (but not maintenance outlays or depreciation) on 
their primary and secondary residences as itemized nonbusiness 
deductions. However, under the Tax Reform Act, the mortgage 
interest deduction is limited to interest on debt no greater than the 
owner's basis in the residence, plus qualified medical and educa-
tional expenses financed by the mortgage. These are tax expendi-
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tures because, under the reference and normal tax rules, the tax-
payers are not required to report gross income from the properties 
to which the deductions pertain. 

The Tax Reform Act of 1986 eliminates the special tax treatment 
of taxpayer's long-term capital gains, that is, gains on the sales of 
assets held longer than 6 months. Beginning in 1987, capital gains 
will be subject to tax at the same rate as other income. However, 
for 1987 only, when the maximum ordinary income tax rate for 
individuals will be 38.5 percent, the maximum tax rate on long-
term capital gains will be limited to 28 percent. 

Under prior law, sixty percent of net long-term gains from the 
sale of capital assets were excluded from taxable income. However, 
the excluded 60 percent of net long-term gains was treated as a 
preference item in computing the alternative minimum tax for 
individuals. This tax was applicable only if it was greater than a 
taxpayer's regular income tax. Half of net long-term capital losses 
and 100 percent of net short-term capital losses could be offset 
against ordinary income up to a maximum deduction of $3,000 per 
year with an unlimited carryforward. This maximum offset and 
unlimited carryforward of excess losses has been retained in cur-
rent law. 

Capital gains of corporations will also be taxed as ordinary 
income, although again for 1987 only, when the maximum corpo-
rate tax rate will be 40 percent, the maximum tax on such gains 
will be 28 percent. Under prior law, with the maximum corporate 
tax rate at 46 percent, corporations could elect a 28 percent alter-
native tax rate on capital gains. The tax expenditure is the subsidy 
provided by taxing at a preferential rate these gains that would 
otherwise have been 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 of the previous residence. The deferral of tax with respect 
to these gains on owner-occupied dwellings is the tax expenditure. 

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

The gain on the sale of capital assets acquired by inheritance is 
computed as the excess of the sales 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 
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estimate assumes that the difference in the computed gain would 
be taxed as part of the capital gain in the year of sale. 

The Tax Reform Act of 1986 repealed the 10 percent tax credit 
for investment in depreciable personal property (6 percent for in-
vestment in 3-year recovery period assets) that had been provided, 
at different rates and with certain time lapses, since 1962. Other-
wise qualified property acquired after December 31, 1985, will re-
ceive no investment credit unless it satisfies certain transition 
rules regarding prior commitments to its purchase and its place-
ment in service before specified dates extending through 1991. 
Prior to 1983, taxpayers were permitted to recover the full price of 
the asset notwithstanding the grant implied by the tax credit re-
ceived. After 1983, an investor was required to either reduce his 
recoverable basis in the asset by half the credit allowable or to 
accept a 2 percentage point reduction in the credit rate. The Tax 
Reform Act provides that, with respect to transition property quali-
fying for investment credits after 1985, the investor must reduce 
his recoverable basis by the full amount of the credit allowed. 

As a general rule, investments in land, buildings, or otherwise 
eligible property used abroad were not eligible for the investment 
tax credit. Credits for property subject to long construction periods 
could be claimed as the purchaser made progress payments. The 
maximum annual amount of credit allowed was limited to the first 
$25,000 of tax liability plus a statutory percentage of tax liability 
in excess of $25,000. This percentage was 85 percent in 1986. Claim-
able credits in excess of the annual tax liability limitation could be 
carried back 3 years and thus qualify for "refund," or they could be 
carried forward 15 years. 

In addition to repealing the investment tax credit, the Tax 
Reform Act of 1986 provided that taxpayers reduce by 35 percent 
the amount of their as yet unused ("carryover") credits creditable 
against 1987 and later tax liabilities. Moreover, the annual amount 
of credit carryforward allowed in 1987 and later years was limited 
to $25,000 plus 75 percent of tax liability in excess of $25,000, 
provided the net tax due and payable is not reduced thereby to less 
than 75 percent of the alternative minimum tax otherwise due and 
payable for the year. However, the Act provided two exceptions to 
these modifications of investment credit carryforwards to benefit 
steel companies and farmers. As noted in the discussion of farming 
tax subsidies, this exception provides that the qualified steel com-
panies may elect to receive as tax refunds the lesser of the 
amounts determined by carrying back to the preceding 15 years, 
the lesser of 50 percent of their unused investment tax credits as of 
the end of 1986, or their net tax liability for those years. To qualify 
for this grant-like tax subsidy, the steel companies must have been 
described in the Steel Import Stabilization Act or have been incor-
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porated on February 11, 1983, in Michigan; altogether 10 steel 
companies qualified. 

The Tax Reform Act also replaced previous statutory and admin-
istrative rules governing annual depreciation allowances. In place 
of the previous six recovery period classes introduced in 1981, the 
Act provides eight: six for depreciable personal property, and two 
for depreciable real property. The recovery periods for personal 
property range from 3 to 20 years as compared to the 3 to 15 year 
range under prior law. The recovery period for residential real 
property now is 27.5 years, and for nonresidential, 31.5 years; 
under prior law, the recovery period was 19 years for both residen-
tial and nonresidential property. 

For the four of these personal property classes with recovery 
periods of less than 15 years, the annual depreciation deduction 
may be computed by declining balance formulas at twice the 
straight-line rate; for the two with recovery periods of 15 and 20 
years, the declining balance rate is 1.5 times the straight-line rate. 
Under prior law, the declining balance rate for all personal proper-
ty was 1.5 times the straight-line rate. Residential property only 
can be depreciated by the straight-line method over 27.5 years and 
nonresidential property over 31.5 years; under prior law, declining 
balance rates were permitted ranging from 1.75 to 2 times (for low-
income housing) the straight-line rate. 

The Tax Reform Act's new depreciation rules for personal prop-
erty not only slow the depreciation rates to 1.5 or less times the 
straight-line rate, but follow reasonably closely the ADR midpoints 
that, as previously noted, approximate the depreciation norm of 
the normal tax standard used in the "Pre-1983 budget method". 
There are, therefore, no tax expenditures from depreciation of 
personal property type assets placed in service after December 31, 
1986. However, the Tax Reform Act provisions for recovery periods 
of depreciable real property are more accelerated then the statuto-
ry 40 year guideline for such property that is leased to tax-exempt 
organizations. Therefore, a tax expenditure is generated from the 
depreciation of real property under the normal tax standard used 
in the "Pre-1983, budget method". There are none from the depre-
ciation of any assets under the "Post-1982 budget method", because 
the Tax Reform Act's depreciation system now is the reference tax 
law standard. 

In 1984, the Deficit Reduction Act reduced the tax benefits that 
were up to then available for tangible property leased by tax-
exempt entities, including federal, state, and local governments. 
The Act provided that lessors of property to tax-exempt entities 
could only use far less rapid write-offs. These more restrictive 
depreciation rules for lessors were continued by the Tax Reform 
Act of 1986. 
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When an individual or corporation acquires or otherwise enters 
into a new business, certain "start-up" expenses, such as the costs 
of investigating opportunities and legal services, are normally in-
curred. The taxpayer may elect to amortize these outlays over 60 
months although they are similar in kind to other payments he 
makes for nondepreciable intangible assets to be used in the busi-
ness that are not recoverable until the business is sold. 

Before expiring at the end of 1985, taxpayers who held common 
or preferred stock in a qualified dividend reinvestment plan estab-
lished by a domestic public utility company could exclude from tax 
up to $750 per year ($1,500 for joint returns) of distributions in the 
form of common stock rather than cash. The stock so received had 
a zero basis; the proceeds of sales of the stock were taxed as capital 
gain if the sale took place at least one year after the record date of 
the distribution. This creates a subsidy and, therefore, a tax ex-
penditure, because under the normal and reference tax rules, dis-
tributions from corporate income are taxable to individual share-
holders as ordinary income in the year received. 

Prior to enactment of the Tax Reform Act of 1986, corporate tax 
rates ranged from 15 percent of the first $25,000 of taxable income 
to 46 percent on all income over $100,000. As compared with a flat 
46 percent tax rate, the graduated rates reduced corporate tax 
liabilities by $20,250 for corporations with $100,000 of taxable 
income. This was "recaptured" in the cases of corporations with 
taxable incomes over $1 million by a 5 percent tax which therefore 
eliminated the benefits of this rate graduation for all corporations 
with taxable incomes over $1.4 million. The Tax Reform Act modi-
fied the graduated corporate rate schedule so that the first $50,000 
of taxable corporate income is taxed at 15 percent, the next $25,000 
at 25 percent, and all taxable income over $75,000 at the maximum 
rate which, beginning in 1988, will be 34 percent. As compared 
with a flat 34 percent tax, the new rate graduation thus provides a 
$11,750 reduction of tax for corporations with taxable incomes of 
$75,000. The Tax Reform Act provides that this benefit will be 
"recaptured" in the cases of corporations with taxable incomes of 
$100,000 or more by a 5 percent tax on corporate income in excess 
of $100,000, thereby eliminating all benefit for corporations with 
incomes over $335,000. 

Under the "Post-1982 Budget Method", graduated rates are part 
of the reference tax rules and, therefore, do not give rise to a tax 
expenditure. Under the "Pre-1983 Budget Method", however, this 
rate progression departs from the normal tax rule that all corpora-
tion income be taxed at the single rate at which most corporation 
income is taxed (34 percent) and gives rise to a tax expenditure 
intended to encourage small business. 
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Transportation.—Certain companies that operate U.S. flag ves-
sels receive an indefinite deferral of income taxes on that portion 
of their income used for shipping purposes, primarily construction, 
modernization and major repairs of ships, and repayment of loans 
to finance these qualified investments. Prior to January 1, 1987, 
the deferral permitted was indefinite. Under the terms of the Tax 
Reform Act, the deferral will be limited to 25 years. Within this 
period, the deferred taxable income will have to be spent for quali-
fied investments or be taxed. Also, before repeal of the investment 
tax credit by the Tax Reform Act, a credit of one half the regular 
investment credit could be claimed on the tax-deferred amounts 
withdrawn from capital construction funds. This was an exception 
to the tax law standards that the credit may be claimed only with 
respect to the taxpayer's basis in qualified property. 

Until expiration on December 31, 1984, State and local govern-
ments were allowed to issue tax-exempt obligations to finance the 
purchase of mass transit commuting vehicles for lease to govern-
ment transit agencies. 

As a consequence of the deregulation of motor carriers in 1980, 
the value of operating authorities held by affected firms dimin-
ished. Under the reference and normal tax rule asset value 
changes are recognized only when an exchange transaction occurs, 
so this loss of value would occasion no income tax consequence. A 
motor carrier would simply experience a diminished gross income 
as competition reduced tariffs and, accordingly, would pay less 
income tax. Only in the event a carrier liquidated or sold out to 
another firm would the loss trigger a tax refund. To relieve exist-
ing motor carriers continuing in business of some of the loss they 
experienced due to deregulation, a tax expenditure was provided in 
the form of an exceptional 60-month amortization of their invest-
ment in operating authorities (a nondepreciable intangible asset). 
The provision applies to taxable years ending after June 30, 1980. 
The Tax Reform Act extended this special treatment to bus opera-
tors and freight forwarders. 

Community and regional development.—Until it expired on De-
cember 31, 1986, taxpayers could, under certain conditions, elect to 
amortize rehabilitation expenditures for low and moderate income 
rental housing over a 5-year period in lieu of ACRS depreciation. 
Rehabilitation expenditures could not exceed $20,000 per dwelling 
unit but had to exceed $3,000 to qualify. The limit was $40,000 per 
dwelling unit if the rehabilitation was on units which the tenants 
could purchase at a price that limited the profit to the seller. 

In place of the five-year amortization the Tax Reform Act of 1986 
introduced a low income housing tax credit for investment in new, 
substantially rehabilitated, and certain unrehabilitated, existing, 
low income housing. For qualified projects without other federal 
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subsidies, the credit is structured to have a present value of 70 
percent of construction or rehabilitation costs incurred and is al-
lowed over 10 years. For federally subsidized projects and those 
involving unrehabilitated existing low income housing, the credit is 
structured to have a present value of 30 percent. Notwithstanding 
the capital grant character of this subsidy, the recoverable basis of 
the investor is not reduced by the substantial credit allowed. 

An investment tax credit is available for the rehabilitation of 
buildings that are used for business or productive activities (other 
than for residential purposes). Prior to the Tax Reform Act, the 
credit was 15 percent of rehabilitation expenditures for buildings at 
least 30 years old and 20 percent for buildings at least 40 years old. 
The basis of the rehabilitation recoverable as depreciation had to 
be reduced by the amount of the credit. Under the Tax Reform Act 
of 1986, the credit rate was reduced to 10 percent of rehabilitation 
expenditures, and is available only with respect to buildings erect-
ed before 1936. Full reduction in the taxpayer's recoverable basis 
by the amount of the credit is required. 

Until passage of the Tax Reform Act of 1986, the interest on 
IDBs issued by State and local governments to finance airports, 
docks, wharves, and sports and convention facilities was exempt 
from tax. The Act repealed authorization to issue such bonds to 
finance all sports and convention facilities as well as privately 
owned airports, docks, and wharves. Government-owned airports, 
docks and wharves, may continue to be financed with tax-exempt 
bond issues, and these bonds are not covered by a volume cap. 

Education, training, employment, and social services.—Under the 
Tax Reform Act of 1986, scholarships and fellowships no longer 
will be excluded from taxable income to the extent they exceed 
tuition and course-related expenses of the grantee. Previously, the 
first $300 per month received by students as scholarship or fellow-
ship aid was excluded from students' gross incomes, provided the 
amounts were not emoluments awarded them for services they 
perform in association with the payor. From a strictly economic 
point of view, scholarships and fellowships are either gifts not 
conditioned on the performance of services, or they are rebates of 
educational costs by the institutions in which students are enrolled. 
Thus, under the post-1982 budget method utilizing the reference 
tax law standard, the exclusion is not a tax expenditure because 
the reference law does not include either gifts or price reductions 
in a taxpayer's gross income. However, under the "Pre-1983 Budget 
Method," the exclusion is considered a tax expenditure, because 
under the normal tax standard gifts of Government funds—and 
many scholarships are derived directly and indirectly from Govern-
ment funding—are includable in gross income. 
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Interest on State and local government debt issued to finance 
student loans and facilities used by private nonprofit educational 
facilities is excluded from income subject to tax. The Treasury 
Department has exclusive jurisdiction over any determination by 
the executive branch as to whether interest on any such obligation 
is exempt from tax. As mentioned before, the aggregate volume of 
such private activity bonds that each State may issue during any 
calendar year is limited. 

Prior to passage of the Tax Reform Act of 1986, taxpayers could 
claim personal exemptions for dependent children age 19 or over 
who received parental support payments of $1,000 or more per year 
if the children were full-time students. The student could also 
claim an exemption on his own return; the extra exemption 
claimed by parents was, therefore, a tax expenditure. Under the 
Tax Reform Act, a taxpayer may not claim a personal exemption if 
already claimed as a dependent on another tax return. 

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 lodging provided by an employer 
for his own convenience is a tax expenditure, as are the exclusion 
of housing allowances and the rental value of parsonages from the 
taxable income of ministers. 

From January 1, 1979, through December 31, 1985, an employer 
was able to set up an educational assistance program to provide 
educational benefits to his employees. The program could pay for 
tuition, fees, books, and supplies, and amounts received under the 
program were excluded from an employee's gross income. Employ-
er contributions to prepaid legal services plans and the value of 
legal services received under such plans were also excluded from 
employee income until the exclusion expired at the end of 1985. 
However, the Tax Reform Act retroactively reinstated both exclu-
sions and extended their availability for two years. 

Prior to January 1, 1983, a corporation could claim an additional 
1 percent investment tax credit if an equivalent amount of its 
common stock were set aside in a employee stock ownership plan 
(ESOP). A further one-half of 1 percent investment tax credit could 
be claimed to the extent that additional employer contributions to 
an ESOP were matched by employee contributions. The base for 
the tax credit for contributions of stock to an ESOP is limited to 
one-half of 1 percent of total compensation paid to all employees 
under the plan from 1983 through 1986, after which it expires. 
Employees generally are prohibited from withdrawing their share 
of an ESOP for 7 years. The effective subsidy rate for this form of 
employee compensation exceeds 100 percent; the employer is fully 
reimbursed for the stock he transfers, and the benefited employees 

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

1988



SPECIAL ANALYSIS B B-15 

are not required to include this compensation in their current year 
gross income. 

Contributions to charitable, religious, and certain other nonprofit 
organizations are allowed as an itemized deduction for individuals, 
generally up to 50 percent of adjusted gross income. Between 1982 
and 1986, nonitemizers could also deduct some or all (depending on 
the year) of their charitable contributions. Taxpayers whose contri-
butions to charitable or educational organizations are in the form 
of capital assets (usually securities that have appreciated in value) 
obtain a deduction for the contribution at the current value of the 
asset without taxation of the appreciation in value. Beginning in 
1982, corporations could also deduct charitable contributions of up 
to 10 percent of their pretax income. The Tax Reform Act of 1986 
includes in the alternative minimum tax bases of individuals and 
corporations the untaxed appreciation of contributed property. Tax 
expenditures resulting from the deductibility of contributions are 
shown separately for educational and other institutions. Contribu-
tions to health institutions are reported under the health function. 

A 30 percent 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 $2,400 for one dependent and $4,800 for two or 
more dependents are eligible for the credit. The credit is equal to 
30 percent of qualified expenditures for taxpayers with incomes of 
$10,000 or less with the credit reduced by one percentage point for 
each $2,000 of income between $10,000 and $28,000. This aid to 
encourage employment of spouses is supplemented by excluding 
from employees' income the value of employer-furnished child care. 

An additional aid to spousal employment was repealed by the 
Tax Reform Act effective January 1, 1987. This provision allowed a 
deduction for two-earner married couples filing jointly. The deduc-
tion was equal to the lesser of $3,000 or 10 percent of the income of 
the lower earning spouse. The deduction was justified by the argu-
ment that the income of second earners is stacked on top of their 
spouse's earnings and thus taxed at a higher marginal rate than if 
the second earner had been taxed as a single person. This so-called 
"marriage penalty" largely disappears with the introduction of 
only two marginal tax rates of 15 and 28 percent in 1988. 

The targeted jobs tax credit, previously scheduled to expire De-
cember 31, 1985, was reinstated retroactively and extended through 
1988 by the Tax Reform Act of 1986. Employers may claim a tax 
credit for qualified wages paid to individuals who are certified as 
members of various targeted groups. The amount of the credit that 
may be claimed is 40 percent of the first $6,000 paid during the 
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first year of employment. A tax credit equal to 85 percent of the 
summer employment wages paid 16 and 17 year old youths who are 
members of low income families is also provided. These credits are 
structured to ensure the wage subsidy they provide is taxable; the 
employer must reduce his deduction for wages paid by the amount 
of the credit claimed. 

Prior to the Tax Reform Act of 1986, to encourage the adoption 
of children found by a State to.be difficult to place without finan-
cial assistance to the adopting parents, taxpayers could deduct up 
to $1,500 of adoption expenses incurred during a year. Only those 
adoption expenses incurred with respect to a child with "special 
needs" as defined in section 473 of the Social Security Act qualified 
for this tax expenditure. The Act repealed this provision, replacing 
it with a direct expenditure program. 

Health.—Employee compensation in the form of payments by 
employers for health insurance premiums and other medical ex-
penses are deducted as business expenses by employers but ex-
cluded from employee gross income. The exclusion from employee 
income of this form of compensation gives rise to a tax expendi-
ture. 

For tax years beginning in 1983, the floor for deductible medical 
expenses was increased from 3 percent to 5 percent of a taxpayer's 
adjusted gross income. Beginning in 1984, the one percent of adjust-
ed gross income floor under the deductible amount of drug expendi-
tures was eliminated. However, only expenditures for prescription 
drugs and insulin are now deductible. The Tax Reform Act of 1986 
raised the floor for these expenditures to 7.5 percent of adjusted 
gross income beginning in 1987. 

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

Contributions to nonprofit health institutions are allowed as a 
deduction for individuals and corporations. Tax expenditures re-
sulting from the deductibility of contributions to other charitable 
institutions are listed under the education, training, employment, 
and social services function. 

Drugs for the treatment of rare diseases or physical conditions 
are often called "orphan drugs" because the narrow markets for 
their use discourages private firms from undertaking the costly 
investment in clinical testing that must be completed before manu-
facture and general distribution may be approved by the Food and 
Drug Administration. To encourage the development of such drugs, 
a tax credit equal to 50 percent of the clinical testing costs in-
curred by the taxpayer was introduced. Because the drug firm is 
not required to reduce its deduction for testing expense (an R&D 
expenditure), this credit reduces the private cost of clinically test-
ing "orphan drugs" to little more than 24 cents per $1 expended. 
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This tax expenditure was scheduled to expire at the end of 1987 
but was extended through 1990 by the Tax Reform Act of 1986. 

Income security.—The exclusion from taxable income of public 
assistance benefits received by individuals is listed as a tax expend-
iture under the "Pre-1983 Budget Method" because, under the 
normal tax rules, cash transfers from government are includable in 
gross income. In contrast, gifts not conditioned on the performance 
of services, including transfers from government as well as from 
individuals, are not taxable under the reference tax baseline. 
Therefore, under the "Post-1982 Budget Method" the exclusion 
from taxable income of public assistance benefits is not shown as a 
tax expenditure. 

Beginning on January 1, 1988, the Administration proposes to 
tax the income replacement portion, but not the medical payments, 
of the special benefits received by disabled coal miners suffering 
from "black lung" ailments, which is currently excluded from tax-
able income. This, as well as the exclusion from tax of a portion of 
unemployment benefits give rise to tax expenditures. The Tax 
Reform Act of 1986 eliminated the latter exclusion, beginning in 
1987. In prior years, if the sum of a taxpayer's adjusted gross 
income, unemployment compensation and excludable disability 
income was over $12,000 ($18,000 for a joint return), the lesser of 
one-half of that amount over the $12,000 limit or the actual unem-
ployment benefits were taxable. 

Disability-related military pension income received by current 
retirees is mostly excluded from income subject to tax. The exclu-
sion is a tax expenditure because of the subsidy it provides. 

Certain contributions to pension plans by employers, amounts set 
aside by the self-employed, and contributions to individual retire-
ment accounts (IRAs) 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 (defined 
contribution) plans equal to 25 percent of their income up to a 
maximum of $30,000 per year. Prior to 1987, employees could 
deduct annual contributions to an IRA of $2,000 (or 100 percent of 
compensation, if less), or $2,250 on a joint return if one spouse had 
no income. The Tax Reform Act of 1986 maintained these limits on 
deductible IRA contributions if neither an individual nor his 
spouse is an active participant in an employer-provided retirement 
plan, or if their adjusted gross income falls below $40,000 ($25,000 
for a single taxpayer). The allowable IRA deduction is phased out 
between $40,000 to $50,000 for a joint return and $25,000 to $35,000 
for a single return. Beyond these income limits, nondeductible 
contributions to IRAs are available to taxpayers who are active 
participants in employer-provided retirement plans. The Act also 
limits to $7,000 per year the amount which an employee can ex-
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elude from his adjusted gross income under a qualified cash or 
deferred arrangement with his employer (401(k) plan). Further, the 
Act limits to $9,500 annually the amount an employee may exclude 
from his adjusted gross income of his own contributions to a tax-
sheltered annuity (403(b) plan). The investment income earned by 
pension funds and other qualifying retirement plans is not taxable 
when earned, and, therefore, is also a tax expenditure. 

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 benefits is listed under the education, training, employment, 
and social services function. 

The Tax Reform Act of 1986 eliminated the additional personal 
exemptions previously allowed taxpayers who were blind or 65 
years of age or older. Instead, the Act provides that taxpayers in 
either of these categories may take an additional $750 standard 
deduction, if single, or $600, if married. Moreover, for 1987, such 
taxpayers may avail themselves of the new larger standard deduc-
tions (greater by $620 to $1,860, depending on filing status) other 
taxpayers may not use until 1988. 

Effective December 31, 1983, the tax credit for the elderly was 
expanded to cover as well the permanently disabled. Prior to then, 
a limited portion of disability payments made by employers was 
excluded from the taxable income of the disabled employees. The 
credit allows individuals who are 65 years of age or older to take a 
tax credit equal to 15 percent 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 one-half of the taxpay-
er's adjusted gross income over $7,500 for single individuals and 
$10,000 for married couples filing a joint return. The credit works 
similarly for the disabled under this provision. 

Premiums paid for casualty and theft insurance with respect to 
items of one's personal or real property are considered personal 
expenditures on a par with purchases of the property itself. Nei-
ther the purchases of property nor insurance premiums are deduct-
ible, therefore, as costs of earning income, and receipt of reim-
bursement for insured loss of such property is not reportable as 
gross income by the insured. Thus, under neither the reference nor 
normal tax baselines would the amount of an uninsured loss of 
such property be reportable. However, a special provision permits 
taxpayers to deduct casualty and theft losses of more than $100 
each, but only to the extent that total losses during the year exceed 
10 percent of adjusted gross income (AGI). This special relief for 
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taxpayers suffering an uninsured loss is, accordingly, a tax expend-
iture. 

The earned income credit may be claimed by low-income workers 
with minor dependents. The Tax Reform Act of 1986 liberalized 
this form of assistance. Before 1987, the credit was 11 percent of 
the first $5,000 of earned income, for a maximum annual credit of 
$550. The credit phased out at the rate of 12% cents per dollar of 
the larger of earned income or adjusted gross income (AGI) over 
$6,500. For 1987, the credit will be 14 percent of the first $6,080 of 
income, a maximum credit of $851.20, and the credit will be re-
duced by 10 percent of income over $6,920. After 1987, the maxi-
mum amount of income on which the credit may be taken will be 
adjusted for inflation, as will the income level at which the phase-
out begins. Furthermore, in any tax year the amount of the credit 
allowed must be reduced by the alternative minimum tax liability 
of the tax payer. Earned income tax credits in excess of tax liabil-
ities are paid to individuals. This portion of the credit is included 
in outlays, while the amount that offsets tax liabilities is shown as 
a tax expenditure. 

Social Security.—Social security benefits, like other forms of de-
ferred employee compensation, give rise to tax expenditures to the 
extent that they exceed employees' contributions of previously 
taxed income to pay for those benefits. These additional retirement 
benefits are paid for by employers' contributions that were ex-
cluded from employees' taxable compensation. Up to one-half of 
any recipient's social security benefits and tier 1 railroad retire-
ment benefits may be subject to inclusion in the income tax base. 
Thus, this tax expenditure is reduced to the portion which remains 
excluded from the tax base. Benefits will be taxable if a recipient's 
"modified adjusted gross income" plus one-half of his or her social 
security and railroad retirement benefits exceed a certain base 
amount: $32,000 for those filing joint tax returns; $25,000 for single 
persons; and zero for those married filing separately (if they did 
not live apart from their spouse for the entire year). Modified 
adjusted gross income is AGI plus (a) the amount, if any, taken as 
a deduction for two-earner married couples, (b) foreign or U.S. 
possession income excluded from AGI, and (c) tax-exempt interest 
excluded from AGI. After 1987, because the Tax Reform Act of 
1986 repealed the two-earner deduction, modified AGI is equal to 
AGI plus (b) and (c) only. If the modified AGI exceeds the specified 
base amount, the lesser of one-half of the excess or one-half of the 
social security or railroad retirement benefits must be included in 
income subject to tax. 

Other benefit payments from the Social Security Trust Fund, for 
disability and for dependents and survivors, are excluded from 
beneficiaries' gross incomes and thus also give rise to tax expendi-
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tures. However, beginning in 1984, Social Security disability bene-
fits were modified when the elderly tax credit (see Income Security, 
above) was expanded. 

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. 

The interest on general obligation bonds issued by State and 
local governments to finance housing for veterans is excluded from 
income subject to tax. However, there are restrictions on veterans 
mortgage revenue bonds including limits on their issuance to pre-
existing State programs (five) and amounts based upon previous 
volume levels for the period beginning on January 1, 1979 and 
ending on June 22, 1984. Furthermore, future issuance of these 
bonds is limited to veterans who served in active duty before 1977. 

General government—Through 1986, a 50 percent credit could be 
claimed for political contributions up to $100 ($200 for joint re-
turns). This provision was repealed by the Tax Reform Act of 1986. 

General purpose fiscal assistance.—Interest on State and local 
government debt is excluded from Federal taxation. Most of these 
bonds are owned by individuals, but a substantial proportion is also 
held by commercial banks and casualty and property insurance 
companies. As a result of the tax exemption, State and local 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 to finance 
private activities, such as student loans, businesses, private non-
profit organizations, and housing, is classified elsewhere. Only the 
excluded interest on bonds for public purposes, such as schools, 
roads, and sewers, is included in this functional tax expenditure. 

The deductibility of nonbusiness State and local taxes gives indi-
rect assistance to these governments by reducing the costs of the 
services they provide and, thus, the burden on their taxpayers. The 
Tax Reform Act of 1986 disallows the deduction for general sales 
taxes beginning in 1987. The estimates shown here are primarily 
for the deductibility of State and local income taxes and pre-1987 
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 an active trade or business, or from investments located in a 
U.S. possession, can claim a special credit against U.S. tax other-
wise due. The Tax Reform Act of 1986 modified the rules for 
measuring both active and passive income earned in U.S. posses-
sions that had the effect of slightly reducing the amount of such 
income eligible for the special credit. 

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 EXPENDITURES BY FUNCTION 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1986 1987 1988 

Individuals 

1986 1987 1988 

National defense: 
Exclusion of benefits and allowances to Armed 

Forces personnel 
International affairs: 

Exclusion of income earned abroad by United 
States citizens 

Exclusion of income of foreign sales corporations 
(ESC) 

Inventory property sales source rules exception 
Certain nonfinancial institutions operations interest 

allocation rules exception 
Deferral of income from controlled foreign corpora-

tions: 
Pre-1983 budget method 
Post-1982 budget method 

Total (after interactions)1 

General science, space, and technology: 
Expensing of research and development expendi-

tures: 
Pre-1983 budget method 
Post-1982 budget method 

Credit for increasing research activities 
Suspension of the allocation of research and ex-

perimentation expenditures 
Total (after interactions) 

Energy: 
Expensing of exploration and development costs: 

Oil and gas 
Other fuels 

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

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

development bonds for certain energy facilities.... 
Residential energy credits: 

Supply incentives 
Conservation incentives 

Alternative, conservation and new technology cred-
its: 

Supply incentives 
Conservation incentives 

Alternative fuel production credit 
Alcohol fuel credit2 

Energy credit for intercity buses 
Special rules for minning reclamation reserves 

Total (after interactions) 
Natural resources and environment: 

Expensing of exploration and development costs, 
nonfuel minerals 

Excess of percentage over cost depletion, nonfuel 
minerals 

2,535 

2,405 

2,435 

2,350 

2,235 

2,225 

1,575 

650 

2,225 

840 

1,475 
495 

25 

325 

1,310 
705 

55 

100 

2,320 

1,330 

2,170 

1,370 

2,265 

440 
3,855 

-1,255 
35 

300 
320 

15 

180 

1,260 

535 
3,385 

-1,255 
35 

195 
220 

5 

200 

1,060 

200 
2,875 

-950 
35 

135 
175 

2,405 2,350 2,225 

60 

"25 

70 

490 

100 

435 

95 

465 

1,075 
20 

110 

655 
15 
25 

450 
15 

205 

360 * 

25 
10 
5 

50 
30 

30 

410 

325 * 

15 
10 * 

45 
-145 

30 

295 

90 * 

15 
10 * 

40 
-175 

30 

280 

175 
70 

15 

20 

5 
1,390 

5 
825 

5 
665 

5 

20 
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Table 6 -1 . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1986 1987 

Individuals 

1987 1988 

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

Tax incentives for preservation of historic struc-
tures 

Capital gains treatment of iron ore 
Capital gains treatment of certain timber income 
Expensing of multiperiod timber growing costs 
Investment credit and seven-year amortization for 

reforestation expenditures 
Total (after interactions) 

Agriculture: 
Expensing of certain capital outlays 
Expensing of certain multiperiod production costs 
Treatment of loans forgiven solvent farmers as if 

insolvent 
Capital gains treatment of certain income 
Special investment credit carryback rules for farm-

ing 
Total (after interactions) 

Commerce and housing credit: 
Dividend exclusion 
Exclusion of interest on small issue industrial 

development bonds 
Exemption of credit union income 
Excess bad debt reserves of financial institutions 
Exclusion of interest on life insurance savings 
Deductions for special percentage of taxable 

income for life insurance companies 
Deductibility of interest on consumer credit 
Deductibility of mortgage interest on owner-occu-

pied homes 
Deductibility of property tax on owner-occupied 

homes 
Exclusion of interest on State and local housing 

bonds for owner-occupied housing 
Exclusion of interest on State and local debt for 

rental housing 
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 

Special investment credit carryback rules for steel 
companies 

Accelerated depreciation on rental housing: 
Pre-1983 budget method 
Post-1982 budget method 

1,455 

155 

550 

50 
2,595 

75 

1,660 

135 * 

140 
125 

50 
2,385 

65 

1,930 

140 310 
25 

120 
250 

55 
2,630 

70 

260 
730 

425 

65 15 
10 

755 

280 
5 

30 
80 

275 
680 

425 * 

10 
160 

280 

180 

275 
745 

460 
5 

10 

130 75 65 1,105 

740 

555 

185 

310 
730 

2,470 
285 
735 

2,635 
270 
525 

2,805 
250 

75 
9,450 7,960 8,345 

2,110 1,440 
18,155 

30,670 

8,595 

10,835 

23,840 

7,955 

5,560 

19,855 

7,205 

1,900 

1,275 

2,460 

2,010 

1,335 

625 

2,035 

1,320 

28,010 18,500 

1,665 1,520 

11,810 

565 

1,210 

44,375 
2,960 

1,275 
7,690 

3,355 

15,570 
5,240 

2,255 
13,600 

2,115 

1,445 
6,550 

2,820 
17,010 

1,370 

1,235 1,260 1,110 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1986 1987 

Individuals 

1986 1987 1988 

Accelerated depreciation of buildings other than 
rental housing: 

Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of machinery and equip-
ment: 

Pre-1983 budget method 
Post-1982 budget method 

Safe harbor leasing rules 
Amortization of start-up costs 
Reinvestment of dividends in public utility stock 
Reduced rates on the first $100,000 of corporate 

income: 
Pre-1983 budget method 
Post-1982 budget method 

Total (after interactions) 1 

Transportation: 
Deferral of tax on shipping companies 
Exclusion of interest on State and local govern-

ment bonds for mass commuting vehicles 
Deduction for motor carrier operating rights 

Total (after interactions) 
Community and regional development: 

Five-year amortization for housing rehabilitation 
Credit for low-income housing investments 
Investment credit for rehabilitation of structures 

(other than historic) 
Exclusion of interest on IDBs for airports, docks 

and sports and convention facilities 
Total (after interactions) 

Education, training, employment, and social serv-
ices: 

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

Exclusion of interest on State and local student 
loan bonds 

Exclusion of interest on State and local debt for 
private nonprofit educational facilities 

Parental personal exemption for students age 19 
or over 

Deductibility of charitable contributions (educa-
tion) 

Employer educational assistance 
Total education (after interactions) 1 

Exclusion of employer provided child care 
Exclusion of employee meals and lodging (other 

than military) 
Exclusion of contributions to prepaid legal services 

plans 
Investment credit for ESOPs 
Credit for child and dependent care expenses 

3,575 3,470 3,065 1,585 1,705 1,655 

29,550 24,685 23,105 1,285 7,655 7,395 

1,600 
35 

975 
30 

660 
25 295 

170 
255 195 

8,700 

84,930 

130 

20 
15 

165 

15 

7,915 5,845 

66,305 

115 

20 

52,440 

115 

55 

134,670 97,415 78,100 

285 

595 
940 

135 

15 
15 

190 

685 
950 

170 

15 
55 

150 

785 
1,055 

25 

150 

30 
155 

100 

30 
520 

85 

185 

770 

300 

705 

665 

585 

285 310 315 

260 280 285 

485 

745 

465 

745 

435 

"720 

1,240 

1,180 
75 

3,600 
25 

970 

60 

2,195 

860 
80 

4,210 
35 

910 

75 

2,270 

805 
25 

4,055 
45 

760 

20 
2,005 870 320 

4,260 4,345 4,590 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1986 1987 1988 

Individuals 

1986 1987 

Targeted jobs credit 
Deduction for two earner married couples 

Total training and employment (after interac-
tions) 

Deductibility of charitable contributions, other than 
education and health 

Deduction for certain adoption expenses 
Exclusion of parsonage allowances 

Total social services, (after interactions) 
Grand total (after interactions) 1 

Health: 
Exclusion of employer contributions for medical 

insurance premiums and medical care 
Deductibility of medical expenses 
Exclusion of interest on State and local debt for 

private nonprofit health facilities 
Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 

Total (after interactions) 
Income security: 

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

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of special benefits for disabled coal 
miners 

Exclusion of untaxed unemployment insurance ben-
efits 

Exclusion of military disability pensions 
Net exclusion of pension contributions and earn-

ings-. 
Employer plans 
Individual Retirement Accounts 
Keogh plans 

Exclusion of other employee benefits: 
Premiums on group term life insurance 
Premiums on accident and disability insurance.... 
Income of trusts to finance supplementary un-

employment benefits 
Additional exemption for the blind 
Additional deduction for the blind 
Additional exemption for elderly 
Additional deduction for the elderly 
Tax credit for the elderly and disabled 
Deductibility of casualty losses 
Earned income credit3 

Total (after interactions) 1 

Social Security: 
Exclusion of social security benefits: 

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

Total (after interactions) 

430 255 400 

2,435 

600 

1,125 

580 

720 

540 

600 
3,780 

580 
2,450 

540 
1,980 

6,510 

12,015 

12,265 * 

175 
12,440 
28,055 

29,910 
3,825 

45 
1,625 

7,075 

8,875 * 

185 
9,060 

20,345 

28,730 
2,325 

2,105 
295 * 

2,400 

2,250 
285 * 

2,535 

2,250 
270 * 

2,520 

1,730 1,250 

35,465 

420 
2,500 

580 

32,305 

400 
2,425 

490 

145 

1,080 
120 

71,940 
22,470 
3,730 

2,960 
175 

30 
35 

2,785 

110 
270 
700 

107,850 

1,195 
13,270 
3,920 

18,385 

130 

270 
110 

64,505 
15,150 
2,820 

2,730 
160 

30 
10 
10 

710 
810 
105 
230 

1,110 
90,360 

1,145 
12,980 
3,S 

17,925 
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Table G - l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1986 1987 

Individuals 

1986 1987 

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

veterans housing 
Total (after interactions) 

General government: 
Credits and deductions for political contributions 

General purpose fiscal assistance: 
Exclusion of interest on public purpose State and 

local debt 
Deductibility of nonbusiness State and local taxes 

other than on owner-occupied homes 
Tax credit for corporations receiving income from 

doing business in United States possessions 
Total (after interactions) 

Interest: 
Deferral of interest on savings bonds 

2,010 2,235 2,330 

1,705 
195 
105 

290 
2,295 

220 

7,160 

23,965 

3,155 
5,165 

2,855 
5,090 

2,415 
4,745 31,125 

825 

1,585 
120 
85 

295 
2,085 

55 

7,875 

18,235 

1,440 
80 
70 

305 
1,895 

8,040 

14,845 

26,110 

790 

22,885 

710 

* $2.5 million or less. All estimates have been rounded to the nearest $5 million. 
1 Totals include only pre-1983 budget method. 
2 In addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $400 million in 1986, $340 

million in 1987, and $300 million in 1988. 
3 The figures in the table indicate the tax subsidies provided by the earned income tax credit. The effect on outlays is: 1986, $1,415 million; 

1987, $1,491 million; 1988, $2,910 million. 
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REVENUE LOSS ESTIMATES FOR T A X EXPENDITURES 

Table G-2 shows the estimated revenue loss associated with each 
tax subsidy item for which an outlay equivalent estimate was 
provided in table G-l. As explained in the text under the heading 
"Measuring Tax Expenditures," revenue loss estimates do not take 
into account the additional resources (if any) that would be re-
quired 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 previously explained, these revenue 
loss estimates are not equivalent to estimates of the increase in 
Federal receipts that would accompany the repeal of tax expendi-
ture provisions. 

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

Description 

Fiscal years 

Corporations 

1986 1987 

Individuals 

1986 1987 

National defense: 
Exclusion of benefits and allowances to Armed 

Forces personnel 
International affairs: 

Exclusion of income earned abroad by United 
States citizens 

Exclusion of income of foreign sales corporations 
(ESC) 

Inventory property sales source rules exception 
Certain nonfinancial institutions operations interest 

allocation rules exception 
Deferral of income from controlled 

foreign corporations: 
Pre-1983 budget method 
Post-1982 budget method 

General science, space, and technology: 
Expensing of research and development expendi-

tures: 
Pre-1983 budget method 
Post-1982 budget method 

Credit for increasing research activities 
Suspension of the allocation of research and ex-

perimentation expenditures 
Energy: 

Expensing of exploration and devel-
opment costs: 

Oil and gas 
Other fuels 

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

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

development bonds for certain energy facilities... 
Residential energy credits: 

Supply incentives 
Conservation incentives 

2,095 

1,490 

2,050 

1,555 

1,925 

1,630 

945 

390 

960 
320 

15 

210 

915 
495 

40 

70 

635 1,170 1,405 25 

665 

260 

-1,110 
35 

200 
235 

10 

- 2 5 

1,815 

350 

-1,300 
35 

165 
205 

5 

- 2 5 

750 

140 

-955 
35 

115 
140 

15 

60 

" 2 0 

600 425 455 

- 2 5 

905 
15 
75 

210 

315 
190 

625 
15 
45 

215 

55 

410 
15 

190 
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Table G-2. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1986 1987 1988 

Individuals 

1986 1987 

Alternative, conservation and new 
technology credits: 

Supply incentives 
Conservation incentives 

Alternative fuel production credit 
Alcohol fuel credit1 

Energy credit for intercity buses 
Special rules for minning reclamation reserves 

Natural resources and environment: 
Expensing of exploration and development costs, 

nonfuel minerals 
Excess of percentage over cost depletion, nonfuel 

minerals 
Exclusion of interest on State and local IDBs for 

pollution control and sewage and waste disposal 
facilities 

Tax incentives for preservation of historic struc-
tures 

Capital gains treatment of iron ore 
Capital gains treatment of certain timber income 
Expensing of multiperiod timber growing costs 
Investment credit and seven-year amortization for 

reforestation expenditures 
Agriculture: 

Expensing of certain capital outlays 
Expensing of certain multiperiod production costs.... 
Treatment of loans forgiven solvent farmers as if 

insolvent 
Capital gains treatment of certain income 
Special investment tax credit carryback rules for 

farming 
Commerce and housing credit: 

Dividend exclusion 
Exclusion of interest on small issue industrial 

development bonds 
Exemption of credit union income 
Excess bad debt reserves of financial institutions.... 
Exclusion of interest on life insurance savings 
Deduction for special percentage of taxable income 

for life insurance companies 
Deductibility of interest on consumer credit 
Deductibility of mortgage interest on owner-occu-

pied homes 
Deductibility of property tax on owner-occupied 

homes 
Exclusion of interest on State and local housing 

bonds for owner-occupied housing 
Exclusion of interest on State and local debt for 

rental housing 
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 

265 * 

20 
5 
5 

35 

30 

300 

-305 

150 * 

320 

290 * 

10 
5 * 

40 

30 

280 

-230 

140 * 

155 
100 

40 

65 

120 * 

10 
5 * 

40 

30 

220 

-225 

135 

15 10 

5 

15 

1,905 

280 
15 
90 

170 

40 

70 

180 

425 

35 10 
10 

605 

5 

15 

1,965 

305 
10 
60 
35 

175 

425 

10 
125 

-400 
195 
480 

-395 
190 
365 

-265 
175 
55 

535 

3,175 

365 

3,195 

6,990 6,130 

1,425 910 

510 

340 

2,190 

495 

335 

905 

430 

280 

17,945 

30,435 

8,560 

1,540 

900 

28,820 
1,985 

925 

12,065 

24,920 

8,030 

1,570 

975 

22,520 
2,285 

1,065 
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Table G-2. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Fiscal years 

Corporations 

1986 1987 

Individuals 

1986 1987 1988 

Carryover basis of capital gains at death 
Investment credit, other than ESOP's, rehabilitation 

of structures, energy property, and reforestation 
expenditures 

Special investment credit carryback rules for steel 
companies 

Accelerated depreciation on rental 
housing: 

Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of build-
ings other than rental housing: 

Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of machin-
ery and equipment: 

Pre-1983 budget method 
Post-1982 budget method 

Safe harbor leasing rules 
Amortization of start-up costs 
Reinvestment of dividends in public utility stock 
Reduced rates on the first $100,000 of corporate 

income: 
Pre-1983 budget method 
Post-1982 budget method 

Transportation: 
Deferral of tax on shipping companies 
Exclusion of interest on State and local bonds for 

mass commuting vehicles 
Deduction for motor carrier operating rights 

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

(other than historic) 
Exclusion of interest on IDBs for airports, docks 

and sports and convention facilities 
Education, training, employment, and social serv-

ices: 
Exclusion of scholarship and fellowship income: 

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of interest on State and local student 
loan bonds 

Exclusion of interest on State and local debt for 
private nonprofit educational facilities 

Parental personal exemption for students age 19 
or over 

Deductibility of charitable contributions (educa-
tion) 

Employer educational assistance 
Exclusion of employer provided child care 
Exclusion of employee meals and lodging (other 

than military) 

17,305 12,260 

1,605 1,570 

8,350 

565 

1,235 

4,940 

2,750 

5,685 

1,935 

12,385 

1,260 

1,105 1,300 1,160 

3,525 3,505 3,110 1,515 1,680 1,690 

30,260 25,075 23,165 8,750 

1,700 
25 

4,655 

130 

- 5 
5 

15 

165 

- 7 0 

480 

1,065 
20 

690 
20 220 

280 

7,745 

200 

7,480 

165 

4,645 3,910 

115 

- 5 

115 

20 

15 
5 

130 

- 7 0 

15 
25 

100 

- 7 0 

110 

655 

705 

40 * 

30 
75 

95 

710 

650 

30 

30 
295 

65 

680 

535 

70 

470 440 

280 

265 

1,220 

1,160 
75 
20 

850 

290 

300 

2,060 

870 
80 
30 

745 

250 

250 

2,305 

815 
25 
40 

685 
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Table G-2. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1986 1987 1988 

Individuals 

1986 1987 

Exclusion of contributions to prepaid legal services 
plans 

Investment credit for ESOPs 
Credit for child and dependent care expenses 
Targeted jobs credit 
Deduction for two earner married couples 
Deductibility of charitable contributions, other than 

education and health 
Deductions for certain adoption expenses 
Exclusion of parsonage allowances 

Health: 
Exclusion of employer contributions for medical 

insurance premiums and medical care 
Deductibility of medical expenses 
Exclusion of interest on State and local debt for 

private nonprofit health facilities 
Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 

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

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of special benefits for disabled coal 

60 75 
1,165 665 230 

430 255 405 

595 585 545 

70 
295 

65 
290 

55 
270 

3,170 
80 

6,530 

12,025 * 

140 

23,435 
3,755 

2,165 
1,705 

3,455 
45 

4,875 

9,005 * 

150 

23,305 
3,130 

2,350 
1,270 

450 
2,425 

580 

370 
2,505 

495 

miners 
Exclusion of untaxed unemployment insurance ben-

efits 
Exclusion of military disability pensions 
Net exclusion of pension contributions and earn-

ings: 
Employer plans 
Individual Retirement Accounts 
Keoghs 

Exclusion of other employee benefits: 
Premiums on group term life insurance 
Premiums on accident and disability insurance.... 
Income of trusts to finance supplementary un-

employment benefits 
Additional exemption for the blind 
Additional deduction for the blind 
Additional exemption for elderly 
Additional deduction for the elderly 
Tax credit for the elderly and disabled 
Deductibility of casualty losses 
Earned income credit2 

Social Security: 
Exclusion of social security benefits: 

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

Veterans benefits and services: 
Exclusion of veterans disability compensation 
Exclusion of veterans pensions 

145 

1,085 
120 

48,950 
14,890 
2,135 

2,200 
130 

30 
35 

2,750 

105 
275 
590 

1,195 
13,275 
3,905 

1,700 
195 

135 

690 
110 

45,725 
13,890 
2,070 

2,120 
120 

30 
15 
10 

1,135 
790 
100 
230 
540 

1,145 
12,945 
3,815 

1,605 
130 
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Table G-2. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Description Corporations Individuals Description 

1986 1987 1988 1986 1987 1988 

Exclusion of Gl bill benefits 105 90 75 
Exclusion of interest on State and local debt for 

105 90 75 

veterans housing 75 70 60 225 220 190 
General government: 

Credits and deductions for political contributions 260 220 
General purpose fiscal assistance: 

260 220 

Exclusion of interest on public purpose State and 
local debt 2,170 2,225 2,000 7,420 7,995 6,950 

Deductibility of nonbusiness State and local taxes 
other than on owner-occupied homes 23,985 18,800 14,995 

Tax credit for corporations receiving income from 
23,985 18,800 14,995 

doing business in United States possessions 1,895 1,855 1,690 
Interest: 

1,895 1,855 1,690 

Deferral of interest on savings bonds 820 810 745 820 810 745 

*$2.5 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 $400 million in 1986, $340 

million in 1987, and $300 million in 1988. 
2 The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1986, $1,415 million; 1987, 

$1,491 million; 1988, $2,910 million. 
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TAX EXPENDITURES 
The Congressional Budget Act of 1974 (Public Law 93-344) re-

quires that a list of tax expenditures be included 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 liability." 

The definition of a tax expenditure draws a distinction between 
the baseline provisions of the tax structure and special or preferen-
tial provisions that are exceptions to the baseline structure. Public 
Law 93-344 does not, however, specify the baseline provisions of 
the tax law, so deciding which provisions are special or preferential 
is necessarily a matter of judgment. 

Prior to 1983, the list of tax expenditures in Special Analysis G 
was almost identical to those published by the Congressional 
Budget Office and the Joint Committee on Taxation. Both the 
executive branch and congressional staffs used the same concept— 
a "normal tax"—as the baseline. The normal tax standard they 
used is a variant of a comprehensive income tax. 

After 1982, tax expenditures in Special Analysis G were identi-
fied using an alternative baseline, the "reference tax law." This 
year's Special Analysis G again displays tax expenditures identified 
by both the reference tax baseline and the normal tax baseline. In 
the following sections both baselines are described in general 
terms, then the conceptual and practical differences between them 
are discussed, and finally the major categories of tax expenditures 
are reviewed. 

Before proceeding with this discussion it will be helpful to under-
stand how the Tax Reform Act of 1986 (Public Law 99-514) has 
affected the fiscal year 1988 tax expenditure budget. First, certain 
tax expenditures were repealed outright, or restricted in scope, 
while some new tax expenditures were enacted. Second, the act 
altered the reference tax law and thereby changed the list of tax 
expenditures identified by this standard. These two changes are 
discussed below. Finally, the reductions in individual and corporate 
tax rates called for by the act have reduced the value of almost all 
tax expenditures. The top individual marginal tax rate was reduced 
from 50 percent to 38.5 percent in 1987 and to 28 percent in 1988. 

G - l 
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The maximum corporate tax rate was reduced from 46 percent to 
40 percent in 1987 and to 34 percent in 1988. Thus the value of 
preferential deductions taken by individuals in the top income 
bracket was reduced by 23 percent in 1987 and by another 21 
percent in 1988, a total of 44 percent as compared with 1986. For 
corporations, the value of preferential deductions was reduced by 
13 percent for each of the two years, a total of 26 percent. 

In preparing the President's 1985 tax reform proposals and in 
the course of the subsequent legislative debate on the Tax Reform 
Act, a number of questions were raised concerning the normal tax 
and reference tax law standards used for identifying tax expendi-
tures. A number of provisions in the tax law were discovered that 
could have been included in previous tax expenditure budgets. The 
knowledge gained from tax reform is now being used to conduct a 
comprehensive review of the tax expenditure budget concepts. 

PRE-1983 BUDGET CONCEPTS 

The "normal tax" structure used for identifying expenditures is 
quite similar to a comprehensive income tax. Such a tax defines 
taxable income as the sum of consumption, all other taxes, and the 
change in net wealth in a given period of time. The normal tax is 
not limited to a particular structure of tax rates, or by a specific 
definition of the taxpaying unit (as between families and individ-
uals). It also permits personal exemptions and a standard deduc-
tion. In addition, the normal tax, like a pure comprehensive 
income tax, allows deductions from gross income when these are 
expenses incurred to earn income and are subtracted in order to 
arrive at a measure of taxable income. Examples are the deduc-
tions for interest incurred in financing income-producing assets 
and for employee business expenses. The normal tax structure, 
however, does make several major departures from a truly compre-
hensive income tax. For example: 

• Under the normal tax structure, income is taxed when real-
ized, not as it is accrued. Thus, for example, the tax deferred 
on unrealized capital gains is not regarded as a tax expendi-
ture. 

• The current tax system taxes only cash income, and this is 
reflected in the normal tax structure. The benefits that house-
holds receive from using their own capital to produce goods 
and services for their own consumption are not included in 
taxable income. Thus, the exclusion from tax of imputed 
income from owner-occupied homes or the tax-free consump-
tion by farmers of products grown on their farms, is not a tax 
expenditure. 

• The normal tax structure includes a separate tax on corpora-
tion income. The additional revenue resulting from the unin-
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tegrated corporation tax could well be considered a "negative" 
tax expenditure if the normal tax base were defined as the 
comprehensive income of individuals, with corporate retained 
earnings attributed to individual shareholders. 

• The normal tax structure does not adjust the basis of capital 
assets or debt for changes in the price level during the time 
assets are held. Thus it overstates real capital gains, interest 
income or interest costs, and understates depreciation when 
there is inflation. If the normal tax were a comprehensive 
income tax, failure to take account of inflation in measuring 
depreciation, capital gains, and interest income would be re-
garded as a negative tax expenditure. A failure to take ac-
count of inflation in measuring interest costs would be regard-
ed as a positive tax expenditure, or subsidy for borrowing. 

Notwithstanding these exceptions, the normal tax concept can be 
thought of as a practical compromise with the ideal of a compre-
hensive income tax, one that avoids certain complexities while 
preserving the general idea. Nevertheless, one could use a truly 
comprehensive income tax as a standard where the failure to in-
clude accrued but unrealized income in the tax base would be a tax 
expenditure. Alternately, the standard could be a comprehensive 
personal tax on consumption. Here the failure to tax income that is 
accrued but not realized would not be a tax expenditure, because 
under a consumption based tax income earned but not consumed is 
not taxable. 

POST-1982 BUDGET CONCEPTS 

Both definition and measurement of tax expenditures have un-
dergone major changes in recent years. Two types of items had 
been identified as tax expenditures in previous budgets: deviations 
from general rules that could be compared to the subsidy and 
transfer programs on the outlay side of the budget, and more 
general deviations from some normative, comprehensive tax stand-
ard. The second group is no longer considered as tax expenditures. 

To identify the "special" provisions that substitute for outlay 
expenditures, tax expenditure budgets since fiscal year 1983 were 
constructed using a revised baseline with an added selection crite-
rion. Under this procedure, a provision in the tax laws is listed as a 
tax expenditure if: (a) the tax law would enable a taxpayer to 
determine his tax liability in the absence of the provision, i.e., the 
particular provision is an exception to a general rule that is part of 
the "reference tax law"; and (b) the provision is sufficiently narrow 
in scope that it could be replaced by an expenditure program 
administrable by a Federal agency other than the Internal Reve-
nue Service. 
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Beginning with the fiscal year 1983 budget, tax expenditures 
have also been estimated in terms of taxable "outlay equivalents." 
This allows a comparison of the resource cost of tax expenditure 
programs with other Federal Government expenditures, which are 
pre-tax magnitudes. There are two reasons why taxable "outlay 
equivalents" can be larger than revenue loss estimates. 

The first reason is that some tax provisions are equivalent to tax-
free grants. When tax benefits are not taxed themselves, it in-
creases the subsidy by an amount equal to the additional "tax 
saving" resulting from the tax exemption. For example, the Feder-
al Government provides a 20-percent tax credit to the companies 
that increase their research and experimentation (R&E) expendi-
tures above a certain threshold. If companies making R&E expendi-
tures were provided a direct grant, the grant would be included in 
their taxable income and would be subject to tax. The R&E tax 
credit however, is not included in the taxable income of the compa-
ny, and thus it is equivalent to a tax-free grant. The outlay equiva-
lent of the R&E credit is therefore larger than the revenue loss 
associated with tax credits claimed. 

The difference between "outlay equivalents" and revenue losses 
does not arise for all provisions which are equivalent to tax-exempt 
grants. If the grant is contingent on individuals' consumption deci-
sions, then the grant is a price reduction, not an increase in the 
individuals' taxable income. For instance, the mortgage interest 
deduction reduces the after-tax interest rate on mortgage financing 
and lowers individuals' taxes payable, but does not increase their 
pre-tax incomes. 

The second reason for a difference between taxable "outlay 
equivalents" and revenue losses occurs when revenue losses are 
partially offset by the loss of a tax benefit. For instance, the Targeted 
Jobs Tax Credit (TJTC) is equivalent to a taxable grant, because 
companies must include the amount of the tax credit earned in 
taxable income by reducing the amount of deductions for wages by 
the amount of the credit. The TJTC revenue estimate assumes that 
companies' taxes will be increased due to these lower wage deduc-
tions, which partially offsets the amount of credits received. Feder-
al budget expenditures which are taxable are not estimated taking 
into account changes in taxable income resulting from the taxable 
grant. Thus, if an equivalent targeted jobs program paid out $1 
million, then the budget outlay would show $1 million, even though 
the equivalent tax credit program would show a revenue loss of 
less than $1 million. The outlay equivalent estimates make the 
budget cost of tax subsidies equivalent to comparable budget cost 
estimates of outlay programs. 

Neither the Congressional Budget Office nor the Joint Commit-
tee on Taxation has adopted the reference tax law standard. Both 
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continue to use the modified income tax norm, described above, as 
their basis for identifying tax expenditures. As a consequence, the 
list of tax expenditures in the 1983 and 1984 Special Analysis G did 
not fully correspond to these other lists of tax expenditures. Some 
have found these discrepancies confusing. Beginning with the 1985 
budget, therefore, both groups of tax expenditures have been listed 
in Special Analysis G. The discussion below sets out in greater 
detail the reference tax law used to identify the narrower set of tax 
expenditures and identifies some of the differences between this 
reference tax law and the normal income tax standard used prior 
to 1983. 

REFERENCE TAX RULES AND COMPARISON TO NORMAL TAX 
STANDARD 

The reference tax rules from which departures represent expend-
iture-like government programs include: 

1. Definition of the taxpaying unit The taxpaying units are the 
same in the normal and reference tax structures with one major 
exception.1 In the normal tax, controlled foreign corporations are 
not regarded as entities separate from their controlling U.S. share-
holders. Therefore, the deferral of tax on income received by con-
trolled foreign corporations is regarded as a tax expenditure. In 
contrast, except for tax haven activities, the reference tax rules 
follow the current tax system in treating controlled foreign corpo-
rations as separate taxable entities whose income is not subject to 
U.S. tax until distributed to U.S. taxpayers. Under that definition 
of the tax unit, deferral of tax on controlled foreign corporation 
income is not a tax expenditure because U.S. taxpayers generally 
are not taxed on accrued, but unrealized income. The Tax Reform 
Act of 1986 generally did not change these provisions, so the refer-
ence tax law is unchanged. 

2. Tax rate schedules. Separate schedules apply to the various 
taxpaying units. These schedules are all included in the reference 
tax system. The Tax Reform Act of 1986 reduced the number of 
personal income tax brackets and reduced marginal tax rates. Cor-
porate tax rates were also reduced, and one bracket eliminated. 
The normal tax system is similar, except that it specifies a single 
rate (the current maximum rate) on corporate income. The lower 
tax rates applied to the first $75,000 of corporate income are thus 
regarded as a tax expenditure. 

1 The Internal Revenue Service code identifies as taxpaying units individuals (single, married, head of 
household), corporations (except those electing subchapter S treatment), cooperatives, real estate investment 
trusts, and other financial organizations that attribute their income to members in whose hands it is taxable, as 
well as trusts and estates (to the extent income is not distributed to beneficiaries). Certain otherwise taxable 
corporations and associations whose activities and ownership meet the requirements of section 501 are exempt 
from income tax, as are government-owned enterprises encompassed by section 115. 
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3. General accounting rules for determining income subject to the 
tax. Income subject to tax is defined as gross income less the costs 
of earning that income. The Federal income tax has always defined 
gross income to include: (1) consideration received in the exchange 
of goods and services, including one's labor services, or property; 
and (2) the taxpayer's share of gross, or net income earned and/or 
reported by another entity.2 Under the reference tax rules, there-
fore, gross income does not include gifts, defined as receipts of 
money or property that are not consideration in an exchange, or 
most transfer payments, which can be thought of as gifts from the 
Government. Gross income does, however, include transfer pay-
ments associated with past employment, such as social security 
benefits. The normal tax baseline also excludes gifts between indi-
viduals from gross income. Under the normal tax baseline used 
prior to 1983 however, all cash transfer payments from government 
to private individuals are counted in gross income, and exemptions 
of such transfers from tax are identified as tax expenditures. 

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

In the particular cases of individuals who hold "passive" equity 
interests in businesses for which they report pro rata shares of 
sales and expenses, the Tax Reform Act of 1986 imposed restric-
tions limiting the amounts of the above deductions reportable in a 
year. For these purposes, a "passive" business activity is defined to 
be one in which the holder of the interest, usually a partnership 
interest, does not actively perform managerial or other participa-
tory functions. For all his interests in "passive activities" the tax-
payer may generally report no larger deductions for a year than 
will reduce his taxable income from such activities to zero. Deduc-
tions in excess of the limitation may be taken in subsequent years, 
or when the interest is liquidated. 

With one exception, both the reference and normal tax law 
standards have incorporated the general statutory provisions gov-
erning these allowable deductions. The exception is the rule for 

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

3 Such as compensation of employees, goods and services purchased from other firms, royalties paid. 
4 Depreciation in the case of machinery, equipment, and structures and depletion in the case of mineral 

deposits. 
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determining tax depreciation allowances. Under the reference tax 
law standard, the accelerated cost recovery system (ACRS) allow-
ances for property placed in service before January 1, 1987, serve 
as the baseline. The system of depreciation allowances provided by 
the Tax Reform Act of 1986 (see below) is the reference tax law 
baseline for investments placed in service beginning with January 
1, 1987. Thus, under the reference tax law standard, there are no 
tax expenditures from "accelerated depreciation." 

Under the normal tax standard baseline, however, the deprecia-
tion for personal property is determined by using statutory acceler-
ated methods 5 over tax lives equal to mid-values of the asset 
depreciation range (ADR).6 The depreciation baseline for real prop-
erty is computed using 40-year straight line depreciation. Conse-
quently, from 1981 through 1986, the ACRS depreciation provisions 
generated tax expenditures under the normal tax baseline. Since 
the Tax Reform Act of 1986 provides depreciation allowances ap-
proximately equal to those in the normal tax baseline for machin-
ery and equipment, post-1986 investment will no longer generate 
tax expenditures under either standard for investments of this 
type. 

In addition to determining what must be included in gross 
income and what can be deducted, an operational income tax 
system also stipulates rules for valuing the exchange of goods and 
services and specifies when gross income is reportable and when 
deductions may be taken. On these matters, both the reference and 
normal tax law standards embody the provisions of enacted law 
including: (1) valuation is determined at the time transactions 
occur (realization as opposed to accrual accounting); (2) the market 
value of services from owner occupied housing and other durable 
goods or self-produced income, such as do-it-yourself repairs and 
maintenance, are excluded; (3) historical costs determine allowable 
deductions for capital cost recovery and the gain on the sale of an 
asset (no inflation adjustments); (4) current expenses are deductible 
from gross income in the period when the transaction is completed, 
while capital expenditures are recovered by depreciation or deple-
tion deductions over the asset's productive life; and (5) the account-
ing period to determine income subject to tax, computing tax due 
and payable, and the dates when tax must be paid, as specified. 

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

5 Declining balance at double the straight-line rate or sum-of-years digits. 
6 A statutory system in effect from 1971 through 1980. 
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MAJOR DEPARTURES FROM THE REFERENCE RULES 

Beginning with the 1983 budget, the reference tax law standard 
has been used to identify as tax expenditures provisions that can 
be thought of as substitutes for budget outlays. For example: 

• Current law excludes some forms of employee compensation, 
such as certain military housing and food allowances or em-
ployer-paid fringe benefits, from employees' gross income al-
though they are clearly part of an employee's total compensa-
tion and are properly deductible from the gross income of the 
trade or business of employers who are taxable entities. 

• The interest payments on State and local tax-exempt govern-
ment bonds are no less income than interest, dividends, rents, 
and royalties received from other sources, but they are not 
included in the bondholder's gross income. 

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

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

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

• Individuals may deduct contributions to charitable, education-
al, scientific, or religious organizations. 

• Some oil, gas, and mineral producers may deduct a percent-
age depletion allowance that is not limited to recovery of the 
cost of acquiring the deposit. In addition, some investments in 
this type of property may be deducted in the year incurred, 
rather than capitalized and recovered as production ensues. 
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These special rules permit investment costs to be recovered 
more rapidly than the reference tax rules generally allow. 
They, in fact, often permit more than the full investment to 
be recovered tax free. 

• Individuals are allowed to deduct mortgage interest from 
their pre-tax incomes, although they have not reported the 
(imputed) gross income they receive from the housing that the 
mortgages finance. 

These particular exceptions to the general rules for computing 
taxable income have direct incentive effects that could just as well 
be obtained with outlay programs. Matching grants to qualified 
organizations based on contributor support could replace the 
charitable deductions. Direct subsidies paid to mineral producers 
could replace the preferential treatment of oil and mineral invest-
ments. Expanded Federal mortgage interest subsidy programs 
could substitute for the deductibility of mortgage interest. 

Finally, there are special exceptions to the general rules for 
determining net income tax due and payable. After a taxpayer has 
determined his pre-tax income, taking into account all preferential 
exclusions from gross income and all the special deductions, and 
has applied the appropriate tax rate schedule, there are still other 
exceptions to consider before arriving at the amount he must pay. 
For example, the taxpayer may take as credits against his tax 
otherwise due and payable amounts determined by expenditures 
during the tax year on: 

• Child and dependent care. 
• Newly constructed or substantially rehabilitated low-income 

housing. 
• Incremental research and experimentation. 
• Rehabilitating old and historic structures. 

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

All of these examples are tax expenditures using either the 
reference tax rules or the normal tax rules. The major tax expendi-
tures defined according to the normal tax baseline that are not tax 
expenditures according to the reference tax rules are: deferral of 
income of controlled foreign corporations, expensing of research 
and development expenditures, progressive corporation income tax 
rates, the tax exemption for certain government transfer pay-
ments, and the difference between statutory depreciation rules 
(ACRS) for investments made between 1981 and 1986 and rules 
providing a more accurate measure of economic income. 

MEASURING TAX EXPENDITURES 

Presenting budget outlays along functional lines, as in Part 5 of 
the Budget, is a way of showing how the Federal Government 

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

1989



F-88 THE BUDGET FOR FISCAL YEAR 1989 

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

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

When functional budget outlay figures are used to evaluate the 
costs of specific programs, it is essential that the outlay figures be 
both consistent and comprehensive. In particular, these costs 
should reflect the pre-tax price of the resources. The market value 
of the goods and services included in GNP covers indirect taxes 
(sales and property taxes) as well as before tax incomes of wage 
earners and property owners.7 Consistency requires that all budget 
outlay measures also be stated in pre-tax magnitudes. Outlays for 
the purchase of goods and services are generally gross of taxes.8 

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

The estimates of tax expenditures in table G- l conform to the 
functional budget classification for outlays. Table G- l figures are 

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

be paid as determined by the reference tax law in effect. 
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estimated as outlay equivalents, the magnitudes of which are con-
sistent with direct budget outlays. The entries represent amounts 
that could be added to the other functional budget outlays while at 
the same time being added to budget receipts to provide a more 
consistent and comprehensive display of the resource reallocations 
produced by Federal fiscal measures. 

All tax expenditure estimates reported were prepared by the 
Treasury Department and are based upon income tax law enacted 
as of December 31, 1987. In table G-l the estimates show the 
expenditure equivalent of each special tax provision by fiscal year. 
In estimating tax expenditures it is assumed—as is true for esti-
mates of out-year budget outlays—that the existing tax structure is 
unchanged. Aggregate output and income estimates are the same 
as those used for the 1989 budget estimates. In table G-2 the 
estimates show the revenue loss of each special tax provision by 
fiscal year. They do not account for the nontaxability of certain of 
the items and therefore, are not comparable to the taxable outlay 
figures in the budget. 

The tax expenditure estimates presented in this Special Analysis 
should not be interpreted as estimates of the increase in Federal 
receipts or the reductions in budget deficits that would accompany 
the repeal of the special provisions. There are four reasons why 
such an interpretation is not possible. 

First, repeal of some provisions could affect levels of income and 
rates of economic growth. Consequently, large changes in tax ex-
penditures could be expected to alter projected growth rates for 
aggregate national income and product and thus, the tax base over 
the forecast period. All receipts and expenditures in the budget are 
based, however, on projections of income and growth that assume 
all existing laws will continue.9 

Second, many individual tax expenditures, like some subsidy pro-
grams financed by outlays, are not independent of each other. If 
one subsidy program is repealed or severely curtailed, it is fre-
quently the case that the demand for, and cost of, other Federal 
subsidy programs will be increased. For example, if the exclusion of 
employer-paid medical insurance from the gross income of employ-
ees were repealed, other tax-exempt forms of compensation, such as 
employer-paid pensions, would probably expand. Thus, the net 
effect on the budget of repealing the exclusion of employer-paid 
medical insurance would not equal the estimated cost of that tax 
expenditure, but a smaller amount after subtracting some increase 
in tax expenditures for pensions or other fringes. Similarly, a cut 
in support prices for one commodity might very well result in an 
increase in outlays for other price-supported commodities. 

9 Except as amended by proposals made in the budget. 
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Third, tax expenditures are all cleared through individual and 
corporation tax accounts and, for this reason, their values become 
interdependent. For example, excluding interest received from 
State and local governments lowers a taxpayer's taxable income, 
and in a tax system with progressive tax rates, this can reduce the 
value of other tax deductions, such as charitable contributions. If 
the interest exclusion alone were repealed, some taxpayers could 
be thrust into higher tax brackets, automatically increasing the 
value of charitable contributions and their budget cost, even if 
taxpayers did not make larger contributions. On the other hand, if 
both the interest exclusion and the charitable deduction were re-
pealed simultaneously, the increase in tax liability would be great-
er than the sum of the two separate tax expenditures, each esti-
mated assuming that the other remains in force. 

Finally, the annual value of tax expenditures for tax deferrals, 
like the outlay figures for government lending programs, is highly 
time-dependent while the unified budget is largely prepared on a 
strict cash receipts and disbursement basis. For example, the 
annual budget cost of tax deferrals due to the exclusion from 
employees' gross income of employers' contributions to employee 
pension plans is the sum of two exclusions: the employers' current 
year pension plan contributions and the current year pension fund 
asset earnings, both accruing to the current benefit of employees 
but not included in their gross income. If the tax expenditure 
composed of these two exclusions were repealed, the immediate 
budget impact would be to tax the employees on the employers' 
current year contributions and the current year pension fund asset 
earnings. As the existing population of covered employees retired 
and received their annuities, thereby depleting the stock of asset-
reserves previously accumulated with untaxed dollars, the deficit-
reducing impact of repealing this tax expenditure would be fully 
registered in the budget. 

TAX EXPENDITURES BY FUNCTION 

The 1987-89 outlay equivalent estimates of tax expenditures are 
displayed by functional category in table G- l and revenue loss 
estimates for the same items are shown in table G-2. Whenever an 
item is identified as a tax expenditure under the normal tax rules, 
but not the reference tax rules, it is indicated by the designation, 
"Pre-1983 budget method" in the table. In these cases a line also 
appears, designated as "Post-1982 budget method" showing that tax 
expenditures for this item would be zero using the reference tax 
rules. The headings are the functional categories used in Part 5 of 
the Budget. 

Because the sources of data for estimating tax expenditures are 
largely corporation and individual income tax returns, the esti-
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mates are arrayed by type of return. It must be emphasized, how-
ever, that listing estimates under the corporation and individual 
headings does not imply that these categories of filers benefit from 
the special tax provisions in proportion to the respective tax ex-
penditure amounts shown. Rather, these breakdowns principally 
show the specific tax accounts through which the cost of the pro-
gram is cleared. Corporations as such neither pay tax nor receive 
Government payments. They are the institutional conduit through 
which their employees, creditors, and stockholders engage in ex-
changes with customers and the Government. Thus, the reduction 
in taxes of corporations resulting from minerals tax preferences 
makes possible higher wages and more employment for mineral 
workers, higher royalties payable to mineral land owners, and 
lowers the price of minerals. Little, if any, of the subsidy remains 
in the pockets of the corporations' creditors and equity holders in 
the form of higher interest rates or excessive rates of return. 
Similarly, the exemption from Federal income tax of interest paid 
by State and local governments provides a subsidy to those govern-
ments in the form of lower borrowing rates. Individual and corpo-
rate holders of such debt only benefit from the tax exemption to 
the extent their marginal tax rates exceed the percentage spread 
between taxable and nontaxable interest rates. 

With these caveats in mind, a review follows of the tax expendi-
ture estimates by functional category, as shown in tables G- l and 
G-2, that are departures from both the reference and normal tax 
law unless otherwise specifically identified. 

National defense.—The housing and meals provided military per-
sonnel, either in cash or in kind, are excluded from income subject 
to tax. 

International affairs.—A U.S. citizen or resident alien who re-
sides in a foreign country or who stays in one or more foreign 
countries for a prescribed period is allowed tax relief on foreign 
earnings. Beginning in 1982, the prescribed period is a minimum of 
11 out of the past 12 months. 

Eligible taxpayers may exclude $70,000 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. These provisions do not apply to persons who are em-
ployed by the U.S. Government. However, they do apply to some 
persons paid from public funds. The tax expenditure estimate also 
reflects another provision that excludes from their taxable income 
certain allowances received by Federal employees working abroad. 
The effect of these two provisions is to reduce the employers' cost 
of employing U.S. taxpayers abroad. 

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

With certain limited exceptions, the income of foreign corpora-
tions controlled by U.S. shareholders is not subject to U.S. taxation 
because, under the reference tax rules, corporations chartered and 
operating in foreign countries are not subject to U.S. income re-
porting and taxation. The income of those foreign corporations 
becomes taxable only when the controlling U.S. shareholders re-
ceive dividends or other distributions from their foreign stockhold-
ing. 

The normal income tax standard defines a controlling interest in 
a foreign corporation as ownership of more than 50 percent of the 
foreign corporation's common stock by U.S. shareholders; each 
holding 10 percent or more of the stock, is considered a partnership 
interest held by the U.S. shareholders. Under the normal tax ac-
counting rules, the currently attributable foreign source pre-tax 
income from such an interest is subject to U.S. taxation, whether 
or not distributed. Thus, when the normal tax rule is taken as a 
baseline, the excess of controlled foreign corporation income over 
the amount distributed to a U.S. shareholder gives rise to a tax 
expenditure in the form of a tax deferral, that is, an interest-free 
loan. Foreign income eligible for such deferral was further restrict-
ed by The Tax Reform Act of 1986. 

The worldwide income of U.S. persons is taxable by the United 
States and a credit for foreign taxes paid is allowed. The amount of 
foreign taxes that can be credited is limited to the precredit U.S. 
tax on the foreign source income. An accurate "sourcing" of domes-
tic and foreign gross incomes and deductions is required, therefore, 
to determine the size of the credit and the U.S. tax owed.10 

General science, space, and technology.—The benefits of research 
and development expenditures are normally expected to continue 
for several years into the future. Such expenditures are treated 
like outlays for fixed capital under the normal income tax rules 
which means they would generate amortization deductions over the 
period they are productive. Calculating such deductions would be 
highly arbitrary, however, due to lack of a clearly defined norm for 
the expected amortization period. Current law allows the expensing 
of R&D expenditures, but this is a departure from the normal tax 
rules and is, therefore, considered a tax expenditure under this 
standard. It is not regarded as a tax expenditure under the refer-
ence tax rule, because Code section 174 makes such expensing the 
general tax rule. 

10 The Tax Reform Act of 1986 revised the sourcing rules extensively and provided two exceptions. The first is 
an exception for sales of inventory property that reduces the U.S. tax of exporters. The second exception is for 
financial institutions and certain financing operations of nonfinancial enterprises from the rules that require 
allocation of interest expenses between domestic and foreign activities of a U.S. taxpayer. 
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The Economic Recovery Tax Act of 1981 (ERTA) added a credit 
for additional investments in research activities. The credit was 
equal to 25 percent of the increase in certain research and experi-
mentation expenditures over the average expenditure during the 
preceding three years. In addition, the taxpayer was not required 
to reduce his otherwise allowable deduction for R&E expenses by 
the amount of credit he had taken. Although the credit expired at 
the end of 1985, it was reinstated through 1988 by the Tax Reform 
Act of 1986, but at a reduced rate of 20 percent. The act also 
tightened definitions of qualified R&E and provided a separate 
credit at the same rate, but with a fixed base, for grants to univer-
sities for basic research. 

As is discussed above, both the reference and normal tax rules 
for taxing foreign income require an accurate "sourcing" of deduc-
tions. Regulations issued in 1977 were designed to achieve a reason-
able allocation of R&E expenses as between domestic and foreign 
activities, but successive legislative enactments suspended the re-
quirement to allocate R&E expenses to foreign income until August 
1, 1986. The Tax Reform Act of 1986 then substituted for one year 
a statutory allocation rule which reduced by half the benefit en-
joyed by taxpayers during the suspension period. Currently, corpo-
rations are again required to follow the 1977 rules which contain 
no tax expenditure element. 

Energy.—Certain expenditures for discovering fuel mineral prop-
erties may be deducted current expenses rather than being capital-
ized and amortized over the productive life of the property. The tax 
treatment of a number of expenditures in this category departs 
from both the reference and normal tax rules. 

In the case of oil and gas investments, the intangible drilling 
costs (IDCs) of successful wells, such as wages, the costs of using 
machinery for grading and drilling, and the cost of nonsalvageable 
materials used in constructing wells, could be expensed prior to the 
enactment of the Tax Reform Act of 1986. The Tax Reform Act 
restricts this provision to successful domestic wells. 

Integrated oil companies may currently deduct only 70 percent of 
such costs and amortize the remaining 30 percent over five years. 
Other oil producers may deduct 100 percent of their IDCs, but if 
their IDCs less the amount which could be deducted had the IDCs 
been capitalized and amortized over ten years exceed 65 percent of 
the taxpayer's oil and gas income, the difference is subject to the 
minimum tax. The exploration and development costs of surface 
stripping and the construction of shafts and tunnels for other fuel 
minerals are also partially expensed; 70 percent of these costs may 
be currently deducted. The remaining 30 percent are deductible 
over five years. 
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In addition, fuel mineral producers are generally allowed to take 
percentage depletion deductions rather than cost depletion as pro-
vided by the reference and normal tax rules. Under cost depletion, 
outlays, not recovered immediately through expensing are deduct-
ed over the productive life of the property, much as other business-
es take deductions for the depreciation of the capital goods they 
use. Unlike depreciation, however, percentage depletion deductions 
are not limited to the cost of the investment. Taxpayers instead 
deduct a percentage of gross income from mineral production at 
rates of 22 percent for uranium, 15 percent for oil, gas and oil 
shale, and 10 percent for coal. The deduction, however, is limited to 
50 percent of net income from the property and also to 65 percent 
of total taxable income in the case of oil and gas. Percentage 
depletion for oil and natural gas is available only for limited quan-
tities of output from independent producers and royalty owners. 
Production from geothermal deposits is eligible for percentage de-
pletion at the same rate as allowed for oil and gas, but with no 
limit on output and no limitation with respect to qualified produc-
ers. In lieu of taking percentage depletion, holders of royalties from 
coal deposits could treat their payments as capital gains rather 
than ordinary income. 

A variety of tax incentives have been available to stimulate 
energy conservation and encourage conversion to energy sources 
other than oil or natural gas. Individuals could take a 15 percent 
income tax credit for home insulation and other energy-conserving 
components up to a maximum amount of $300. A credit of 40 
percent of the first $10,000 of qualifying expenditures was allowed 
on residential solar and other renewable energy source property. 
The residential energy credits expired on December 31, 1985. 

The Tax Reform Act of 1986 extended the energy tax credits for 
solar energy property and geothermal energy property at declining 
rates through 1988. The solar energy credit was 15 percent in 1986 
and 12 percent in 1987, and is 10 percent in 1988. The geothermal 
energy credit was extended at 15 percent in 1986 and 10 percent in 
1987-88. The credit for ocean thermal property was extended 
through 1988 at a 15 percent rate. The credit for biomass property 
was extended for two years, at 15 percent in 1986, and 10 percent 
in 1987. Other energy tax credits provided under prior law had 
been allowed to expire, as scheduled, at the end of 1985. However, 
the credit for small scale hydroelectric generating property is avail-
able through December 31, 1988, for projects filed with the Federal 
Energy Regulatory Commission (FERC) before January 1, 1986. 

Prior to December 31, 1982, there were also additional 10 percent 
credits allowed for alternative energy property (i.e., property using 
fuel other than oil or natural gas), specially defined energy proper-
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ty,11 recycling equipment, shale oil equipment, cogeneration equip-
ment, alumina electrolytic cells, and equipment for producing natu-
ral gas from geopressurized brine. The additional investment 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 permits in connection 
with the project prior to January 1, 1983. 

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

Gasohol is exempt from 6 of the 9 cents per gallon Federal excise 
tax on gasoline.12 There is a corresponding income tax credit for 
alcohol used as a fuel in applications where the excise tax is not 
assessed. This credit, equal to a subsidy of 60 cents per gallon for 
alcohol used as a motor fuel, is intended to encourage substitution 
of alcohol for petroleum-based gasoline. A similar subsidy was pro-
vided for neat alcohol fuels; this was 90 cents per gallon before it 
was repealed by the enactment of the Tax Reform Act. 

Tax-exempt bond financing for small scale hydroelectric generat-
ing facilities expired at the end of 1985. If an application for the 
licensing of such a facility had been filed, however, with FERC 
before January 1, 1986, tax-exempt financing would be available 
through 1988. Another prior law provision authorizing tax-exempt 
financing for steam generating or alcohol production facilities was 
repealed by the Tax Reform Act of 1986. 

Natural resources and environment—As is true for fuel minerals, 
certain capital outlays associated with exploration and develop-
ment 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, with 
percentage depletion rates ranging from 22 percent for sulphur 
down to 5 percent for sand and gravel. 

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

Expenditures to preserve and restore historic structures qualified 
for a 25 percent investment credit prior to 1987. Furthermore, 
taxpayers were permitted to depreciate 87.5 percent of the invest-
ment notwithstanding the 25 percent capital grant implicit in the 

11 Property used in an existing industrial, agricultural or commercial facilities to reduce the amount of 
energy consumed or heat wasted. 

12 A motor fuel composed of at least 10 percent alcohol. 
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credit. Annual depreciation amounts were determined by the 18-
year straight-line method. Beginning in 1987, as provided in the 
Tax Reform Act of 1986, the credit was reduced to 20 percent, the 
depreciable basis must be reduced by the full amount of the credit 
taken, and annual depreciation deductions must be determined by 
the straight-line method over 27.5 years for residential structures 
and 31.5 years otherwise. 

Income derived from cutting timber or iron ore royalties was 
taxed at the capital gains rate which was lower than the tax rates 
on ordinary income prior to passage of the Tax Reform Act. The 
act repealed the capital gain distinction except that, in 1987, the 
maximum capital gains rate was restricted to 28 percent. 

The Tax Reform Act of 1986, codified and made uniform the 
definition of the costs that must be capitalized when goods are 
produced for inventory in one's own trade or business, or under 
contract for another party. When the production takes more than 
two years, the producer is required to capitalize interest he might 
have paid to the extent that the production costs he had incurred 
could have been used to retire debt. These new cost accounting 
rules are effective with respect to all such production begun after 
December 31, 1986. However, timber production was specifically 
exempted from these "multiperiod" cost capitalization rules. The 
new special benefit thus derived from this taxable income deferral 
is especially important in forestry due to the extremely long period 
of production. 

Private forestry is also encouraged by a special provision permit-
ting a faster rate of amortization on reforestation projects. 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 can be amortized over a 7-
year period rather than capitalized and recovered when the timber 
is cut, 20 or more years later. The costs are also eligible for a 
special 10 percent investment tax credit up to a $10,000 limit, 
notwithstanding that investments in timber stands are not depre-
ciable nor that the regular investment tax credit has been repealed 
by the Tax Reform Act of 1986. 

Agriculture.—Farmers, except for certain agricultural corpora-
tions and partnerships, currently are allowed to deduct certain 
expenditures for feed and fertilizer as well as for soil and water 
conservation measures. The latter are limited by the Tax Reform 
Act to projects conforming to state and federal plans. Expensing is 
allowed, even though these expenditures are for inventories held at 
the end of the year or for capital improvements that would other-
wise be capitalized. The profit from the sale of livestock and cer-
tain other agricultural products has been treated as capital gains 
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in the past but, as previously noted, ordinary tax rates apply after 
1986. 

The Tax Reform Act of 1986 provided a special one-time grant to 
those farmers with accumulated unused ("carryover") investment 
tax credits as of the end of 1986.13 Taxpayers whose reported gross 
farm income made up more than 50 percent of their total gross 
income during the prior three years were allowed by the act to 
carryback for 15 years the least of: (1) 50 percent of their unused 
credits; (2) their total net tax liability over the 15 years; or (3) $750. 
This provision was an exception both to the general rule that had 
limited carryback periods for investment credits to three years and 
to that particular provision in the act which reduced by 35 percent 
the value of all other taxpayers' carryover credits as of the end of 
1986. 

The Tax Reform Act also provided farmers two additional tax 
subsidies. The first is an exemption from the newly codified uni-
form production cost capitalization rules, described above. This 
provides an additional gain (income) to those farmers who are 
engaged in the establishment of orchards, the construction of farm 
facilities for their own use, or the production of any goods for sale 
the production period of which extends for more than one year. 
Farmers, however, who elect to expense their multiperiod produc-
tion costs, must use straightline depreciation methods with respect 
to all the depreciable property they use. 

The second new farm subsidy enacted by the Tax Reform Act 
concerns the tax treatment of "forgiven" debt.14 Normally, the 
amount of loan forgiveness is accounted for as a gain (income) of 
the debtor and he must either report the gain, or reduce his 
recoverable basis in the property to which the loan relates. If the 
debtor elects to reduce basis and the amount of forgiveness exceeds 
his basis in the property, the excess forgiveness is taxable. Howev-
er, in the case of insolvent ("bankrupt") debtors, the amount of 
loan forgiveness never results in an income tax liability.15 The act 
provides that any farmer with forgiven debt will be considered 
"insolvent" for tax purposes and thus qualify for income tax for-
giveness. 

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 accelerated depreciation, could as well have been 

13 These are claimable credits for qualified investment made in prior years but which were not claimed 
because they exceeded the annual tax liability limitations. 

14 Settlement of a debt for an amount less than the principal of a loan. 
15 The insolvent taxpayer's carryover losses and unused credits are extinguished first, and then his basis in 

assets reduced to no less than amounts still owed creditors. Finally, the remainder of taxable income is itself 
forgiven. 
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classified under the natural resources and environment, energy, 
agriculture, or transportation categories. 

Beginning in 1987, the Tax Reform Act repealed the exclusion of 
up to $100 ($200 on a joint return) previously allowed for dividend 
income. 

The interest on small issue industrial development bonds (IDBs) 
issued by State and local governments to finance private business 
property is excluded from income subject to tax. Depreciable prop-
erty financed with small issue IDBs must be depreciated using the 
straight-line method. Small issue IDBs are generally limited only 
to the face amount of the bond issue, although certain facilities, 
such as recreation or entertainment facilities, cannot be so fi-
nanced. The tax exemption of small issue bonds expired on Decem-
ber 31, 1986, except for small issue IDBs exclusively issued to 
finance manufacturing facilities for which the tax exemption is 
scheduled to expire on December 31, 1989. 

Interest on all mortgage revenue bonds issued before January 1, 
1989, by State and local governments is exempt from taxation. 
Proceeds are used to finance first time buyers of homes 
with prices under 90 percent of the average area purchase 
price. The annual volume of mortgage revenue bonds is re-
stricted to State-by-State ceilings. The Tax Reform Act included 
mortgage revenue bonds under the new unified volume cap which 
also covers student loan bonds and IDBs, as noted below. 

Mortgage revenue bonds have been found to be relatively ineffi-
cient in providing subsidies to first time home buyers. States, 
therefore, have been authorized through December 31, 1988, to 
issue mortgage credit certificates (MCCs) in lieu of qualified mort-
gage bonds. MCCs entitle home buyers to income tax credits for a 
specified percentage of interest on qualified mortgage loans. In this 
way the entire amount of the subsidy flows directly to the home 
buyer without being partly diverted to financial middlemen or 
bondholders. 

The aggregate annual amount of MCCs a State may substitute 
for mortgage bonds may not exceed 25 percent of the amount of 
qualified mortgage bonds that it could have issued under its annual 
ceiling. Because of this relationship between MCCs and qualified 
mortgage bonds, their outlay equivalent and revenue loss estimates 
are presented in tables G- l and G-2 as one line item. 

Prior to 1987, State and local government issues of IDBs were 
restricted to multifamily rental housing projects in which 20 per-
cent (15 percent in targeted areas) of the units were reserved for 
families whose income did not exceed 80 percent of the area's 
median income. The Tax Reform Act increased these percentages 
while lowering the defined income limits. The setaside is now 
either 40 percent or 20 percent for families with incomes of no 
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more than 60 percent or 50 percent of the area median income, 
respectively. Other tax-exempt bonds for multifamily rental 
projects are generally issued with the requirement that all tenants 
must be low or moderate income families. 

There are also limits imposed on the amount of tax-exempt State 
and local government bonds that can be issued to fund private 
activity. The annual limit on the aggregate volume of student loans 
and most industrial development bonds was initially set at the 
greater of $150 for each resident of a State or $200 million if that 
was larger. The Tax Reform Act of 1986 combined the prior law 
volume cap for single-family mortgage revenue bonds and multi-
family rental housing bonds with the cap for student loans and 
IDBs. The cap was set at $50 per capita or the larger of $150 
million for each State. 

Prior to 1987, sellers of real and personal property could defer 
taxable income from "installment sales." Sellers who extended 
credit to a purchaser could defer the tax gains from the sale until 
the receipt of the loan repayment. The Tax Reform Act of 1986 
denied use of the installment method to all sellers of property sold 
in the national markets, such as securities, and to sellers using 
"revolving credit" arrangements. The act also installed a "propor-
tionate disallowance rule" which restricted the tax benefit to the 
amount of credit extended that was financed by the seller's own 
equity. Because the installment method was generally available to 
all sellers before tax reform, the installment method was not con-
sidered a tax expenditure. 

The Omnibus Budget Reconciliation Act of 1987 repealed the use 
of the installment method by all dealers in personal and real 
property, i.e., sellers who regularly hold property for sale or resale. 
It also repealed the proportionate disallowance rule for non-deal-
ers, defined as sellers of real property used in their business. The 
1987 Act, however, requires payment of interest to the Federal 
Government on deferred taxes attributable to the sellers' total 
installment obligations in excess of $5 million but including only 
property with sales prices exceeding $150,000. The payment of a 
market rate of interest eliminates the benefit of the tax deferral. 
Thus, the 1987 Act restores pre- tax reform law for nondealers with 
total installment obligations of less than $5,000,000. The tax benefit 
for these "small" nondealers is, therefore, a tax expenditure. 

The earnings of credit unions not distributed to members as 
interest or "share dividends" are exempt from income tax. Under 
the Tax Reform Act of 1986, commercial banks with less than $500 
million in assets, mutual savings banks, and savings and loan 
associations also are provided a subsidy. They are permitted to 
deduct additions to bad debt reserves in excess of actually experi-
enced losses. Under prior law, all commercial banks were eligible 
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for such treatment. Under the Tax Reform Act, the deduction for 
additions to loss reserves, allowed qualifying mutual savings banks 
and savings and loan associations, was reduced from 40 percent of 
otherwise taxable income to 8 percent. To qualify, the thrift insti-
tutions must maintain a specified fraction of their assets in the 
form of mortgages, primarily residential. 

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 not taxed as it 
accrues nor when received by beneficiaries upon the death of the 
insured. 

A special deduction for life insurance companies equal to 20 
percent of their taxable income was enacted in 1984. The Tax Reform 
Act of 1986 repealed this provision beginning after December 31, 
1986. 

Under the Tax Reform Act of 1986, deductions allowed individ-
uals for interest paid on consumer credit, which had been allowed 
without limit under prior law, will be phased out over a 5-year 
period. For 1987, only 65 percent of such interest was deductible, 
which drops to 40 percent in 1988, 20 percent in 1989, 10 percent in 
1990, and none in 1991 and thereafter. 

Owner-occupants of homes may deduct mortgage interest and 
property taxes (but not maintenance outlays or depreciation) on 
their primary and secondary residences as itemized nonbusiness 
deductions. The Tax Reform Act limited the mortgage interest 
deduction to interest on debt no greater than the owner's basis in 
the residence, plus qualified medical and educational expenses fi-
nanced by the mortgage. The Omnibus Budget Reconciliation Act 
of 1987 changed the rules for deducting the mortgage interest on 
debt incurred after October 13, 1987. Interest on mortgage debt to 
acquire or improve a principal or second residence is still fully 
deductible for debt of no more than $1 million. Interest on up to 
$100,000 of other debt secured by a lien on a principal or second 
residence is also deductible, irrespective of the purpose of borrow-
ing, provided the debt does not exceed the fair market value of the 
residence. Mortgage interest deductions on personal residences are 
tax expenditures because the taxpayers are not required to report 
the value of owner occupied housing services as gross income. 

The Tax Reform Act of 1986 eliminated the special tax treatment 
of taxpayer's long-term capital gains, that is, gains on the sales of 
assets held longer than 6 months. Beginning in 1987, capital gains 
are subject to tax at the same rate as other income. However, for 
1987 only, when the maximum ordinary income tax rate for indi-
viduals was 38.5 percent, the maximum tax rate on long-term 
capital gains was limited to 28 percent. 
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Under prior law, the sixty percent of net long-term capital gains 
excluded from taxable income was treated as a preference item in 
computing the alternative minimum tax for individuals. This tax 
was applicable only if it was greater than a taxpayer's regular 
income tax. Half of net long-term capital losses and 100 percent of 
net short-term capital losses could be offset against ordinary 
income up to a maximum deduction of $3,000 per year with an 
unlimited carryforward. This maximum offset and unlimited carry-
forward of excess losses has been retained in current law. 

Capital gains of corporations are now taxed as ordinary income 
at a rate of 34 percent. Only in 1987, when the maximum corporate 
tax rate dropped to 40 percent, was the maximum on such gains 
held at 28 percent, as under prior law, when the maximum corpo-
rate rate was at 46 percent. 

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 of the previous residence. The deferral of tax with respect 
to these gains on owner-occupied dwellings is a tax expenditure. 

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

The gain on the sale of capital assets acquired by inheritance is 
computed as the excess of the sales 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 original acquisition. The estimate of this 
tax expenditure assumes that the difference in the computed gain 
would be taxed as part of the capital gain in the year of sale. 

The Tax Reform Act of 1986 repealed the 10 percent tax credit 
for investment in depreciable personal property (6 percent for in-
vestment in 3-year recovery period assets). Property acquired after 
December 31, 1985, receives no investment credit unless certain 
transition rules are satisfied.16 Prior to 1983, taxpayers were per-
mitted to recover through depreciation allowances the full price of 
the asset notwithstanding that the tax credit represented an im-
plicit grant from the government covering part of the purchase 
price. After 1983, an investor was required to either reduce his 
recoverable basis in the asset by half the credit or to accept a 2 
percentage point reduction in the credit rate. The Tax Reform Act 

16 These rules regard prior commitments to the property's purchase and its placement in service before 
specified dates extending through 1991. 
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provides that, with respect to transition property qualifying for 
investment credits after 1985, the investor must reduce his recover-
able basis by the full amount of the credit allowed. 

As a general rule, investments in eligible property used abroad 
were not eligible for the investment tax credit. Credits for property 
subject to long construction periods could be claimed as the pur-
chaser made progress payments. The maximum annual amount of 
credit allowed was limited to the first $25,000 of tax liability plus a 
statutory percentage of tax liability in excess of $25,000. This per-
centage was set at 85 percent in 1986. Claimable credits in excess of 
the annual tax liability limitation could be carried back 3 years and 
thus qualify for "refund," or they could be carried forward 15 
years. 

In addition to repealing the investment tax credit, the Tax 
Reform Act of 1986 provided that taxpayers reduce by 35 percent 
the amount of their as yet unused ("carryover") credits creditable 
against 1987 and later tax liabilities. Moreover, the annual amount 
of credit carryforward allowed in 1987 and later years was limited 
to $25,000 plus 75 percent of tax liability in excess of $25,000, 
provided the net tax due and payable was not reduced thereby to 
less than 75 percent of the alternative minimum tax otherwise due 
and payable for the year. To benefit steel companies and farmers, 
the act provided two exceptions, however, to these modifications of 
investment credit carryforwards. As noted previously for farming, 
this exception provides that the qualified steel companies may elect 
to receive as tax refunds the amount determined by carrying back 
to the preceding 15 years 50 percent of either their unused invest-
ment tax credits as of the end of 1986 or their net tax liability for 
those years, whichever is less. The only steel companies that quali-
fied for this grant-like subsidy were those described in the Steel 
Import Stabilization Act or those incorporated before February 11, 
1983, in Michigan; altogether 10 steel companies qualified. 

The Tax Reform Act also replaced previous statutory and admin-
istrative rules governing annual depreciation allowances. In place 
of the previous six recovery period classes introduced in 1981, the 
Act provides eight: six for depreciable personal property, and two 
for depreciable real property. The recovery periods for personal 
property range from 3 to 20 years compared to the 3 to 15 year 
range under prior law. The recovery period now is 27.5 years for 
residential real property and 31.5 years for nonresidential. Under 
prior law, the recovery period was 19 years for both residential and 
nonresidential property. 

For the personal property classes with recovery periods of less 
than 15 years, the annual depreciation deduction may be computed 
by declining balance formulas at twice the straight-line rate; for 
the two with recovery periods of 15 and 20 years, the declining 
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balance rate is 1.5 times the straight-line rate. Under prior law, 
the declining balance rate for all personal property was 1.5 times 
the straight-line rate. Residential and nonresidential real property 
can only be depreciated by the straight-line method; under prior 
law, declining balance rates were permitted ranging from 1.75 to 2 
times (for low-income housing) the straight-line rate. 

The Tax Reform Act's new depreciation rules for personal prop-
erty not only slow the depreciation rates to 1.5 or less times the 
straight-line rate, but follow reasonably closely the ADR midpoints 
that, as previously noted, approximate the depreciation norm of 
the normal tax standard used in the "Pre-1983 budget method". 
There are, therefore, no tax expenditures from depreciation of 
personal property placed in service after December 31, 1986. How-
ever, the Tax Reform Act provisions for recovery periods of depre-
ciable real property are more accelerated then the statutory 40 
year guideline for such property that is leased to tax-exempt orga-
nizations. Therefore, a tax expenditure is generated from the de-
preciation of real property under the normal tax standard used in 
the "Pre-1983, budget method". There are no tax expenditures from 
depreciation under the "Post-1982 budget method", because the 
Tax Reform Act's depreciation system now is the reference tax law 
standard. 

In 1984, the Deficit Reduction Act reduced the tax benefits then 
available for tangible property leased by tax-exempt entities, in-
cluding federal, state, and local governments. The Act provided 
that property leased to tax-exempt entities could not be written off 
as rapidly as other leased property. These more restrictive depre-
ciation rules for lessors were retained in the Tax Reform Act of 
1986. 

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

Prior to enactment of the Tax Reform Act of 1986, corporate tax 
rates ranged from 15 percent of the first $25,000 of taxable income 
to 46 percent on all income over $100,000. As compared with a flat 
46 percent tax rate, the graduated rates reduced corporate tax 
liabilities by $20,250 for corporations with $100,000 of taxable 
income. This was "recaptured" in the cases of corporations with 
taxable incomes over $1 million by a 5 percent tax which eliminat-
ed the benefits of this rate graduation for all corporations with 
taxable incomes over $1.4 million. The Tax Reform Act modified 
the graduated corporate rate schedule so that the first $50,000 of 
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taxable corporate income is taxed at 15 percent, the next $25,000 at 
25 percent, and all taxable income over $75,000 at the maximum 
rate of 34 percent. As compared with a flat 34 percent tax, the new 
rate graduation thus provides a $11,750 reduction of tax for corpo-
rations with taxable incomes of $75,000. The Tax Reform Act pro-
vided that this benefit is to be "recaptured" from corporations with 
taxable incomes of $100,000 or more by a 5 percent tax on corpo-
rate income in excess of $100,000, thereby eliminating all benefit 
for corporations with incomes over $335,000. 

Under the "Post-1982 Budget Method", graduated rates are part 
of the reference tax rules and, therefore, do not give rise to a tax 
expenditure. Under the "Pre-1983 Budget Method", however, this 
rate progression departs from the normal tax rule that all corpora-
tion income be taxed at the single rate at which most corporation 
income is taxed (34 percent) and gives rise to a tax expenditure. 

The Tax Reform Act of 1986 disallowed the offset of passive 
losses against income from other sources. Losses up to $25,000 
attributable to certain rental real estate activity, however, were 
exempted from this rule. 

Transportation.—Certain companies that operate U.S. flag ves-
sels receive a deferral of income taxes on that portion of their 
income used for shipping purposes, primarily construction, modern-
ization and major repairs to ships, and repayment of loans to 
finance these qualified investments. Prior to January 1, 1987, the 
deferral was indefinite. Under the terms of the Tax Reform Act, 
the deferral is limited to 25 years. Within this period, the deferred 
taxable income will have to be spent for qualified investments or 
be taxed. Before repeal of the investment tax credit by the Tax 
Reform Act, a credit of one half the regular investment credit 
could be claimed on the tax-deferred amounts withdrawn from 
capital construction funds. This was an exception to the tax law 
standards that the credit may be claimed only with respect to the 
taxpayer's basis in qualified property. 

Until expiration on December 31, 1984, State and local govern-
ments were allowed to issue tax-exempt obligations to finance the 
purchase of mass transit commuting vehicles for lease to govern-
ment transit agencies. 

Community and regional development—Until it expired on De-
cember 31, 1986, taxpayers could elect under certain conditions to 
amortize rehabilitation expenditures for low and moderate income 
rental housing over a 5-year period in lieu of ACRS depreciation. 
To qualify, rehabilitation expenditures had to range between $3,000 
and $20,000 per dwelling unit. The limit per dwelling unit was 
raised to $40,000 on units which could be purchased by the tenants 
at a price that limited the profit to the seller. 
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In place of the five-year amortization the Tax Reform Act of 1986 
introduced a tax credit for investment in low income housing.17 

For qualified projects without other federal subsidies, the credit is 
structured to have a present value of 70 percent of construction or 
rehabilitation costs incurred and is allowed over 10 years. For 
federally subsidized projects and those involving unrehabilitated 
existing low income housing, the credit is structured to have a 
present value of 30 percent. Notwithstanding the capital grant 
character of this subsidy, the recoverable basis of the investor is 
not reduced by the substantial credit allowed. 

An investment tax credit is available for the rehabilitation of 
buildings that are used for business or productive activities (other 
than for residential purposes). Prior to the Tax Reform Act, the 
credit was 15 percent of rehabilitation expenditures for buildings at 
least 30 years old and 20 percent for buildings at least 40 years old. 
The recoverable basis of the investment in rehabilitation was re-
duced by the amount of the credit. Under the Tax Reform Act of 
1986, the credit rate was reduced to 10 percent of rehabilitation 
expenditures, and is available only with respect to buildings erect-
ed before 1936. Full reduction in the taxpayer's recoverable basis 
by the amount of the credit was retained. 

Until passage of the Tax Reform Act of 1986, the interest on 
IDBs issued by State and local governments to finance airports, 
docks, wharves, and sports and convention facilities was exempt 
from tax. The act repealed authorization to issue such bonds to 
finance sports and convention facilities, as well as privately owned 
airports, docks, and wharves. Government-owned airports, docks 
and wharves, may continue to be financed with tax-exempt bond 
issues, and these bonds are not covered by a volume cap. 

Education, training, employment, and social services.—Under the 
Tax Reform Act of 1986, scholarships and fellowships no longer are 
excluded from taxable income to the extent they exceed tuition and 
course-related expenses of the grantee. Previously, the first $300 
per month received by students as scholarship or fellowship aid 
was excluded from students' gross incomes, provided the amounts 
were not emoluments awarded them for services performed in asso-
ciation with the payor. From a strictly economic point of view, 
scholarships and fellowships are either gifts not conditioned on the 
performance of services, or they are rebates of educational costs. 
Thus, under the post-1982 budget method utilizing the reference 
tax law standard, the exclusion is not a tax expenditure because 
the reference law does not include either gifts or price reductions 
in a taxpayer's gross income. However, under the "Pre-1983 Budget 
Method," the exclusion is considered a tax expenditure, because 

17 New, substantially rehabilitated, and certain unrehabilitated, existing low income housing can qualify for 
the credit. 
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under the normal tax standard gift-like transfers of Government 
funds—and many scholarships are derived directly or indirectly 
from Government funding—are included in gross income. 

Interest on State and local government debt issued to finance 
student loans or the construction of facilities used by private non-
profit educational institutions is excluded from income subject to 
tax. The Treasury Department has exclusive jurisdiction over any 
determination by the executive branch as to whether interest on 
any such obligation is exempt from tax. As mentioned before, the 
aggregate volume of such private activity bonds that each State 
may issue during any calendar year is limited. 

Prior to passage of the Tax Reform Act of 1986, taxpayers could 
claim personal exemptions for dependent children age 19 or over 
who received parental support payments of $1,000 or more per year 
if the children were full-time students. The student could also 
claim an exemption on his own return; the extra exemption 
claimed by parents was, therefore, a tax expenditure. Under the 
Tax Reform Act, a taxpayer who is already claimed as a dependent 
on another tax return may not claim a personal exemption. 

Many employers provide employee benefits that are not counted 
in 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 lodging provided by an employer 
for his own convenience is a tax expenditure, as are the exclusion 
of housing allowances and the rental value of parsonages from the 
taxable income of ministers. 

From January 1, 1979, through December 31, 1985, an employer 
was able to set up a tax subsidized educational assistance program 
for his employees. The program could pay for tuition, fees, books, 
and supplies, and amounts received under the program were ex-
cluded from an employee's gross income. Employer contributions to 
prepaid legal services plans and the value of legal services received 
under such plans were also excluded from employee income until 
the exclusion expired at the end of 1985. However, the Tax Reform 
Act retroactively reinstated both exclusions and extended their 
availability to December 31, 1987. 

Prior to January 1, 1983, a corporation could claim an additional 
1 percent investment tax credit if an equivalent amount of its 
common stock were set aside in a employee stock ownership plan 
(ESOP). A further one-half of 1 percent investment tax credit could 
be claimed to the extent that additional employer contributions to 
an ESOP were matched by employee contributions. The base for 
the tax credit for contributions of stock to an ESOP is limited to 
one-half of 1 percent of total compensation paid to all employees 
under the plan from 1983 through 1986, after which it expired. 
Employees generally are prohibited from withdrawing their share 
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of an ESOP for 7 years. The effective subsidy rate for this form of 
employee compensation exceeds 100 percent; the employer is fully 
reimbursed for the stock he transfers, and the benefited employees 
are not required to include this compensation in their current year 
gross income. 

Contributions to charitable, religious, and certain other nonprofit 
organizations are allowed as an itemized deduction for individuals, 
generally up to 50 percent of adjusted gross income. Between 1982 
and 1986, nonitemizers could also deduct some or all (depending on 
the year) of their charitable contributions. Taxpayers whose contri-
butions to charitable or educational organizations take the form of 
capital assets (usually securities that have appreciated in value) 
can claim its current value as a deduction without the taxation of 
any appreciation in value. Beginning in 1982, corporations could 
also deduct charitable contributions up to 10 percent of their pre-
tax income. The Tax Reform Act of 1986 includes in the alternative 
minimum tax bases of individuals and corporations the untaxed 
appreciation of contributed property. Tax expenditures resulting 
from the deductibility of contributions are shown separately for 
educational and other institutions. Contributions to health institu-
tions are reported under the health function. 

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

Another provision advantageous to two-earner married couples 
was repealed by the Tax Reform Act effective January 1, 1987. This 
provision allowed a deduction for such couples filing jointly equal 
to $3,000 or 10 percent of the income of the lower earning spouse, 
whichever was less. The tax code specified that the income of 
second earners is to be stacked on top of their spouse's earnings and 
thus taxed at a higher marginal rate than if the second earner had 
been taxed as a single person. With the introduction of only two 
marginal tax rates of 15 and 28 percent in 1988, this so-called 
"marriage penalty" largely disappears. 

The targeted jobs tax credit, previously scheduled to expire De-
cember 31, 1985, was reinstated retroactively and extended through 
1988 by the Tax Reform Act of 1986. Employers may claim a tax 
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credit for qualified wages paid to individuals who are certified as 
members of various targeted groups. The amount of the credit that 
may be claimed is 40 percent of the first $6,000 paid during the 
first year of employment. A tax credit equal to 85 percent of the 
summer employment wages paid 16 and 17 year old youths who are 
members of low income families is also provided. These credits are 
structured to ensure the wage subsidy they provide is taxable; the 
employer must reduce his deduction for wages paid by the amount 
of the credit claimed. 

Prior to the Tax Reform Act of 1986, taxpayers could deduct up 
to $1,500 of adoption expenses incurred during a year provided 
those adoption expenses were incurred with respect to a child with 
"special needs" as defined in section 473 of the Social Security Act. 
The Tax Reform Act repealed this provision, replacing it with a 
direct expenditure program. 

Health.—Employee compensation in the form of payments by 
employers for health insurance premiums and other medical ex-
penses are deducted as business expenses by employers but they 
are not included in employee gross income. The exclusion from 
employee income of such in-kind compensation constitutes a tax 
expenditure. 

For tax years beginning in 1983, the floor for deductible medical 
expenses was increased from 3 percent to 5 percent of a taxpayer's 
adjusted gross income. Beginning in 1984, the additional one per-
cent floor under the deductible amount of drug expenditures was 
eliminated. However, only expenditures for prescription drugs and 
insulin are now deductible. The Tax Reform Act of 1986 raised the 
floor for all medical expenditures to 7.5 percent of adjusted gross 
income beginning in 1987. 

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

Contributions to nonprofit health institutions are allowed as a 
deduction for individuals and corporations. Tax expenditures re-
sulting from the deductibility of contributions to other charitable 
institutions are listed under the education, training, employment, 
and social services function. 

Drugs for the treatment of rare diseases or physical conditions 
are often called "orphan drugs" because the narrow demand for 
them discourages private firms from undertaking the costly invest-
ment in clinical testing that must be completed before manufac-
ture and distribution are approved by the Food and Drug Adminis-
tration. To encourage the development of such drugs, a tax credit 
equal to 50 percent of the clinical testing costs incurred by the 
taxpayer was introduced. Because the drug firm is not required to 
reduce its deduction for testing expenses (an R&D expenditure), 
this credit reduces the private cost of clinically testing "orphan 
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drugs" to little more than 24 cents per $1 expended. This tax 
expenditure was scheduled to expire at the end of 1987 but was 
extended through 1990 by the Tax Reform Act of 1986. 

Income security.—The exclusion from taxable income of public 
assistance benefits received by individuals is listed as a tax expend-
iture under the "Pre-1983 Budget Method" because, under the 
normal tax rules, cash transfers from government are included in 
gross income. In contrast, gifts not conditioned on the performance 
of services, including transfers from government, are not taxable 
under the reference tax baseline. Therefore, under the "Post-1982 
Budget Method" the tax exclusion for public assistance benefits is 
not shown as a tax expenditure. 

The Tax Reform Act of 1986 eliminated the last portion of unem-
ployment benefits that had been excludable from taxable income 
prior to 1987. disability-related military pension income received by 
current retirees is mostly excluded from income subject to tax. 
These exclusions are tax expenditures because of the subsidy they 
provide. 

Certain employer contributions to pension plans along with 
amounts set aside by the self-employed and individual contribu-
tions to individual retirement accounts (IRAs) are excluded from 
adjusted gross income in the year of contribution. Self-employed 
persons can make deductible contributions to their own retirement 
(defined contribution) plans equal to 25 percent of their income up 
to a maximum of $30,000 per year. Prior to 1987, employees could 
deduct annual contributions to an IRA of $2,000 (or 100 percent of 
compensation, if less), or $2,250 on a joint return if one spouse had 
no income. The Tax Reform Act of 1986 maintained these limits on 
deductible IRA contributions if neither an individual nor his 
spouse is an active participant in an employer-provided retirement 
plan, or if their adjusted gross income falls below $40,000 ($25,000 
for a single taxpayer). The allowable IRA deduction is phased out 
between $40,000 and $50,000 for a joint return and $25,000 and 
$35,000 for a single return. Beyond these income limits, nondeduct-
ible contributions to IRAs are available to taxpayers who are active 
participants in employer-provided retirement plans. In 1988, the 
Act also limits to $7,313 per year the amount which an employee 
can exclude from his adjusted gross income under a qualified cash 
or deferred arrangement with his employer (401(k) plan). Further, 
the Act limits to the greater of $9,500 or the 401(k) limitation the 
annual amount an employee may exclude from his adjusted gross 
income of his own contributions to a tax-sheltered annuity (403(b) 
plan). The investment income earned by pension funds and other 
qualifying retirement plans is not taxable when earned, and this 
exemption is, therefore, also a tax expenditure. 
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The exclusion from employee income of certain other employer 
payments, including group life insurance premiums and accident 
and disability insurance premiums, are listed here because they 
contribute to income security. Other tax exempt benefits are listed 
under the education, training, employment, and social services 
function. 

The Tax Reform Act of 1986 eliminated the additional personal 
exemptions previously allowed taxpayers who were blind or 65 
years of age or older. Instead, the Act provided that taxpayers in 
either of these categories may take an additional $750 standard 
deduction, if single, or $600, if married. Moreover, such taxpayers 
could avail themselves in 1987 of the new larger standard deduc-
tions that other taxpayers could not use until 1988.18 

Effective December 31, 1983, the tax credit for the elderly was 
expanded to cover the permanently disabled as well. Before then, a 
limited portion of disability payments by employers was excluded 
from the taxable income of the disabled employees. Individuals who 
are 65 years of age or older can take a tax credit equal to 15 
percent of the sum of their earned and retirement income up to 
$2,500 for single individuals or married couples filing a joint return 
where only one spouse is 65 years of age or older, and up to $3,750 
for joint returns where both spouses are 65 years of age or older. 
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. The credit works similarly 
for the disabled under this provision. 

Premiums paid for casualty and theft insurance to protect one's 
personal or real property are considered personal expenditures 
with purchases of the property itself. Neither the purchase of 
property nor insurance premiums to protect its value are deducti-
ble as costs of earning income; therefore, reimbursement for in-
sured loss of such property is not reportable as a part of gross 
income. Under neither the reference nor normal tax baselines 
would the amount of an uninsured loss of such property be report-
able. However, a special provision permits taxpayers to deduct 
casualty and theft losses of more than $100 each, but only to the 
extent that total losses during the year exceed 10 percent of adjust-
ed gross income (AGI). This special relief for taxpayers suffering an 
uninsured loss is a tax expenditure. 

The earned income credit may be claimed by low-income workers 
with minor dependents. The Tax Reform Act of 1986 liberalized 
this form of assistance. Before 1987, the credit was 11 percent of 
the first $5,000 of earned income, for a maximum annual credit of 
$550. The credit phased out at the rate of 12 and 2/9ths cents per 

18 Depending on the filing status, the new standard deduction is greater by $460 to $1,860. 
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dollar of the larger of earned income or adjusted gross income 
(AGI) over $6,500. For 1987, the credit was 14 percent of the first 
$6,080 of earnings up to a maximum credit of $851.20, and the 
credit was reduced by 10 percent of income over $6,920. After 1987, 
the maximum amount of income on which the credit may be taken 
is adjusted for inflation, as is the income level at which the phase-
out begins. In addition, for tax years beginning on or after January 
1, 1988, the income level at which the phaseout of the credit begins 
is permanently adjusted upward by 38.5 percent. For 1988, the 
credit is 14 percent of the first $6,240 of earnings up to a maximum 
credit of $873.60. The credit is reduced by 10 percent of income 
over $9,840, so that no credit is available at incomes over $18,576. 
In any tax year the amount of the credit must be reduced by the 
minimum tax liability of the tax payer. 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 shown as a tax expenditure. 

Social Security.—Social security benefits that exceed the benefi-
ciary's contributions out of taxed income are deferred employee 
compensation and the deferral of tax on that compensation is a tax 
expenditure. These additional retirement benefits are paid for 
partly by employers' contributions that were not included in em-
ployees' taxable compensation. Up to one-half of any recipient's 
social security benefits and tier 1 railroad retirement benefits are 
included in the income tax base if a recipient's "modified adjusted 
gross income" plus one-half of his or her social security and rail-
road retirement benefits exceed a certain base amount: $32,000 for 
those filing joint tax returns; $25,000 for single persons; and zero 
for those married filing separately if they did not live apart from 
their spouse for the entire year. Modified adjusted gross income is 
AGI plus (a) the amount, if any, taken as a deduction for two-
earner married couples, (b) foreign or U.S. possession income ex-
cluded from AGI, and (c) tax-exempt interest excluded from AGI. 
After 1987, because the Tax Reform Act of 1986 repealed the two-
earner deduction, modified AGI is equal to AGI plus (b) and (c) 
only. If the modified AGI exceeds the specified base amount, either 
one-half of the excess or one-half of the social security or railroad 
retirement benefits is included in income subject to tax, whichever 
is less. This limits the tax expenditure to the portion of the benefit 
which is still excluded. 

Other benefit payments from the Social Security Trust Fund, for 
disability and for dependents and survivors, are excluded from 
beneficiaries' gross incomes and thus also give rise to tax expendi-
tures. However, beginning in 1984, Social Security disability bene-
fits were modified when the elderly tax credit (see Income Security, 
above) was expanded. 
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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, as well as other veterans' 
readjustment and education benefits, are also excluded from taxable 
income. 

The interest on general obligation bonds issued by State and 
local governments to finance housing for veterans is excluded from 
taxable income. There are, however, some restrictions on veterans 
mortgage revenue bonds. They are limited to five preexisting State 
programs and to amounts based upon previous volume levels for 
the period beginning on January 1, 1979 and ending on June 22, 
1984. Furthermore, future issues are limited to veterans who 
served on active duty before 1977. 

General government—Through 1986, a 50 percent credit could be 
claimed for political contributions up to $100 ($200 for joint re-
turns). This provision was repealed by the Tax Reform Act of 1986. 

General purpose fiscal assistance.—Interest on State and local 
government debt is excluded from Federal taxation. Most of these 
bonds are owned by individuals, but a substantial proportion is also 
held by commercial banks as well as casualty and property insur-
ance companies. As a result of the tax exemption, State and local 
governments can sell debt obligations at a lower interest cost than 
would be possible if such interest were subject to tax. The use of 
tax-exempt State and local government securities to finance stu-
dent loans, private businesses, private non-profit organizations, and 
housing, is classified elsewhere. Only the excluded interest on 
bonds for public purposes, such as schools, roads, and sewers, is 
included in this functional tax expenditure. 

The deductibility of nonbusiness State and local taxes gives indi-
rect assistance to these governments by reducing the costs of the 
services they provide and, thus, the burden on their taxpayers. The 
Tax Reform Act of 1986 disallowed the deduction for general sales 
taxes beginning in 1987. The estimates shown here are primarily 
for the deductibility of State and local income taxes and pre-1987 
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 an active trade or business, or from investments located in a 
U.S. possession, can claim a special credit against U.S. tax other-
wise due. The Tax Reform Act of 1986 modified the rules for 
measuring both active and passive income earned in U.S. posses-
sions that had the effect of slightly reducing the amount of such 
income eligible for the special credit. 

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

The Administration proposes a number of tax revisions that 
would introduce one new tax expenditure, make permanent two 
others, reintroduce an expired one, and change the cost of an 
existing one. 

College Savings Bonds.—The Administration proposes to exclude 
from taxation the interest on certain savings bonds that are re-
deemed to pay post-secondary educational expenses. The exclusion 
would be phased out above certain income levels that would be 
adjusted for inflation. This proposal is estimated to reduce 1989 net 
revenues by $10 million. 

Treatment of Regulated Investment Company Shareholder Ex-
penses.—Individuals may deduct miscellaneous expenses only to the 
extent that they exceed 2 percent of adjusted gross income. Regu-
lated investment company (RIC)—i.e. mutual fund—shareholder ex-
penses were exempt from this floor for the tax year 1987. The 
Administration proposes that the exemption of these RIC expenses 
be made permanent, otherwise taxpayers will be required to in-
clude in their taxable income amounts greater than now actually 
received from mutual funds. If implemented, the proposal would 
cost $0.4 billion in revenue losses in 1989. 

Permanent Research and Experimentation Credit.—The current 
20 percent R&E tax credit is scheduled to expire at the end of 1988. 
The Administration is proposing a permanent credit that would 
reduce the taxpayers' uncertainty and encourage more research 
and experimentation. A permanent credit would reduce receipts by 
$0.4 billion in 1989. 

Research and Experimentation Expense Allocation Rules.—The 
allocation of multinational companies' R&E expenses between their 
domestic and international operations was by formula for one year 
before reverting back to 1977 Treasury rules in August 1987. 
During the 1981 to 1986 Congressional moratorium on these rules, 
all R&E expenses effectively could be allocated to domestic income. 
The Administration proposes that at least 67 percent of R&E ex-
penses be allocatable to domestic income. The revenue cost of the 
proposal would be $0.6 billion in 1989. 

Oil and Gas Depletion Rule Modifications.—Currently, "proven" 
oil and gas properties that are transferred from integrated oil 
companies to independent oil and gas producers are ineligible for 
percentage depletion. This discourages the transfer of marginal 
wells. The Administration proposes to remove the restriction. The 
independent producers currently may not deduct more than 50 
percent of the net income from a property as percentage depletion. 
The Administration also proposes to raise the deduction back to 
100 percent. The revenue cost of these modifications would be less 
than $0.1 billion in 1989. 
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Table G - l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1987 1988 1989 

Individuals 

1987 

National defense: 
Exclusion of benefits and allowances to Armed 

Forces personnel 
International affairs: 

Exclusion of income earned abroad by United 
States citizens 

Exclusion of income of foreign sales corporations 
(FSC) 

Inventory property sales source rules exception 
Certain nonfinancial institutions operations interest 

allocation rules exception 
Deferral of income from controlled foreign corpora-

tions: 
Pre-1983 budget method 
Post-1982 budget method 

Total (after interactions) 1 

General science, space, and technology: 
Expensing of research and development expendi-

tures: 
Pre-1983 budget method 
Post-1982 budget method 

Credit for increasing research activities 
Suspension of the allocation of research and ex-

perimentation expenditures 
Total (after interactions) 

Energy: 
Expensing of exploration and development costs: 

Oil and gas 
Other fuels 

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

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

development bonds for certain energy facilities.... 
Residential energy credits: 

Supply incentives 
Conservation incentives 

Alternative, conservation and new technology cred-
its: 

Supply incentives 
Conservation incentives 

Alternative fuel production credit 
Alcohol fuel credit2 

Energy credit for intercity buses 
Special rules for minning reclamation reserves 

Total (after interactions) 
Natural resources and environment: 

Expensing of exploration and development costs, 
nonfuel minerals 

Excess of percentage over cost depletion, nonfuel 
minerals 

2,385 

1,710 

1,370 
3,150 

30 

420 

730 
4,130 

60 

170 

645 
4,415 

95 

155 

4,970 

565 

5,090 

830 

5,310 

1,145 

1,710 

20 

2,685 

465 
3,985 

-1,100 
35 

185 
310 

1,220 

2,170 

-870 
35 

145 
210 

790 

2,015 

- 6 8 0 
35 

130 
200 

30 

55 

425 

845 
20 
65 

380 385 400 

170 
_ * 

25 
10 * 

40 
45 

30 

385 

30 

305 

35 

15 
10 

_ * 

40 
130 

35 

295 

60 

10 

5 
1,015 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1987 1988 1989 

Individuals 

1987 1988 1989 

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

Tax incentives for preservation of historic struc-
tures 

Capital gains treatment of iron ore 
Capital gains treatment of certain timber income 
Expensing of multiperiod timber growing costs 
Investment credit and seven-year amortization for 

reforestation expenditures 
Total (after interactions) 

Agriculture: 
Expensing of certain capital outlays 
Expensing of certain multiperiod production costs 
Treatment of loans forgiven solvent farmers as if 

insolvent 
Capital gains treatment of certain income 
Special investment credit carryback rules for farm-

ing 
Total (after interactions) 

Commerce and housing credit: 
Dividend exclusion 
Exclusion of interest on small issue industrial 

development onds 
Exemption of credit union income 
Excess bad debt reserves of financial institutions 
Exclusion of interest on life insurance savings 
Deductions for special percentage of taxable 

income for life insurance companies 
Exemption of RIC expenses from miscellaneous 

deduction floor 
Deductibility of interest on consumer credit 
Deductibility of mortgage interest on owner:occu-

pied homes 
Deductibility of property tax on owner-occupied 

homes 
Exclusion of interest on State and local housing 

bonds for owner-occupied housing 
Exclusion of interest on State and local debt for 

rental housing 
Deferral of Income from Post-1987 Installment 

Sales 
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 

Special investment credit carryback rules for steel 
companies 

2,085 

70 
* 

210 
95 

40 
2,855 

65 

2,150 

60 

2,215 

60 

160 

40 
2,690 

65 

175 

40 
2,765 

75 

15 

150 
10 
80 
35 

170 
465 

425 

10 
160 

115 110 

10 
105 

170 
420 

460 
5 

10 

125 

170 
420 

470 
5 

10 

75 60 70 555 

470 

315 
735 450 

3,420 
265 
575 
460 

480 

3,435 
240 
120 
425 

3,475 
220 

65 
430 7,015 6,775 6,805 

11,845 

34,745 

10,285 

2,420 

1,730 

100 170 

1,230 

16,435 10,805 

565 

3,660 

- 2 5 

96,950 
2,970 

2,935 
9,210 

1,310 

240 
6,530 

33,675 

10,100 

2,375 

1,650 

160 

265 
4,435 

3,730 
16,030 

490 

3,280 

32,185 

10,410 

2,360 

1,630 

500 

4,690 

3,910 
17,310 

370 
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Table G-l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1987 1988 1989 

Individuals 

1987 1989 

Accelerated depreciation on rental housing: 
Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of buildings other than 
rental housing: 

Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of machinery and equip-
ment: 

Pre-1983 budget method 
Post-1982 budget method 

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

income: 
Pre-1983 budget method 
Post-1982 budget method 
Exception from passive loss rules for $25,000 

of rental losses 
Total (after interactions) 1 

Transportation: 
Deferral of tax on shipping companies 
Exclusion of interest on State and local govern-

ment bonds for mass commuting vehicles 
Total (after interactions) 

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

(other than historic) 
Exclusion of interest on IDBs for airports, docks 

and sports and convention facilities 
Total (after interactions) 

Education, training, employment, and social serv-
ices: 
Exclusion of scholarship and fellowship income: 

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of interest on State and local student 
loan bonds 

Exclusion of interest on State and local debt for 
private nonprofit educational facilities 

Parental personal exemption for students age 19 
or over 

Deductibility of charitable contributions (educa-
tion) 

Employer educational assistance 
Total education (after interactions) 1 

Exclusion of employer provided child care 
Exclusion of employee meals and lodging (other 

than military) 
Exclusion of contributions to prepaid legal services 

plans 
Investment credit for ESOPs 

140 180 220 70 110 130 

190 240 280 70 100 110 

10,270 16,550 21,300 3,010 

975 
30 

6,340 

660 
30 

4,720 

535 
30 

4,550 

270 

5,370 

215 

6,220 

200 

41,140 

115 

20 
135 

15 
5 

145 

950 
1,170 

38,285 

115 

50 
165 

15 
35 

105 

960 
1,170 

34,985 

120 

40 
160 

15 
105 

90 

1,000 
1,270 

580 
180,310 

1,580 
91,015 

1,255 
88,625 

30 
50 

130 

30 
230 

80 

25 
515 

60 

335 320 

645 

"980 

575 

"895 

950 310 195 

220 

665 

355 

625 

385 385 

630 

685 

390 

315 

585 

"900 

725 

1,270 
280 

2,695 
30 

835 

75 

460 

1,095 
85 

2,050 
70 

760 

20 

450 

1,060 

1,925 
155 

790 
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Table G- l . OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES BY FUNCTION—Continued 
(In millions of dollars) 

Description 

Fiscal years 

Corporations 

1987 1989 

Individuals 

1987 1988 

Credit for child and dependent care expenses 
Targeted jobs credit 
Deduction for two earner married couples 

Total training and employment (after interac-
tions) 

Deductibility of charitable contributions, other than 
education and health 

Deduction for certain adoption expenses 
Exclusion of parsonage allowances 

Total social services, (after interactions) 
Grand total (after interactions) 1 

Health: 
Exclusion of employer contributions for medical 

insurance premiums and medical care 
Deductibility of medical expenses 
Exclusion of interest on State and local debt for 

private nonprofit health facilities 
Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 

Total (after interactions) 
Income security: 

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

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of special benefits for disabled coal 
miners 

Exclusion of untaxed unemployment insurance ben-
efits 

Exclusion of military disability pensions 
Net exclusion of pension contributions and earn-

ings-. 
Employer plans 
Individual Retirement Accounts 
Keogh plans 

Exclusion of other employee benefits: 
Premiums on group term life insurance 
Premiums on accident and disability insurance.... 
Income of trusts to finance supplementary un-

employment benefits 
Additional exemption for the blind 
Additional deduction for the blind 
Additional exemption for elderly 
Additional deduction for the elderly 
Tax credit for the elderly and disabled 
Deductibility of casualty losses 
Earned income credit3 

Total (after interactions) 1 

Social Security: 
Exclusion of social security benefits: 

Disability insurance benefits 
OASI benefits for retired workers 

115 165 235 

1,065 

800 

475 

715 

430 

725 

800 
2,845 

715 
2,085 

725 
2,055 

4,380 
30 

5,390 

10,835 

11,535 * 

145 
11,680 
25,210 

31,830 
3,150 

4,725 
45 

5,630 

9,935 

165 
10,100 
17,780 

31,055 
1,960 

3,000 
395 * 

3,395 

2,870 
350 * 

3,220 

2,850 
360 * 

3,210 

1,295 1,115 

36,275 

400 
2,740 

530 

34,130 

380 
2,660 

390 

135 

690 
115 

64,120 
19,345 
3,780 

2,425 
160 

30 
15 
10 

1,205 
1,630 

205 
285 
590 

96,440 

1,170 
14,285 

115 

105 

56,150 
11,995 
2,125 

2,395 
160 

1,535 
225 
265 

1,090 
78,040 

1,095 
13,470 

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

1989



F-88 THE BUDGET FOR FISCAL YEAR 1989 

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

Description 

Fiscal years 

Corporations 

1987 1988 1989 

Individuals 

1987 1988 

Benefits for dependents and survivors 
Total (after interactions) 

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

veterans housing 
Total (after interactions) 

General government: 
Credits and deductions for political contributions 

General purpose fiscal assistance: 
Exclusion of interest on public purpose State and 

local debt 
Deductibility of nonbusiness State and local taxes 

other than on owner-occupied homes 
Tax credit for corporations receiving income from 

doing business in United States possessions 
Total (after interactions) 

Interest: 
Deferral of interest on savings bonds 

2,195 2,375 2,530 

3,025 
18,480 

1,615 
130 

375 
2,210 

250 

11,595 

22,480 

3,310 
5,505 

2,675 
5,050 

2,605 
5,135 34,075 

870 

2,850 
17,415 

1,470 
85 
70 

355 
1,980 

12,035 

17,250 

29,285 

885 

* $2.5 million or less. All estimates have been rounded to the nearest $5 million. 
1 Totals include only pre-1983 budget method. 
2 In addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts of $475million in 1987, $480 

million in 1988, and $480 million in 1989. 
3 The figures in the table indicate the tax subsidies provided by the earned income tax credit. The effect on outlays is: 1987, $1,410 million; 

1988, $2,895 million; 1989, $3,895million. 
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SPECIAL ANALYSIS F F-ll 

REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES 

Table G-2 shows the estimated revenue loss associated with each 
tax subsidy item for which an outlay equivalent estimate was 
provided in table G-l. As explained in the text under the heading 
"Measuring Tax Expenditures," revenue loss estimates do not take 
into account the additional resources (if any) that would be re-
quired 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 previously explained, these revenue 
loss estimates are not equivalent to estimates of the increase in 
Federal receipts that would accompany the repeal of tax expendi-
ture provisions. 

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

Description 

Fiscal years 

Description Corporations Individuals Description 

1987 1988 1989 1987 1988 1989 

National defense: 
Exclusion of benefits and allowances to Armed 

Forces personnel 2,000 

1,330 

1,885 

1,220 

1,915 

1,305 

International affairs: 
Exclusion of income earned abroad by United 

States citizens 

2,000 

1,330 

1,885 

1,220 

1,915 

1,305 
Exclusion of income of foreign sales corporations 

(FSC) 770 
1,845 

15 

235 

460 
2,625 

40 

110 

425 
2,915 

60 

100 

2,000 

1,330 

1,885 

1,220 

1,915 

1,305 

Inventory property sales source rules exception 
770 

1,845 

15 

235 

460 
2,625 

40 

110 

425 
2,915 

60 

100 

Certain nonfinancial institutions operations interest 
allocation rules exception 

770 
1,845 

15 

235 

460 
2,625 

40 

110 

425 
2,915 

60 

100 

Deferral of income from controlled foreign corpora-
tions: 

Pre-1983 budget method 

770 
1,845 

15 

235 

460 
2,625 

40 

110 

425 
2,915 

60 

100 Post-1982 budget method 

770 
1,845 

15 

235 

460 
2,625 

40 

110 

425 
2,915 

60 

100 
General science, space, and technology: 

Expensing of research and development expendi-
tures: 

Pre-1983 budget method 
Post-1982 budget method 

565 830 1,145 20 35 45 

Credit for increasing research activities 
Suspension of the allocation of research and ex-

perimentation expenditures 

1,845 

270 

-1 ,100 
35 

145 
200 

5 

305 

885 570 20 15 10 

Energy: 
Expensing of exploration and development costs: 

Oil and gas 
Other fuels 

1,845 

270 

-1 ,100 
35 

145 
200 

5 

305 

- 8 7 0 
35 

105 
130 

- 6 8 0 
35 

95 
130 

425 455 495 

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

Capital gains treatment of royalties on coal 

1,845 

270 

-1 ,100 
35 

145 
200 

5 

305 

- 8 7 0 
35 

105 
130 

- 6 8 0 
35 

95 
130 

580 
15 
45 

435 
10 

385 
10 

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

Residential energy credits: 
Supply incentives 

1,845 

270 

-1 ,100 
35 

145 
200 

5 

305 290 280 

580 
15 
45 

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

Residential energy credits: 
Supply incentives 

1,845 

270 

-1 ,100 
35 

145 
200 

5 

305 290 280 

45 * 5 * 
Conservation incentives 

45 * 5 * 
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F-88 THE BUDGET FOR FISCAL YEAR 1989 

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

Description 

Fiscal years 

Corporations 

1987 1988 1989 

Individuals 

1987 1988 1989 

Alternative, conservation and new technology cred-
its: 

Supply incentives 
Conservation incentives 

Alternative fuel production credit 
Alcohol fuel credit 1 

Energy credit for intercity buses 
Special rules for mining reclamation reserves 

Natural resources and environment: 
Expensing of exploration and development costs, 

nonfuel minerals 
Excess of percentage over cost depletion, nonfuel 

minerals 
Exclusion of interest on State and local IDBs for 

pollution control and sewage and waste disposal 
facilities 

Tax incentives for preservation of historic struc-
tures 

Capital gains treatment of iron ore 
Capital gains treatment of certain timber income 
Expensing of multiperiod timber growing costs 
Investment credit and seven-year amortization for 

reforestation expenditures 
Agriculture: 

Expensing of certain capital outlays 
Expensing of certain multiperiod production costs 
Treatment of loans forgiven solvent farmers as if 

insolvent 
Capital gains treatment of certain income 
Special investment credit carryback rules for farm-

ing 
Commerce and housing credit: 

Dividend exclusion 
Exclusion of interest on small issue industrial 

development bonds 
Exemption of credit union income 
Excess bad debt reserves of financial institutions.... 
Exclusion of interest on life insurance savings 
Deductions for special percentage of taxable 

income for life insurance companies 
Exemption of RIC expenses from miscellaneous 

deductions floor 
Deductibility of interest on consumer credit 
Deductibility of mortgage interest on owner-occu-

pied homes 
Deductibility of property tax on owner-occupied 

homes 
Exclusion of interest on State and local housing 

bonds for owner-occupied housing 
Exclusion of interest on State and local debt for 

rental housing 
Deferral of income from post 1987 installment sales... 

Capital gains (other than agriculture, timber, iron 
ore and coal) 

140 
_ * 

10 
5 * 

40 

30 

305 

1,715 

70 

145 
95 

40 

65 

30 

215 

1,635 

60 

30 

10 
5 

40 

35 

220 

1,555 

60 

10 

5 

15 

160 

40 

65 

175 

40 

75 

10 

150 
10 
60 
35 

165 

425 

10 
125 

110 110 

5 

105 

165 

460 5 

10 

125 

165 

470 
5 

10 

235 

350 

2,925 
195 
385 
315 

290 

2,705 
170 
80 

310 

2,510 
160 
50 

320 5,110 5,100 5,240 

11,845 

34,745 

10,285 

2,010 

240 
6,530 

33,675 

10,100 

1,765 

1,385 1,235 
100 

1,135 
170 

910 61,285 

160 

210 

• 

3,280 

32,185 

10,410 

1,640 

500 
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SPECIAL ANALYSIS G G-43 

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

Description 

Fiscal years 

Corporations 

1987 1988 1989 

Individuals 

1987 1988 1989 

Deferral of capital gains on home sales 
Exclusion of capital gains on home sales for 

persons age 55and over 
Carryover basis of capital gains at death 
Investment credit, other than ESOP's, rehabilitation 

of structures, energy property, and reforestation 
expenditures 

Special investment credit carryback rules for steel 
companies 

Accelerated depreciation on rental housing: 
Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of buildings other than 
rental housing: 

Pre-1983 budget method 
Post-1982 budget method 

Accelerated depreciation of machinery and equip-
ment: 

Pre-1983 budget method 
Post-1982 budget method 

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

income: 
Pre-1983 budget method 
Post-1982 budget method 
Exception from passive loss rules for $25,000 

of rental losses 
Transportation: 

Deferral of tax on shipping companies 
Exclusion of interest on State and local govern-

ment bonds for mass commuting vehicles 
Community and regional development: 

Five-year amortization for housing rehabilitation 
Credit for low-income housing investments 
Investment credit for rehabilitation of structures 

(other than historic) 
Exclusion of interest on IDBs for airports, docks 

and sports and convention facilities 
Education, training, employment, and social serv-

ices: 
Exclusion of scholarship and fellowship income: 

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of interest on State and local student 
loan bonds 

Exclusion of interest on State and local debt for 
private nonprofit educational facilities 

Parental personal exemption for students age 19 
or over 

Deductibility of charitable contributions (educa-
tion) 

Exclusion of employer educational assistance 
Exclusion of employer provided child care 

11,505 

140 

7,995 

565 

180 

2,715 

- 2 5 

220 

2,575 

2,160 
5,710 

1,800 

3,700 

2,860 
11,540 

1,200 

3,905 

2,970 
12,465 

565 

70 110 130 

190 240 280 70 100 110 

10,270 16,550 21,300 3,010 5,370 6,220 

1,065 
20 

3,710 

690 
20 

3,155 

550 
20 

2,695 

200 165 150 

350 1,100 

115 

35 

15 * 

145 

755 

115 

10 

15 
20 

105 

725 

120 

15 
60 

90 

695 

30 
30 

130 

30 
140 

80 

35 
315 

610 570 625 

450 425 430 

400 

285 

560 

1,270 
220 
30 

355 

250 

415 

1,095 
65 
65 

330 

225 

410 

1,060 

150 
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F-88 THE BUDGET FOR FISCAL YEAR 1989 

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

Description 

Fiscal years 

Corporations 

1987 1988 1989 

Individuals 

1987 1988 

Exclusion of employee meals and lodging (other 
than military) 

Exclusion of employer contributions to prepaid legal 
services plans 

Investment credit for ESOPs 
Credit for child and dependent care expenses 
Targeted jobs credit 
Deduction for two earner married couples 
Deductibility of charitable contributions, other than 

education and health 
Deduction for certain adoption expenses 
Exclusion of parsonage allowances 

Health: 
Exclusion of employer contributions for medical 

insurance premiums and medical care 
Deductibility of medical expenses 
Exclusion of interest on State and local debt for 

private nonprofit health facilities 
Deductibility of charitable contributions (health) 
Tax credit for orphan drug research 

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

Pre-1983 budget method 
Post-1982 budget method 

Exclusion of special benefits for disabled coal 
miners 

Exclusion of untaxed unemployment insurance ben-
efits 

Exclusion of military disability pensions 
Net exclusion of pension contributions and earn-

ings: 
Employer plans 
Individual Retirement Accounts 
Keoghs 

Exclusion of other employee benefits: 
Premiums on group term life insurance 
Premiums on accident and disability insurance.... 
Income of trusts to finance supplementary un-

employment benefits 
Additional exemption for the blind 
Additional deduction for the blind 
Additional exemption for elderly 
Additional deduction for the elderly 
Tax credit for the elderly and disabled 
Deductibility of casualty losses 
Earned income credit2 

Social Security: 
Exclusion of social security benefits: 

Disability insurance benefits 
OASI benefits for retired workers 

745 

75 

685 

20 
665 230 

115 165 

145 

235 

560 525 530 

275 260 265 

3,475 
30 

5,390 

11,535 • 

125 

24,550 
3,150 

2,570 
1,295 

3,920 
45 

9,935 

24,690 
1,960 

2,230 
1,115 

400 
2,740 

530 

380 
2,660 

390 

135 

690 
115 

45,335 
13,890 
2,355 

1,940 
120 

30 
15 
10 

1,205 
1,630 

180 
285 
525 

115 

105 

41,765 
9,080 
1,520 

1,940 
120 

30 

15 

1,535 
200 
265 
970 

1,170 1,095 
14,285 I 13,470 

1,080 
13,530 
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SPECIAL ANALYSIS F F-ll 

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

Description 

Fiscal years 

Corporations 

1987 1988 1989 

Individuals 

1987 1989 

Benefits for dependents and survivors 
Veterans benefits and services: 

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

veterans housing 
General government: 

Credits and deductions for political contributions 
General purpose fiscal assistance: 

Exclusion of interest on public purpose State and 
local debt 

Deductibility of nonbusiness State and local taxes 
other than on owner-occupied homes 

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

Interest: 
Deferral of interest on savings bonds 

2,070 1,890 1,930 

3,025 

1,615 
130 
90 

300 

250 

8,810 

22,480 

2,850 

1,470 
85 
70 

250 

2,880 

1,445 
75 
60 

230 

8,460 

17,250 

8,360 

17,305 

1,895 1,690 1,720 

870 885 905 

* $2.5 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 $475 million in 1987, $480 

million in 1988, and $480 million in 1989. 
2 The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays is: 1987, $1,410 million; 

1988, $2,895 million; 1989, $3,895 million. 

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

1989


