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INTRODUCTION

This report! on tax expenditures for fiscal years 1998-2002 is
prepared by the staff of the Joint Committee on Taxation (“Joint
Committee staff’} for the House Committee on Ways and Means
and the Senate Committee on Finance. The report also is submit-
ted to the House and Senate Committees on the Budget. N

As in the case of earlier reports,? the estimates of tax expendi-
tures in this report were prepared in consultation with the staff of
the Office of Tax Analysis in the Treasury Department (“the Treas-
ury”). The Treasury published its estimates of tax expenditures for
fiscal years 1996-2002 in the Administration’s_budgetary state-
ment of February 1997.3 The lists of tax expenditures in this Joint
Committee staff report and the Administration’s budgetary state-
ment overlap considerably; the differences are discussed in Part I
of this report under the heading “Comparisons with Treasury.”

The Joint Committee staff has made its estimates (as shown in
Table 1) based on the provisions in tax law as enacted through De-
cember 12, 1997. Expired or repealed provisions are not listed un-
less they have continuing revenue effects that are associated with
ongoing taxpayer activity. Proposed extensions or modifications of
expiliing provisions are not included until they have been enacted
into law. : ' :

Part I of this report contains a discussion of the concept of tax
expenditures. Part II is a discussion of the measurement of tax ex-
penditures. Estimates of tax_expenditures for fiscal years 1998-
2002 are presented in Table 1 in Part III. Table 2 shows the dis-
tribution of tax returns by income class, and Table 3 presents dis-
tributions of selected individual tax expenditures by income class.

1This report may be cited as follows: Joint Committee on Taxation, Estimates of Federal Tax
Expenditures for Fiscal Years 1998-2002 (JC5-22-97), December 15, 1997. o

2 Joint Committee on Taxation, Estimates of Federal Tax Expenditures, October 4, 1972, June
1, 1973, July 8, 1975, March 15, 1876, March 16, 1977, March 14, 1978, March 15, 1979, March
6, 1980, March 16, 1981, March 8, 1982, March 7, 1983, November 9, 1984, April 12, 1985,
March 1, 1986, February 27, 1987, March .8, 1988, February 28, 1989, March 9, 1990, March
lé, }gg&, April 24, 1992, April 22, 1993, November 9, 1994, September 1, 1995, and November

3Office of Management and Budget, “Tax Expenditures,” Budget of the United States Govern-
ment: Analytical Perspectives, Fiscal Year 1998, February 6, 1997, pp. 71-98.
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I. THE CONCEPT OF TAX EXPENDITURES

Overview

“Tax expenditures” are defined under section 3(3) of the Congres-
sional Budget and Impoundment Control Act of 1974 (“the Budget
Act”) as “revenue losses attributable to provisions of the Federal
tax laws which allow a special exclusion, exemption, or deduction
from gross income or which provide a special credit, a preferential
rate of tax, or a deferral of tax liability.”# Thus, tax expenditures
include any reductions in individual and corporate income tax li-
abilities that result from special tax provisions or regulations that
provide tax benefits to particular taxpayers.

Special income tax provisions are referred to as tax expenditures
because they are considered to be analogous to direct outlay pro-
grams, and the two can be considered as alternative means of ac-
complishing similar budget policy objectives. Tax expenditures are
most similar to those direct spending programs that have no spend-
ing limits, and that are available as entitlements to those who
meet the statutory criteria established for the programs.5

Estimates of tax expenditures are prepared for use in budget
analysis. They are a measure of the economic benefits that are pro-
vided through the tax laws to various groups of taxpayers and sec-
tors of the economy. The estimates also may be useful in determin-
ing the relative merits of achieving specified public goals through
tax benefits or direct outlays.

The legislative history of the Budget Act indicates that tax ex-
penditures are to be defined with reference to a normal income tax
structure (referred to here as “normal income tax law”). The Joint
Committee staff has nsed its judgment in distinguishing between
those income tax provisions (and regulations) that can be viewed
as a part of normal tax law and those special provisions that result
in tax expenditures. A provision traditionally has been listed as a
tax expenditure by the Joint Committee staff if there is a reason-
able basis for such classification and the provision results in more
than a de minimis revenue loss, which solely for this purpose
means a total revenue loss of at least $50 million over the five fis-
cal years 1998-2002. The Joint Committee staff emphasizes, how-
ever, that in the process of listing tax expenditures, no judgment
is made, nor any implication intended, about the desirability of any
special tax provision as a matter of public policy.

If a tax expenditure provision were eliminated, Congress might
choose to continue financial assistance through other means rather
than terminate all Federal assistance for the activity. If a replace-

4 Congressional Budget and Impoundment Control Act of 1974 (P.L. 93-344), sec. 3(3).

5There are a few tax expenditures that have statutorily imposed limits. One example is the
tax credit for low-income rental housing. This credit is available only to those who have received
credit allocations from State housing authorities, There are statutory limits on the total
amounts of credit allocations that the States can make each year.

(2)
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ment spending program were enacted, the higher revenues received
as a result of the elimination of a tax expenditure might not rep-
resent a net budget gain. A replacement program could involve di-
rect expenditures, direct loans or loan guarantees, a different form
of tax expenditure, or a general reduction in tax rates. Joint Com-
mittee staff estimates of tax expenditures do not anticipate such
policy responses. ‘ - :

The Budget Act uses the term tax expenditure to refer to the spe-
cial tax provisions that are contained in the Federal individual and
corporate income taxes. Other Federal taxes such as excise taxes,
employment taxes, and estate and gift taxes may also have excep-
tions, exclusions, and credits, but those special tax provisions are
not included in this report because they are not part of the income
tax. Thus, for example, the income tax exclusion for employer-paid
health insurance is included, but the Federal Insurance Contribu-
tions Act (FICA) tax exclusion for employer-paid health insurance
is not treated as a tax expenditure.®

Some provisions in the Internal Revenue Code provide for special
tax treatment that is less favorable than normal tax law. Examples
of such provisions include (1) the denial of deductions for certain
lobbying expenses, (2) the denial of deductions for certain ‘executive
compensation, and (3) the 2-percent floor on itemized deductions
for unreimbursed employee expenses. Tax provisions that provide
treatment less favorable than normal law are not shown in this re-
port because they are not included in the statutory definition of a
tax expenditure.

Individual Income Tax

Under the Joint Committee staff methodology, the normal struc-
ture of the individual income tax includes the following major com-
ponents: one personal exemption for each taxpayer and one for
each dependent, the standard deduction, the existing tax rate
schedule, and deductions for investment and employee business ex-
penses. Most other tax benefits to individual taxpayers can be clas-
sified as exceptions to “normal income tax law.”

Personal exemptions and the standard deduction are treated as
part of normal income tax law because one may consider these
amounts as approximating the level of income below which it would
be difficult for an individual or a family to obtain minimal amounts
of food, clothing, and shelter. Those itemized deductions that are
not necessary for the generation of income are classified as tax ex-
penditures, but only to the extent that they exceed the stardard
deduction level. o

Under present law, all employee compensation is subject to tax
unless the tax code contains a spécific exclusion for the income.
There are specific exclusions for the following employer-provided

&In its budget statement, the Treasury ﬂe’gérﬁ'ﬁéﬁf ldentlfies ‘taii‘éﬁ'q")éﬁdimré‘s:in' the Unified
Transfer Tax (the estate and gift tax and the generation-skipping transfer tax). See, Office of
Management and Budget, “Tax Expenditures,” pp. 96-98. Other analysts have explored applying
the concept of tax expenditures to the payrol] and excise taxes. See, Jonathan %a.rry Forman,
“Would a Social Security Tax Expenditure Budget Make Sense?” Public Budgeting and Finan-

cial Management, 5, 1993. 311-335, and Bruce F. Davie, “Tax Expenditures in the Federal Ex-
cise Tax System,” National Tex Journal, XLVII, March 1994, pp. 39-62.
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benefits: health insurance and medical care,” accident and disabil-
ity insurance, group term life insurance, educational assistance,
transportation benefits (parking, van pools, and transit passes, sub-
Ject to certain limits), child care, meals and lodging (furnished for
the convenience of the employer), employee awards, death benefits,
and other miscellaneous fringe benefits (e.g., employee discounts,
services provided to employees at no additional cost to employers,
tuition reductions, and de minimis fringe benefits). Each of these
exclusions is classified as a tax expenditure in this report.

Under normal income tax law, employer contributions to pension
plans and income earned on pension assets would be taxable to em-
ployees as the contributions are made and as the income is earned,
and employees would not receive any deduction or exclusion for
their pension contributions. Under present law, employer contribu-
tions to qualified pension plans and employee contributions made
at the election of the employee through salary reduction are not
taxed until distributed to the employee during retirement, and in-
come earned on pension assets is not taxed until distributed during
retirement. The tax expenditure for “net exclusion of pension con-
tributions and earnings” is computed as the taxes forgone on cur-
rent tax-excluded pension contributions and earnings less the taxes
paid on current pension distributions to retirees.

Under present law, social security retirement benefits are fully
or partially excluded from gross income.® Under normal income tax
law, retirees would be entitled to an exclusion for only the portion
of social security retirement benefits that represents a return of the
social security taxes that they paid during their working years.
Thus, the exclusion of social security retirement benefits in excess
of social security tax payments is classified as a tax expenditure.

All Medicare benefits are excluded from taxation. The value of
Medicare Part A insurance generally is greater than the Health In-
surance (HI} tax contributions that enrollees made during their
working years, and the value of Medicare Part B insurance gen-
erally is greater than the Part B premium that enrollees must pay.
The exclusion of the value of Medicare Part A insurance in excess
of HI tax contributions is classified as a tax expenditure, and the
exclusion of the value of Medicare Part B insurance in excess of
premiums paid also is classified as a tax expenditure.

Public assistance benefits are excluded from gross income by law
or by Internal Revenue Service regulations. Table 1 contains tax
expenditure estimates for workers’ compensation benefits, special
benefits for disabled coal miners, and cash public assistance bene-
fits (which include Supplemental Security Income (SSI) benefits
and Aid to Families with Dependent Children (AFDC) benefits).

The individual income tax does not include in gross income the
imputed income that individuals receive from the services provided

7Present law contains an exclusion for employer-provided health care and health insurance
for employees (sec, 106) and an exclusion for benefits received by employees under an employer-
subsidized health 3glan (sec. 105(b)). These two exclusions are viewed as a single tax expendi-
ture. Under normal income tax law, the value of employer-provided health insurance would be
includable in the income of employees, but employees would not be subject to tax on any health
insurance benefits (reimbursements} that they might receive under an employer-provided health
insurance pian,

8For taxpayers with modified adjusted gross incomes above certain levels, up to 85 percent
of social security retirement benefits are includable in income. .
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by owner-occupied homes and durable goods.® However, the Joint
Committee staff does not classify this exclusion as a tax expendi-
ture. The measurement of imputed income for tax purposes pre-
sents administrative problems and its exclusion from taxable in-
come may be regarded as an administrative necessity.10

Under normal income tax law, individuals would be allowed to
deduct only the interest on indebtedness incurred in conmnection
with a trade or business or an investment. Thus, the deduction for
mortgage interest on a principal or second residence is classified as
a tax expenditure, == ‘ S

The Joint Committee staff assumes that, for administrative fea-
sibility, normal income tax law would tax capital gains in full in
the year the gains are realized through sale or exchange. Thus, the
deferral of tax until realization is not classified as a tax expendi-
ture, but reduced rates of tax, further deferrals of tax (beyond the
year of sale or exchange), and exclusions of certain capital gains
are classified as tax expenditures.

It is also assumed that normal income tax law would not provide
for any indexing of the basis of capital assets for changes in the
general price level. Thus, under normal income tax law (as under
present law), the income tax would be levied on nominal gains as
opposed to real gains in asset values. If, as an alternative, normal
income tax law were defined to include full indexing of the basis
of capital assets, the capital gains tax expenditure estimates in
Table 1 generally would be much lower than those shown. .

There are many types of State and local government bonds and
private purpose bonds that qualify for tax-exempt status for Fed-
eral income tax purposes. Table 1 contains a separate tax expendi-
ture listing for each type of bond. '

Business Income Taxation

Regardless of the legal form of organization. (sole proprietorship,
partnership, or S or C corporation), the same general principles are
used in the computation of taxable business income. Thus, most
business tax expenditures apply equally to unincorporated and in-
corporated businesses, '

One of the most difficult issues in defining tax expenditures for
business income relates to the tax treatment of capital costs. Under
present law, capital costs may be recovered under a variety of al-
ternative methods, depending upon the nature of the costs and the
status of the taxpayer. For example, investments in equipment and
structures may qualify for tax credits, expensing, accelerated de-
preciation, or straight-line depreciation. The Joint Committee staff
generally classifies as tax expenditures cost recovery allowances
that are more favorable than these provided under the alternative
depreciation system (sec. 168(g)), which provides for straight-line

9The Naticnal Income and Product Accounts include estimates of this imputed income. The
accounts appear in U.S, Department of Commerce, Bureau of Economic Analysis, Survey of Cur-
rent Business, published monthly.

30If the imputed income from owner-occupied homes were included in adjusted gross income,
it would be proiper to include all mortgage interest deductions and related property tax deduc-
tions as part of the normal income tax structure, since interest and property tax deductions
would be allowable as a cost of producing imputed income. It also wouldp be appropriate to allow
deductions for depreciation and maintenance expensés for owner-occupied homes.
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recovery over tax lives that are longer than those permitted under
the accelerated system.

As indicated above, the Joint Committee staff assumes that nor-
mal income tax law would not provide for any indexing of the basis
of capital assets. Thus, normal income tax law would not take into
account the effects of inflation on tax depreciation. The expensing
and depreciation tax expenditure estimates in Table 1 are larger
than would be the case if normal income tax law provided for infla-
tion adjustments in the basis of assets for tax depreciation pur-
poses.

The alternative minimum tax (“AMT”) and the passive activity
loss rules are not viewed by the Joint Committee staff as a part
of normal income tax law. Instead, they are viewed as provisions
that reduce the magnitude of the tax expenditures to which they
apply. For example, the AMT reduces the value of business tax
credits {for those taxpayers subject to the AMT) by not allowing the
tax credits to be claimed in the calculation of AMT liability. Simi-
larly, the passive loss rules defer otherwise allowable deductions
and credits from passive activities until a time when the taxpayer
has passive income or disposes of the assets associated with the
passive activity. Exceptions to the AMT and the passive loss rules
are not classified as tax expenditures by the Joint Committee staff
because the effects of the exceptions already are incorporated in
the estimates of related tax expenditures.

Corporate Income Tax

The income of corporations (cther than S corporations) generally
is subject to the corporate income tax. The corporate income tax in-
cludes a graduated tax rate schedule. The lower tax rates in the
schedule are classified by the Joint Committee staff as a tax ex-
penditure (as opposed to normal income tax law) because they are
intended to provide tax benefits to small business and, unlike the
graduated individual income tax rates, are unrelated to concerns
about ability of individuals to pay taxes.

Certain income of pass-through entities is exempt from the cor-
porate income tax. The income of sole proprietorships, S corpora-
tions, and most partnerships is taxed at the individual level. The
special tax rules for these pass-through entities are not classified
as tax expenditures because the tax benefits are available to any
entity that chooses to organize itself and operate in the required
manner in order to avoid the entity-level tax,

Nonprofit corporations that satisfy the requirements of Code sec-
tion 501 also generally are exempt from corporate income tax. The
tax exemption of certain nonprofit cooperative business organiza-
tions, such as trade associations, is not treated as a tax expendi-
ture for the same reason applicable to for-profit pass-through busi-
ness entities. With respect to other nonprofit organizations, such as
charities, tax-exempt status is not classified as a tax expenditure
because the nonbusiness activities of such organizations generally
must predominate and their unrelated business activities are sub-
Ject to tax. In general, the imputed income derived from nonbusi-
ness activities conducted by individuals or collectively by certain
nonprofit organizations is outside the normal income tax base.
However, the ability of donors to such non-profit organizations to
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claim a charitable contr_ibution deduction is a tax expenditure (be-
cause such contributions do not generate income to the donor), as

is the exclusion from income granted to holders of tax-exempt fi-
nancing issued by charities. . o

Taxpayer Relief Act of 1997

The Taxpayer Relief Act of 1997 (“the Act”) (FL.R. 2014), signed
by the President on August 5, 1997 (P.L. 105-34), adds a number
of new tax expenditures to the Internal Revenue Code and modifies
a number of existing tax expenditures. The following is a summary
of the tax expenditure provisions in the Act.

Child tax credit

The Act provides a new tax credit for taxpayers with qualifying
children under the age of 17. The credit is $400 per child for tax-
able years beginning in 1998 and $500 per child in succeeding tax-
able years. The total amount of each taxpayer’s child credit is
phased out at a rate of $50 for each $1,000 of modified adjusted
gross income in excess of certain thresholds ($110,000 for married
taxpayers filing joint returns, $55,000 for married taxpayers filing
separate returns, and $75,000 for taxpayers filing as single or head
of household). The credit is nonrefundable for taxpayers with one
or two children but refundable for taxpayers with three or more
children. o ' '

Education tax incentives _

The Act_contains two new tax credits for tuition and fees for
post-secondary education. The HOPE credit is equal to 100 percent
of the first $1,000 and 50 percent of the 'nextw%l,OOO of qualified
tuition and fees paid during the year on behalf of a student en-
rolled in a post-secondary degree program on at least a half-time
basis. The credit is available only during the first two years of a
student’s post-secondary education. The Lifetime Learning credit is
equal to 20 percent of qualified tuition and fees paid during the
year on behalf of a student who is taking one or more undergradu-
ate or graduate-level classes to acquire or improve job skills. For
purposes of the Lifetime Learning credit, qualified tuition is limited
to $5,000 per tax return for expenses paid before January 1, 2003,
and $10,000 per tax return for expenses paid after that date. The
HOPE credit is available for expenses paid after December 31,
1997, and the Lifetime Learning credit is available for expenses
paid after June 30, 1998. In Table 1, the HOPE credit and Lifetime
Learning credit have been combinéd into a single tax expenditure
estimate for “tax credits for tuition for post-secondary education.”

The Act also provides that taxpayers may establish trust or cus-
todial accounts {“education IRAs”) for the exclusive purpose of pay-
ing the qualified higher education expenses of a named beneficiary.
Annual contributions are limited to $500 per beneficiary and are
also subject to income limits based on the incomes of the contribu-
tors. Earnings on contributions to the accounts are not subject to
tax. Distributions from the accounts may be excludable from gross
income to the extent that they do not exceed the qualified edu-
cation expenses of the beneficiary. The accounts may be established
in taxable years beginning after December 31, 1997.
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The Act also provides an above-the-line deduction for interest on
qualified higher education loans. The maximum deduction is $1,000
in 1998, $1,500 in 1999, $2,000 in 2000, and $2,500 in 2001 and
succeeding years. The deduction is allowed only with respect to in-
terest paid on a qualified loan during the first five years in which
interest payments are required. The provision is effective for inter-
est payments due and paid after December 31, 1997,

The HOPE tax credit, the Lifetime Learning tax credit, the maxi-
mum $500 contribution to education IRAs, and the deduction for
interest on qualified education loans are all phased out for tax-
payers with modified adjusted gross incomes in excess of certain
limits. Elections to use the HOPE credit, Lifetime Learning credit,
and exclusion from gross income for education IRA contributions
are mutually exclusive in the sense that a taxpayer may not bene-
fit from more than one of these three provisions in a taxable year
with respect to a given student.

Present and prior law provided for a deferral of tax on the earn-
ings of qualified State tuition programs for post-secondary edu-
cation and tax-exempt status for such programs. The Act extends
these tax benefits to State tuition programs that are used to prepay
(or save) for room and board expenses as well as tuition expenses.
The Act also broadens the definition of educational institutions eli-
gible to participate in qualified State tuition programs, and liberal-
izes the rules on tax-free rollovers of credits and account balances
in such programs. In general, these changes are effective after De-
cember 31, 1997,

Prior law contained an exclusion for employer-provided assist-
ance for undergraduate and graduate education. The exclusion for
employer-provided assistance for undergraduate education expired
for courses of instruction beginning after June 30, 1997, and the
exclusion for assistance for graduate-level education expired for
courses beginning after June 30, 1996. The Act extends the exclu-
sion for employer-provided undergraduate assistance to include
courses beginning before June 1, 2000, The exclusion for employer-
provided graduate-level assistancé was not extended.

The Act also liberalizes the rules governing individual retirement
arrangements to allow penalty-free withdrawals for qualified high-
er education expenses of the taxpayer and the taxpayer’s spouse,
children, and grandchildren. The provision is effective for with-
drawals made after December 31, 1997, for education paid for and
furnished after such date. (The effects of this provisions are re-
flected in the tax expenditure estimate for “individual retirement
plans” in Table 1.)

The Act also provides a tax credit to certain financial institutions
holding “qualified zone academy bonds” that will be issued by State
and local governments to finance improvements at qualifying pub-
lic schools in empowerment zones, enterprise communities, and
other areas. The provision is effective for bonds issued after 1997.

The Act also provides an augmented charitable contribution de-
duction for computer technology and equipment donated by C cor-
porations to elementary and secondary schools. The provision is ef-
fective for contributions made in taxable years beginning after
1997 and before January 1, 2001. (The effects of this provision are
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reflected in the tax expenditure estimate for “deduction for chari-
table contributions to educational institutions” in Table 1.

. Individugl

The Act contains a number of changes in the rules governing the
tax treatment of individual retirement arrangements (“IRAs”).
First, the Act increases the income ranges over which the $2,000
IRA deduction limit is phased out for individuals who are active
participants in an employer-sponsored retirement plan. Under the
Act, the phaseout ranges are increased each year until the phase-
out range for single taxpayers is $50,000 to $60,000 of adjusted
gross income (in_2005) and the phaseout range for married tax-
payers is $80,000 to $100,000 (in 2007). Second, the Act permits
deductible contributions of up 'to $2,000 per year for spouses of in-
dividuals who participate in an employer-sponsored retirement
plan:: This deduction’ is phased out for taxpayers with adjusted
gross incomes between $150,000 and $160,000. Third, the Act cre-
ates a new, tax-free nondeductible IRA called the “Roth IRA.” The
maximum contribution to a Roth IRA is $2,000 per year; and it is
phased out for single taxpayers with adjusted gross incomes be-
tween $95,000 and $110,000 and married taxpayers with adjusted
gross_incomes between $150,000 and. $160,000. Distributions of
contributions to a Roth IRA are always tax free, Distributions of
earnings from a Roth IRA are tax free if made more than five years
after the Roth IRA has been established and if the distributions are
made after age 59%, or on account of death or disability, or for
first-time homebuyer expenses up to $10,000. Individuals with ad-
justed gross incomes of $100,000 or less may convert an IRA into
a Roth IRA. Fourth, the Act permits penalty-free withdrawals from
all IRAs for qualified higher education expenses (discussed above
under “education tax incentives”) and up to $10,000 of first-time
homebuyer expenses. The effects of all of these provisions are re-
flected in the tax expenditure estimate for *individual retirement
plans” in Table 1. Education IRAs are viewed as a separate tax ex-
penditure and are listed separately in Table 1 along with other tax
expenditures for education and training. '

" Capital gains provisions™ 7"

The Act contains a number of changes in the tax treatment of
capital gains. First, the maximum tax on the net capital gain of an
individual is reduced from 28 percent to 20 percent, and any net
capital gain which otherwise would be taxed at 15 percent is taxed
at 10 percent. However, the maximum tax on the portion of any
long-term net gain from the sale or exchange of real estate that is
attributable to depreciation is reduced from 28 to 25 percent, and
the maximum tax on any long-term net gain from the sale or ex-
change of collectibles remains at 28 percent. These changes are ef-
fective for sales or exchanges after May 6, 1997. For taxable years
beginning after December 31, 2000, and assets which are held more
than five years, the maximum capital gains tax rates will be 8 per-
cent and 18 percent rather than 10 percent and 20 percent. In gen-
eral, the lower capital gains tax rates do not apply to assets held
for 18 months or less, and the maximum tax rate of 28 percent re-
mains applicable to assets held more than one year but not more



