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ESTIMATES OF TAX EXPENDITURES

/. Introduction

This report on tax expenditures is prepared for the House Committee
on Ways and Means and the Senate Committee on Finance, and it

also is submitted as the report by the Joint Committee on Taxation to

the Committees on the Budget. As in the case of earlier reports,^

the estimates in this report also were prepared with the extensive
assistance of the staff of the Ofl&ce of Tax Analysis in the Treasury
Department. The first two reports were prepared in compliance with
the request by the conferees on the Revenue Act of 1971 that tax
expenditure data be submitted regularly to Congress by the Joint
Committee staff. The last report was published one year ago for

submission to the Committees on the Budget.
In January, the Administration published its estimates of tax

expenditures of fiscal years 1979-1981 in Special Analysis G of the
i, p

Budget for fiscal year 1981.^ I ^

This report covers fiscal years 1980-1985. The tax expenditure items \ 1

included m this pamphlet and in Special Analysis G are identical.
°^''

Differences between the special analysis and this report which arose a^
in the past over the inclusiveness of the list have been resolved. The '*"*

tax expenditure report by the Congressional Budget Office (CBO), *^
which will be published shortly, also will contain the same listirigs. ^s*<

The staff of the Joint Committee has made its estimates in terms 13
of the provisions in present law (as enacted by December 31, 1979) -^

and has assumed that the expiration dates which apply to some 13

provisions will not be extended or otherwise modified and no other
changes will be made in the present law. Table 3 presents estimates
of the new or increased tax expenditures contained in the Conference
Report on the Crude Oil Windfall Profit Tax Act of 1980.

The first part of this report discusses the concept of tax expenditures

,

and it is followed by a discussion of the measurement of tax expendi-
tures. Estimates of tax expenditures are in the last part.

' Committees on Ways and Means and Finance, Estimates of Federal Tax
Expenditures, October 4, 1972, June 1, 1973, July 8, 1975, March 15, 1976, March
15, 1977, March 14, 1978, and March 15, 1979.

2 "Tax Expenditures," Special Analysis G, Special Analyses of the Budget of the

United States Government for Fiscal Year 1981, pp. 207-238.
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//. The Concept of Tax Expenditures

Tax expenditure data are intended to show the cost to the Federal
Government, in terms of revenues that might otherwise be collected

from tax provisions that either have been enacted as incentives for

the private sector of the economy, have been enacted to provide tax

relief to particular types of taxpayers, or have those effects even
though initially enacted to achieve a different objective. The tax
provisions can be interpreted as alternatives to enacting direct ex-

penditures or credit programs to achieve the same objectives. These
provisions take the form of exclusions, deductions, credits, prefer-

ential tax rates, or deferrals of tax liability. Tax expenditures also

are analogous to expenditures made under permanent appropriations

which have no program spending limits and which are available to

individuals who meet the criteria established for the programs: the

taxpayer who can meet the criteria specified in the Internal Revenue
Code may use the provision indefinitely without any further action

by the Federal Government. This is possible because provisions in

the Internal Revenue Code usually do not have expiration dates that
would require specific congressional action to continue the availability

of the tax provision. For many provisions, the revenue loss is deter-

mined by the taxpayer's level of income and his tax rate bracket.

From the viewpoint of the budget process, fiscal policy and the
allocation of resources, uncontrollable outlays or receipts restrict the

range of adjustments that can be made in public policy. One of the

initial purposes of the enumeration of tax expenditures was to provide
Congress with the information it would need to select between a tax
or an outlay approach to accomplish a given goal of public policy.

The staff' followed the definition of tax expenditures developed in

the legislative process that produced the Budget Control Act. Included
in this report as tax expenditures are virtually all income tax provi-
sions which have been characterized as tax expenditures under almost
any listing by other sources. As a result, listing an item as a tax ex-

penditure in this report is a part of a process of providing information,
and the list becomes a catalog of past public policy decisions accom-
panied by estimates of their effects upon budget receipts. No judgment
is made, nor any inference intended, about the desirability of any
specific provision as public policy or about the effectiveness of the
tax approach relative to other methods available to the Federal
Government for achieving the particular public policy goals desired.

In this report, a tax expenditure is described as a tax provision
that departs from allowing the taxpayer to deduct from gross income
only the costs incurred in earning net income. Under this concept,
deductions are allowed for current expenditures which are directly
related to the process of earning income, and therefore these expendi-
tures are not treated as tax expenditures. These deductions are
treated as business costs, and they are deducted on returns filed by
corporations, partnerships and individual proprietorships. On the
other hand, capital costs by their nature are not properly allocated

(2)



entirely to income earned in one year. The basic tax provision allows
depreciation ratably (i.e., straightline depreciation) over the estimated
useful life of the capital asset, but tax law also permits accelerated
depreciation to provide investors with faster capital recovery through
shorter lives and/or faster rates of depreciation for some equipment.
Such faster tax treatment of capital costs, the excess of these deductions
over those available under straight-line, is classified as a tax expendi-
ture; in this report, those items appear as asset depreciation range
(ADR), depreciation of buildings in excess of straight-liae, percentage
depletion allowances (in excess of cost depletion), and current expens-
ing of costs that otherwise would be capitalized.

Individuals who are employees—and do not carry on their own
businesses—have analogous business-type deductions which also are
not classified in this report as tax expenditures. The expenses also are
costs which are incurred in earning net income, e.g., the cost of the
tools that a mechanic uses. Most other deductions which individuals
take on their tax returns represent personal consumption expenditures.
These deductions reflect public policy decisions to encourage specific
types of consumer spending or to provide relief to taxpayers who
make these types of expenditures ancl are therefore generally classified

here as tax expenditures. An exception to this rule is made for personal
exemptions and the zero bracket amount ^ which have not been treated
as tax expenditures in any analysis of the subject or in the Budget
Control Act. Individual tax expenditures also include various kinds
of income, e.g., social security payments to the aged, dependents and
survivors, which are treated as tax-exempt income but which could
otherwise be included in adjusted gross income. Unemployment
compensation payments had been excluded from gross income, but
under a provision in the Revenue Act of 1978, the amount of unem-
ployment compensation excluded from taxation now is phased down
when gross income from all sources rises above $20,000 for single
taxpayers and $25,000 for joint returns.
A number of tax provisions are not treated as tax expenditures.

In the individual income tax, the general tax rate structure is not
part of the tax expenditure analysis, i.e., the structure of graduated tax
rates, the tax brackets in the individual income tax and the separate
rate schedules for single persons, married persons filing separately,
heads-of-households and married persons filing jointly. Other such
items are the personal exemption—one per taxpayer and each depend-
ent—and the zero bracket amount. On the other hand, included as
tax expenditures are the additional personal exemptions for the aged
and blind and itemized personal deductions, to the extent they exceed
the zero bracket amount.

In the business tax area, the corporate surtax exemption has been
viewed as a departure from the basic tax structure which was enacted
to benefit small corporations, and therefore it was treated as a tax
expenditure. When Congress enacted a new graduated tax structure
for the corporation income tax in the Revenue Act of 1978, it stated

3 The minimum standard deduction and the percentage standard deduction
were repealed by the Tax Reduction and Simplification Act of 1977, and the
zero bracket amount and a floor under itemized deductions (now $2,300 for single
taxpayers and $3,400 for joint returns by married couples) were enacted to replace
them.



that the new structure was needed to encourage growth of small

business. The incentive was provided by establishing a tax structure

which has four taxable income brackets of $25,000 each and a fifth

bracket which applies to taxable income above $100,000. The cor-

porate tax rate is 17 percent in the first bracket and is increased to

46 percent for taxable income above $100,000.
There is no provision for negative tax expenditures, and no provi-

sions are classified as disincentives. Negative numbers in table 1 result

from the mechanics of the provision and do not represent a negative

tax expenditure.

Imputations of income received from the services of durable assets

are not treated as income in the Internal Revenue Code, and because
that has not been done, that omission is not classified here as resulting

in a tax expenditure. Imputations could be considered as income for

tax purposes under other concepts of income. However, measurement
of the imputed income presents problems, and its exclusion from tax-

5 able income is more an administrative necessity than a specific incen-

|i tive to encourage certain kinds of consumption. The imputed income
*' from an owner-occupied home is the most prominent of these items, and
f? among the others are the income that could be imputed to household

g furniture and appliances, books and art collections and automobiles.

»; Foreign tax credits are not classified here as tax expenditures since

'^5 they are generally considered as the way of taking into account the
interrelationship of domestic and foreign tax systems and represent

taxes paid. In addition, this analysis does not attempt to go behind

(;
the treatment by U.S. taxpayers of payments by U.S. corporations to

foreign governments as income taxes (i.e., it does not attempt to

determine whether such payments claimed as foreign tax credits

satisfy the requirements of creditability)

.
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///. Measurement of Tax Expenditures

Estimates of tax expenditures are subject to important limitations.

Each tax expenditure is measured in isolation. The amount of the
deduction is added back in the calculation of taxable income, which
raises its level. The difference between the estimates of tax liabilities

under present law, which provides for the tax expenditure, and the
higher level of tax liabilities under the assumption that the provision
is repealed is the amount of the tax expenditure. For this computa-
tion and in keeping with the general practice of revenue estimating
it is assumed that nothing else changes.
Some further observations on these estimating problems follow.

If two or more items were to be eliminated, the result of the com-
bination of changes being made at the same time might produce a
lesser or greater revenue effect than the sum of the amounts shown
for each item separately. This also means that the addition of the

amounts of various tax expenditure items is of quite limited useul-

ness, and this is why totals for table 1 are shown only in a footnote.

In some cases if a tax expenditure item were to be eliminated, it

is possible that Congress would, at least to some extent, deal with the
underlying reason for enacting the tax expenditure in another way,
rather than simply terminating federal assistance of any kind. To the
extent that a replacement program would be adopted, the higher
revenues received as a result of the elimination of a tax expenditure
would not represent a net budget gain. The nature of any alternative

program is not anticipated: whether it would involve direct expendi-
tures, direct loans, or loan guarantees, or whether it would involve a
different form of tax expenditure. Nor was it assumed when the
estimates were made that, if any of these provisions were repealed,

adjustments would be made to offset the effects of higher tax liabilities

through fiscal or monetary policy.

Year to year differences in the estimates for each tax expenditure
may be explained by changes in tax law which affect the estimates
differently m successive years, but also are the result of extrapolation
of the historical average annual rates of change associated with each
separate tax expenditure item. Some of the estimates for this tax
expenditure budget may differ from estimates made in previous years
because of inflation, changed economic conditions, the availability of

better data, and improved estimating techniques. Similar differences

Occur in the budget estimates for direct outlays.

(5)



IV. Tax Expenditures Estimates by Functional Category

To aid analysis of the economic benefits provided through the tax
laws to various sectors of the economy, the costs (tax expenditures)

and beneficiaries (in terms of area of activity) are grouped in Table
1 in the same functional categories as outlays in the Federal budget.
Where possible and relevant, estimates are shown separately for

individuals and corporations. Some tax expenditures do not fit clearly

into any of the budget functional categories, and they have been
placed in the functional category which is the most appropriate. The
Office of Management and Budget, the Department of the Treasury,

ft the Congressional Budget Office and the Joint Committee staff concur
Si on these placements, except for the exclusion of interest on State and
A local housing bonds which is classified here under Commerce and

8
housing, instead of under Income security as in Special Analysis G.

^ Tabic 2 provides estimates by expanded income class for some of

B' the tax expenditures which affect individual taxpayers. All tax ex-

*! penditures which affect individuals are not shown in this table because
'J of the difficulty in making reliable estimates of the distribution. Table 2

assumes the level of economic activity prevailing in 1979 and the tax
law in effect on January 1, 1980.

1

Table 3 presents the estimated revenue loss from tax expenditures,
new or increased, that are in the Conference Report on the Crude Oil

'

Windfall Profit Tax Act of 1980 (H.R. 3919). These changes generally
have effective dates after December 31, 1979, and would not qualify

for inclusion in the pamphlet. Nevertheless, they wUl be in effect

during the period covered in these estimates, and the staff believes

it is appropriate to include this table for the information of the reader.

(6)
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