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INTRODUCTION 

This pamphlet, prepared by the staff of the Joint Committee on 
Taxation in conjunction with the stuff of the Senate Committee on 
Finance, provides descriptions of possible revenue-increase options 
for the information of the Committee on Finance in connection with 
any consideration of revenue-increase legislation. 

The first part of the pamphlet is a description of provisions ad
dressed by the Administration's revenue proposals. This is followed 
by a description of other possible revenue-increase options that have 
been proposed by Senators or that the Finance Committee may wish to 
consider. For each of the proposals in parts I and II, the description 
includes present law, possible alternative proposals, pros and cons, and 
estimated revenue effects. The third part is a tabulation 'Of the 
estimated revenue efi'ecJts of the proposals described in parts I and II 
of this panlphlet. Finally, an Appendix presents data, by income class, 
of estimated taxable returns, total tax liability, average tax liability, 
and percentage of taxpayers itemizing deductions in 1983 and 1984 
(under present law). 

The proposals described in part II of this pamphlet are not Joint 
Committee staff or Finance Committee staff proposals or recommenda
tions, but rather possible revenue-increase options which the Finance 
Committee may wish to consider in eonnection with legislation relat
ing to revenue-increase targets Bet by the Congressional Budget 
Resol ution. 

(1) 





I. PROVISIONS ADDRESSED BY ADMINISTRATION 
PROPOSALS 

A. Accounting for Long-Term Contracts 

Present Law 

Overview 
A taxpayer which enters into long-term contracts may elect to use 

one of four accounting methods to account for the income and expenses 
attributable to such contracts. Long---term contracts generally are con
tracts that are not completed by the en'd of the taxable year in which 
they were entered into. 

The four methods are the cash method, the accrual method, the per
centage of completion method, and the completed contract method. The 
cash and accrual methods are methods applicable to all types of income 
of all taxpayers generally. The percentage of completion method and 
the completed contract method apply only to long-term contracts. 
Cash method 

Under the cash method, income is reported for the year in which it is 
actually or constructively received. Deductions generally are taken for 
the year in which actually paid. Therefore, a taxpayer who uses the 
cash method to account for income and expenses for long-term con
tracts includes payments in income when received (either before or 
after completion of the contract) and takes deductions for expenses 
when actually paid. 
Accrual method 

Under the accrual method, income is generally reported when all 
the events have occurred which fix the right to receive such income and 
the amount thereof can be determined with reasonable accuracy, 
regardless of when it is received. However, special rules apply to pay
ments received on a long-term contract before completion of the con
tract. These "advance" payments generally are includible in income 
when received, but the taxpayer generally may elect to defer inclusion 
until the year income w'Ould be includible under its method of account
ing for tax purposes or, if earlier, the year income would be includible 
under its method of accounting for financial reporting purposes (e.g., 
the year the goods are shipped). 

If an accrual basis taxpayer does not use inventories in connection 
with a long-term contract, deductions generally are allowed f'or the 
year in which all events have occurred which determine the fact of lia
bility and the amount thereof coan be determined with reasonable ac
curacy. If the taxpayer uses inventories, costs allocable to inventory 
are accumulated until the inventory is shipped, delivered, 'Or accepted. 

(8) 
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Percentage of completion method 
Under the percentage of completion method (which is used only for 

long-term contracts) , income is recognized according to the percentage 
of the contract that is completed during each taxable year. The com
putation of how much of the contract is completed during a taxable 
year may be made by comparing (1) the costs incurred during the year 
to the total estimated costs of the contract or (2) the physical work 
performed on the contract dnring the year to the total estimated work 
to be performed. Expenses of the long-term contract are deductible for 
the year in which paid or incurred. 

Completed contract method 

Inclusion in income 
Under the completed contract method (which is used only for long

term contracts): income from the contract is includible in Income for 
the year in which the contract is completed: unless the taxpayer elects 
to include advance payments in income when received. 

The present Treasury regulations provide that a contract will not 
be considered completed until final completion and acceptance have 
occurred. Nevertheless, a taxpayer may not delay the completion of a 
contract for the principal purpose of deferring income tax. In addi
tion, the present regulations provide that several agreements gen
erally will nQt be treated as a single CQntract unless the several agree
ments would be treated as one contract under customary cQmmercial 
practice Qr unless there is no business purpQse for entering into several 
agreements rather than Qne agreement. 

Tho AdministratiQn has announced that it prQPQses to' amend these 
regulatiQns to prQvide a more detailed set Qf rules for determining 
when a CQntract is cQmpleted and when agreements shQuld be treated 
as one CQntract or more than Qne CQntract. 

The Treasury Department has stated that the revised regulatiQns 
would prQvide that agreements to' prQduce items which are independ
ently priced WQuld be treated as separate contracts. In ~"dditiQn, the 
eyercise of an QptiQn to' acquire additional items 0'1' the i~suance Qf a 
change Qrder to' increase the number of items WQuld be treated as a 
new CQntract. Further, the revised regulatiQns would prQvide that the 
completiQn Qf a contract will nQt be delayed by reason of (1) CQn
tingent payment Qf amQunts based upon the performanc(' of the item 
or (2) a prQvisiQn to' prQvide replacement parts or to' supervise in
stallation. 

Deduction of empenses 
Under the completed contract methQd, expenses allocable to the CQn

tract (commQnly referred to' as "contract costs") are deductible fQr the 
year in which the contract is completed. Expenses that arc not allQcated 
to the CQntract (cQmmQnly referred to' as "period CQsts") are deductible 
for the year in which they are paid 0'1' incurred. 

Under existing regulations, contract costs include all direct expenses 
and indirect expenses that aTe incident and necessary to' the perform
ance Qf the contract, with the following exceptions (which are cur
rently deductible as period costs) : 

(a) Marketing and selling expenses, including bidding expenses; 
(b) Advertising expenses; 
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( c) Other distribution expenses; 
(d) General and administrative expenses which benefit the tax-

payer's business as a whole; 
( e) Interest; 
(f) Research and development expenses; 
(g) Losses; 
(h) Percentage depletion in excess of cost depletion; 
(i) Depreciation on idle equipment and, for other equipment, tax 

depreciation in excess of book depreciation; 
( j) Income taxes; 
(k) PensIOn and profit-sharing contributions and otheT employee 

benefits; 
(l) Costs attributable to strikes, rework, scrap, and spoilage; and 
(m) Officer compensation which benefits the taxpayer's activities as 

a whole. 
The Administration has proposed modifying these regulations. 

Under the revised regulations, all costs of the taxpayer would be allo
cated to the contract other than the following expenses (which could 
continue to be deducted currently as period costs) : 

(1) General marketing, selling, and advertising expenses; 
(2) Bidding expenses incurred in the solicitation of contracts not 

awarded to the taxpayer; 
(3) Research and experimental expenses neither directly attributa

ble to particular long-term contracts in existence at the time such ex
penses are incurred, nor incurred under an agreement to perform such 
l'rsrarch and experimentation; 

(4) Losses; 
(5) Depreciation and amortization on idle requirement and facil

ities; 
(6) Income taxes attributable to income received from long-term 

contracts; 
(7) Pension contributions to the extent representing past service 

costs; and 
(8) Costs attributable to strikes. 

Administration Proposal 

Taxpayers having long-term contracts would be required to account 
for income from those contracts nnder the percentag-e of completion 
method 01' the progress payment method. The cash method, the com
pleted contract method, and the accrual method could not be used to 
account for income and expenses under long-term contracts. The peJ~
centage of completion method would be the method described in pres
ent law. 

The progress payment method would be a new method, which would 
be similar to the cash method. Under the progress payment method, 
the taxpayer would include in income all payments when received or 
when the taxpayer has a right to receive the payment. ("Payment" 
would include, for example, amounts loaned to the taxpayer from the 
purchaser.) Payments received prior to the commencement of work on 
the contract would be treated as received over a 12-month period (or 
longer-period with the approval of the Internal Revenue Service). 



6 

Under the progress payment method, costs allocable to the contract 
generally would be deductible only when, and to the extent, the tax
payer includes payments in income. Costs exceeding payments could 
be deducted only when, and to the extent, the cumulative costs exceed 
the total amount the taxpayer has a right to receive under the contract. 
The determination of how much income or expenses are to be recog
nized would be made on a contract-by-contract basis. Thus, costs from 
one contract could not offset income from another contract. Costs al
locable to the contract would be those costs allocated to the contract 
under the revised regul3.tions. 

Possible Modifications to Administration Proposal 

1. Safe-harbor rule for percentage of completion method 
Under the percentage of completion method, a taxpayer takes deduc

tions as they are paid or incurred and recognizes income according to 
estimates of how much of the contract was completed during the year. 
Under a possible safe-harbor rule, this estimate could be based on the 
average profit the taxpayer realized on long-term contracts completed 
during the 3-year period before he entered into the current contract. 

For example, if the average profit on completed contracts for the 
g-year period is 5 percent of the costs incurred for sue h contracts, then 
the taxpayer would include in income 105 percent of the costs incurred 
in each taxable year, but not to exceed the total amount of income to 
be realized from the contract. If, before completion of the contract, the 
costs incurred to date exceeded the total income to be realized, a loss 
would be allowed. 

For taxpayers with less than 3 years of experience, the average 
profit percentage to be used under the safe-harbor rule could be zero, 
which would result in income recognition as if the completed contract 
method had been used. 
2. Modified completed contract method 

Under a modified completed contract method, the income and ex
penses allocated to the contract could be taken into account in the year 
that the contract is completed (as under present law), but an interest 
charge ' could be imposed to compensate for the delayed reporting of 
income or loss inherent in the completed contract method This could 
be accomplished most easily by allocating the income or loss from the 
contract to each year of its life on the basis of total costs, direct labor, 
(\r other reasonable method, then increasing that income or loss by an 
interest charge, and reporting the total increased income or loss in the 
year the contract is completed. 

The interest rate could be set at the present law rate for deficien
cies, in which case any additional tax attributable to the interest 
charge on a contract profit would be treated as a deductib1e interest 
expense. As a corollary, when taxes are reduced bec3,use a loss is in
creased by an interest charge, the reduction in tax attributable to the 
"interest" portion of the loss would be treated as interest income. Al
ternatively, the interest rate could be set at the equivalent of an after
tax deficiency rate (e.g., 50 percent of the present law deficiency rate), 
in which case increascs or decreases in tax would not be treated as 
interest expense or income. 
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3. Exemption for small business 
Under this modification, small businesses would be exempt from the 

restriction that income from long-term contracts must be accounted for 
under either the percentage of completion method, progress payment 
method, or the modified completed contract method. Thus, small busi
nesses could also use the cash method, accrual method, or the regular 
completed contract method. A small business could be defined as a com
pany whose average ~ross receipts from long-term contracts over the 
preceding 3 years is less than $10 million. 
4. Progress payment method 

It could be decided not to adopt the progress payment method under 
the Administration proposal, or the method could be adopted with 
restrictions so that it would not apply to the first 2 taxable years in 
which a long-term contract is in effect. Under the latter alternative, 
all payments received in excess of costs incurred during the first 3 
taxable years of a contract would be includible in income for the third 
taxable year. 
5. Partial use of completed contract method 

Under this modification, all taxpayers could be permitted to defer a 
portion of their profits on long-term contracts until the contract is 
completed as if the completed contract method were used to account for 
a portion of each long-term contract. For taxpayers using the safe
harbor rule under the percentage of completion method, only a fraction 
of the safe-harbor percentage would be used. For taxpayers using the 
modified completed contract method, there would be no interest charge 
for any income or loss on the portion of the contract accounted for 
under this modification. 
6. Phase-in 

If the increase in tax payments resulting from the Administration 
proposal (or any modifications to the proposal) is considered too 
severe, the Administration proposal (or modifications) could be 
phased in over a specified period. 
7. Regulatory approach 

The legislative proposal could be deleted, and the Treasury Depart
ment could be instructed to proceed with the regulatory changes, in
cluding a review of the treatment of the self-constructed assets and 
multi-unit long-term contracts. 

Pros and Cons 

Arguments for the proposals 
In general.-For financial accounting purposes, the percentage of 

completion method is the method generally used to account for income 
from long-term contr~cts. This is because that method most closely 
matches income and costs, and thereby reflects the amount of income 
earned in each accounting period. By constrast, a method that does 
not currently recognize income until completion of the contract-such 
as the completed contract method-defers recognition of income be
yond the accounting periods to which income properly belongs. 
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Administration proposal.-The proposal would prevent the de
ferred reporting of income from long-terln contracts by requiring cur
rent recognition of income under either the percentage of completion 
method or the progress payment method. The progress payment 
method requires payment of taxes on cash income of a taxpayer and 
should ensure that the taxpayer has the cash with which to pay the tax. 

Safe harbor for percentage of completion method.-Under this 
possible modification, disagreements between taxpayers and the In
ternal Revenue Service under the percentage of completion method 
(relating to the expected profit on the contract Hnd the amount com
pleted during a particular year) would be avoided through a safe
harbor rule which would be based on the historical profitability of 
the taxpayer. 

Modified completed contract method.-The modified completed 
contract method would allow all of the advantages of the completed 
contract method (e.g., assurance that the contract is profitable before 
imposition of a tax) while removing the benefits of deferral implicit 
in the regular completed contract method. 

Small business exception.-This modification would permit small 
businesses to continue to use the cash, accrual, and completed contract 
methods. 

Two-year grace period for progress payment method.-This 
modification would ensure that the progress payment method would 
not unfairly tax advance payments and would effectively exempt most 
contracts of small businesses. 

Partial use of completed contract method.-This possible modi
fication would allow a partial removal of the benefits of deferral by 
providing that a percentage of income for each year could be deferred 
until completion of the contract. 

Phase·in.-This modification would provide a gradual transition 
to more current income reporting. 

Regulatory approach.-This po~sibility would permit continued 
use of the completed contract method, but would reduce the amount of 
deferral of income by providing a dearer reflection of income. 
Arguments against the proposals 

1. It is not gene-rally accepted accounting theory that the percent
age of completion method is the only method which can be used to 
acc?unt for the income from long-term contracts. Therefore, any com
parIson of other methods to the percentage of completion method can
not show that such other methods result in "deferral" of income recog
n~t~on, any more than it can show any "acceleration" of income recog
nItIon under the percentage of completion method. 

2. The cash and completed contract methods are simple methods 
that are often used by small businesses for both tax and financial pur
poses. To require small businesses to use more complex methods for tax 
purposes would be unduly burdensome. 

3. Until a c?ntract is completed, it may not be possible to know 
whether there IS a profit or loss or the amount of any profit or loss. To 
require use of the percentage of completion method could result in the 
taxation of nonexistent profits before the contract is completed. 

4. The legislative proposals would have an inflationary impact be
cause the increased administrative costs of th_e more complex account-
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ing methods and the cost of earlier or increased tax payments would 
tend to raise the purchaser's cost under the contract. Some of these 
costs would be borne directly by the Federal Government in the form 
of hi~her defense procurement costs. 

5. The progress payment method provides a tax on cash flow, not 
income. As such, the amount of the tax depends on the bargaining 
strength of the parties over whether amounts must be borrowed or 
advanced by the buyer; it has no relationship to income. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1984 1985 1986 1987 

Administration proposaL ____ _ 2.0 4.4 4. 5 3. 9 3.8 



B. Tax-Exempt Bonds for Private Activities 

Present Law 
General rule 

Interest on State 'and local government obligations general1y is 
exempt from Federal income tax. However, subject to certain excep
tions, interest on State and local issues of industrial development 
bonds (IDBs) is taxable. An obligation is an IDB if (1) all or a 
major portion of the proceeds of the issue are to be used in any trade 
or business of a person other than a governmental unit or tax-exempt 
organization (described in sec. 501(c) (3)), and (2) payment of prin
cipal or interest is secured by an interest in, or derived from payments 
with respect to, property or borrowed money used in a trade or 
business. 
Exceptions for certain financings 

Present law provides an exception which exempts from tax interest 
on IDBs that are issued to finance the following types of facilities: 
(1) projects for residential rental property, (2) sports facilities, 
(3) convention or trade show facilities, (4) airports, docks, wharves, 
mass commuting facilities, and parking facilities, (5) sewage and solid 
waste disposal facilities, and facilities for the local furnishing of 
ele'ctricity or gas, (6) air or water pollution control facilities, (7) cer
tain facilities for the furnishing of water, (8) qualified hydroelectric 
gener3Jting facilities, and (9) qualified mass commuting vehicles. In 
addition, the interest on certain obligations issued for the purpose of 
acquiring or developing land as a site for an industrial park is exempt 
from taxation. 

Present law also allows tax-exempt financing for stuoent loans and 
organizations that qualify for tax exemption under section 501 ( c) (3) , 
such as private, nonprofit hospitals and private, nonprofit educational 
institutions. In addition, mortgage revenue bonds to finance certain 
owner-occupied housing are eligible for tax-exempt financing 
through 1983. . 
"Small issue" exception 

Present law also provides an exception to the general rule of taxa
bility for interest padi on IDBs for certain "small issues". The interest 
on small issue IDBs is exempt if the proceeds are used for the ac
quisition, construction, or improvement of land or depreciable prop
erty. This exception u.pplies to issues of $1 million or less or, at the 
election of the taxpayer. the limitation may be increased to $10 million, 
subject to certain restrictions. 

Both the $1 mi.llion and $10 mi.llion limitations are determined by 
aggregating tho face flnlOllnt of all outstanding small issues for all fa
cilities used by the same or related principal use,rs which are located 
within the same county or same incorporated municipality. In addi
tion, the $10 million limitation is reduced to the extent that principal 

(10) 
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users of the facilities incur certain capital expenditures in the same 
county or same incorporated municipality. 
Other rules 

Under present law, facilities financed with tax-exempt IDBs may 
be depreciated under the Acc~lerated Cost Recovery System (ACRS). 
Also, the Internal Revenue Service has held that the tax exemption for 
interest on certain issues of industrial and agricultural development 
bonds will be denied when several small issues are pooled and issued 
as a single bond offering under "lill1brella" bond programs (Rev. Rul. 
81-216; Proposed Treas. Reg. sec. 1.103-7 (b) (6)). 
A rbitrage bonds 

Interest on State and local government obligations generally is tax
able if the bond proceeds are used to acquire other securities with a 
materially higher yield e'arbitI~age bonds"). However, under present 
law, an obligation is not characterized as an arbitrage bond merely be
cause bond proceeds are invested in securities with a materially higher 
yield during a temporary construction period or become part of reason
able reserve funds. Present law is unclear whether the pr~eeds of the 
issue should be reduced by issuance costs in determining the yield on 
the bonds. 

Administration Proposals 

Restrictions on private-purpose bonds 
New restrictions would be imposed on the issuance of tax-exempt 

bonds for private purposes (IDBs, bonds financing Federally guaran
teed student loans, and bonds issued for section 50.1 ( c) (3) 
organizations) : 

(a) An issue would have to be approved, after a public hearing, 
by either the highest elected official or legislative body of the gov
ernmental unit which issued the bonds (or on whose behalf the 
bonds are issued) and the governmental unites) in which the 
facilities financed by the bonds are located, or by the public in a 
voter referendum. 

(b) A governmental unit issuing bonds after December 31, 
1985, would be required to make a financial contribution of one 
percent of the cost of the project (such as excepting the project 
from property taxes) that is financed with the bond proceeds or 
to provide a financial commitment (such as a guarantee or surety 
for the bonds). 

(c) Private purpose bonds would be required to be in registered 
form and their issuance reported by the State or local govern
ment to the Internal Revenue Service. 

( d) Taxpayers would be required to recover the costs of depre
ciable assets financed with any IDBs using straight-line deprecia
tion over the extended recovery periods used for earnings and 
profits computation purposes. These extended recovery periods are 
5 years for property in the 3-year class, 12 years for property in 
the 5-year class. 25 years for property in the 10-year class, and 35 
y:ears for property in the 15-year class. 

Additional limitations on small issue IDBs 
The upe of tax-exempt small issue IDRs would be eliminated for 

large businesses, defined as businesses with total capital expenditures 
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of more than $20 million worldwide during the period beginning 6 
years before the issuance of the bonds. In addition, bonds would not 
qualify as exempt small issue IDBs if the business would have more 
than $10 million of industrial development bonds outstanding after 
issuance of the bonds. With these restrictions. small issue IDBs would 
be allowed as a part of a composite or umbrella issue of bonds. 

A rbitrage bonds 
The exception from classification as an arbitrage bond for reserve 

funds and funds held for a temporary construction period for private 
purpose bonds would be eliminated. In addition, the proposal would 
darify that the yield on the bonds would be computed on the basis that 
the issuance price of the bonds is not reduced by issuance expenses. 

Alternatives to Administration Proposals 

1. Approval requirement 
The approval rule could be deleted for some or all types of private 

purpose bonds. For example, the requirement could be modified so that 
it would not apply to student loan bonds. 

2. Financial contribution requirement 
The financial contribution requirement could be deleted with respect 

to certain types of bonds. Alternatively, the amount of the required 
financial contribution could be reduced below the one-percent require
ment of the Administration proposal. 

3. Anti-double dip requirement 
The Administration proposal that requires the cost of assets financed 

with tax-exempt bonds to be recovered using the straight-line method 
over the extended recovery periods used for earnings and profits com
putations (referred to as the "anti-double dip requirement") could be 
modified so that it would not apply to certain types of bonds in cases 
where extraordinary levels of subsidy are deemed appropriate .. For 
example, the requirement could be deleted for bonds for multi-family 
rental projects or for solid waste disposal facilities that process mu
nicipal waste. As a further example, the requirement could be applied 
only to small issue bonds. 

Alternatively, the effect of the anti-double dip requirement can be 
reduced by providing cost recovery methods that are more generous 
than the straight-line, earnings and profits lives methods of the Ad
ministration proposal, but less generous than the entire benefits of 
ACRS. For example, the proposal could be modified so that facilities 
financed with tax-exempt bonds would be depreciated over lives used 
in computing the cost recovery deductions under the minimum tax 
(i.e., 5 years for 3-year property, 8 years for 5-year property, 15 years 
for 10-year property, 22 years for 15-year public utility property, and 
15 years for 15-year real property). This alternative could be com
bined with the first alternative to provide various levels of subsidy for 
different types of bonds. 

As a third alternative, the anti-double dip requirement could be 
relaxed or eliminated for small businesses. This alternative could be 
combined with either of the first two alternativ8s to provide various 
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levels of subsidy for various types of bonds used by various sizes of 
businesses. 
4. Student loan bonds 

As an alternative, or in conjunction with other requirements, new 
limitations could be placed on the use of ta.x-exempt bonds to finance 
student loans. For example, student loan bonds coud be limited to stu
dents of families whose income is under a set figure (e.g., $50,000). 
Further, the volume of student loan bonds that any State could issue 
could be limited to an amount which varies , .... ith its population (e.g., 
$20 per capita) . 

Consideration could be given to broadening the Administration's 
proposal to apply any limitations to all tax-exempt bonds that finance 
student loans, whether or not the student loans are guaranteed by the 
Federal Government. 

5. Small issue bonds 
The Administration proposal eliminating the use of small issue 

bonds by large businesses could be modified. As an alternative, or in 
conjunction with the Administration proposal, new limitations could 
be placed on the use of small issue bonds. 

a. Definition of large business.-The definition of large businesses 
could be modified by either increasing or decreasing the amount of 
permitted capital expenditures, shortening the measuring period, or 
adopting a different measurement of size (e.g., number of shareholders, 
number of employees, amount of paid-in capital, annual gross re
ceipts, whether stock is publicly traded, etc.). 

b. Restrictiorn of small iSS'l-te bond8 to certain uses.-Small issue 
bonds could be limited to certain types of uses. For example, small 
issue bonds could be restricted to industrial use and denied to com
mercial use. The definition of commercial could be defined by reference 
to a uniform classification e.g., SIC code). 

Alternatively, the use of small issue bonds cOllld be denied to certain 
specified uses. 'For example, small issue financing could be denied to 
certain sports facilities, professional offices (e.g., doctors or lawyers 
offices), etc. 

c. Geog'rapldcal taJ'geting.-The use of small issue bonds could be 
limited to certain geographical areas. In the alternative, new restric
tions on the nse of small issue bonds or private purpose- bonds could be 
re.laxed or eli minated in targeted areas. Targeted areas could be (i) 
areas eligible for urban development action grants (UDAG) l (ii) areas 
eligible under the Administration's proposal as enterprise zones, (iii) 
areas of chrnnic economic distress (as defined in the limitations on 
mortgage subsidv bonds) , etc. 

d. Volume limitations.-The dollar volume of small issue bonds that 
are permitted to be issued within anv State could be limited. For ex
ample. the maximum volume of small issne bonds that any State could 
issue durin .q allV cah'nrlar Vf'ar coulrl be limite.d to $50 per capita. 

e. Omnbinations of lim·itaf.?'on.'f.-It is nossible to combine some or all 
of th~ above limitations. For example l - it would be possible to limit 
small is<::ue bonds to industrial uses except in designated targeted areas. 
Similarly, it would be possible to Emit small issue bonds to small busi
nesses except in designated targeted areas. 
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Pros and Cons 

Arguments for the proposals 
1. The proposals would limit the volume of private purpose tax

exempt bonds. This, in turn, would (a) help restore the benefit of tax
exempt financing for traditiona1 governmental purposes and (b) 
reduce the growing Federal revenue loss attributable to the increasing 
volume of private purpose tax-exempt obligations. ' 

2. Tax-exempt bonds are an inefficient method of providing a sub
sidy. Historically, the ratio of interest rates on tax-exempt bonds to the 
interest rates on taxable bonds has averaged between 65 and 70 percent. 
At that ratio, the Federal Government loses approximately $3 of tax 
revenue for every $2 of benefit to the person for whom the bonds were 
issued. Recently, this interest rate ratio has increased to 80 percent 
and above, furthe-r redncing the. efficiency of the method. As more taK
exempt bonds are issued, the ratio will increase further. 

3. Tax-exempt IDBs provide a competitive advantage to those com
panies which remain eligible to use them. 

4. Since IDBs generally are issued by all communities, IDBs do 
not provide an incentive for a business to locate in one community over 
another. 

5. The requirement that private purpose bonds be approved after 
u public hearing by the highest elected official or an elected legisla
tive body would allow citizens who do not approve of the subsidy to 
raise objections to the issuance of the bonds and, thereby, improve the 
responsiveness of State and local governments to their citizens. The 
public should have an opportunitv to object t.o the use of tax-exempt 
bonds for all private purpose obligations. The higher the) volume of 
private purpose obligations, the higher the interest rates paid by State 
and local governments on obligations used for traditional purposes 
and the higher the resulting State and local taxes. 

6. The requirement that State and local governments contribute or 
financially ~ommit themselves to a project would better ensure that 
the State and local governments make a meaningful determination 
that the bonds will be used for a valid public purpose. Moreover, 
many State and 10caT governments already contribute toward these 
projects in the form of property tax abatements, provision of special 
roads. sewers, etc. 

7. The requirement that business users of tax-exempt bonds choose 
between the benefits of tax-exempt financing and the benefits from 
ACRS would eliminate double tax benefits which often result in sub
stantial negative effective tax rates. Negative tax rates tend to distort 
the allocation of capital and to encourage otherwise unprofitable in
vestment. ~:1oreover, this requirement would raise -revenue even if the 
volume of bonds is not decreased, since bond users would have lower 
cost recovery deductions. 

8. The Aclministration proposal would eliminate use of small issue 
IDBs by large corporations which do not need taX-l'xemnt financing to 
raise investment capital. MoreoveT, the proposal would allow the use 
of composite or umbrella issues of IDBs and. thus, would extend the 
benefits of tax-exempt financing to more small businesses by reducing 
the cost of issuing tax-exempt bonds. Alternatives that would deny 
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small issue bonds for commercial uses would be arbitrary and difficult 
to enforce; would remove the flexibility that permits governments to 
determine what is best for their localities; would deny use to com
mercial businesses which generally are more labor intensive in un
skilled workers than industrial businesses; and would deny use of small 
is:-:ue bonds in parts of the country where commercial activity is the 
major business. Alternatives that would target small issue bonds to 
certain geographical areas (or provide more generous rules in certain 
geographical areas) would operate aTbitrarily and tend to lower busi
ness activity in healthy areas. Alternatives that limit the volume of 
small issue bonds that can be issued would tend to delay the issuance 
process and would not account for the different needs of different 
areas. 

9. A requirement that bonds be Tegistered would reduce the possibil
ity for use of tax-exempt bonds to evade income or estate tax liability. 

10. A requirement that information concerning bond issues be 
reported to the Internal Revenue Service would provide information 
to the Congress and others needed to monitor the tax-exempt bond 
program and help enforce restrictions on IDBs. 

11. Private purpose tax-exempt bonds should not be allowed to be 
used to obtain substantial arbitrage profits on reserve funds and funds 
held during temporary construction periods, since this encourages issu
ance of more bonds in order to benefit from larger reserves and encour
ages the issuance of bonds before the funds are necessary. 
Arguments against the proposals 

1. No restrictions should be placed on the use of private purpose 
tax-exempt bonds since these bonds constitute an economic develop
ment tool for local communities which can attract private investment 
capital and create job opportunities. Current high interest rates, high 
unemployment, and the needs of the communities to have economic 
development tools necessitate that no new restrictions be placed on 
the use of ID Bs. 

2. Tax-exempt bonds provide a subsidy to economic development 
with a minimum of Federal involvement. 

3. The requirement of a public hearing and approval for each bond 
issue would limit the flexibility in timing bond sales and create delays 
in securing Lond proceeds. In addition, the approval requirement is in
tended to allow peI'~ons disadvantaged by tax-exempt financing an 
opportunity to express their concerns to elected persons. This policy 
does not apply to certain types of bonds where the bond proceeds are 
not used in h'ades or businesses that compete with other trades or busi
I'esses (e.g., student loans). 

4. A requirement of a financial contribution by the governmental 
unit issuinr: the bond is unreasonable, since many local governments 
could not afford it :tnd some State constitutions prohibit certain types 
of such contributions. 

5. The requirement that would force businesses to make a choice 
Letween use of IDB financing or use of ACRS runs cOlmter to the 
Administration's goal of economic recovery. The use of IDBs 0'1' ACRS 
shonld not be mutually exclusive, since certain worthwhile investments 
should benefit from both. ~1:oreover, in the case of certain types of 
projects, higher levels of subsidy are needed to insure that these proj-
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ects will be built. For example, some have contended that higher sub
sidy levels are needed for multi-family rental projects and solid waste 
disposal facilities for the processing of municipal waste. In the case of 
certain types of assets, the tax benefits after the Administration pro
posals would be less than those that existed before ERTA. The depre
ciable life of the assets financed with tax-exempt bonds should be 
adjusted so that no group of assets is in a worse position than prior 
to ERTA. 

6. The proposed requirement that would restrict the use of'small 
issue IDBs to small businesses would be inappropriate because it is 
often necessary to have a large, financially strong companies involved 
in a project in order to make it economically viable. ~Ioreover, larger 
companies may provide more secure jobs and better benefits to their 
employees. On the other hand, the alleged abuses of small issue bonds 
occur where they have been used for commercial uses and, conse
quently, only commercial use of the small issue bonds should be 
limited. Similarly, certain distressed areas need both higher levels of 
subsidy and the ability to encourage large, financially strong com
panies to invest in them in order to provide a sound business found
ation with which to attract other businesses. Appropriate State volume 
restrictions limit the FedeTal revenue loss and tend to force States to 
allocate the limited subsidy to the more meritorious projects, while re
taining the flexibility necessary for States to vary their bond programs 
in accordance with their different needs. 

7. Registration and reporting requirements would impose unneces
sary burdens and increase the administrative costs to the State and 
local p'overnments issuing bonds. 

8. The restrictions on arbitrage from reserves and temporary con
struction period investments would reduce the profits from these 
sources which are typically devoted to financing the project~ so that 
higher amounts of tax-exempt bonds would be issued to finance a 
project. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1984 1985 1986 1987 

Administration proposaL - - - - - (1) .5 1.3 2.6 4. 1 

1 Increase of less than $50 million. 



C. Taxation of Life Insurance Companies 

Present Law 
Introduction 

Generally, a life insurance company receives income from two pri
mary sources: the premiums it reeeives from policyholders, and invest
ment earnings on the portion of premiums set aside to pay future 
claims. Although life insurance companies pay income tax at the 
regular corporate rates, the tax rates are applied to a tax base deter
mined in a special manner. 
Taxable income 

The regular corporate income tax rates are imposed on "life insur
ance company taxable income," which is defined as the sum of: 

(1) the lesser of (a) taxable investment income or (b) gain 
from operations; . 

(2) 50 percent of the amonnt by which the gain from opera
tions exceeds taxable investment income; and 

(3) amounts subtracted from the policyholders' surplus ac
count for the taxable year. 

To describe generally a company's applicable tax base, a company 
is commonly- referred to as a "phase I company" if the tax base is 
taxable investment income: a "phase II llegative" company if the tax 
base is gain from operations which is less than taxable investment 
income; and a "phase II positive" company if the tax base is the sum 
of taxable investm<ent income and 50 percent of the excess gain from 
operations. 

The 50-percent portion of gain from operations in excess of taxable 
investment income that is not taxed currently under (2) above must 
be added to the policyholders' surplus account and is taxed when dis
tributed from that account. 
Taxable investment income 

In determining taxable investment income, there first is excluded 
the portion of the "investment yield" treated as the policyholders' 
share, i.e., the portion necessary to fund future claims. The "invest
ment yield" means gross investment income (interest. dividends, rents, 
royalties, short-term capital gains, and trade or business income) 
reduced by certain deductions (investment expenses, real estate ex
penses, depreciation, depletion, and trade or business expenses). 

The excludable portion treated as the policyholders' share of invest
ment yield is determined by allocating the portion of each item of 
investment yield which reflects the percentage obtained by dividing 
the "policv and other contract liabilitv requirements" by the invest
ment yield. For this purpose, the liabilities reflect the following: 
(1) the adjusted life insurance reseeves (described below) multiplied 
by the adjusted reserves rate (the lesser of an average rate for a 5-year 
period or the current earnings rate) ; (2) the mean of the pension plan 

(17) 
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reserves at the beginning and end of the taxable yp,ar multiplied by 
the current earnings rate; plus (3) interest paid. 

The taxable investment income for a life insurance company is the 
sum of the remaining portion of the ill vestment yield (i.e., the com
pany's share) and the net capital gain (long-term capital gain in 
excess of net short-term capital loss) reduced by the company's share 
of tax-exempt interest income, di vidends received deductions, and a 
small business deduction (10 percent of illvestment yield up to a 
maximum deduction of $25,000). 
Gain from operations 

In determining gain from operations, there first is excluded the share 
of investment yield set aside for policyholders. 

For this purpose, a formula different from that used for purposes of 
determining the company's taxable investment income is used. The 
share of investment yield that is excludable from gain from operations 
is determined by allocating the portion of each item of investment yield 
which reflects the percentage obtained by dividing the "required in
terest" by the investment yield. 

The required interest is determined by multiplying the required or 
assumed rates of interest used by the company in calculating reserves 
for State insurance law purposes by the mean of the applicable re
f:erve at the beginning and end of the taxable year. Generally, there 
ftre six categorIes of items taken into account as reserves related to 
insurance and annuity contracts. 

A company's gain from operations is the sum of its share of invest
ment yield, the amount of a net capital gain, and underwriting income 
(premiums, decreases in certain reserves, and all other items of gross 
income) , reduced by specified deductions allowed. 
Modified coinsurance 

A life insurance company sometimes will insure itself against some 
policyholder risks it has undertaken. This type of insurance between 
insurance companies is referred to as "reinsurance". Modified coinsur
ance is a type of reinsurance agreement under which the company 
transferring some of its risks (the "ceding" company) retains owner
ship of the assets connected with the risks reinsured and also retains 
the reserve liabilities connected with the risks reinsured. The company 
v:hich has agreed to assume the risks under the agreement (the "rein
surer") 'recmves a premium which generally consists of both premium 
income and investmpnt income attributable to the risks reinsured from 
the ceding company. Thereafter, periodic settlements are made between 
the companies for premiums collected, benefits paid, etc. 

Code section 820 contains a rule which allows the ceding company 
and the reinsurer to report a modified coinsurance transaC'tion for tax 
purposes :}.s if the assets relating to the risks reinsured were trans
ferred to the reinsurer, as if the premium income and the investment 
income on the assets were received directly by the reinsnrer, and also 
as if reserves to reflect liability for future claims were maintained by 
the reinsurer. No transfer of assets or reserve liability actually occurs. 

Section 820 was originally intended to avoid possible double taxa
tion to both the ceding company and the reinsurer when a modified 
coinsurance agreement is nsed. However, some life insurance com
panies have used modified coinsurance to avoid or substantially reduce 
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income tax paid by both the reinsurer and the ceding company. For ex
ample, since a life insurance company oannot deduct policyholder 
dividends in excess of underwriting income (plus $250,000), it would 
benefit by converting investment income into underwriting income 
which then may be offset by excess policyholder dividends which 
would not otherwise be deductible. Similarly, a company with gain 
frGm operations exceeding its investment income, but without suffi
cient dividends to offset all underwriting inoome, could benefit by con
verting investment income into lmderwriting income because the tax 
on half of the underwriting income is deferred. 

Any increased income to the reinsurer because 'Of the deemed trans
fer of investment income could be offset. by an "experience refund" to 
the ceding company equal to the investment income minus a minor 
'"service charge." ~foreover, a reinsurer may receive 'an additional 
benefit of sheltering its 'Other unde.rwriting income if it has elected 
the approximate method for revaluing reserves computed on a pre
liminary term basis: i.e.: deductions for increases in reserves would 
exceed income attributable to the assets treated as transferred. 

Thus, the effect of entering into a modified coinsurance agreement 
with a section 820 election has often been to convert taxable invest
ment income into underwriting income on which a lesser or no tax is 
paid by the ceding company and to reduce gain from operations for 
the reinsurer. 

Policyholder dividends 
In addition to ordinary business deductions, special deductions are 

allowed in computing a life insurance company's gain from operations. 
The combined deductions for policyholder dividends, certain amounts 
attributable to nonparticipating contracts, and to accident and health 
and group life insurance contracts. are subject to a special limitation. 
Under the limitation, these deductions cannot exceed $250,000 plus the 
amount by which gain from operations (computed without regard to 
these deductions) exceeds taxable investment income. 
Reserves 

The cGncept of reserves is taken into account for several purposes 
under the life insurance company tax rules. The concept of life insur
ance reserves is relevant to the definition of a life insurance company 
which is subject to the special tax provisions; the concept of adjusted 
life insurance reserves is taken into account for purposes of determin
ing the policyholders' share of investment yield which is excludable 
from taxable investment income; and increases and decreases in life 
insurance and other reserves are taken into account in determining 
gain or loss from operations. 

"JrJ enge" fo-rm-ula 
A formula, commonly called the "Menge" formula, is used to com

pute the amGunt of adjusted life insurance reserves. Simply stated, the 
"Menge" formula is a mechanical arithmetic adjustment used to com
pute adjusted life insurance reserves. This computation will then be 
used in determining the policyholders' share of investment yield and 
accordingly affect the computation of a life insurance company's tax
able investment income. 

The formula operates to reduce life insurance reserves (other than 
pension reserves) by 10 percent for each percentage point by which 
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the adjusted reserves rate (the lower of the average earnings rate for 
a 5-year period or the current earnings rate) exceeds the interest rat~ 
assumed in calculating the reserves. 

R evaluation of reserves 
Present law permits taxpayers to revalue life insurance reserves 

computed on a preliminary tel1n basis to a llet level premium basis. 
This revaluation may be done under either an exact revaluation 
method or an approximate revaluation method. (Under the approxi
mate revaluation method, reserves are generally increased by $21 per 
$1,000 insurance in force less 2.1 percent of reserves under such con
tracts. Reserves for term insurance are increased by $5 per $1,000 terIn 
insurance in force covering a period of lnore than 15 years, less 0.5 per
cent of reserves under such contracts.) 

Consolidated returns 
Two or more affiliated domestic life insurance companies may elect 

to file a consolidated return. Also, beginning in 1981, life insurance 
companies may be included in consolidated returns with non-life affil
iated companies. For reporting purposes, some taxpayers have taken 
the position that taxable income first is determined for each compo
nent member of the affiliated group (e.g., taxable investment income 
for some companies and gain from operations for others) and then 
consolidated by adding those separate company taxable income bases. 
This approach is sometimes referred to as the "bottom line" method 
of consolidation. 

The ruling position of the Internal Revenue Service, as taken in let
ter rulings: haE been that the taxable investment income bases and the 
gain from operations bases first must be aggregated to arrive at con
solidated group amounts and then these aggregate tax bases (taxable 
investment income and gain from operations) would apply for the 
oonsolidated group. This approach is sometimes referred to as a 
"phase-by-phase'! method of consolidation. 

Under regulations proposed on June 3, 1982, with respect to consoli
dation of non-life and life companies, a modified phase-by-phase 
method of consolidation would apply to a life insurance subgroup 
of companies. Consolidated amounts would be determined by aggre
gating separate amounts for each member in a life subgroup and a 
consolidated limitation would apply whenever a deduction is limited 
by an amount or percentage of an amount (including the 50-percent 
deferral for gain from operations in excess of taxable investment 
income and the limitation on policyholder dividends and special de
ductions). The proposed regulations would apply to the first taxable 
year for which the due date (without extensions) for filing a return 
is after the date final regulations are adopted. The proposed regula
tjons would apply only in the limited context of consolidation of life 
insurance companies and non-life affiliates: but indicate a preference 
of the Internal Revenue Service for "phase-by-phase': consolidation 
over "bottom line" consolidation of life insurance companies. 

Taxation of policyholders 
Gross income includes any gain received as an annuity under an 

annuity, endowment, or life insurance contract. Amounts received be
fore the aIUluity starting date are first considered to be nontaxable 
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returns of premiums and other consideration paid. Except for certain 
annuities under qualified pension plans, no special rules are provided 
with respect to the tax treatment of loans against an annuity contract 
or for withdrawals before either a specified time or attainment of a 
specified age. 
I ndeterminute premiums and excess interest 

In recent years, many stock companies have begun to offer "indeter
minate premium" policies under which the company charges a pre
mjumlower than the maxinlum premium fixed in the policy and "excess 
interest" policies under whic-h the company credits interest at a rate 
in excess of the low, permanently guaranteed rate in the contract. Such 
lower premiums and higher interest rates are guaranteed to the policy
holder on a temporary basis because the rate of interest companies can 
permanently guarantee in setting policy benefits is limited as a practi
cal matter by State law (to as low as 4 to 5 percent in the case of life 
insul'ance reserves). 

In computing their taxable income, these companies have included 
only the payments that they actually received under their indetermi
nate premium policies and have fully deducted, as additions to reserves 
to provide for guaranteed benefits, the amounts that they credited as 
excess interest. Recently, however, the Internal Revenue Service has 
suggested that the excess of the maximum premium chargeable over 
the premium actually collected may be income to these companies with 
the difference being deductible only as policyholder dividends. Also, 
the Internal Revenue Service has suggested that the excess interest 
may not be fully deductible by these stock companies by treating it as 
a policyholder dividend subject to the limitations previously descl'ibed. 

Administration Proposal 

The provision of the Code that treats modified coinsurance arrange
ments as conventional coinsurance arrangements would he repealed. 
In addition, the proposal would clarify the treatment of experience 
refunds by providing for an allocation between investment and under
writing income. Also, the tax treatment of coinsurance arrangements 
would be revised to prevent disproportionate allocation of investment 
and underwriting income between the reinsured and the reinsurer. 

These provisions generally would apply to all reinsurance arrange
ments entered into after 1981. The provisions relating to experience 
refunds and disproportionate allocations would apply after 1981 to all 
reinsurance arrangements. 

Alternative Proposal of Life Insurance Industry 

The American Council of Life Insurance (ACLI) has recom
mended the following alternative proposal. 
ill odified coinsurance 

The proposal would suspend for two years (a "stopgap" period) 
the modified coinsurance rules for purposes of determining taxable 
investment income (generally affecting the ceding or reinsured com
p~n:y) ; co~tinue modified coinsurance treatment for purposes of deter
mllllng gaIn and loss from operations (generally benefiting the rein-
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surer) ; and provide grand£athering protection for prior periods for 
certain modified coinsurance contracts (for taxable years beginning 
before 1982). 
Policyholder dividend limitations 

For a two-year stopgap period, companies would be given two alter
native means of calculating the limitation for the policyholder divi
dend deduction and other special deductions. 

The first alternative would incorporate the present limitation with 
only one change-the statutory dollar limit would be increased from 
$250,000 to $1 million. 

The second alternative would provide a limitation determined as 
follows: 

(a) 100 percent of the dividends attributable to insured quali
fied pension plans; 

(b) a statutory amount of $1,000,000 (same as in the first 
alternative) ; and 

(c) in the case of a mutual company, 80 percent of any remain
ing dividends or, in the case of a stock company, 87112 percent of 
any remaining dividends and the special deduction for nonpar
ticipating contracts. 

The 7112 percent differential is intended to reflect that a portion of 
the dividend distribution to mutual company policyholders constitutes 
a return of corporate earnings to them (deriving from their ownership 
interest in the company), and, accordingly, should not be deductible. 
"Menge" formula 

For a 2-year stopgap period, the 10-for-1 "Menge" formula would 
be revised to allow the policyholders' share of investment yield to be 
computed by using a geometric 10-for-1 formula to adjust statutory 
life reserves, and a 9.5 percent cap would be provided on the adjusted 
reserves rate that will be used. 
Consolidated returns 

For the 2-year stopgap period, the proposal would provide that con
solidated life insurance company taxable income is determined by first 
computing the separate life insnrance company taxable income for 
each affiliated company and then combining those amounts. Also, 
grandfathering protection would be provided for companies that have 
taken this reporting position for taxable years beginning before 1982. 
Excess interest deductions 

For taxable years beginning before 1982, the proposal would provide 
that amounts treated as interest deductions by a taxpayer on insurance 
or annuity contracts will be protected from reclassification as policy
holder dividends on audit by the Internal Revenue Service. 
Indeterminate premium policies 

For taxable years beginning before 1982, the proposal would provide 
that amounts that could have been charged as a premium or mortality 
charge, but were not, are not to be included in income. 
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Other Proposals 

Revaluing certain reserves 
As recommended by a GAO report, the approximate revaluation 

method for revaluing Hfe insurance reserves computed on a prelimi
nary term basis could be revised for insurance (other than term insur
ance) so that reserves are increased by $15 per $1,000 insurance in 
force rather than by $21 per $1,000, and reduced by 1.5 percent of 
reserves rather than 2.1 percent. Alternatively, the approximate re
valuation method could be repealed, so that the revaluation of reserves 
computed on a preliminary term basis would have to be computed 
under the exact revaluation method. 
Certain annuity distributions 

The following changes could be made in the treatment of distribu
tions under an annuity contract prior to the annuity starting date: 

(a) Distributions could be treated as first attributable to income 
credited to the contract and then attributable to return of pre
miums or other consideration paid. 

(b) A loan against the contract could be treated as a distri
bution. 

(c) A penalty similar to the 10-percent penalty imposed on early 
withdrawals from an individual retirement account could be im
posed. For example, withdrawals within a certain period (such as 
10 years after furnishing consideration for the contract), or prior 
to a certain age (such as 59lh) , could be subject to the penalty. 

Excess interest and indeterminate premium policies 
Statutory rules could be provided under which only amounts actu

ally collected on indeterminate premium policies would be incle.dible in 
gross income and excess interest would be fully deductible, rather than 
being subject to characterization as policyholder dividends. 

Pros and Cons 

Argument for the Administration proposal 
Repeal of the modified coinsurance provisions (with other conform

ing cllanges) wonld eliminate permanently the unintended tax benefits 
derived from the provisions, e.g., the conversion of taxable investment 
income into underwriting gains on which little, if any, taxes are paid. 
Arguments against the Administration proposal 

1. The modified coinsurance provision should be considered as part 
of a package with some other needed changes in the insurance tax laws. 

2. Until there is a comprehensive review of the life insurance com
pany tax laws, there should only be a suspension of the modified coin
surance provisions, together with temporary changes of certain other 
provisions of the 1959 Act which are outdated, for an interim period 
during which the Congress could conduct the comprehensive review. 

3. A simple repeal of the modified coinsurance provisions would 
increase the tax burden of certain members of the life insurance indus-
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try too much. In addition, it would result in decreasing funds accmnu
lated from the sale of life insurance policies that could be used as long 
term capital. 
.4rguments for the ACLI proposals 

1. The stopgap proposals would raise a more appropriate amount of 
revenues from the life insurance industry, i.e., increasing revenues oveT 
present law with the present treatment of modified coinsurance, but 
providing some degree of tax relief from changed effects of certain 
provisions of thp, 1959 Act due to changed interest rates and different 
insurance products. 

2. The ACLI proposals provide interim corrections during the two
year stopgap period (1982 and 1983) to permit a thorough Congres
sional review of the 1959 Act. 

3. At a time of inflation and higher intereFit rates, the ACLI pro
posals relating to limitations on the policyholder dividend and other 
special deductions would carry out Congressional intent that invest
ment income attributable to insured pension plans would be tax-free 
and permit the insurance industry to compete effectively for qualified 
pension plan business. Also, by allowing a minimum deduction of 80 
percent for mutual companies and 87Y2 percent for stock companies, 
the proposals would (1) temporarily correct the problem arising when 
increases in taxable investment income attributable to high interest 
rates decrease the limitation on deductible policyholder dividends 
(the portion of the limitation based on operating gains in excess of 
taxable investment income); (2) generally restore the level at which 
policyholder dividends were deductible in 1959 (approximately 90 per
cent of policyholder dividends were deductible in 1959, but the portion 
has been approximately 60 percent recently) ; and (3) permit life in
surance and annuity polioies to remain competitively attractive by 
allowing companies to reflect be·tter investment performance by higher 
dividends, lower premiums, or increased benefits. Finally, the ACLI 
proposals would take into account the effects of inflation since 1959 by 
increasing the minimum dollar limitation from $250,000 to $1 million 
and thereby restore the assistance to small companies intended in 1959. 

4. The ACLI proposals would correct inaccuracies attributable to 
substantial increases in interest rates in recent years with respect 
to the 10-for-1 "Menge" formula used to revalue statutory reserves. 

5. The ACLI proposals relating to consolidated returns would per
mit life insurance companies to file consolidated returns on a basis 
comparable to other taxpayers. 

6. The grandfathering provisions for previous modified coinsurance 
a.rrangements, consolidated returns, excess interest, and indeterminate 
premium products would remove doubt about the tax treatment for 
such items for prior taxaible years. 
Arguments against the ACLI proposals 

1. Because of the general acknowledgment that modified coinsur
ance has been abused, the modified coinsurance provisions should be 
repealed, rather than merely suspended for a two-year period (includ
ing repealing present treatment for reinsurers as well as for rein
sured companies). If the present treatment of modified coinsurance 
were merely suspended, some unintended benefits could continue. 
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2. The proposals relating to provisions other than modified coin
snrance should be considered within the context of a thorough review 
of the 1959 Act to develop permanent, rather than temporary, 
solutions. 

3. Grandfathering protection for past modified coinsurance trans-' 
actions sets an inappropriate precedent as a matter of tax policy and 
would unduly restrict the Revenue Service's authority to examine the 
substance of past transactions. If the transactions do not meet 10nO'
standing general require1ments for favorable tax treatment, they shoufd 
be challenged by the Revenue Service. Other grand fathering provi
sions would also set inappropriate precedents. 

4. The proposals do not deal with all provisions that are not oper
ating correctly because of changed circumstances since 1959, e.g., the 
a.pproximate method for revaluing life insurance reserves computed 
on a preliminary term basis. 

5. The minimum policyholder dividend deduction levels under the 
proposal would not sufficiently reflect the status of a policyholder of 
a mutual company as an owner-investor, i.e., amounts equivalent to 
nondeductible regular corporate dividends should not be deduotible as 
policyholder dividends. Further, the proposal does not sufficiently re
flect the tax deferral and exemption treatment available to policy-
holders on dividends credited to their policies. , 

6. The proposals relating to consolidated returns fail to reflect the 
general rule applicable to other taxpayers that dollar or percentage 
limitations should be determined on a consolidated basis. 

7. Technical modifications to the proposals are necessary. 
Arguments for other proposals 

Revaluing certain reserves 
1. As indicated by a GAO report, the approximate method for re

valuing reserves for life insul'ance other than term insurance on a pre
liminary term basis ($21 per $1,000 insurance in force) should be re
vised because it produces reserves greater than what is actuarially 
needed. This is due to changed circumstances since 1959 (mortality, 
product and rese-rve Inethod changes) and because many large estab
lished companies have obtained excessive allowances by electing the 
method which was originally intended to aid new and small companies. 

2. The proposal to revise the approximate method for revaluing life 
insurance reserves on a preliminary term basis would remove an unin
tended benefit which now Tesults in a substantial revenue loss. 

3. The proposal is consistent with a package of changes to deal with 
circumstances which have changed since the 1959 Act was enacted. 

Certain annuity distributions 
The proposal relating to the tax treatment of annuity products would 

eliminate opportunities to use an investment in such products as a 
short-term tax deferral technique. 

Excess interest and indeterminate premiums 
1. The limit on policyholder dividends was originally intended to 

apply only to participating policies. Price reductions and interest pay
ments guaranteed in advance for a reasonably long period of time to 
policyholders should not be characterized as policyholder dividends. 
Rather, they should be treated as excludable from income, in the case 
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of reductions in premiums, or as additional amounts credited to re
serves, in the case of excess interest. 

2. The tax benefits available to policyholders result from tax policies 
favoring provision for retirement and early death. The favorable 
policyholder tax treatment designed to achieve those tax policies 
should have no relevance in determining the appropriate taxable in
come base for insurance companies. In any event, the limit on policy
holder dividends is a very inaccurate method for collecting a "proxy 
tax" on policyholders at the company level. 
Arguments against other proposals 

Revaluing certain reserves 
1. The proposed revision of the approximate method of revaluing 

life insurance reserves on a preliminary term basis would increase the 
tax burden of the life insurance industry by too much. 

2. Revision of the approximate method of revaluing life insurance 
would impact heavily upon smaller stock companies. 

3. These proposals should be considered only in the context of a 
thorough review of the tax rules relating to life insurance taxation. 

Certain annuity distributions 
The proposals relating to annuities are not appropriate in the con

text of temporary stop-gap legislation because subsequent permanent 
changes could result in complex transitional rules for individual tax
payers. 

Excess interest and indeterminate premiums 
1. Allowing a full exclusion or deduction for these products fails to 

recognize the tax deferral and exemption available to policyholders. 
2. Resolving the current uncertainty oyer tax treatment of these 

products in favor of the companies would give the products an inap
propriate advantage over participating policies. 

3. The 87lj2 percent minimum deduction provided in the ACLI pro
posal provides sufficient certainty pending resolution of the questIOns 
involved in the tax treatment of these products. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1982 1983 

Administration proposal ........ .9 2.5 
ACLI proposal 1 ....................... .5 1.4 
Proposal to change formula 

for approximate reserve 
revaluation from $21 to 
$15 per $1,000 of reserves .............. .3 

Annuity tax rules .................... (2) (2) 

1 The proposal is only for a 2-year stopgap period. 
2 Not available at this time. 

1984 

2.4 
.7 

.5 
(2) 

1985 1986 1987 

2.6 2.7 2.9 
.................................. 

.5 .5 .5 
(2) (2) (2) 



D. Construction Period Interest and Taxes 

Present Law 

Individuals, personal holding companies: and subchapter S corpora
tions are required to capitalize interest and real property taxes attrib
utable to the construction period of real property, other than low
income housing, that will be used in a trade or business or held for in
yestmellt. The capitalized interest and taxes are amortized (i.e., de
ducted in equal portions) over a 10-year period. The interest that must 
be capitalized under this rule is inte!'est which is attributable to the con
struction period for any debt incurred or continued for the purpose of 
acquiring, constructing, or carrying the real property. The construc
tion period is defined as the period beginning on the date construction 
of the building or improvement begins Rnd ending on the date the 
property is ready to be placed in serVIce or is ready to be held for sale. 

The amortization of capitalized interest and taxes begins in the year 
the interest or taxes are paid or accrued. However, the amortization 
of capitalized interest and taxes is them suspended until the year the 
building or improvenlent is ready to be placed in service, at which 
time the amortization resumes. 

Corporations other than personal holding companies and subchapter 
S corporations are not subject to the capitalization requirement. For 
these corporations, interest and real property taxes are deductible for 
the year in which paid or accrued. 

Administration Proposal 

Corporations (other than personal holding companies and sub
chapter S corporations. which would continue to be subject to the 
present-law rules) would have to capitalize and amortize over 10 years 
interest and taxes attributable to the construction period of nonresi
dential real property. The amendment would be applicable to taxable 
years beginning after 1982. 

Clarifying Proposal 

The Administration proposal could be clarified to provide that 
interest with respect to indebtedness allocable to specific property 
could be allocated to such property, while all interest on remaining 
indebtedness could be allocated to remaining assets in proportion to 
certain expenditures. 

Pros and Cons 

Arguments for the proposal 
1. Construction period interest and taxes) like other costs of con

struction, such as labor, materials, fees, and permits, may be viewed as 
costs incurred in acquiring property. Therefore, as in the case of these 

(27) 
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other costs under present law, construction period interest and taxes 
should be capitalized and deducted only when the buildings are sold or 
used to produce income. The lack of l'Estriction on these deductions 
under present law allows construction of an asset to create accounting 
losses which shelter other income from tax, since income and expenses 
are not properly matched. 

2. Tax accounting rules requiring the deferral of costs of acquiring 
or producing property until the time the property is placed in service 
or sold generally apply equally to corporations and individual ta.x
payers. Insofar as these rules restrict the deduction of construction 
period interest and ta.xes, no policy reasons are apparent which justify 
limiting their application only to individual taxpayers. 

3. By eliminating the disparate treatment of corporations and other 
taxpayers, the proposal would reduce the tax motives taken into ac
count in determining whether to incorporate a business. 

4. Unless this proposal is adopted, corporate taxpayers which con
struct their own assets would have an advanta.ge over taxpayers which 
purchase assets from contractors subject to the proposed restrictions 
on the completed-contract method of accounting. These proposed re
strictions would require oontractors to cumulate ("capitalize") most 
construction costs, including construction period interest and taxes. 
Arguments against the proposal 

1. The present-law limitation on deducting construction period in
terest and taxes, applieable to individuals, restricts deductions of costs 
that can be used to produce accounting losses and shelter income from 
other sources. Such tax-shelter activities have been of greater concern 
to Congress when engaged in by individuals, personal holding com
~anies, and subchapter S corporations rather than by larger corpora
tIOns. 

2. In view of the fungibility of money, it may be difficult to distin
guish construction period interest from other interest. 

3. Some taxpayers argue that ACRS results in a higher effective 
tax rate for real property than for personal propertv. The continued 
application of the capitalization rules, and the extension of those rules 
to corporations, would exacerbate any such bias against real estate 
in vestmen ts. 

4. Some corporations might cancel plans to construct property if 
the proposal were enacted, creating greater unemployment. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1984 1985 1986 1987 

Administration proposal .5 1.0 1.0 1.0 .9 



Corporate add-on tax 

E. Minimum Tax 

Present Law 

Corporations must pay a minimum tax on certain tax preferences in 
addition to the regular corporafe income tax. The amount of the mini
mum tax is 15 percent of tax nreferences in excess of the greater of the 
regular income tax paid or $10,000. 

The tax preference items included in the minimum tax base for cor
porations are: 

(1) Acce1erated denreciation on rea1 property in excess of 
straig-ht-line depreciation ovpr the usefnl life or recovery period 
(in the case of property eligible for ACRS, 15 years) ; 

(2) Amortization of certified pollution control facilities (the 
excess of 60-month amortization over depreciation otherwise 
allowable) ~ 

(3) In the case of certain financial institutions, the excess of 
the bad debt d(ldurtion over the amonnt of that deduction com
puted on the basis of actnal experience; 

( 4) Percentage depletion in excess of the adj usted basis of the 
property; 

(5) 18/46 of the corporation's net capital gain; and 
(6) Amortization of child care facilities (the excess of 60-month 

amortization ::lver depreciation otherwipe allowable). 
In computing- the amount of regular tax deflnctions from the mini

mum tax base, the corporation's reg·uIar tax liability is reduced by non
refundable credits other than the ESOP credits. Credits (other than 
refundable credits) are not allowed against the corporate minimum 
tax. 

The add-on minimum tax for corporations raises about $600 million 
per year. 
Individual add-on tax 

In the case of individuals, a similar add-on minimnm tax applies, 
excppt that the items of tax preference also include (1) accelerated 
depreciation on personal propertv subject to a 1ease, and (2) intangible 
drilling costs on oil and gas wells in excess of the amount amortizab1e 
with respect to th(lse costs, and in excess of net income from oil and 
gas production. Capital gains are not an item subject to the add-on 
tax for individuals. In the case of an individual. the add-on minimum 
t.ax is imposed on the amount of tax preferences in excess of the greater 
of one-half the regular income tax paid or $10,000. 

In 1979, the add-on minimum tax for individuals raised $309 mil
lion. 
Indiv;dual alternative tax 

Individuals are also subject to an alternative minimum tax, which 
is payable to the extent it exceeds the regular tax paid. The alternative 
minimum tax is generally based on taxable income increased by (1) 

(29) 
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the deduction for long-term capital gains and (2) the amount of the 
taxpayer's adjusted itemized deductions. 

Generally, adjusted itemized deductions are the amount of itemized 
deductions (other than for medical expenses, casualty losses, and State, 
local, and foreign taxes) in excess of 60 percent of adjusted gross in
come (reduced by the itemized deductions excluded above). 

The tax rate is 10 percent of the alternative minimum taxable income 
from $20,000 to $60,000, and 20 percent of the amount in excess of 
$60,000. Tax credits. other than the foreign tax credit, are generally al
lowable only if attributable to an active trade or business and only to 
the extent the tax is not attributable to net capital gains or to adjusted 
itemized deductions. Any credit disallowed by this rule increases the 
amount allowed as a credit carryover. 

The foreign tax credit is allowed in full. In general, the regular for
eign tax credit rules apply, but the foreign tax credit limitation is com
puted separately. Thus, the amount of foreign tax that may be credited 
is limited to the same proportion of the gross alternative tax as the 
taxpayer's alternative minimum taxable illcome from sources without 
the U.S. bears to his entire alternative minimum taxable income. The 
taxpayer is then required to pay an amount equal to the greater of the 
after-credit regular tax or the after-credit alternative minimum tax. 
A special rule is also provided for computing the amount of unused 
foreign taxes that may be carried back or carried forward. 

In 1979, the alternative minimum tax for individuals raised $8fC 
million. 

Administration Proposal 
Overview 

The proposal would repeal the present law 15-percent add-on mini
mum tax for corporations (except for subchapter S corporations and 
personal holding companies) and establish a 15-percent alternative 
minimum tax. Under the proposal, a corporation would pay the alter
native minimum tax only when it exceeds its regular income tax. The 
proposal would not amend the present law minimum tax provisions for 
indi vid uals. 

The new alternative minimum tax would apply to domestic cor
porati~.ms and foreign corporations engaged in a trade or business in 
the U.S. In general, the tax base would be a corporation's regular 
taxable income, increased by certain tax preference items for the year. 
Net operating loss deductions would not be allowed in computing the 
minimum tax base. The tax base then would be reduced by a $50,000 
exemption and taxed at a 15-percent rate. 

The foreign tax credit, but no other credits, would be allowed against 
the alternative minimum tax. The excess of the alternative minimum 
tax over the regular tax would be carried over as a credit to be applied 
against the regular tax in future years. . . 

This description includes changes made by the Administration since 
the publication of the proposal in February, 1982. 
Preferences 

Existing tax preference items 
Five preference items that would be added to taxable income in 

computing the alternative minimum tax base under the proposal would 
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be identical to tax preferences subject to the present law corporate 
minimum tax. The capital gains preference under the present corpo
rate minimum tax would not have to be added separately to the tax 
base since the alternative minimum tax base automatically would in
clude it as part of regular taxable income. 

New tax preference items 
In addition, the following items would be included as tax 

preferences: 
(1) Intangible drilling costs.-Dednctions for intangible drilling 

and development costs of oil, gas, and geothermal wells (other than 
dry holes) in excess of the aggregate amount of deductions that w~uld 
have been allowable for the year had the IDC's on all such wells drIlled 
after 1982 been capitalized and amortized on a straight line basis over 
10 years. There would be no offset for the net income from oil and gas 
production for the year. 

(2) Mining exp;;oration and development costs.-Deductions for 
mining exploration and development costs in excess of the amortization 
that would have been allowable on a straight line basis over 10 years. 

(3) Lessor safe harbor leasing benelits.-Benefits attributable to 
safe harbor leases under ACRS. The amount of the preference for 
each lessor (buyer of tax benefits) would be the excess of (1) the cur
rent year's ACRS deduction minus the excess of the rental income over 
the interest deductions with respect to the lease for the taxable year 
(i.e., the net deductions received by the lessor as a result of the safe
harbor sale-leaseback transaction) over (2) the initial amount of cash 
investment by the lessor amortized over the lease term. Leases entered 
into before February 26, 1982, would be exempted. 

(4) Deductions for debt to carry tax-exempt securities.-Inter
(·st on indebtedness to purchase or carry tax-exempt securities pur
chased after 1982, to the extent deducted under current law. 

(5) Deferred DISC income.-A corporate shareholder's pro rata 
share of DISC inoome for the year that is not taxed currently. 

(6) Deferred shipping income.-The net increase for the taxable 
year in the income and capital gains accounts under capital construc
tion funds under the :l\{erchant Marine Act. 

(7) Amortization of motor carrier operating rights.-All de
ductions claimed under the 5-year amortization provisions added by 
ERTA for motor carrier operating authorities, many of which di
millishe(l in value as a result of the deregulation of motor carriers on 
July 1, 1980. 

(8) Excess OlD interest.-Interest deductible on original issue 
discount (OlD) bonds in excess of the amount that would be deducti
ble were the OlD amortized according to a method which yields the 
same pattern of deductions that would result from borrowing the same 
amount of money with par-value bonds having the same yield to 
n:aturity. (For OlD bonds issued after May 3, 1982, the Treasury 
Department proposes to require that deductions be computed with this 
method under the regular tax. See item H below.) 

(9) Deductions for costs incurred for long term contracts.
Current deductions of certain indirect costs incurred for long-term 
contracts entered into on or before February 26, 1982. The amount of 
the preference would be the excess of those deductions over the deduc-
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tions that would have been allowable if those costs were capitalized 
and deducted under the proposed progress payment method of ac
counting for long-term contracts. The indirect costs subject to this 
rule are those costs that would have to be allocated to long-term con
tracts subject t(l the proposed progress payment method of account
ing were the cont.ract entered into after Fcbruary 26, 1982. 
Net operating losses 

Net operating loss (NOL) carryovers and carrybacks would not be 
allowable as deductions in computing the minimum tax base. The 
amount of any NOL carryover or carryback allowable in computing 
the regular tax would be treated as absorbed, even for years in which 
the corporation pays the alternative minimum tax. 

Foreign tax credit 
The foreign tax credit allowed against. the alternative minimum tax 

would be computed jn ~, mannner similar to the way foreign tax credit 
is presently computed when it is allowed against the alternative mini
mum tax for individuals. In general, the amount of foreign income 
taxes paid or accrued that could offset the minimum ta.x could not ex·· 
ceed the portion of the tax attributable to foreign source minimum 
taxable income. The present limitations for foreign oil income (sec. 
907) would apply. Foreign taxes in excess of the current year's limita
tion could not be carried over to be used against the minimum tax in 
other years. 
Other regular tax credits 

No other credits would be allowed. The amount of any unused credit 
carryover or carryback allowable in computing the regular tax would 
be treated as absorbed, even for years in which the corporation pays 
the alternative minimum tax. 
Minimum tax credit 

The proposal would establish a minimum tax credit equal to the 
excess of the alternative minimum tax liability over the regular tax 
liability computed for that year. The credit would be applied as a 
carryover against the regular tax in subsequent years. The carryover 
period would be 15 years. 
Effective date 

The new minimum tax provisions for corporations would apply for 
taxable years beginning after 1982. 

Alternative Proposals 

1. The Administr.ation's minimum tax proposal could be modified 
to allow loss carryovers resulting from real economic losses to be 
deducted in computing the minimum tax base, to allow a partial in· 
vestment tax credit in computing the minimum tax, and to make sure 
the minimum tax more accurately reflects economic income. 

2. The present ~lteI'native minimum tax for individuals could hI') 
expanded -by enlarging the list of tax preferences subject to that tax. 
There could also be an increase in the $20,000 exemption. 



3. In place of an alternative minimum tax for corporations, there 
could be a direct reduction in tax preferences for both corporations 
and individuals of, for example, 15 percent of each preference. This 
('ould apply to the same items of tax preference which the Administra
tion proposes to include in its minimum tax. This could replace th2 
present add-on minimum tax or, a1ternatively~ could be in addition to 
such tax. 

4. In place of an alternative minimum tax, a temporary (e.g., 3-
year) low rate tax (2 to 4 percent) could be imposed on a broad income 
base with a deduction allowed for regular corporate income taxes paid 
and an exemption of, for example, $100,000 to exclude small businesses 
from the tax. One possihle tax base would be an adjusted taxable in
come base with deductions allowed for U.S. and foreign taxes paid. 
The adjustments made to taxable income to compute the tax base could 
include adding back certain preferences and tax benefits purchased in 
safe-harbor leasing transactions, and subtraoting 1%6ths of long-term 
capital gains. An alternative approach would be to use income as deter
mined for financial accounting purposes (i.e., book income). Another 
possible tax base would be earnings and profits. Book income and earn
ings and profits include tax-exempt interest and capital gains and limit 
ACRS deductions. 

Pros and Cons 

Arguments for the proposals 
1. Every corporation and individual whose economic income exceeds 

a certain amount should be required to pay the government at least a 
minimum amount of tax on that income. 

2. Broadening the base of corporate and individual taxes would 
accord with recent efforts to reduce the economic distortions induced 
by high marginal rates. 

3. Taxing corporations on financial income would conform tax in
come to income computed in the marketplace, thus substituting a 
measure of income which more accurately reflects economic income. 

4. Using a book income base to compute minimum tax liability would 
create a desirable conformity between financial accounting and tax 
accounting, similar to that already required in certain respeots (e.g., 
LIFO). 

A rguments against the proposals 
1. The proposals would reduce the investment incentives which the 

Congress has enacted. 
2. An alternative minimum tax may lead to an incentive to merge 

?ompanies with large tax preferences with those with large taxable 
Income. 

3. A tax which is more a surtax in nature, rather than being imposed 
on a broad~ economic income base~ would aggravate the disparities 
between corporations with high and low effective tax rates. .. 

4. The proposals would add complexity to the law. 
5. The tax preferences which would be subject to the minimum ta:'{ 

were generally enacted into law in order to accomplish some social or 
economic purpose. These goals would be undermined by a minimum 
tax. 
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Revenup Effect 1 

[Fiscal years, billions or doUars] 

1983 1984 

Administration proposal 2.3 4.8 

1985 1986 1987 

4.5 3.7 3.8 

1 Figures reflect Administration estimate and do not take into account changes 
in the propOsal since February, 1982. 



F. Accelerated Corporate Income Tax Payments 

Present Law 

Rules applicable to corporations generally 
Estimated tam.-Under present law, a corporation generally must 

make payments of its estimated tax liability for the taxable year. The 
estimated tax is payable in up to four installments over the taxable 
year. 

In general, if estimated tax p~yments are not equal to at least 80 
percent of the tax due, a nondeductible penalty equal to the interest 
that would accrue on the unpaid tax is imposed on the amount by which 
the payment is less than 80 percent of the tax due. However, the under
payment penalty does not apply if. before the due date of any install
ment, the corporation pays an installment based on: 

(1) the corporation's tax liability for t.he prior year, 
(2) the corporation's tax liabilIty on the prior year's income 

computed using tax rates for the current year, or . 
(3) 80 percent of the tax which would be due if the corpora

tion's annual income were equal to the amount which would result 
if the corporation continued to receive income. during the remain
der of the year at the same rate experienced up to the date of the 
installment (i.e., the corporation's income computed on an annual
ized basis). 

Final payment of tam.-As a general rule, a corporation's final tax 
payment is due with its income tax return 2112 months after the end of 
the corporation's taxable year. However, the corporation may elect to 
pay only half of the unpaid tax on this date and the second half three 
months later. 

Refunds of overpaid tax generally are not made until after an in
come tax return is filed. However, quick refunds may be requested 
immediately after the close of the taxable year if the overpayment 
exceeds $500 and 10 percent of expected tax liability. Tax returns are 
due 21h months after the end of the taxable year, but the Internal 
Revenue Service may grant a six-month extension of this date. 
Special rules applicable to large corporations 

In general, large corporations (i.e., those with taxable income of $1 
million or more during any of the three preceding taxable years) are 
subject to the same rules on payment of income tax as are smaller 
corporations. Under present law, however, for 1984 and thereafter, a 
large corporation will not be able to use the first two exceptions above 
in order to avoid the underpayment penalties. For 1982 and 1983, 
large corporations will be able to use the first two exceptions only if 
their estimat~d tax payments equal at least 65 percent (in 1982) or 
75 percent (in 1983) of the current year's tax liability. 

(85) 
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Administration Proposals 

1. The amount of estimated tax payments required for all corpora
tions to avoid underpayment penalties wonId be increased from 80 per
cent to 90 percent of Cllrrent year's tax liability for 1983 and thereafter. 
A corresponding change would be made in the third exception, above. 

2. The full amount of unpaid tax would be due 2112 months after 
the end of the taxable year. 

3. For 1984 and 1985, the first two exceptions to the underpayment 
penalty (estimated payments based on prior year's tax liability or 
income) would be available to large corporations only if estimated tax 
payments were at least 80 and 85 percent of tax due, respectively. These 
exceptions would not be available to large corporations 'after 1985. 
Thus, after 1985, to avoid underpayment penalties, large corporations 
would be required to pay at least 90 percent of their current tax 
liability through estimated payments unless the third exception is 
applicable. 

Alternative Proposal 

Som(~ or all of the increase in the amount of penalty attributable to 
the above proposals could be imposed as a deductible interest charge. 

Pros and Cons 

Arguments for the proposals 
1. Corporations may defer paying a significant portion of their in

come tax liability until after the end of the taxable year. Thus, they 
may obtain the equivalent of an interest-free loan from the Treasury~ 
which is required to borrow this amount at market i.nterest rates. 
Although the same requirements for prepayment of tax and exception~ 
from underpayment penaltie~ generally apply to individuals~ most 
individual~ prepay more than 100 percent of their tax through 
withholding. 

2. Corporations have ready access to professional tax assistance, can 
estimate their income accurately, and thus can determine their tax 
liability as installments are due. Once determined, there is no justifica
tion for not paying the tax. 

Argum'ents against the proposals 
1. In computing the tax liability of a large corporation, there are 

llumerons issues of law and fact that can aiIect hlX liability. The 90-
percent requirement would demand greater precision than IS possible 
under these circunlstances. 

2. Overpayments are likely to be increased if larger amonnts of tax 
must be prepaid, since deductions and tax credits accrued or business 
conditions occurring late in the year could reduce the corporation's 
tax liability below the prepaid amount. Since refunds of overpayments 
generally are not made until several weeks after a tax return is filed, 
the overpayment might not be refunded for almost a y,ear after the 
close of the corporation's taxable year. (The return wonld be filed 8112 
month8 after the close of the taxable veal' if an extension of time to file 
were granted.) L 
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Revenue Effect 

[Fiscal years, billions of dollars] 

1983 1984 1985 1986 1987 

Administration proposals 1.2 1.1 1.2 .4 .1 



G. Business Energy Tax Incentives 

Present Law 
Energy tax credits 

Business energy tax credits are available for qualified investments 
in specified energy property. The arnowlt of the credit depends upon 
the type of proPeI~ty acquired and the acquisition date. 

Generally, the credit for energy property investments is 10 percent 
and expires after 1982; however, an affinnative commitment rule 
extends the credits until 1990 for certain long-term projects. In addi
tion, the energy credit is available through 1985 for investments in 
(1) solar, wind, and geotheTll1al property (a 15-percent rate), (2) 
ocean thermal property (a 15-percent rate), (3) qualified hydroelectric 
generating property (an II-percent rate), (4) qualified intercity buses 
(a 10-pcrcent rate), and (5) biomass property (a 10-percent rate). 
Production tax credit 

.A. production tax credit of up to $3 pel' batrrel of oil equivalent (-ad
justed for post-1979 inflation) is pl10vided for the production of quali
fied fuels including oil from shale and sands: gas from unconventional 
sources: synthetic fuels from coal, certain processed wood fuels: and 
steam from agricultural by-products. The production credit generally 
is subject to a phase-out 'as domestic oil prices approach $29.50 per 
barrel adjusted for post-1979 inflation ($35.10 per barrel for calendar 
year 1981) and expires in 2001. 

Industrial development bonds (I DBs) 
Present law permits tax-exempt IDB financing for certain small

scale hydroelectric facilities owned by municipalities, certain facilities 
to produce steam or alcohol from solid waste, and certain State energy 
conservation programs. 

Alcohol fuels exemption and tax credit 
Gasohol which contains at least 10 percent alcohol is exempt 

(through 1992) from the 4-cent-per-gallon excise tax on motor fuels. 
Alternatively, alcohol used in fuels is eligible for a tax credit (through 
1992) of up to 40 cents pel' gallon. 

Administration Proposal 

All of the above business energy tax incentives would be repealed as 
of December 31, 1982, and the existing affirmative commitment rule 
applying to credits which expire in 1982 under present law would 
be modified. However, transi'tion rules would apply to these changes. 

The transition rules would be as follows: 
a. The repeals would not apply if a binding contract for 

the acquisition of eligible property was entered into before Feb
ruary 26, 1982. 

(38) 
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b. For self-constructed property and progress expenditure prop
erty (projects with construction periods of at least two years), 
the credits would apply for 1982 expenditures even though the 
property is placed in service after 1982. 

c. Taxpayers signing binding contracts before January 1, 1983, 
to acquire or construct long-term projects would be eligible for 
credits until December 31, 1985. In addition, this rule would re
place the present affirmative commitment rule which applies to 
property for which the energy credit presently expires after 1982. 

d. Alcohol fuel producers would be eligible for a production 
credit through 1988 for capacity either in place or for which a 
binding contract had been signed by February 26, 1982. For pro
duction from this capacity, the credit would be at the present-law 
rate through 1985 and would phase out by 10 cents per year 
thereafter. 

Pros and Cons 

Arguments for the proposal 
1. The need for these special incentives has been substantially elimi

nated by the decontrol of oil prices, the gradual deregulaition of 
natural gas, and generally higher energy prices. 

2. These incentives were enacted prior to adoption of ERTA. The 
liberalization of depreciation and the regular investment credit in 
ERTA provides adequate incentives to capital investment without 
these energy credits. 

3. If Federal support. is to be given to synfuels and conservation 
expenditures, that decision should be made directly by the Congress 
through the authorization and appropriations processes. 

4. The availability of these incentives for only a few alternative 
energy sources diverts capital and technology away from conserva
tion expenditures and other alternative energy sources which may be 
less expensive ways of reducing oil and gas consumption. 

Arguments against the proposal 
1. Reducing oil imports would have benefits~ including improved 

national security and lower prices for imported oil: which are not taken 
into account by consumers in deciding whether to switch to alternative 
energy sources. Thus, it is necessary for the government to provide 
extra incentives for the production of these sonrces. 

2. These incentives were designed to encourage development of new 
forms of energy production by providing incentives for early develop
ment of pilot projects. Since the provisions which would be repealed 
were enacted in th~ir present form only in 1980, there has not been 
adequate time to prove the financial merit of these new technologie8. 

3. The recent slump in oil prices has jeopardized many energy proj
ects. Repeal of these incentives wonld further delay development of 
technologies and construction of facilities that are needed to reduce 
our dependence on I03sil fuels. 

4. Some taxpayers have planned their investments for 1983 and later 
in reliance on these energy incentives. Repeal would force them to 
delay investments and incur expenses in restructuring their activities. 
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Revenue Effect 

[Fiscal years, billions of dollars] 

1984 1985 1986 

.3 .5 .5 

1987 

.5 



H. Amortization of Original Issue Discount on Bonds 

Present Law 

Tax treatment of corporate original issue discount bonds 
Normally, a bond is issued at a price approximately equal to the 

amount for which the bond will be redeemed at maturity, and the re
turn to the holder of the bond is entirely in the form of periodic in
terest payments. However, in the case of original issue discowlt (OlD) 
bonds, the issue price is below the redemption price, and the holder 
receives some or all of his return in the form of price appreciation. 
The gap between the issue price and redernption price is the original 
issue discount. The extreme case of an OlD bond is a zero-coupon 
bond, in which there are no periodic interest payments, and the holder's 
entire return comes from price appreciation. 

Under present tax law, for bonds issued by a corporation the origi
nal issue discount is treated as accruing in equal installments ov~r the 
life of the bond. Thus, an issuer of an OlD bond deducts, as interest, 
both any periodic interest payments and a ratable portion of the origi
nal issue discount each year, 'and the holder of the bond includes this 
same amount in income. For example, if a corporation issnes a $1,000 
25-year bond paying a $70 annual coupon fur an issue price of $500, it 
would deduct $90 each year over the life of the bond ($70 annual cou
pon plus 1/25th of the $500 original issue discount). The holder of the 
bond would also report $90 of income each year. 

Exaulple comparing corporate OlD and ordinary bonds 
Assume a 15-percent interest rate. Suppose a business wants to 

borrow $1 and then borrow at the end of the year to pay all interest 
?harges for the year, and repeat this sequence each year for 30 years. Its 
Interest payments would be 15 cents in the first year, 17.3 cents the sec
ond year (15 percent interest on the outstanding balance of $1.15), 
and so on, and would grow exponentially, eventually equaling $8.64 
in the 30th year. At the end of 30 years, the overall debt would mount 
up to $66.21. A total of $65.21 in interest would be paid, and deducted, 
over the period! but the deductions would start small and grow. 

The taxpayer could achieve the same substantive result by issuing 
a zero-coupon bond at a price of $1 redeemable for $66 in 30 years. 
IIowever, by using the OlD bond, the taxpayer can obtain a deduc
tion of $2.17 each year ($65 divided by 30). Thus, the OlD bond 
allows larger interest deductions in early years than borrowing the 
same amount with ordinary loans. Conversely, the purchaser of the 
OlD bond includes more interest in his income in early years than 
the purchaser of an ordinary bond. 

Table 1 shows the different patterns of deductions for the issuer 
and income inclusion for the holder between a zero-coupon bond and 
borrowing with ordinary loans under present law. 
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TABLE I.-COMPARISON OF INTEREST DEDUCTIONS 'AND INCOME INCLU

SION BETWEEN BORROWING $1 WITH ZERO-COUPON BONDS AND 

WITH ORDINARY LOANS UNDER PRESENT LAW 

Year 

1982 ......................................... .. 
1983 .......................................... . 
1984 ......................................... .. 
1985 .......................................... . 
1986 ......................................... .. 
1987 ......................................... .. 
1988 ......................................... .. 
1989 .......................................... . 
1990 .......................................... . 
1991 .......................................... . 
1992 .......................................... . 
1993 .......................................... . 
1994 .......................................... . 
1995 .......................................... . 
1996 .......................................... . 
1997 .......................................... . 
1998 .......................................... . 
1999 .......................................... . 
2000 .......................................... . 
2001 .......................................... . 
2002 ......................................... .. 
2003 .......................................... . 
2004 .......................................... . 
2005 .......................................... . 
2006 .............................. : ........... . 
2007 .......................................... . 
2008 .......................................... . 
2009 .......................................... . 
2010 .......................................... . 
2011 .......................................... . 

Total ................................ .. 

Present value (computed at 
8.1 percent after-tax 
rate) ...................................... . 

Assumptions 

[Dollars] 

Ordinary 
loans 

0.150 
0.173 
0.198 
0.228 
0.262 
0.302 
0.347 
0.399 
0.459 
0.528 
0.607 
0.698 
0.803 
0.923 
1.061 
1.221 
1.404 
1.614 
1.856 
2.135 
2.455 
2.823 
3.247 
3.734 
4.294 
4.938 
5.679 
6.530 
7.510 
8.636 

65.212 

11.738 

Zero-coupon Difference bond 

2.174 2.024 
2.174 2.001 
2.174 1.976 
2.174 1.946 
2.174 1.912 
2.174 1.872 
2.174 1.827 
2.174 1.775 
2.174 1.715 
2.174 1.646 
2.174 1.567 
2.174 1.476 
2.174 1.371 
2.174 1.251 
2.174 1.113 
2.174 0.953 
2.174 0.770 
2.174 0.560 
2.174 0.318 
2.174 0.039 
2.174 -0.281 
2.174 -0.649 
2.174 -1.073 
2.174 -1.560 
2.174 -2.120 
2.174 -2.764 
2.174 -3.505 
2.174 -4.356 
2.174 -5.336 
2.174 -6.462 

65.212 0 

24.245 12.505 

Ordinary bond: Taxpayer borrows $1 in 1981 and borrows every year to pay the 
interest on the outstanding indebtedness. Interest rates remain at 15 percent. All 
debt repaid in 2011. 

Zero-coupon bond: Taxpayer issues bond for price of $1 with no coupon, maturing 
in 30 years at a price of :j)66.21 (15-percent yield to maturity). 
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Treatment of noncorporate OlD bonds 
In the case of noncorpora'te OlD bonds, the treatment of the issuer 

is the same as for corporate OlD bonds for accrual-basis taxpayers. 
However, the cash-basis holder of the noncorporate bond defers inclu
sion of the OlD in taxable income until the bond is sold or redeemed. 

Administration Proposal 

Amortization of original issue discount f01' purposes of computing 
both the interest deduction of the issuer and the income inclusion of 
the holder would be computed using a formula that parallels the 
manner in which interest would accrue through borrowing with ordi
nary bonds. (This is how OlD bonds are tn'nted in corporate financial 
statements.) The difference between the n~w rules and present law 
can be seen by comparing the two columns of table 1. The new rules 
would apply to bonds issued after ~t[ay 3, 19R2, except where a written 
binding commitment was made .prior to ~Lty 4. 1982. 

Also, noncorporate OlD bonds issued after June 9, 1982, would be 
treated like corporate OlD bonds, with exceptions for U.S. govern
ment savings bonds, tax-exempt State and. Jocal government bonds, 
Treasury bills and bonds issued by individuals. 

May 3, 1982, and June 9, 1982, were the dates of the Treasury press 
releases announcing Treasury's intention to seek legislation in these 
areas. 

Pros and Cons 

A rguments for the proposal 
1. The larger deductions allowed to issuers of OlD bonds in the early 

years of a bond's term relative to deductions allowed issuers O'f ordi
nary bonds is a substantial tax advantage to th~ fonner, an advantage 
that increases w·ith the term of the bonds. There is no justification for 
providing a tax incentive for issuing long-term OlD bonds. 

2. The larger income inclusion for OlD bond purchasers in early 
years relative to purchasers of ordinary bonds unjustifiably penalizes 
those who wish to take advantage of t.he opportunity the OlD bond 
provides to guarantee the reinvestlnent of the interest payments at 
the bond's initial yield to maturity. Under present law, only tax
exempt borrowers, snch as pension funds, can avoid this penalty. 

3. There is no reason to treat holders of corporate OlD bonds more 
harshly than holders of noncorporate OlD bonds. 

A rgument against the proposal 
A tax incentive for long-term borrowing is necessary to encourage 

corporations to reduce their large a1110unts of risky short-term bor
rowing. 

Revenue Effect 

[FiscaJ years, billions of dollars] 

1983 1984 1985 1986 1987 

.2 .2 .4 .5 .6 



I. Stripping of Interest Coupons from Bonds 

Present Law 

A purchaser of a bond or other debt instrument with coupons at
tached may strip the unmatured interest coupons from the bond and 
dispose of either the stripped interest coupons or the corpus of the 
bond (i.e., the right to receive the principal amounts of the bond at 
maturity), or both the coupons and the corpus in separate transac
tions. Most such transactions involve U.S. government or agency 
obligations, but they lllay also involve tax-exempt obligations or tax
able bonds issued by the private sector. 

It is arguable that all of the taxpayer's basis in the debt instrument 
is allocated to the corpus, in which case a taxpayer who sells the corpus 
and retains the coupons may claim a loss on the sale of the stripped 
corpus equal to the difference between the amount for which he bought 
t.he debt instrument (with coupons attached) and the amount received 
for the corpus (without coupons). The loss, if allowable, would gen
erally be an ordinary loss if the taxpayer is a dealer in such obligations 
or a bank. Otherwise, any loss allmvable \vould be a capital loss. 

For the person who buys the stripped bond, gain on any later sale, 
or on redemption of the stripped bond, is ordinary income to the extent 
of the difference between what \vould have been the value of the obliga
tion with coupons attached at the time of its purchase and the actual 
cest of acquisition. For the purchaser of detached coupons, the coupons 
are a capital asset.. Gain on their sale may be treated as a capital gain. 
However, if the coupons are redeemed, the purchaser of the coupons 
has ordinary income equal to the difference between the amount 
received on redemption of each coupon and the purchase price allocable 
to that coupon. 

For example, assume that a broker-dealer sells a $100,000 U.S. Gov
ernment 20-year coupon bond with coupons detached for $8,000 imme
diately after the bond is issued. The $92,000 may constitute an ordi
nary loss to the seller. Also, the buyer of the stripped bond who holds 
it until maturity will report no income until maturity, when he or she 
will report $92,000 of ordinary income. Thus, there is a tax deferral on 
$92,000 of income. 

There is also a tax benefit to a purchaser of detached, unmatured 
interest coupons. In substance, each coupon is like an original issue 
cliscount bond, which should be subject to periodic inclusion rules (see 
item H above). Under present law, income is deferred until the coupon 
is sold 01' redeemed. 

Administration Proposal 

Under this proposal, the taxpayer who strips coupons from a bond 
and disposes of either the bond or the unmatured, detached coupons 
\vculd be required to allocate the basis of the obligation (with coupons 
attached) between the retained portion and the portion disposed of in 
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accordance with their respective fair market values. This rule would 
prevent an artificial loss on the sale of a stripped bond. 

\Vhen either a stripped bond or detached, unmatured coupons are 
purchased, the purchaser would be treated as having acquired an 
original issue discount bond with a discount equal to the excess of the 
redemption price of the bond (or amount payable on the coupon) 
over the purchase price of the stripped bond (or detached coupon). 
Thus, discount income would be attributed to the stripped bond or 
detached coupon and taxed to the purchaser between the purchase date 
and tIle date of matur ity (or due date of the coupon) under the in
clusion rules for origina1 issue discount. 

The taxpayer who strips and disposes of either the bond or the 
coupons would be subject to the periodic OlD inclusion rules with re
spect to the retained portions, just as if he had purchased each of them 
for the amount of basis allocated to each retained portion. 

The proposals would apply to transactions occurring after June 9, 
1982, the date of the Treasury press release announcing its intention 
to propose legislation on coupon stripping. 

Pros and Cons 

Arguments for the proposal 
1. Coupon stripping may permit income tax deferral through an 

artificial loss from selling the stripped bond, analogous to the deferral 
formerly accomplished through straddles that was eliminnted by 
ERTA. Deferral through coupon stripping shonld be subject to the 
same policy that eliminated deferral through straddles. 

2. Allocating the entire cost of an obligation with inte!'est coupons 
to the corpus when a stripped bond or interest coupons are disposed 
of is economically unrealistic. 

3. Upon disposition of the stripped bond or the detached, unmatured 
coupons, both the retained portion and the portion disposed of repre
sent the right to a fixed amonnt payable at a future date that is pur
chased at a discount. The periodic OlD inclusion rules applicable to 
obligations issued at a discount provide the appropriate tax treatment. 

Argument against the proposal 
The proposed rules would be somewhat more complicated than 

current law for persons desiring to purchase stripped bonds and un
matured interest coupons. 

Revenue Effect 

[Fiscal years, billions of dollars] 

1983 1984 1985 1986 1987 

. 1 . 1 . 1 .2 

1 Increase of less than $50 million. 



J. Medicare Tax on Federal Employees 

Present Law 

The Federal Insuranc.e Contributions Act (FICA) imposes two 
employment taxes on employers and employees-a "social security" 
tax and a "hospital insurance" tax. The two FICA taxes are imposed 
on wages paid for employment, and both taxes are imposed at rates 
which are the same for both employer and employee. The amonnt of 
wages taxable for a calendar year is snbject to a limit ($32,400 for 
1982 which is adjusted each year to reflect the increase in average wage 
lcyels. 

Revenues from the hospital insurance FICA tax are deposited into 
the Hospital Insurance Trust Fund and finance the costs of hospital 
and re1ated post-hospital services (Part A of ~1edicare) incurred by 
beneficiaries as provided for in the Social Security Act. This tax is 
imposed at the rate of 1.3 percent of wages received from employment 
during the calendar years 1982-1984, 1.35 percent of wages received 
during 1985, and 1.45 percent of wages receive,d after December 31, 
1985. 

Entitlement to Part A Medicare benefits for the vast majority of 
workers currently reaching age 65 is based on eligibility for monthly 
retirement or snl'vivor benefits under social security or the railroad 
retirement system. Entitlement also applies to certain disabled work
ers under age 65 and certain workers "'ith end-stage renal disease. 

In general, wages from all kinds of employment are subject to FICA 
taxes. However, certain types of employment or trades or businesses 
are exempt from social security coverage. ",Vages paid to individuals 
employed by the United States or any instrumentality of the United 
States, other than members of the uniformed services, are generally 
exempt from FICA taxes if (1) the employment comes under a retire
lnent system established by a law of the United States, (2) the service 
is performed for certain U.S. instrumentalities that were exempt from 
tax in 1950 and that have established a retirement system, or (3) the 
service is performed by certain individuals or groups. 

Administration Proposal 

Beginning in 1983, Federal employees would begin paying the Hos
pital Insurance (HI) portion of FICA taxes. Federal employees who 
reach age 65, suffer from ,end-stage renal disease, or beoome disabled 
would earn coverage for, and become entitled to, l\fedicare after paying 
taxes for the same number of years (usually 10) as is required of other 
employees. Federal employees would not earn coverage for social se
curity cash benefits throngh payment of this HI tax, bnt may, as at 
present, earn snch coveTage through another source of employment. 

The Administration proposal includes a transitional provision for 
Federal employees who are age 56 or above on January 1, 1983, and 

(46) 



47 

who otherwise may not earn coverage sufficient to qualify for ~ledi
care at age 65. This provision would require these employees to work 
and pay the HI tax each year beginning in 1983 but only up to age 65. 
Federal employees who become disabled would be required to meet the 
same disability criteria imposed on applicants for social security dis
ability cash benefits. Spouses of Federal employees would be covered 
for the hospital insurance part of ~ledicare under the normal criteria 
contained in title II of the Social Security Act: a spouse who is over 
age 65 would be entitled to HI based on the Federal employee~s cov
erage ·status. 

Pros and Cons 

Arguments for the proposal 
1. Approximately 80 percent of retired Federal workers aged 65 or 

older are already covered by medicare because of other employment 
during their working lives covered by social security, or because of 
their status as a spouse of a covered worker. Yet, these workers pay 
much less into the medicare trust fund than other medicare beneficiar
ies, who typically contribute to the trust fund during their entire 
working lives. 

2. The proposal would increase the income of the HI Trust Fund. 

Argument against the proposal 
1. Take-home pay of Federal w'orkers has been adversely affected by 

limitations on pay raises and dramatic increases in health plan pre
miums. Under these circnmstances, it would be unfair to adopt another 
policy reducing their take-home pay. TIle rechwtion in take-home pay 
would also interfere with the Federal Government's ability to attract 
qualified workers. 

Revenue Effect 

[Fiscal years, billions of dollars] 

1983 1984 1985 1986 1987 

.6 .8 .9 1. 1 1.3 

Note.-Medicare trust fund receipts would be increased by double these amounts 
because the Federal Government would make a matching employer contribution 
which would not affect unified budget receipts. 



K. Airport and Airway Trust Fund Taxes 

Present and Prior Law 
Present law 

Since October 1, 1980, when certain aviation excise taxes either ex
pired or were reduced and the transfer of aviation excise tax revenues 
to the Airport and Airway Trust Fund ceased, a tax on air pas
senger tickets has been imposed at the pre-trust fund rate of 5 percent, 
and the revenues have been going into the general fund. In addition, 
there is a 4-cents-per-gallon tax on noncommercial (general) aviation 
gasoline and taxes on aircraft tires and tubes, the revenues 01 which 
currently go into the Highway Trust Fund. 

Currently, there are no aviation excise taxes on air freight., interna
tional departures, nongasoline aviation fuels, or aircraft use. 

Prior law 
During the period from July 1, 1970 through September 30, 1980, 

the Airport and Airway Trust Fund was financed by the receipts 
from several aviation excise taxes. The tax on domestic air passenger 
tickets was 8 percent; the tax on air freight was 5 percent; the in
ternational departure tax was $3 per person; and the fuels tax for 
noncommercial aviation was 7 cents per gallon (for gasoline and non
gasoline). Also, there was an annual aircraft use tax, and there were 
taxes on aircraft tires and tubes. 

Administration Proposal 

Under the Administration proposal, the Airport and Airway Trust 
Fund excise taxes would be reinstated generally at the prior law levels, 
except that fuels tax rates for noncommercial aviation would be higher 
than prior law levels. 

Effective July 1, 1982, the Administration proposal would make the 
following permanent changes: increase the air passenger ticket tax 
from 5 percent to 8 percent; reinstate the 5-percent air freight waybill 
and $3 international departure taxes; and increase the fuels taxes for 
noncommer~ial aviation to 12 cents per gallon for gasoline and 14 
cents per gallon for nongasoline (e.g., jet) fuels. Further, the fuels tax 
rates would each increase by 2 cents per gallon on October 1. in 1983 
and each of the following three years, until reaching 20 cents per gal
lon for gasoline and 22 cents per gallon for nongasoline fuels in fiscal 
year 1987 and thereafter. The prior law aircraft use tax would not be 
reinstated. 
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Revenues from these aviation excise taxes and the existing taxes on 
aircraft tires and tubes would be transferred. to the Airport and Air
way Trust Fund beginning on July 1, 1982. 

Alternative Proposal 

Ways and Means Committee bill (H.R. 4800) 
As reported, H.R. 4800 would extend and reinstate the aviation 

excise taxes and would transfer revenues from those taxes to the 
Airport and Airway Trust Fund, during the period from July 1, 
1982 through Decenlber 31, 1983. Trust Fund revenues would be avail
able for the purposes specified in R.R. 2643, as reported by the House 
Committee on Public Works and Transportation. (R.R. 4800 is in
tended to be offered on the House floor by the Ways and Means Com
mittee as the revenue title to H.R. 2643.) 

Under H.R. 4800, the air passenger ticket tax would continue at its 
present 5-percent rate and the air freight waybill tax would be rein
stated at its prior rate of 5 percent. The international departure tax 
would be reinstated at a rate of $5 per person. The fuels tax for non
commercial (general) aviation would be imposed at 12 cents per gal
lon for both gasoline and jet fuel and the aircraft tire and tuhe 
taxes would continue as under present law. The prior law aircraft use 
tax would not be reinstated. 

(Table 2 following gives a comparison of aviation excise taxes and 
rates under present and prior law, H.R. 4800, and the Administration 
proposal.) 



TABLE 2.-COMPARISON OF AVIATION EXCISE TAXES UNDER PRESENT AND PRIOR LAW, H.R. 4800, AND 

ADMINISTRATION PROPOSAL 

Tax Present law rates 

Prior trust fund 
rates (July 1970 
to Sept. 1980) 

H.R.4800-Ways 
and Means bill I Administration proposal 2 

Air passenger ticket t.ax _____ _____ 5percent ______ __ ____ 8 percent _______ 5 percent _______ 8 percent. 
Air freight waybill tax ____________ None __________ ___ __ 5 percent _______ 5 percenL ______ 5 percent. 
International departure tax _______ N one _______________ $3/person _______ $5/person _______ $3/person. 
Fuels tax for noncommercial (gen-

eral) aviation: 
Gasoline ____________________ 4 cents/gaL _________ 7 cents/gaL _____ 12 cents/gaL ____ 12 to 20 cents/gal.3 

N ongasoline (jet fuel, etc.) ____ N one _______________ 7 cents/gaL__ _ _ _ 12 cents/gaL ____ 14 to 22 cents/ga1.3 

Aircraft use tax ____ __________ ____ None _______________ (4) _____________ None __________ None. 
Aircraft tires and tubes taxes ______ (5) _________________ (5) _____________ (5) _____________ (5) 

1 Except for the 5-percent t icket tax (which is a continuation of present law). the tax rates under H.R. 4800 would apply from Juiy 1, 
1982 through December 31, 1983 . Transfers of aviation tax revenues to the trust fund would apply to revenues received from July], 
1982-December 31, 1983. 

2 The new tax rates and transfers to the Airport and Airway Trust Fund would be effective on July 1,1982 (with no expiration date). 
3 The gasoline tax rate would be 12 cents/gallon for fiscal years 1982 and 1983, increasing by 2 cents/gallon annually to 20 cents in fiscal 

year 1987 and thereafter. For non-gasoline, the tax rate would be 14 cents/gallon in 1982 and 1983, increasing 2 cents/gallon annually to 22 
cents in fiscal year 1987 and thereafter. 

4 An annual use tax of two parts: (1) a $25 per plane tax, plus (2) a weight tax of 372 cents/pound for turbine-powered (jet) aircraft 
and 2 cents/pound for nonturbine-powered aircraft for each pound in excess of 2,500 pounds of maximum certificated takeoff weight. 

5 Taxed at the general rates for nonhighway tires (5 cents/pound before Jan. 1, 1981, and 4.875 cents/pound thereafter) and inner 
tubes (10 cents/pound). 



51 

Pros and Cons 

Arguments for the proposals 
1. The airport and airway system costs should be financed primarily 

by, and the costs distributed fairly among, users of the system, rather 
than by the general taxpayer. Thus, the aviation user taxes should be 
sufficient to finance the necessary airport and airway system costs. 

2. The aviation excise taxes should be dedicated to the Airport and 
Airway Trust Fund in order to make sure the revenues are used for 
airport and airway system purposes rather than general purposes. 

3. General aviation nsers should pay an appropriate share of the 
system costs. The prior law tax level (7 cents per gallon) is insufficient 
and should therefore be increased. 

Arguments against the proposals 
1. An air passenger ticket tax above 5 percent is too high at the pres

ent time beca llse the existing trnst fund uncommitted balance would be 
more than sufficient to finance trust fund expenditures in the near term. 

2. An increase in the air passenger ticket tax at this time would harm 
the airline industry and would be unfair because commercial airlInes 
already pay their share of the system's expense. 

3. The air freight tax should be at a lesser tax rate than for passen
gers, as was the case under prior law. 

4. The 12-cent per gallon (or higher) tax rate for noncommercial 
aviation fuels would be too high and would unduly burden general 
aviation operations. 

Revenue Effect 

[Fiscal years, billions of dollars 1] 

Item 1983 1984 1985 1986 

Administra tion proposaL _ _ _ _ _ _ _ _ _ 1. 2 
Ways and Means Committee bill 

1.4 1.5 1.7 

1987 

1.9 

(H.R.4800)2__________________ .4 .1 _________________ _ 

1 Net increase in revenues over present law taxes. 
2 The additional aviation taxes over present law would be effective for July 1, 

1982, through Dec. 31, 1983. 



L. Withholding on Interest and Dividends 

Present Law 

Present law requires information reporting for payments of most 
types of interest and dividends but does not require withholding on 
such payments, except in the case of payments to certain foreign per
sons. An10ng the types of payments for which there are no information 
reporting requirements are payments of interest on bearer obligations~ 
unless received and paid over by nominees. 

Administration Proposai 1 

Overview 
The Administration proposes withholding on dividend and inter

est payments at a flat 5-percent rate, beginning on January 1, 1983. 
Generally, the proposal would require withholding on payments by 
commercial and financial institutions and similar organizations to 
individuals, partnerships, and certain trusts, in generally the same 
manner that tax is withheld on wages, except that such withholding 
would be at a flat rate. Payments to corporations, including regulated 
investment companies (e.g., mutual funds), would not be subject to 
withholding; thus, intercorporate dividends and most commercial 
or financial transactions would be unaffected. Interest payments made 
by individuals, generally, would not be subject to withholding. 

In addition, the proposal would extend the information reporting 
requirements to any payments to noncorporate recipients of taxable 
interest or accruals of original issue discount on all debt obligations of 
the sort generally offered to the public. 

Recipients of taxable interest, original issue discount, or dividends 
would be required to attach to their income tax returns statements 
received from payors, showing the amount of the taxable item and the 
amount of tax withheld, just as is currently required for wage state
ments (W-2's) received by employees. Individuals making estimated 
tax payments could reduce their estimated tax payments by an amount 
equal to the withholding credit to which they would be entitled as of 
the payment date. Because of liberalizations on the wage withholding 
rules enacted in ERTA, individual wage earners would be able to 
adjust their withholding allowances to reflect some or all of the 
amount of taxes which would be withheld from their dividend and 
interest income. 

1 At a Ways und Means Committee hearing on May 5, 1982, Treasury Secre
tary Donald Regan stated th~ the Administration was no longer including 
withholding on interest and diviuends as part of its package of revenue-increase 
proposals. 
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Time of withholding 
In general, withholding would occur when the taxable interest or 

dividend would be includible in the gross income of the taxpayer. In 
the case of cash payments, withholding would occur when the pay
ment is made. In the case of constructive payments, withholding 
would occur at the time of constructive receipt. 

Special rules would be provided for payments of interest on ac
counts with depository institutions. Ordinarily, withholding would 
occur when an amount is posted to the account; however, an option 
would be provided for depository institutions to withhold from pass
book accounts, interest bearing checking accounts and similar accounts 
on an annual basis. The withholding would be accelerated if an ac
count were to be closed, and the account could not be reduced beyond 
the accrued withho1lding obligation with respect to the account. 

Exemptions from withholding 
Under the proposal, payments made to two classes of recipients 

would be exempt from withholding. First, taxable dividend and inte
rest payments made to corporate recipients would not be subject to 
withholding. These corporate recipients would, however, "\vithhold 
from any further distributions of dividends or interest to non-exempt 
persons. 

Secondly, the proposal would exempt from withholding payments 
made to certain persons who file exemption certificates with the payor. 
Persons eligible to file exemption certificates would include (1) indi
viduals who had no income tax liability in the preceding taxable year 
and who reasonably expect to have no income tax liability for the cur
rent taxable year; (2) individuals 65 years of age or older who had 
tax liabilities of not more than $500 ($1,000 for married couples filing 
jointly) for both their prior and current taxable years (the Admin
istration estimates that over 70 percent of all elderly persons would be 
exempt from withholding); (3) organizations, including State and 
local governments, exempt from income taxation (such as those de
scribed in sec. 501 (a) ) : (4) noncorporate de~·ders in securities reqnired 
to register as broker-dealers; and (5) noncorporate nominees. Indi
viduals would not be allowed partial exemptions from withholding 
to reflect the $100 or $200 dividend exclusion or 15 percent net interest 
exclusion (effective after 1984) provisions. No withholding would be 
required on interest paid on All-Savers certificates or tax-exempt 
bonds. 

Pros and Cons 

A rguments for the proposal 
1. Individuals who fail to report income from interest and dividends 

pay less than their fair share of tax; a significantly smaller proportion 
of interest and dividend income is reported on tax returns than of 
wage and salary income. Recovering such lost tax revenues through 
withholding on interest and dividends would be both an efficient and 
equitable step to take. 

2. Recipients of interest and dividends should pay their taxes with 
no less certainty than persons who receive wages that are subject to 
withholding~ and those taxes should be paid just as promptly. 
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3. The failure of some taxpayers to report interest and dividend in
come diminishes public respect for the tax system and reduces the ex
tent of voluntary compliance. Experience has shown that withholding 
is the most effective met.hod to improve compliance in the reporting 
of income. 
Arguments a,aainst the proposal 

1. Withholding a portion of dividend and interest income could 
drive funds away from corporate equities, bonds, and other savings 
mechanisms. 

2. Withholding would lower the real rate of return on somo invest· 
ments by denying investors the use of withheld funds. This could make 
investments less attractive. 

3. Withholding would impose extensive operating cost burdens on 
savings institutions and increase paperwork burdens. 

4. A better approach for improving compliance on interest and divi
dends would be to improve the information reporting system. 

Revenue Effect 

[Fiscal years, bilJions of dollars] 

1983 1984 1985 1986 1987 

2. 3 2.0 2.4 2.8 3. 3 



II. OTHER PROPOSALS 

A. Compliance 

Present Law and Background 

The internal revenue laws impose income taxes on individuals, 
estates, trusts, corporations, and other organizations. These taxes are 
levied and collected under a system of self-assessment which requires 
taxpayers to file returns reportIng income, losses, deductions, credits, 
and other information necessary to compute their tax liability. This 
system covers foreign as well as domestic transactions. 

To assure compliance with the self-assessment system, the tax law 
imposes a variety of requirements both on taxpayers and on other 
persons. These include minimum filing requirements, recordkeeping 
requirements, withholding tax requirements, estimated tax payment 
requirements, and information reporting requirements. Taxpayers 
who fail to payor who underpay their tax are subject to interest 
charges and may incur penalties. Similarly, failure to file required 
information returns and statements may result in imposition of penal
ties. The tax law also provides administrative and judicial rules relat
ing to the examination, assessment, and collection of taxes. 

Currently, the Internal Revenue Service estimates that, under pres
ent law, the revenue loss resulting from noncompliance may be ap
proximately $95 billion in 1981. The Internal Revenue Service projects 
a compliance gap of approximately $133 billion in 1985 absent any 
change in the tax laws or the current level qf enforcement funding. 
The preliminary data shows underpayments of $91 billion by individ
uals (including $8 billion attributable to criminal activities) and $4 
billion by corporations. 

Of the $83 billion estimated underpayment by individuals engaged 
in legal activities, $66 billion results from underreporting of income, 
$12 billion from overstatement of deductions, credits, and exemptions, 
and $5 billion from failures to file tax returns. At the present time, 
the Internal Revenue Service has no estimate of the extent of the tax 
gap attributable to taxpayers owning overseas businesses or invest
ments. One of the principal reasons for this has been its inability 
to examine adequately the books and records of many offshore enter
prises. This is particularly true for businesses operating in tax haven 
countries. 

Compliance rates by selected income source according to Internal 
Revenue Service preliminary estimates are shown in table 3 below. 

(55) 
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TABLE 3.-IRS ESTIMATES OF TAX COMPLIANCE RATES, SELECTED 

INCOME SOURCES, 1981 (PRELIMIN ARY) 

[In percent] 

Source 

Wages __________________ 99 
Farm business___________ 92 
Interest _________________ 89 
Dividends _______________ 85 
State tax refunds_________ 81 

Source 

Pensions ________________ 80 
Nonfarm business________ 80 
C~pi~al gains____________ 56 
TIP Income______________ 16 
Illegal income____________ 5 



Possible Proposals 

Compliance with the income tax laws could be improved by adopt
ing a number of new provisions to address specific tax compliance 
chall enges. 
a. Amendments to the Internal Revenue Code 

(1) Information reporting 
The current information reporting system could be improved by 

providing the Internal Revenue Service with additional and more 
accurate information. Reporting with respect to interest could be 
improved by requiring registration of most long-term debt obligations 
and by requiring reporting of payments of interest (including original 
issue discount) on bearer bonds, Federal debt obligations and certain 
other obligations. Information reporting could also be required on 
securities and commodities transactions effected through brokers (in
cluding barter exchanges), tip income, transactions involving incle
pendent contractors and direct sellers, and State and local tax refunds. 
The quality of information received could be improved by increasing 
the penalties upon persons who fail to comply with infonnation re
porting requirements and by imposing withholding on persons who 
fail to supply their taxayer identification numbers or who supply 
incorrect numbers. To insure the continued information gathering 
capability of the Internal Revenue Service, an exemption could be 
provided from the Paperwork Reduction Act and its targeted 25-
percent reduction in information collection. 

(2) Withholding on pension and annuity payments 
Compliance with respect to pension and annuity payments could be 

strengthened through improved recordkeeping and reporting. The vol
untary withholding system on annuities could be modified to require 
withholding on annuities, under the wage withholding rules, unless 
the taxpayer elected out on an annual or other basis. In addition, 
mandatory withholding on lump sum distributions could be instituted. 

(3) Penalties 
A minimum penalty for the failure to file a tax return could be 

imposed, together with penalties for filing frivolous tax returns. Per
sons who aid 01' abet others in the violation of tax laws or who cause 
others to file false returns could be subject to a new penalty. Finally, 
certain taxpayers who have substantially underreported their tax 
liability could be penalized. 

(4) Interest 
The rules relating to computation of interest under the tax laws 

could be amended to require compound (rather than simple) inter
est, to limit interest on certain loss and credit carrybacks and on delin
quent returns, and to adjust the rate of interest semi-annually based 
upon an average prime interest rate. 

(57) 
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(5) Foreign transactions and taxpayers 
Compliance with respect to tax liability arising from foreign activ

ities could be improved through provisions designed to permit sim
plification of returns and information statements on such activities~ 
~nd to strengthen the penalties for failnre to supply information and 
to file required returns and statements. Withholding could be imposed 
under the Foreign In vestment in Real Property 'fax Act. 

(6) Partnership audits 
The resolution of income tax issues arising with respect to partner

ships and subchapter S corporations could be simplified by providing 
for a single administrative and a single judicial proceeding. 

(7) Administrative summonses 
Taxpayers seeking to challenge an Internal Revenue Service sum

mons to a third-party recordkeeper could be required to petition a 
court to quash the summons; Enforcement of the summons could be 
delayed pending appeal in limited circumstances. A brightline rule 
could be provided with respect to the use of administrative summonses 
in civil tax cases with criminal aspects. 

(8) Independent contractors 
Compliance by independent contractors and other self-employed 

persons could be improved by providing a safe harbor test clarifying 
the definition of independent contractors under current law. The safe 
harbor would be available only for payors who complied with the in
formation reporting rules and provided workers with a written remin
der of their tax responsibilities. Audit procedures in employment tax 
cases involving a worker's status as an employee or an independent con
tractor could be streamlined by redncing the amounts assessable by the 
Internal Revenue Service for unpaid employment taxes where the em
ployer acted in good faith, as evidenced by compliance with informa
tion reporting rules. In addition, judicial review of Internal Revenue 
Service employment tax adjustments could be permitted prior to as
sessment, or prior to collection action. 

(9) Other options 
(a) Al andatory pem£on rwithholding.-Mandatory withholding 

could be imposed on an pension and other annuity distributions, under 
a system similar to withholding on wages. Thus, as in the case of with
holding, no tax would be withheld on payments of $7,400 a year or less 
made to a couple 65 years of age or older. Similarly, pensioners who 
owed no tax in the prinr year and who expect to owe no tax for the 
current year could claim exemption from withholding. If a person 
railed to file an exemption certificate, he could be presumed to have 
claimed one withholding exemption. 

(b) Fraud and negligenoe penalties.-The percenta~e amount of 
the fraud and negligence penalties conld be increased and the base for 
the penalty could be limited to that portion of the underpayment due to 
fraud or negligence. 

(c) lnvestrn,ent adm'sers and promoters.-A penalty could be im
posed and iniunctive relief allowed a.crainst ach'isers and nromoters 
who commit fraud or provide a substantial overvaluation with respect 
to a deduction or credit. 
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(d) Allocation of tips.-A safe harbor could be provided with re
spect to the amount of tip income that must be reported by employers 
and included in the income of employees. Specifically, employers could 
be required to allocate an am.ount eqDal to a fixed percentage of their 
OTOSS receipts (e.g., '12 pel'cenc) among their employees. Employees 
~ould be permitted to report lower amounts on the basis of adequate 
records. In certain cases, such as fraud, the InteTnal Revenue Service 
would be allowed to prove that an employee had received higher 
amounts of tip income. 

(e) J eopardy a~sessments.-Collection of taxes could be explicitly 
presumed to be in jeopardy when the taxpayer is engaged in an illegal 
activity or when large amounts of cash or its equivalent have no readily 
ascertainable owner. 

(f) Esti1rvated taC(J penalties.-A reasonable cause defense to the· 
penalty for underpayment of'the estimated tax could be allowed. 

(g) O~ualty insurance reimbursements.-Information reporting 
could be imposed upon certain casualty insurance reimbursements. 

(h) Taw havens.-Other limitations on the use of tax havens could 
be imposed. 

h. Internal Revenue Service funding 

Additional funds could be appropriated to the Internal Revenue 
Service. Sneh funds could be used to expand the number of collection 
personnel of the Internal Revenue Seryice by 3,000, as requested by 
the Administration. In addition, such funds could be used to expand 
the examination staff of the Internal Revenue Service by 2,000, as 
requested by the Administration, or by the sllbstantially higher num
bers necessary to restore audit coverage to historical levels. Finally, 
funds could be provided to expand the data processing operations 0 E 
the Internal Revenlle Service to increase the amount of data entered 
Into its taxpayer master files, to increase the number of tax retnrn ~; 
matched, to reduce the thresholds for investigating discrepancies be
tween amounts shown on information returns and amounts reported by 
taxpayers and for other tax return processing purposes. 

Pros and Cons 

Arguments for the proposals 
1. The taxes of complying taxnayers should not be raised to make 

up for the revenue shortfall which would result in the absence of every 
l'easonable effort to assure collection of the taxes already imposed and 
owing under the law. 

2. The rate of voluntary compliance with the income tax laws has 
declined steadily in recent years. Failure to adopt limited solutions 
currently may require adoption of other measures such as mandatory 
witHlOlding 011 dividends, interest, and other non-'Ivage payments in 
the future. 

3. \Vage earners have a high rate of compliance because they are 
subject to withholding. Compliance by other taxpayers must be im
proved to a"sure that the tax burden is equitably shared by all. 

4. The information reporting system has not been significantly re
vised. sinco 1962. The advances in information processing technology 
since that time justify strengthening the information reporting system. 
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5. The voluntary self-assessment system depends on taxpayer per
ceptions that the system is fair and effective. Widespread noncompli
ance undermines this perception. However, an increase in Internal 
Revenue Service funds for enforcement will help assure taxpayers 
that the system is being fairly and effectively administered. 

6. The penalties on tax shelters and the improvement in compliance 
generally resulting from the proposals would encourage taxpayers to 
invest in more productive activities rather than in actIvities that pri
marily provide an opportunity for tax evasion. 

7. The information reporting provisions win assnre that taxpayers 
are informed of items includible in income, thereby increasing com
pliance. 

Argulnents against the proposals 
1. The compliance proposals, taken as a whole, could create an at

mosphere of suspicion and distrust between the Internal Revenue 
Service and taxpayers. 

2. A more effective approach to improving voluntary compliance 
\yould be to simplify the tax laws and to make them more equitable. 

3. Several of the proposed provisions (such as the penalty for frivo
]ous returns, the presumptions of jeopardy, the use of administrative 
summonses in cases with criminal aspects, and the restrictions on the 
right to challenge third-party summonses) may raise qnestions of 
fairness and due process which deserve careful scrutiny. 

4. The increased paperwork and compliance costs associated with 
information reporting \vould adversely affect third parties not re
~ponsible for noncompliance by shifting to them the costs of cmn
p]jance. 

5. A comprehensive taxpayer education program would he a fairer 
and less burdensome solution to any compliance problems that may 
exist. 

Revenue Effect 

The revenue effect would depend on the details of the proposal. For 
example, enactment of S. 2198, which essentially embodies possible 
proposals to amend the Internal Revenue Code numbered (1) through 
(4) above, is estimated to increase fiscal year budget receipts by $2.2 
bjllion in 1983, $3.4 billion in 1U84, $4.7 billion in 1985, $5.7 billion in 
1986, and $6.4 billion in 1987. 



B. Income Tax Proposals Primarily Affecting Individuals 

1. Tax-Qualified Pension Plans and Railroad Retirement Benefits 

a. Limits on contributions and benefits under qualified plans 

Present Law 

Overall limits 
Present law provides special tax treatment for employers who main

tain tax-qualified pension, profit-sharing, and stock bonus plans, and 
for employees who are covered by these plans. Generally, (1) em
ployer contributions are deductible (within limits) when made; (2) 
employees are not taxed on plan benefits until those benefits are dis
tributed; (3) a trust which Ineets the qualification rules is tax-exempt; 
(4) 10-year forward income averaging and capital gains treatmenB 
generally are provided for lump sum dIstributions of benefits; and (5) 
estate and gift tax exel usions are provided. 

Under the qualification rules for defined contribution plans (e.g., 
profit-sharing plans), the annual addition with respect to each plan 
participant (consistIng of employer contributions, certain employee 
contritmtlOns, and forieitures allocated from the accounts of other 
participants) is limited to the lesser of 25 percent of compensation for 
t.he year, or $25,000 adjusted for inflation according to increases in 
the consumer price index (OPI) since 1974 ($45,475 for 1982). 

Under a defined benefit pension plan, the annual benefit derived 
from employer contributions is generally subject to an overall limit 
of the lesser of (1) 100 percent of average compensation for the 
highest-paid three consecutive years or (2) $75,000, adjusted for in
flation (OPI) since 1974 ($136,425 for 1982) . The allnual benefit is the 
equivalent of a retirement benefit for the life of the employee, without 
regard to certain survivor benefits. If the retirement benefit begins 
before age 55, the annual limit of $136,425 (for 1982) is reduced 
10 the actuarial equivalent of an annual benefit of $136,425 (for 1982) 
beginning at. age 55. 

If an employee participates in a defined contribution plan and a 
defined benefit plan maintained by the same employer, the fraction 
of the separate limit used by each plan is computed and the sum of 
the fractions is subject to an overall limit of 1.4 under the qualifica
bon rules (giving credit for prior years in which the limit was not 
reached). For example, if the annual additions under a defined con
tribution plan are o/toths of the defined contribution limit, then the 
annual benefit earned under the defined benefit plan could not exceed 
%oths of the defined benefit limit for the year. 

(61) 



62 

Special limits for plans of self-employed individuals 
Annual deductible contributions to a profit-sharing or other defined 

contribution plan which benefits a self-employed individual (an H.R. 
10 plan) are limited to the lesser of $15,000 or 15 percent of net self
employment earnings. The 15-percent rate corresponds to 17.6 percent 
of net earnings after the contribution is taken into account. For a de
fined benefit H.R. 10 pension plan, a special schedule limits benefit 
accruals to corresponJ to the defined contribution limit. The same or 
equivalent contribution and benefit limits apply to plans of subchapter 
S corporations and to simplified employee pensions (SEPs). 

Retirement plans of "incorporated professionals" are subject to the 
;,ame limits that apply to other corporate plans (e.g., for a profit
sharing plan, 1982 (',vntributiolls are limited to the lesser of 25 percent 
of compensation or $45,425). 

Possible Proposals 

1. The limits could be reduced to $30,000 (defined contribution 
plans) and $90,000 (defined benefit plans) . 

2. Future cost-of-living adjustments to the limits could be reduced 
or eliminated. 

3. The aggregate 1.4 limit for an employee who participates in both 
a defined benefit plan and a defined contribution plan of the same em
ployer could be reduced so that the sum of the fractions of the separate 
limit used by each plan would be subject to a lower limit, for 
example, 1.25 or 1.0. Also, the 1.4 fraction might be reduced only with 
respect to the dollar limits, and not with respect to the percentage of 
compensation limits, or a de minimis amount of pension benefits could 
be tLlsregarded in computing the combined limit. 

4. The $90,000 annual benefit limit could be required to be actuar
ially reduc~d if benefit payments begin before age 62 and actuarially 
increased if benefit payments begin after age 65. 

5. Post-retirement medical benefits prOVIded to the retiree (or the 
retiree's spouse or dependent) under the plan could be taken into ac
count under the annual benefit limit. 

6. The limits for II.R. 10 plans, plans of subchapter S corporations, 
and SEPs could be increased by indexing until they are equal to the 
overall lImits for plans of corporate employers. 

Pros and Cons 

Arguments for the proposals 
1. The present-law limits on tax-favored retirement savings are too 

generous. High income individuals affected by the proposed reductions 
in the limits can afford to provide for a portion of their retirement 
needs without a tax benefit (e.g., additional benefits can be provided 
under unfunded plans which receive no tax subsidy). A tax incentive 
of the magnitude of the present-law limits is unnecessary. 

2. Though it may be desirable to encourage cost-of-living increases 
for plan participants, it is not necessary to provide similar adjust
ments to the overall limits on contributions and benefits qualifying for 
tax subsidy. If required, adjustments should be accomplished by pe
riodic Congressional action. 
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3. The proposal would raise significant revenues without decreasing 
the tax incentive of most employers to provide pension benefits. 
Reductions would be required for only a small percentage of plan 
participants. 

4. The proposal would reduce the difference between the limits for 
plans of corporate employers and t.hose for self-employed individuals. 
This would reduce the incentive for partnerships and sole proprietors 
to incorporate their practices solely to take advantage of the higher 
limits. 

5. Requiring that the $90,000 benefit limit be reduced if benefits 
commence before age 62 and increasing the limit if benefits commence 
after age 65 would be consistent with current retirement policy to 
encourage later retirement .and with public retirement systems that 
require actuarial reduction upon early retirement. 

6. Reqiuring actuarial reductions in the $90,000 benefit limit would 
preclude establishment of an artificially early retirement age merely 
to accelerate deductions for pension plan contributions. 

Arguments against the proposals 
1. Any reduction in the present-law limits is not justified because 

these limits represent no more than illflation-adjusted limits which 
were acceptable in 1974 when ERISA wa~ enacted. 

2. The reduction of the present-Jaw limits would reduce the incen
tive for employers to maintain a pension plan and thus could lead to 
plan terminations and benefit cuts for rank-and-file employees. 

3. The proposals would require employers to undertake the expense 
of amending their plans. 

4. If overall limits on contributions and benefits are reduced, it is 
inappropriate to repeal cost-of-living adjustments designed to prevent 
further reductions caused by inflation. Periodic Congressional action 
designed to permit increases would be inconsistent with adequate 
r.dvance funding because some plans would require time to fund for 
the higher benefit levels. 

5. Reduction of the present-law limits ,yould encourage more em
ployers to provide benefits through nonqualified, unfunded excess 
benefit plans which are not subject to ERISA provisions requiring 
vesting and nondiscriminatory coverage and benefits. 

6. If the proposal for increasing the limits for H.R. 10 plans is 
adopted, wealthy individuals who participate in such plans would be 
given a tax cut. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1984 1985 1986 1987 

$30,000/$90,000 limits; no 
COLA adjustment; 1.0 over-
all limit; revise actuarial ad-
justment for retirement age; 
include post-retirement med-
ical benefit in limit; index 
H.R. 10 limiL _____________ .3 .8 .9 1.1 1.3 



b. Loans to plan participants 

Present Law 

A qualified plan generally is permitted to lend to a participant if 
certain requirements are met. Generally, the loan must bear a reason
able rate of interest, be adequately secured, provide a reasonable repay
ment schedule, and be made available on a basis which does not 
discriminate in favor of employees who are officers, shareholders, or 
highly compensated. However, an H.R. 10 plan is not permitted to lend 
to a self-employed individual whose ownership interest exceede 10 per
cent, and a subchapter S corporation's plan is not permitted to lend to 
a shareholder-employee owning more than 5 percent of the corpora
tion's stock. Also, if a self-employed individual participatip-g in an 
H.R. 10 plan borrows from the plan or pledges an interest in the plan 
as security for a loan, the transaction is treated as a plan distribution, 
8nd the usual tax rules for distributions apply. 

Under a cash or deferred profit-sharing or stock bonus plan, the 
rmployee is given the choice of being paid a specified amount in cash 
as current compensation or having that amount contributed to the 
plan, in which case the amount is excluded from income. Loans are 
permitted under these plans. Loans are also permitted under tax
sheltered annuity programs. 

Possible Proposals 

1. Plan loans or pledges by a participant in excess of a specified 
amount could be treated as a distribution, and thus included in the 
participant's income. 

2. A loan or pledge other than upon a showing of disability or emer
gency, could be treated as a distribution. 

3. Loans and pledges made under cash or deferred arrangements or 
tax-sheltered annuity contracts could be treated as distributions. 

Pros and Cons 

Arguments for the proposals 
1. Under present law, many individuals make deductible contribu

tions of their income to a plan and then borrow back the contribution, 
thus receiving their income tax-free and further benefiting from in
terest deductions associated with the repayment of the loan and from 
possible estate tax deductions and exclusions. In this situation, pension 
plans are simply a device for inappropriately reducing tax liability. 

2. Restricting loans and pledges under qualified plans would im
prove the likelihood that the plans would function to increase retire
ment savings. 

3. It is appropriate to preclude an individual from electing to defer 
income on a tax-free basis under a cash or deferred plan and then 
borrowing it back. 
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4. The proposed rules for plans and tax-sheltered annuity programs 
would be similar in effect to the anti-borrowing restrictions currently 
imposed on IRA owners, self-employed individuals under H.R. 10 
plans, and shareholder-employees under plans maintained by sub
chapter S corporations. 

Arguments against the proposals 
1. The proposals could disrupt financial plans of people who made 

plan contributions and expected to borrow back the funds. 
2. Any proposal which limits individuals' access to pl>an assets will 

make them more reluctant to make plan contributions, and thus could 
decrease retirement security and aggregate savings. 

Revenue Effect 

[Fiscal years, billions of dollars] 

1983 1984 1985 1986 1987 

1 Increase of less than $50 million. 



c. Integration with social security 

Present Law 

A retirement plan does not qualify for special tax treatment unless 
it satisfies rules designed to assure coverage of either a significant part 
of the ernp10yer's work force or a classification of employees that does 
not discriminate in favor of employees who are officers, shareholders, 
or highly compensated. In addition, with respect to the group of em
ployees actually covered by a plan, the plan must not discriminate in 
favor of employees who are officers, shareholders, or highly compen
sated by providing them with contributions or benefits which are a 
higher percentage of their pay than the contributions or benefits pro
vided for other employees. 
Integration of defined benefit pension plans 

Under present law, in determining whether pension plan benefits, 
as a percentage of pay, discriminate in favor of employees who are 
highly compensated, the portion of each employee's social security 
benefits considered paid for by the employer may be taken into ac
count. If those social security benefits and the employer-provided bene
fits under the plan, when added together, do not provide an aggregate 
pension which is a higher percentage of pay for highly compensated 
employees than for other employees, the benefits under the plan are 
considered not to discrinilnate in favor of highly compensated 
employees. 

Under present law, the IRS has determined that the employer
provided social security benefits are equal to (1) 83V3 percent of the 
basic social security benefit (the annual primary insurance amount, or 
PIA) to which an employee is entitled under social security, or 
(2) 37112 percent of the employee's covered compensation (the maxi
mum pay on which the employee's social security benefits are based). 

Thus, a defined benefit plan can integrate with social security either 
by (1) reducing the employee's plan benefits by up to 83V3 percent of 
the employee's PIA (an offset plan), or (2) providing benefits at a 
rate of up to 371;2 percent on pay in excess of the highest annua~ wage 
used to compute the employee's social security benefit ($11,004 for 
an individual attaining age 65 in 1982), and providing no benefits on 
pay below that annual wage (an excess plan). 

The integration formulas "allow an employer's plan to reduce the 
employee's plan benefits on account of social security benefits provided 
by the present employer and by all prior employers. Thus, the formulas 

. allow multiple and cumulative reductions of plan benefits. That is, 
wlien an employee ~\vorks for a series of employers during a career, the 
total benefit reductions under all plans of the employers will often 
exceed the reduction which would be allowed if the employee had 
worked for only one employer. 
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Integration of defined contribution plans 
A defined contribution plan is also integrated by taking into account 

the employer-provided benefits under the social security system. 
Specifically, social security benefits are taken into account by reducing 
contributions to the plan by the assumed cost of providing social se
eurity benefits with respect to the portion of an employee's pay subject 
to' the social security tax. The Internal Revenue Service has determined 
that the employer's cost of providing social security benefits is 7 percent 
of pay subject to the tax ($32,400 fO'r 1982). The actual tax rate with 
respect t.o Old Age. Survivors, and Disability Insurance (OASDI) 
henefits is 5.4 percent of the taxable wage base for 1982 through 1984. 

Possible Proposals 
Defined benefit plans 

The integration rules could be revised to prevent an employer from 
reducing an employee's pension benefit on account of social security 
benefits earned with another employer. 

Defined contribution plans 
The credit for integration could be limited to the OASDI tax rate 

actually in effect at the end of the plan year. 

Pros and Cons 
Arguments for the proposals 

1. These changes relating to multiple employers would prO'tect em
ployee pension benefits against inappropriate reductions under the 
integratiOl: rules because of job changes. 

2. The change relating to defined contribution plans would assure 
that an employer does not reduce the plan contribution for an em
ployee under the integration rules by more than the OASDI tax ac
tually paid for the employee. 

3. By reducing social security integration, these changes could in
crease plan benefits for lower-paid workers. 

Arguments against the proposals 
1. Because these changes would limit social security integration, they 

would increase plan costs. Employers could be forced to reduce wages 
O'r benefits fO'r IO'wer-p::tid wO'rkers in O'rder to' cO'mpete with O'ther 
emplO'yers with nO' plans. 

2. The changes could require emplO'yers to' undertake the expense O'f 
amending thO'usands of plans. 

3. The disparity between the present-law 7-percent rate used to 
integrate defined cO'ntributiO'n plans and the actual OASDI rate (5.4 
percent fO'r 1982) will decrease in future years due to' scheduled in
creases in the OASDI tax rate. TherefO're, it is inappropriate to sud
denly eliminate this disparity by requiring expensive plan amendments 
which would increase ulan CO'sts. 

4. Because the N attO'nal Commission O'n Social Security RefO'rm is 
currently studying social security and is not scheduled to' issue its 
report until December, 1982, it is inapprO'priate to' amend the integra
tion rules at this time. 
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Revenue Effect 

[Fiscal years, billions of dollars] 

1984 1985 1986 

(Not available at this time.) 

1987 



d. Tier II railroad retirement benefits 

Present Law 

Taxation of retirement benefits 
Under present law, benefits paid to retirees under a retirement plan 

generally are taxable to the extent that they do not constitute a Teturn 
of nondeductible employee contributions. This rule also applies to ben
efits paid under Federal Government plans, such as the Civil Service 
Retirement System and the military retirement system. However, 
social security benefits are not taxable. 
Railroad retirement benefits 

Railroad retirement benefits are divided into two tiers. Tier I bene
fits are based on the social security formula and are roughly equal to 
what the social security benefit would have been had the worker's rail
road employment been covered by the social security program. Tier I 
benefits are financed by taxes on employers and employees equivalent 
to the social security tax rate. 

Tier II benefits supplement Tier I benefits and are generally based 
on the number of years of railroad service and average earnings during 
the highest earning period of the worker's career. These benefits are 
financed by an 11.75 percent payroll tax on employers and a 2.0 percent 
tax on employees. 

Both Tier I and Tier II benefits are excluded from gross income. 

Possible Proposal 

Tier II railroad retirement benefits could be included in gross in
come under the rules generally applicable to retirement benefits. 

Pros and Cons 

A l'gument for the proposal 
Tier II benefits supplement Tier I benefits which are equivalent 

to social security. Accordingly, Tier II benefits should be treated for 
income tax purposes like any other retirement benefits which supple
ment social security. 
Argument against the proposal 

Current retirees have established their standard of living on the 
assumption that Tier II benefits would not be taxed. It would be un
fair to these individuals suddenly to subject their benefits to taxation. 

Revenue Effect 

[Fiscal years, billions of dollars] 

1983 1984 1985 1986 1987 

.1 .2 .2 .2 .2 
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2. Public Utility Dividend Reinvestment Plans 

Present Law 

ERTA added a provision which allows public utility corporations 
to set up dividend reinvestment plans under which shareholders elect
ing to receive distributions in the form of common stock, rather than 
money or otheT property, may exclude up to $750 per year ($1,500 in 
the case of a joint return) of the stock distribution from income. These 
amounts are taxed as capital gains when the stock is sold. 

The provision applies to distributions made after 1981 and before 
1986. 

Possible Proposal 

The provIsIOn could be terminated for distributions made after 
December 31, 1982. 

Pros and Cons 

Arguments for the proposal 
1. By giving favorable tax treatment to reinvested public utility 

dividends, the present-law provision diverts capital away from other 
industries which might make more productive investments if they 
could obtain the funds. 

2. The provision is inequitable because it provides lower tax 
liability to an individual whose portfolio contains stocks with quali
fied programs than to another individual with the same income but 
with different types of stocks. 

3. The provision provides a windfall to those who already owned 
public utility stock before it was enacted. 
A rgu~~'ents against the proposal 

1. The proposal would remove an incentive enacted to help the 
public utility corporations overcome the difficulties which they have 
jn l'aising needed capital from external sources. In the past decade, 
public utilities have not been able to earn adequate rates of return 
on their investments, and the dividend reinvestment provision is 
neC0ssn.ry for them to make up for lost ground. 

2. The proposal was recently enacted and should not be termi
nated until its effectiveness can be properly evaluated. 

3. The proposal would be unfair to investors who have purchased 
public utility stocks in reliance on the ERTA provision. 

Revenue Effect 

[Fiscal years, billions of dollars] 

1983 1984 1985 1986 1987 

. 1 .4 .4 .3 
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3. Exclusion for Employer Health Plan Payments 

Present Law 

All employer contributions to employee health plans are excluded 
from an employee's income and wages for purposes of incom'e and pay
roll taxes. This tax treatment applies regardless of the benefits or cov
erage of the plan. 

Possible Proposal 

A limit could be placed on the amount of employer contributions to 
a health plan which could be excluded from an employee's income and 
wages for purposes of the income tax, withholding, FICA, and FUTA. 

The limit could be a specified dollar amount per month of coverage. 
The dollar amount could depend on the type of coverage selected by 
the employee, e.g., $80 per month for individual coverage and $200 
per month for family coverage. The limits could be adjusted annually 
according to increases in the consumer price index. 

Special rules could be provided for computing the income and pay
roll tax liability resulting from contributions to multiemployer plans. 
These rules could provide that the fraction of these contributions not 
includible in income would be dete11nined by the ratio of the applicable 
cap to the plan cost per employee. 

F or self-insured plans, the amount subject to income and payroll 
taxes could be based on reasonable estimates of per-employee cost 
using actuarial factors. A saft harbor rule could provide that an esti
mate made for any estimation period (e.g., a calendar year) will be 
deemed reasonable if it (1) is not less than the actual per-employee 
cost for claims paid during a preceding base period (adjuste.d for 
proj ected increases in plan costs), and (2) turns out to be not less 
than 80 percent of the actual per-employee cost for the estimation 
period. Under this rule, the base period could be defined as the 12-
month period ending 3 months before the estimation period (e.g., if 
the estimation period is the calendar year, the base period is the 12-
month period ending on the preceding September 30). For projecting 
increases in plan costs, the projection factor could be the percentage 
increase in the CPI medical rare component for the 15-month period 
ending with the end of the base period, plus 4 percent. 

Pros and Cons 

Arguments for the proposal 
1. The present law exclusion creates an inequity in the tax system, 

since an individual all of whose compensation is in cash and who pro
vides for his or her own health care must pay for health care out of 
after-tax dollars, \yhile the employee covered by an employer-paid 
medical plan pays for health care with before-tax dollars. There-
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fore, the noncove-red employee pays more tax than the covered em
ployee who has the same amount of compensation, but receives part of 
it in the form of tax-free health insurance. 

2. The exclusion provides a greater benefit to the high bracket tax
payer than to the low bracket taxpayer, even though the latter may 
need a greater incentive to obtain adequate health insurance. 

3. Limiting the exclusion would not prevent either an employer or 
an employee from providing for the same or a higher level of health 
care than is provided today. It would merely mean that compensation 
used to provide health care that Costs more than the applieable cap 
would be taxable just like compensation used to purchase most goods 
and services. 

4. The present-law exclusion provides an incentive for the purchase 
of an unlimited amount of health insurance. As a result, many individ
uals have health plans which cover virtually every possible expense. 
These individuals (and their doctors) treat health services as if they 
were free, which may cause the use of many servi'ces that have mar
ginal value or are unnecessarily expensive. The proposed limit,which 
affects only the most expensive health plans, would eliminate the tax 
incentive to participate in plans which include coverage which is of 
little value in treating disease or maintaining good health. 

5. Because the exclusion is unlimited, individuals and employers 
who choose inefficient health plans receive a greater subsidy than 
those who choose efficient plans (such as HMOs) providing the same 
level of benefits. Thus, the exclusion reduces the pressure on, and in
terferes with the incentives for, health care providers to minimize 
costs. 

6. An exclusion limit which is uniform across the United States is 
consistent with the overall tax system, which, for reasons of equity and 
simplicity, does not recognize cost-of-living differences among differ
ent regions or individuals of different pre-retirement ages. 

7. The proposed limit is so high that it will affect only those who 
already have very extensive health coverage. The reduotion in coverage 
which the proposal may induce thus would have only a small effect on 
out-of-pocket medical expenses. 
A rguments against the proposal 

1. The cost of a given amount of health insurance is greater in som e 
areas than others and Tor some groups (e.g., employee groups consist
ing mostly of older workers) than others. A dollar cap which is the 
same for everyone would discriminate against high cost groups, since 
employees who are in these groups and whose employer contribution 
is greater than the cap would pay higher taxes than employees in low 
cost groups with the same benefit coverage. 

2. If the limit on the exclusion leads to a reduction in insurance 
coverage, then individuals who suffer from illnesses will have higher 
out-of-pocket medical expenses. 

3. Coverage for lower income workers, who can least afford in
creased medical expenses, could be reduced. 

4. Reduced insurance coverage, i.e., higher patient deduotibles and 
oopayments, could lead to less use of outpatient services and preventive 
care, which are cost-beneficial expenditures. 

5. There will be administrative difficulties in assessing tax liability 
on contributions to self-insured and multiemployer plans. 
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Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1984 1 1985 1986 1987 

Cap on health plan exclusion: 
1. $200/month for family coverage: 

a. Indexed for CPl........................ 1.9 3.3 4.1 4.9 
b. Not indexed .............................. 1.9 3.5 4.7 6.0 

2. $150/month for family coverage: 
a. Indexed for Cpl........................ 4.4 7.6 9.4 11.3 
b. Not indexed.............................. 4.4 8.1 10.8 13.7 

1 Assumes effective date of Jan. 1, 1984. 

Note.-Approximately 25 percent of these amounts are increased social security 
receipts. 

Percentage Change in 1984 Tax Liability 

Expanded income (thousands) 
Impose a cap of $200/ 
month for family plan; 

$80/month for single plan 

Below $10.............................................................. .47 
$10 to $20 .............................................................. .68 
$20 to $30 .............................................................. .93 
$30 to $50 .............................................................. 1.02 
$50 to $100 ............................................................ .75 
$100 to $200 .......................................................... .62 
Above $200............................................................ .42 -------------------

Total........................................................... .87 



4. Deduction for Nonbusiness, Nonmortgage Interest 

Present Law 

Interest paid on debt incuTred in connection with a trade or busi
ness, or property held for the production of rents and royalties, gen
erally is deductible in computing adjusted gross income. Interest paid 
on other indebtedness generally is allowed as an itemized deduction. 

An individual's deduction for interest paid on amounts borrowed to 
acquire or carry property held for investment ("investment interest") 
generally is limited to the individual's net investment income received 
for the year, plus $10,000 ($5,000 for a married taxpayer filing a sep
arate return). Disallowed investment interest is carried forward to 
succeeding taxable years subject to the limitation on the deduction in 
the carryforward year. 

Possible Proposal 

Limitations could be applied to the deductibility of interest which is 
not incurred in carrying on a trade or business. The deduction for 
personal interest, such as finance charges on personal items, could be 
limited, for example, to $1,000 per year ($2,000 for married taxpayers 
filing a joint return). The deduction for investment interest, i.e., in
terest on amounts borrowed to acquire or carry property held for in
vestment, conld be limited to the snm of net investment income for the 
year plus the portion of the $1,000 limitation not used for the deduc
tjon of personal interest. Disallowed investment interest could be car
ried forward to succeeding taxable years. 

Alternatively, the deduction for all nonbusinesses interest, whether 
paid on personal or investment indebtedness, could be limited to the 
sum of net investment income plus $1,000 ($2~000 for married couples 
filing a joint return). 

An exception from these limitations could be provided for interest 
on housing debt. This would be debt incurred in acquiring, construct
ing, reconstructing, or rehabilitating an apartment, house, condomin
ium, cooperative, or principal residence. 

A de minimis rule could exclude interest on debts incurred for 
ordinary repairs and maintenance or for minor rehabilitation (e.g., 
expenditures that do not exceed the greater of $5,000 or 25 percent of 
the adjusted basis of the dwelling unit). For debt incurred before the 
effecti.ve date of the proposal, for which it could be very difficult to 
trace the use of loan proceeds, the presumption of use for housing 
could be created wherever the loan was secured, when incurred, by a 
lien against the residence. 
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With respect to the purchase of a replacement residence which 
qualifies the taxpayer for nonrecognition of capital gain on the sale of 
the old residence, the interest deduction would not apply to that por
tion of the mortgage on the replacement residence equal to any gain on 
the sale which is not invested in the replacement residence. 

The limitation could be phased in over several years to allmy tax
payers sufficient time to reduce interest expense which would not 
qualify for the deduction. 

The dollar limitation could be replaced by specific exceptions for 
interest paid 011 debt incurred for specific purposes, snch as the pur
chase of a passenger automobile or for higher education. 

Pros and Cons 

Arguments for the proposal 
1. The present-law unlimited deduction encourages consumer bor

rowing, that is, negative savings. 
2. Since the deduction presently is available even for borrowing to 

purchase assets which do not produce income, such as consumer dura
bles, present law encourages the purchase of these assets relative to the 
purchase of income-producing assets, such as stocks and bonds, which 
would provide funds for business investment. Thus, limiting the de
duction for personal interest would increase the productivity of the 
economy. 

3. The exception for housing interest would preserve the present 
homeownership incentives in the tax law. 

Arguments against the proposal 
1. Because money is fungible, it would be very difficult to trace 

wlwther the proceeds of specific loans were used for investment, rather 
than personal, purposes and for housing, rather than nonhonsing, 
IJurposes. 

2. Taxpayers who do not exceed the investment interest limit anI 1 
who also incur some personal interest would be able to rearrange their 
IjOrtfolios so that interest is characterized as investment, rather thaI! 
personal, interest. Since investment interest would be deductible up to 
the amount of investment income, while personal interest would be 
deductible only up to a fixed dollar amount, this proposal could allow 
interest deductions to wealthy individuals who do not need to borrow 
in order to buy a car or appliances. 

3. The proposal would draw arbitrary lines, such as between -inter
est on debt used to buy built-in furniture and appliances that are 
fixtures (interest would be deductible) and interest on debt used to 
buy freestanding fnrniture or appliances (interest ,,~ouldllot be de
ductible) . 

4. Individuals w'ho have large outstanding debts, undertaken in re
liance on existing tax law, would be unfairly treated by the proposal. 
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Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1 1984 1985 1986 1987 

Interest limitation (single/mar-
ried): 

$1,000/$2,000............................ .4 3.0 3.2 3.4 3.7 
$1,500/$3,000............................ .3 2.1 2.2 2.4 2.5 
$2,000/$4,000............................ .2 1.5 1.6 1.7 1.9 

1 Assumes effective date of Jan. 1, 1983. 

Percentage Increase in Tax Liability by Income Class 

[In percent] 

Expand income (thousands) 

Deduction for non
mortgage, non-business 

interest expense in excess 
investment income limited 

to $1,000 ($2,000 for 
married taxpayer filing a 

joint return) 

Below $10.......................................................... .... 0.04 
$10 to $20.............................................................. .31 
$20 to $30.............................................................. .69 
$30 to $50.............................................................. 1.03 
$50 to $100............................................................ 1.67 
$100 to $200 .......................................................... 1.86 
$200 and over ....................................................... 1.11 

-------------------
Total........................................................... 1.02 



5. Deductions for Sales and Personal Property Taxes 

Present Law 

An individual who. itemizes deducti'Ons can deduct State and l'Ocal 
general sales taxes (f'Or exalnple, on items 'Of personal clothing) and 
pers'Onal pr'Operty taxes (f'Or example, annual ad val'Orem taxes 'On 
aut'Om'Obiles and b'Oats used f'Ol' pers'Onal purposes) even th'Ough the 
taxes are n'Ot related to. business or invrstment activities. The deducti
ble amonnt 'Of sales taxes may be computed from tables furnished by 
the Internal Revenue Service 'Or may be the exact am'Ount 'Of taxes paid. 
State, l'Ocal, and foreign taxes incuned in a business 'Or investment 
activity generally may be deducted in the year paid 'Or incurred, ever.. 
jf the liability arises fr'Om the acquisiti'On 'Or disp'Ositi'On of a capital 
asset. One excepti'On is that individuals and certain c'Orp'Orations are re
quired to. capitalize real property taxes incurred during the construc
tion peri'Od 'Of real property. 

Possible Proposals 

1. The deducti'On f'Or State and local sales taxes paid on items n'Ot 
used in business 'Or investment activities could be repealed. Also, the 
special rule f'Or taxes incurred ill a business 'Or investment activity 
c'Ould be repealed so. that taxes 'Other than income and real pr'Operty 
taxes, such as sales or 'Other taxes pr'Operly chargeable to. capital ac
connt, could be added to. the basis 'Of the asset and recoverable in the 
same manner as 'Other capital expenditures. 

2. The deducti'On fo.r State and local pers'Onal pr'Operty taxes 'On 
pr'Operty which is n'Ot used in a business 'Or investment activity c'Ould 
be repealed. Taxes 'On real pro.perty w'Ould c'Ontinue to. be deductible. 

Pros and Cons 

A rguments for the proposals 
1. Repealing n'Onbusiness sales and pers'Onal pr'Operty tax deducti'Ons 

w'Ould disc'Ourage c'Onsumpti'On and prom'Ote saving, and thus w'Ould 
impr'Ove the pr'Oductivity 'Of the ec'On'Omy. 

2. M'Ost taxpayers use tables based 'On average c'Onsumpti'On patterns 
to. co.mpute their sales tax deducti'On in 'Order to. avoid the c'Omplicated 
burden 'Of keeping rec'Ords 'Of hundreds 'Of retail transacti'Ons. Thus~ 
the sales tax deduction d'Oes n'Ot impr'Ove the equity 'Of the inc 'Orne tax 
system because it d'Oes n'Ot reflect each individual's actual burden 'OT 
saJes taxes. 

3. The sales and pers'Onal pr'Operty tax deductions decrease equity 
since individuals with equal income sh'Ould pay the same inc'Ome tax 
regardless of h'Ow they spend their inc'Omefor personal purposes (e.g., 
whether f'Or tax~ble 'Or n'Ontaxable items). 
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4. The deduction for personal property taxes discriminates against 
States which impose nondeductible, flat annual automobile registra
tion fees (which may vary by weights) , rather than personal property 
taxes which vary according to the va] ue of the vehicle. 

5. Repealing these deductions would simplify the income tax 
computation. 

6. Taxes that are part of the cost of acquiring or disposing of a 
capital asset should be treated like other capital expenditures. Capital 
expenditures are not generally currently deductible, but rather are 
recoverable after a period of years, e.g.~ through depreciation or on 
disposition of the asset. 

Arguments against the proposals 
1. States which rely disproportionately on sales and personal prop

erty taxes would be discriminated against by the proposals. All but 
five States have general sales taxes. Approximately 30 States have 
nonbusiness personal property taxes. 

2. States would be discouraged from raising revenue by means of 
sales and personal property taxes. This would be undesirable becausr 
the sales tax, especially, is considered by some to be a fair tax. 

3. The indirect revenue sharing ,provided by the Federal tax deduc
tions for these State and local taxes is necessary at a time when other 
forms of Federal assistance are being reduced. 

4. The deductibiEty of sa:les and personal property taxes improves 
the equity of the tax system by allowing taxable income to be adjusted 
for these mandatory payments. 

5. In many areas, personal property taxes on household goods sup
plement a jurisdiction's real property tax on homes. Thus, personal 
property taxes should be deductible as long as real property taxes 
remain deductible. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1 1984 1985 1986 1987 

1. Repeal sales tax deduction_ _ _ _ _ . 8 5. 2 5. 8 6. 6 7. 5 
2. Repeal personal property tax 

deduction__________________ .1 .6 .6 .7 .7 

1 Assumes effective date of Jan. 1, 1983. 
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Percentage Increase in Tax Liability by Income Class 

[In percent] 

Expanded income (thousands, 
1981 income levels) 

Below $10 ___________________ _ 
$10 to $20 ___________________ _ 
$20 to $30 ___________________ _ 
$30 to $50 ___________________ _ 
$50 to $100 __________________ _ 
$100 to $200 _________________ _ 
Above $200 __________________ _ 

Total _________________ _ 

Repeal sales tax 
deduction 

.75 

.76 
1. 35 
2. 16 
2. 14 
1. 34 
.59 

1. 59 

Repeal personal 
property tax 

deduction 

.07 

.07 

.17 

.27 

.27 

.18 

.20 

.21 



6. lVIedical Expense and Casualty Loss Deductions 

Present Law 

Medical expense deduction 
Individuals who itemize deductions may deduct two categories of 

medical expenses. First, a deduction of ul? to $150 is allowed for one
half of health illsurance premiums. Second, a deduction is allowed for 
all other unreimbursed medical expenditures, including health insur
ance premiums not al10wed in the first category, to the extent that 
these expenses exceed 3 percent of adjusted gross income. Drug ex
penditures may be induded in the second category only to the extent 
~he total of drug expenditures exceeds 1 percent of adjusted gross 
Income. 

Casualty loss deduction 
Individuals who itemize deductions may deduct unreimbursed losses 

of nonbusiness property resulting from fire, storm, shipwreck, theft. 
or other casualty. The amount of the loss is the lower of (1) the 
fair market value of the property immediately before the casualty~ 
reduced by the fair market value of the property immediately after 
the casualty (zero in the case of a theft), or (2) the property's ad
justed basis. FOol' uny one casualty, the deduction is allowed only to 
the extent that the amount of the loss exceeds $100. 

Possible Proposals 

1. The 3-percent floor on the medical expense deduction could be 
increased, for example, to 5 percent or 10 percent. The separate deduc
tion for a portion of health insurance premiums could be repealed or, 
alternatively, could be allowed only for taxpayers who do not receive 
an employer health plan contribution. 

2. The deduction for casualty losses could be allowed only to the 
extent that they exceed, for example, 5 or 10 percent of the taxpayer's 
adjusted gross income. As under present law, a casualty loss could 
be taken into account only to the extent that the Joss exceeded $100 for 
any occurrence. 

Pros and Cons 

Arguments for the proposals 
1. The deductions create significant problems of complexity, record

keeping, and audit for both individuals and the Internal Revenue 
Service, since arbitrary lines must be drawn between deductible ex
penditures for medical treatment, or sudden casualty losses, and non-
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deductible expenditures for ordinary consumption, or losses from grad
ual deterioration. Taxpayers must keep detailed records for the medi
cal expense deduction and must be prepared to document and defend 
estimates of fail' market value of loss and damaged property for their 
casualty loss deduction. These difficulties are justifiable only when the 
amounts involved are significant in relation to the taxpayer's income. 

2. The medical expense deduction, with its very broad coverage of 
such expenses as certain capital expenditures and transportation ex
penses, creates a subsidy for unnecessary health care spending. 

3. The separate deduction for health insurance premiums is allowed 
even to individuals who also benefit from high levels of tax-free 
employer health plan contributions. 

4. The casualty loss floor has not been raised from $100 since it was 
established in 1964. This unrealistic floor should be raised, and changed 
to a percentage of income, in fairness to lower income taxpayers. 

5. The casualty loss deduction offsets a higher percentage of losses 
for high-bracket than fur low-bracket taxpayers, even though the lat
ter are less able to purchase insurance to avoid losses and also are more 
likely to need assistance in coping with expenses. 

6. Because these deductions provide, in effect, partial reilllbursement 
of uninsured expenses, they largely constitute "free" government in
surance for expenses some of which could be avoided had proper in
surance been purchased. Thus, these deductions should be available 
only when expenses are very large relative to income. 

7. Increasing the floors under these deductions will reduce substan
tially the number of taxpayers using these complicated deductions. 
Increasing the floor under the medical expense deduction to 5 percent 
would reduce the number of users by almost 40 percent; a 10-pcrcent
of-income floor under the casualty loss deduction would reduce the 
number of users of that deduction by 90 percent. A large part of 
truly catastrophic losses would continue to be deductible. 

Arguments against the proposals 
1. Taxpayers who suffer unpredictable and unavoidable medical 

expenses or casualty losses not covered by insurance have a diminished 
ability to pay Federal income taxes, and this diminished ability should 
he reflected in tax liability as fully as possible. 

2. Some types of health care expenses, even though burdensome in 
individual cases, are not covered by health insurance policies, such as 
nursing home care and various forms of custodial care. 

3. Income which is used for medical expenses or to compensate for a 
taxpayer's casualty losses does not increase an individual's net wealth 
and thus should not be taxed. 

4. If an employer pays for health insurance premiums, the payments 
are excluded from tax, so that repealing the $150 premium deduction 
would be unfair to those who pay their premiums themselves. At the 
same time, if this deduction were retained only for individuals not 
covered by an employer health plan (rather than for all individuals), 
there would be administrative complexity. Accordingly, the deduc
tion should be retained for all. 
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Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1 1984 1985 1986 

1. Repeal separate deduction for 
heal th ins urance and increase 
floor under medical deduction 
to: 

(a) 5 percenL _______________ L .3 
(b) 10 percent_________________ .4 

2. Place percentage-of-income 
floor under casualty loss de
duction: 

(a) 5 percent _________________ - ___ _ 
(b) 10 percent ____________________ _ 

1 Assumes Jan. 1, 1983, effective date. 

1. 8 2.0 2. 1 
3.0 3.2 3.5 

.5 .6 .6 

.7 .7 .8 

Percentage Increase in Tax Liability by Income Class 

[In percent] 

1987 

2.3 
3.8 

.7 

.9 

5% floor under medical 
deduction and repeal 

separate health insur-
Expand income (thousands) ance deduction 

5% floor under 
casualty loss 

deduction 

Below $10__ ___ __ _ _ __ _ _ _ __ .31 
$10 to $20________________ .45 
$20 to $30________________ .65 
$30 to $50 _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ . 83 
$50 to $100_______________ .71 
$100 to $200______________ .31 
$200 and over- _ _ _ _ _ _ _ _ _ _ _ _ . 13 

Total______________ .62 

.03 

. 10 

.14 

.23 

.23 

.17 

.13 

. 18 



7. July 1983 Tax Rate Reduction and Indexing 

Present Law 

ERTA provides across-the-board reductions of income tax with
holding of 5 percent on October 1, 1981, 10 percent on July 1, 1982, 
and 10 percent on July 1, 1983. The corresponding cumulative reduc
tions in calendar year tax rates relative to prior law are 11;4 percent 
in 1981, 10 percent in 1982, 19 percent in 1983, and 23 percent in 1984 
and subseauent years. (The income distributional effect of the 1983 tax 
rate reduction is shown in table 4 following.) Beginning in 1985, 
the income tax brackets, zero bracket amount, and personal exemption 
will be adjusted for increases in the consumer price index. 

Possible Proposals 

All, or a portion, of the July 1983 withholding reductIOn could be 
delayed. In addition, indexing could be repealed or delayed, or, alter
natively, could be made effective at an earlier date. 

Pros and Cons 

Arguments for the proposals 
1. It might be very difficult to avoid unacceptably high budget defi

cits or to maintain essential Federal government functions if individ
ual tax rates are cut in July 1983, as scheduled. The tax cut should be 
delayed until the economy is sufficiently strong and revenues suffi
ciently high so that the cut will not result in too large a deficit. 

2. The inflation rate is considerably lower than what was exp~cted 
when ERTA was passed. Thus, the rate cuts necessary to compensat~ 
for bracket creep are smaller than expected. 

3. Substituting earlier indexing for the t.T1]ly 1983 tax cut would in
sure that bracket creep is eliminated sooner for all taxpayers, includ
ing lower income groups which benefit relatively little from across-the
board rate cuts. 

4. Because of economic uncertainties, indexing should not be a 
permanent part of t.he law until it is clear that budget deficits have 
been brought under control. 

Arguments against the proposals 
1. Repeal or delay of the July 1983 rate reductions would decrease 

the equity of the ERTA rate reductiona as a whole, since the highest 
income taxpayers have already benefited from the immediate reduction 
of the top income tax rate from 70 percent to 50 percent (see tables 
below). 
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2. The long-run benefits of increased work and savings incentives 
which result from lower marginal tax rates are too important to be 
sacrificed for temporary revenue increases. 

3. Since last summer, individuals have been making investment de
cisions in reliance on the full 23-percent rate reduction now in the law. 
It would be unfair and disruptive to the economy to tamper with such 
an important provision which has been passed so recently. 

4. Tampering with indexing could signal to financial markets that 
the Congress intends to rely on higher inflation, rather than legislative 
action, to reduce the (leficit or to provide additional revenues for spend
ing programs. 



TABLE 4.-DISTRIBUTIONAL EFFECT OF THIRD-YEAR (1983) TAX CUT 

[Millions of dollars-1981 income levels] 

Tax reduction from first two Tax reduction from third- Tax reduction from total 3- Third-year 
years of rate reductions year rate reduction year rate reduction reduction as 

Expanded Income percentage of 
(thousands) total3-year 

Amount Percent Amount Percent Amount Percent rate 
reduction 

Below 10 ......................... 1,198 (2.8) 634 (2.7) 1,832 (2.8) 34.6 ~ 
10 to 20 ........................... 5,859 (13.8) 3,360 (14.2) 9,219 (14.0) 36.4 
20 to 30 ........................... 8,469 (20.0) 5,275 (22.4) 13,744 (20.8) 38.3 
30 to 50 ........................... 12,312 (29.1) 7,383 (31.3) 19,695 (29.9) 37.5 
50 to 100 ......................... 7,475 (17.6) 4,558 (19.3) 12,033 (18.2) 37.9 
100 to 200 ....................... 3,311 (7.8) 1,805 (7.7) 5,116 (7.8) 35.3 
200 and above ................ 3,750 (8.8) 578 (2.4) 4,328 (6.6) 13.4 

Total ........................ 42,374 (100.0) 23,592 (100.0) 65,966 (100.0) 35.8 
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Revenue Effects 1 

[Fiscal years, billions of dollars] 

Item 1983 1984 1985 1986 1987 

1. Repeal July 1, 1983, rate reduc-tion _______________________ 7. 2 32.4 34.9 36.9 40.0 
2. Delay July 1, 1983, rate reduc-

tion to Oct. 1, 1983 _________ 6. 7 .3 ------------------
3. Delay July 1, 1983, rate reduc-

tion to Jan. 1, 1984 _________ 7.2 7. 1 ------------------
4. Repeal July 1,1983, rate reduc-

tion and replace with two 5% 
rate reductions on July 1, 
1983, and July 1, 1984, with 
indexing delayed to Jan. 1, 
1986 _______________________ 3. 5 12. 1 8. 8 14.4 15. 5 

5. Repeal July 1, 1983, rate reduc-
tion and advance indexing to 
July 1, 1983 ________________ 4.3 13. 5 11. 9 12.8 14.1 

6. Re:peal July 1,1983, rate reduc-
tIOn and advance indexing to 
Jan. 1,1984 ________________ 7.2 23.7 20.6 21. 9 23.9 

1 Revenue effects without regard to implied amended rate ·schedules. Final 
revenue effects may differ slightly depending on the specification of these new 
rate schedules. 

Percentage Increase in 1984 Tax Liability by Income Class 

Expanded income (thousands, 
1981 income levels) 

Below $10 _______________ _ 
$10 to $20 _______________ . _ 
$20 to $30 _______________ _ 
$30 to $50 _______________ _ 
$50 to $100 ______________ _ 
$100 to $200 _____________ _ 
$200 and above __________ _ 

Total _____________ _ 

Repeal July 1, 1983 
rate reduction 

(percent) 

10.65 
11. 15 
11. 98 
11. 59 
11. 71 
9.65 
3.51 

10.83 

Repeal July 1, 1983 rate 
reduction and make 

indexing effective on 
that date 

-7.78 
1. 28 
3. 18 
3. 15 
4. 12 
5.26 
2. 18 

2.88 



C. Income Tax Proposals Primarily Affecting Corporations 

1. Capital Cost Recovery 

a. Basis adjustment for investment credits 

Present Law 

In general, a taxpayer is allowed cost recovery d('ductions for 100 
percent of the cost (or basis) of a depreciable asset, including prop
erty for which a regular or energy investment tax credit, or the 25-
percent investment credit for rehabilitation expenditures for certified 
historic structures, is allowed. 

However, if the 15- or 20-percent investment credit is claimed for 
qualified rehabilitation expenditures on a nonresidential building, the 
basis of the property must be reduced by the amount of credit. This 
lower basis is used to compute cost recovery deductions and capital 
gain or loss. 

Possible Proposal 

In addition to the basis reduction currently required for the 15- and 
20-percent rthabilitation expenditure credits, taxpayers could be re
quired to reduce the hasis of a depreciable asset by the full amount (or, 
alternatively, one-half of the amount) of regular and energy invest
ment tax credits and of the 25-percent rehabilitation expenditure 
eredit for certified historic structures. 

Pros and Cons 

Arguments for the proposal 
1. A taxpayer should not be allowed cost recovery deductions for 

that portion of asset cost which has, in effect, been paid for by tax 
credits. 

2. For most personal property, the cost recovery deductions cur
rently allowed under ACRS, in combination with investment credits, 
generate tax benefits the present value of which is more generous than 
the tax benefits of expensing-that is, a full deduction of cost in the 
year of investment. This results in negative effective tax rates and 
subsidizes uneconomic investment (which is investment that would not 
be undertaken if there were no income tax). The proposal would miti
gate these effects. 

3. The rapid cost recovery under the ACRS systBm will eliminate 
the tax liability of many corporrutions, leaving them with excess deduc
tions and credits from which they do not receive full benefit. This 
creates an incentive, based solely on tax considerations, for these cor
porations to merge with taxpaying corporations which can henefit 
from the otherwise unused deductions and credits. 
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4. A basis adjustment for one-half the amount of credits allowed 
would make the combination of ACRS cost recovery deductions and 
the regular investment credit equivalent to expensing at a 10-percent 
after-tax discount rate. These benefits would provide investment in
centives comparable to incentives that would exist in the absence of . 
an income tax, and thus encourage the private sector to undertake the 
maximum amount of productive investment. 
Arguments against the proposal 

1. Tax benefits more generous than expensing are necessary to offset 
disincentives to investment, such as the double tax'ation of dividends, 
and to make up for the shortfall in capital formation that has built 
up over the past decade. 

2. Some businesses may have planned or undertaken investment pro
grams for 1983 that would be profitable after taxes only if investment 
incentives are not reduced. 

3. A basis adjustment for the full amount of investment credits 
would mean that some taxpayers would have higher effective tax 
rates than they had before the enactment of ACRS. 

4. The discount rate under which it is concluded that the present 
system is more generous than expensing would be inappropriately low 
if inflation and interest rates increase significantly, in which case a 
basis adjustment for one-half of the regular credit would make ACRS 
less generous than expensing. 

5. The proposal may involve technical complexities if, for example, 
the investment credit is recaptured because of a change of use which 
does not also trigger depreciation recapture or if the credit is not fully 
used in the year eaTned. 

Revenue Effect 1 

[Fiscal years, billions of dollars) 

Item 1983 2 1984 1985 1986 

Basis adjustment for: 
100% of credits______________ . 8 2.7 5.0 8.1 
50% of credits_______________ .4 1. 3 2.5 4.0 

1987 

11. 1 
5.5 

1 These estimates do not take intD account interaction with safe-harbor leasing. 
2 Assumes an effective date of Jan. 1, 1983. 



h. Reduction in regular investment tax credit 

Present Law 

A taxpayer can claim a regular investment :tax credit, in addition 
to depreciation deductions, for tangible personal property and certain 
other tangible property (generally not including buildings or struc
tural components) used in connection with manufacturing or produc
tion. The amount of this credit is 6 percent of the cost of property 
which is in the 3-year recovery class, and 10 percent of the cost of 
eligible property which is not in the 3-year class. 

In general, the regular investlnent credit is claimed for the taxable 
year in which the property is placed in service. This credit may be 
used to offset the first $25,000 of tax liability plus 90 percent of tax 
liability in excess of $25,000. 

Possible Proposal 

The regular investment credit could be reduced to either 4 or 5 per
cent for property in the 3-year recovery class, and to 7 or 8 percent for 
eligible property which is not in the 3-year class. 

Pros and Cons 

Arguments for the proposal 
1. For most personal property, the regular investment credit and 

cost re'covery deductions currently allowed under ACRS generate tax 
benefits that are more generous than the tax benefits of expensing
that is, a full deduction of cost in the year of investment. This results 
in negative effective tax rates and subsidizes uneconomic investment 
(which is investment that would not be undertaken even if there were 
no income tax) '. The proposal would mitigate these effects by making 
benefits slightly less generous than the tax benefits of expensing. 

2. The large benefits of the investment credit and ACRS deductions 
will eliminate the tax liability of many corpol'ations, leaving them 
with excess deductions and credits from which they do not receive full 
benefit. This creates an incentive for these corporations to merge with 
taxpaying corporations which can benefit from the otherwise unused 
deductions and credits. 
Arguments against the proposal 

1. Tax benefits more generous than expensing are necessary to offset 
disincentives to investment, such as the double taxation of dividends, 
and to make up for the shortfall in capital formation that has built up 
over the past decade. 

2. Some businesses m'ay have undertaken or planned investment 
programs for 1983 that would be profitable after taxes only if invest
ment incentives are not reduced. 
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3. Adoption of the proposal could mean that some taxpayers would 
have higher effective tax ru.tes than they had before the enactment of 
ACRS. 

Revenue Effect 1 

[Fiscal years, biHions of doHars] 

Item 1983 2 1984 

Reduction to 4 and 7 percenL__ 2.3 
Reduction to 5 and 8 percenL__ 1. 5 

0.6 
3.5 

1985 

7.1 
4.4 

1986 

8.2 
5.1 

1987 

9.3 
5.8 

1 These estimates do not take into account interaction with safe-harbor leasing. 
2 Assumes effective date of Jan. 1, 1983. 



c. 1985 and 1986 accelerations of depreciation under ACRS 

Present Law 

Under ACRS, the cost of personal property (generally, machinery 
and equipment) is recovered over a period of 15, 10, 5, or 3 years, de
pending on the type of property. For property placed in service before 
1985, these cost recovery deductions are determined according to statu
tory tables which a,pproximate the resnlt of using the 150-percent 
declining balance method in early years and the straight-line method 
in subsequent years. 

Cost recovery deductions are scheduled to accelerate further in 1985 
and again in 1986. For property placed in service in 1985, these deduc
tions approximate the result of using the 175-percent declining balance 
method in early recovery years and the sum-of-the-years-digits (SYD) 
method in subsequent years. For property placed in service after 1985, 
the deductions approximate the result of using the 200-percent declin
ing balance method in early recovery years and the SYD method in 
subsequent years. 

Possible Proposal 

The 1985 and 1986 accelerations of depreciation scheduled for prop
erty placed in service after 1984 could be repealed. 

Pros and Cons 

A rguments for the proposal 
1. For most personal property (other than long-Ii "cd public utility 

property), the cost recovery deductions currently allowed under 
ACRS, in combination with the investment tax credit, generate tax 
benefits that are more generous than the tax benefits of expensing
that is, full deduction of cost in the year of investment. This results 
in negative tax rates, which make profitable investments which would 
not be economic even if there were no income tax. The further accelera
tion of depreciation would increase the excess of ACRS deductions 
over expensing, thus further increasing the subsidy for uneconomic 
and unproductive investment. 

2. Investment and economic growth would be retarded in 1984 if 
these provisions are not repealed since businesses will postpone invest-
ment to qualify for more generous deductions. . 

3. The rapid cost recovery under the ACRS system, espeCIally after 
1984, will eliminate. the tax liability of many corporations, leaving 
them with excess dednc;tions and credits from which they do not receive 
full benefit. This creates an incentive for these corporations to merge 
with taxpaying corporations, which can benefit from the otherwise 
unused dednctions and credits. 
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Arguments against the proposal 
1. Tax benefits more generous than expensing are necessary to offset I 

disincentives to investment, such as the double taxation of dividends, 
and to make up for the shortfall in capital formation that has built up 
over the past decade. 

2. In 1981, Congress de'cided that cost recovery deductions would be 
liberalized further. Adopting the proposal would result in less invest
ment in modern plant and equipment. 

Revenue Effect 1 

[Fiscal years, billions of dollars] 

1985 1986 1987 

1.5 9. 6 17.4 

1 This estimate does not take into account interaction with safe-harbor leasing. 



d. Depreciation allowances for structures 

Present Law 

Under ACRS, the cost of depreciable real property (generally, 
buildings and structures) is recovered over 15 years. The cost recovery 
deductions are determined according to tables which approximate the 
result of using the 175-percent declining balance method (200-percent 
for low-income housing) in early years and the straight-line method 
in subsequent years. 

Possible Proposals 

1. The recovery period could be lengthened to 20 years. 
2. Cost recovery deductions could be determined according to tables 

which approximate the result of using the 125-percent declining bal
ance method (150-percent for low-income housing) in early years and 
the straight-line method in subsequent years. 

3. Cost recovery deductions could be determined by using the 
straight-line method over a recovery period of 18 years (15 years for 
low-income housing). 

Pros and Cons 

Arguments for the proposals 
1. A 15-year recovery period for buildings and structures, when com

bined with highly accelerated depreciation methods, generates exces
·sive tax benefits. 

2. Highly accelerated depreciation allowances for residential struc
tures encourage tax-motivated sales of used property. This occurs be
cause the buyer is entitled to nse the current market value of the sale 
for purposes of computing depreciation (which is deductible in full 
against ordinary income). The seller, however, includes in ordinary 
income only a portion of the difference between the depreciated basis 
of the asset and the selling price, since the part of this amonnt not 
attributable to depreciation in excess of straight-line is treated as a 
capital gain. 

A rguments against the proposals 
1. Some taxpayers already may have planned or undertaken invest

ment programs that would be profitable on an ·after-tax basis only if 
tax benefits are not rednced. 

2. Any reduction in tax incentives for investment would discourage 
capital formation which is necessary to make up for the shortfall that 
has built up over the past decade. 
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Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1 1984 1985 1986 1987 

1. 20-year life with 175% rate 
(200% for low-income hous-
ing)_______________________ .2 1. 1 2.5 4.0 5.5 

2. 15-year life with 125% rate 
(150% for low-income hous-
ing)_______________________ .2 .7 1.4 2.2 3.0 

3. Straight-line over 18 years (15 
years for low-income housing) _ . 3 1. 2 2. 4 4. 0 5. 6 

1 Assumes effective date of Jan. 1, 1983. 



e. Open accounts depreciation system 

Present Law 

Under ACRS, the cost of personal property (generally, machinery 
and equipment) is recovered over one of four fixe.d reco,rery periods. 
The recovery allowances are computed using the accelerated percent
age~ set forth in ERTA or percentages derived from the straight-line 
method. The recovery percentages are applie.d each year to the original 
cost of the property. 

The ACRS recovery allowances (using both the straight-line and 
accelerated percentages) for a $100 asset In the 5-year class are shown 
in the table below. The first-year al10wance using the straight-line 
method is 10 percent of asset cost rather thun 20 percent, embedding 
a half-year convention to account for the average amount of time 
that an asset is presumed to be in service in the first year. Recovery 
allowances using the accelerated recovery percentages are shown in 
the second column of the table. These accelerated recovery percentages 
are intended to approximate tlhe result of using the 150-percent de
clining balance method (described below) in the early years of the 
recovery period and the straight-line method in the later years. A 
half-year convention is also embedded in these percentages. 

Using the 150-percent declining balance method for a 5-year as
set, the recovery allowance for the year is determined by applying a 
constant 30 percent (150 divided by 5) to the cost of the asset' as re
duced by prior recovery allowances. Because this rate is applied to 
an amount that declines each year as recovery allowances are taken, 
the recovery allowance also declines each year. However, the fact that 
the recovery allowance is always 30 percent of the remaining balance 
means that the balance is never fully recovered. This is shown in the 
third column of the table. This result could be averted by switching 
to the straight-line method at an appropriate time into the recovery 
period to ensure full recovery of cost by the end of the recovery pe
riod, as shown in the last column of the table. A half-year convention 
is embedded in both of these illustrations of the declining balance 
method. 
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ANNUAL RECOVERY ALLOWANCES 

ACRS open 
Present ACRS account I50.percent 

(30·percent D.B. straight. 
Straight·line Accelerated rate) line 

Year (1) (2) (3) ( 4) 

1 ___________ _ $10 $15 $15.00 $15.00 
2 ___________ _ 20 22 25.50 25.50 
3 ___________ _ 20 21 17.85 17.85 
4 ___________ _ 20 21 12.50 16.66 
5 ___________ _ 20 21 8.75 16.66 
6 ___________ _ 10 ------------ 6. 12 8.33 

TotaL ____ _ 100 100 86.67 100.00 

Under ACRS, the recovery allowances are computed separately for 
each asset. The taxpayer must keep track of the adjusted basis of each 
asset for purposes of determining gain on disposition of the property. 
Thus, a different account may be required for each asset (asset-by-asset 
accounting) . 

Possible Proposal 

An open account system could be established under ACRS for per
sonal property to replace the present asset-by-asset accounting system 
for personal property. The accounting system would be similar to the 
accounting system used in a 1980 Senate Finance Committee bill (H.R. 
5829) to revise the depreciation rules. The basic ACRS concepts and 
recovery periods would be unchanged. Under an open account system, 
depreciable personal property would be grouped into four classes 
based on the four ACRS recovery periods (15-, 10-, 5-, and 3-year re
covery periods). The cost of aN property within a class would be 
placed in the same account regardless of the year of acquisition. For 
example, a business which acquires an automobile in each of three con
secutive years would place these costs into one open account rather 
than three separate vintage accounts. 

In any taxable year, the cost recovery allowance for a class of assets 
in an open account would be computed under a declining balance meth
od by applying the same percentage each year to the account bal
ance rather than to each asset. If structured under a 150-percent declin
ing balance system, the constant percentage applied to the account for 
each class would be 50 percent for 3-year recovery property, 30 percent 
for 5-year recovery property, 15 percent for lO-year recovery property 
and 10 percent for 15-year public utility property. The account balance 
would be increased by additions to the account and decreased by recov
ery allowances. Because the recovery allowances would be computed by 
using a declinin1! balance method, the cost of any particular asset in 
the account would not be completely recoverered by the end of that 
asset's regular recovery period (as shown in the third column of the 
table above for a 5-year asset). 
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Instead of immediately recognizing gain or loss on disposition of an 
asset, the entire proceeds would reduce the account balance which, in 
turn, would reduce the amount of cost recovery allowances in the 
Ybar of disposition and subsequent years. Thus, the taxpayers would 
not have to keep track of the adjusted basis of any asset in the account. 

Pros and Cons 

A rguments for the proposal 
1. The proposal would simplify accounting by greatly reducing the 

number of accounts and by making them easier to manage as assets are 
acquired, depreciated, and disposed of. 

2. The open account depreciation system has been recommended by 
the American Institute of Certified Public Accountants. 
Arguments against the proposal 

1. Adoption would mean that a taxpayer for several years may need 
to keep at least 3 different kinds of accounts for determining cost recov
ery allowances: accounts for prior law, asset-by-asset accounts for 
ACRS, and open accounts. 

2. Because the cost recovery allowance is eomputed as a constant per
centage of the account balance, rather than of the asset cost, the open 
account system does not allow the entire cost of the asset to be 
recovered. 

Revenue Effect 

The revenue effed would depend on the details of the proposal
for example: the declining balance percentages to be applied to the 
accounts. 



2. Safe-Harbor Leasing 

Prior Law 

Prior to the enactment of ERTA, the law contained rules to deter
mine who owns an item of property for tax purposes when the prop
erty is subject to an agreement which the parties characterize as a 
lease. Such rules are important because the owner of the property is 
the person entitled to claim cost recovery (depreciation) deductions 
and investment tax credits. 

The prior rules attempted to distinguish between true leases, in 
which the lessor owned the property for tax purposes, and conditional 
sales, financing or -:>thm' arrangements, in which the user of the prop
erty owned the property for tax purposes. These rules were not set 
forth in the Internal Revenue Code. Instead they evol yed over the 
years through a series of court cases, and revenue rulings and revenue 
procedures issued by t.he Internal Revenue Service. 

Essentially, pre-ERTA law provided that t.he economic substance of 
a transaction, not its form, determined who was t.he owner of property 
for tax purposes. Thus, if a transaction was, in substance, simply a 
financing arrangement, it would be treated t.hat way for tax purposes 
regardless of how the parties chose to characterize it. Lease t.ransac
tions could not be used solely for the purpose of transferring tax bene
fits. They had to have a nontax business purpose which, in general, 
meant that the lessor had t.o derive a profit independent of tax bene
fits. Also, the lessor had to retain significant burdens and benefits of 
ownership. 

Revenue Procedure 75-21 (and a series of related revenue proced
ures) provided requirements that, if met, could allow a letter ruling 
to be issued bv the Internal Revenue Service stating that a transaction 
was a lease. There guidelines were not 'U definitive statement of legal 
principles. If all requirements were not met, a court might still deter
mine that, based upon all the facts and circumstances, the transaction 
was a lease under general principles set forth in cases'and rulings. Rev. 
Proc. 75-21 applied only to leveraged equipment leases. Other leases 
were governed by these general principles. 

The specific re(Jnirerrients for obtaining a rl1lin~ under Rev. Proc. 
75-21 (and related revenue procedures) are as follows: 

1. ilfinimu111 in1'e8tment.-The lessor mnst have a 20-percent mini
mum at-risk investment in the property throughout the lease term. 

2. Lp.a.~e ter1n.-The lease term must not be more than 80 percent of 
the usefnllife of the property: at lpast 20 percent of the value of the 
properly mnst rema.in at the, end of the lease. 

3. Pre-tax profit8.-The lessor must have a positive cash flow and a 
reasonable bxpectation of profit from the lease independent of tax 
benefits. 
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4. ' FaiT '1n(lTket value options.-The lessee nlust not have a right to 
purchase the property at less than fair market value (i.e., no fixed 
price purchase option). The lessor must not have a contractual right 
to require the lessee to purchase the property at the end of the lease 
(i.e., a put) , even at fair market value. 

5. Lessee financing precluded.-The lessee must not have an invest
ment in the lease and mllst not lend any of the purchase cost to the 
owner. 

6. Limited use restriction.-The use of the property at the end of 
the term of the lease by a person other than the lessee must be com
mercially feasible. 

In addition, although it is not stated expressly in Rev. Proc. 75-21, 
the lessor must hold State law title to the property. 

Present Law 

ERTA provides a new set of rules which represent a major depar
ture from prior law. The purpose of these rules is to permit a transfer 
of tax benefits, rather than to determine who is the owner of property. 
Under the new rules, certain transactions involving tangible personal 
property are treated as leases for Federal income tax purposes regard
less of their nontax economic substance. If a transaction meets these 
safe-harbor requirements, the lessor in the agreement is treated as the 
property owner for Federal income tax purposes and is entitled to cost 
recovery deductions and the investment credit. 

Under the new rules, for example, a person who has acquired and 
will use the property. by entering into a nominal sale and safe-harbor 
lease-back, may, in effect, sell some of the tax benefits associated with 
t he property to a corporation, while retaining all economic benefits and 
burdens of ownHrship. This type of transaction has been referred to as 
a tax benefit transfer. Other transactions not qualifying as leases under 
Rev. Proc. 75-21 (and related revenue procedures) may also qualify as 
leasrs under the safe harbor. The prior law rules remain in effect for 
transactions not qualifying for the safe harbor or when the safe harbor 
is not elected. 

The requirements for s::de-harbor lease tre:1tment are as follows: 
1. E7ection.-All parties to the agreement must elect. 
2. Oorporate lessors.-The lessor must be a corporation (other than 

f), subchapter S corporation or a personal holding company), a partner
ship all of the partners of which are qualified corporations, or a 
grantor trust with respect to which the grantor and all beneficiaries of 
t.he trust are corporations or a partnership comprised of corporations. 

3. 1I1inimum inve8t1nent.-The lessor must have a minimum at-risk 
investment in the property, at all times during the lease term, of at 
least 10 percent of the adiusted bnsis of the property. (1Jnder ACRS, 
property has a zero 'hasis at the end of the recovery period. ) 

4. Lease term.-The lease term mnst not exceed the greater of 90 
percent of the property's useful life or 150 percent of the ADR mid
Doint.life of the property. 

5. F,7iQihle propp,rt1I.-The property must be "qualified leased prop
erty." To be aualified leased property, the property must either be new 
property eligible for the investment credit, or mass commuting vehi-
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cles financed in whDle Dr in pttrt by prDceeds Df tax-exempt industrial 
dp,velDpment bDnds. 

TempDrary regulatiDns under ERTA impDse additiDnal require
ments, including a minimum lease term, a maximum rate Df interest, 
and a fixed repayment schedule Dn debt. 

Possible Proposals 
Repeal 

The safe-harbDr ruleE cDuld be repealed. There cDuld also. be SDme 
attempt to cDdify and clarify priDr law rules. 
Modification of prior law rules 

There cDuld be a restDratiDn Df SDme (but nDt all) Df the prior law 
rules Telating to. lease transactiDns: (1) leases wDuld have to' pass a 
prDfitability and cash-flDW test; (2) lessee financing of the prDperty 
wDuld be prDhibited; (3) the lessDr wDuld have to. own the prDperty 
under State law; (4) the lessDr's minimum investment WDuld have to. 
be 10 percent Df the Driginal CDSt of the prDperty (Dr, alternatively, 20 
percent); (5) optiDns to' purchase the prDperty WDuld be limited to' 
fair market value Dr at least 10 percent (Dr, alternatively, 20 percent) 
Df the CDSt and put DptiDns w'ould nDt be allDwed; and (6) the maxi
mum lease term wDuld be 90 percent (Dr, alternatively, 80 percent) Df 
the useful life Df the prDperty. The limited use restrictiDn wDuld nDt 
apply. 
Alternative proposal 

1. Safe-harbDr lessDrs wDuld nDt be able to' reduce their tax liability 
by mDre than 50 percent by virtue Df tax benefits purchased thrDugh 
safe harbDr leasing. Tax benefits denied nnder this rule could be car
ried fDrward and used in subsequent years. This wDuld preclude use Df 
purchased tax benefits to' Dbtain tax refunds by carrying back IDsses 
Dr credits to' priDr years. 

2. The fDreign tax credit limitatiDn wDuld be cDmputed as if lessees 
had claimed deductions sDld thrDugh safe-harbDr leasing. 

3. The maximum jnterest rate Dn IDans made in cDnnectiDn with 
safe-harbDr leases wDuld be limited to. the interest rate on tax defi
ciencies, the prime rate Df a IDcal bank, Dr a reasDnable rate established 
by regulations, whichever is greater. 

4. A safe-harbor lessee cDuld lease no. mDre than 90 percent Df 
Dtherwise eligible prDperty under the safe-harbor rules. 

5. As an alt~rnative to' item 4, leasing wDuld be targeted t,o relatively 
unprDfitable, capital-intensive industries with a $25,000 exceptiDn. 

6. There ~Duld be a sunset prDvisiDn repealing safe-harbDr leasing 
after fiscal year 1985. 
Other proposals 

1. The at-risk rules relating to. tax shelters cDuld be eliminated fDr 
clDsely held cDrpDratiDns with respect to their activities as safe-harbor 
lessDrs. 

2. Safe-harbDr leasing cDuld be denied fDr public utility prDperty. 
3. Lease terms cDuld be limited to' the ACRS recDvery periDd. 
4. The inyestment credit cDuld be reduced fDr prDperty subject to' 

~afe-harbDr leases. 
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5. The percent-of-jncome limits on percentage depletion could be 
computed without regard to tax benefits sold through safe-harbor 
leasing. 

6. Safe-harbor leasing could be denied for property used predom
inantly outside the United States by a person not subject to U.S. tax. 

7. The alternative capital gains rules could be modified so that safe
~arbor leasJng cannot be used to increase the benefit from that provi
SIOn. 

8. Safe-harbor leasing could be denied to companies where more 
than a certain percent of revenues come from Federal subsidies. 

9. The rules applying after bankruptcy of safe-harbor lessees could 
be modified. 

10. Safe-harbor leasing could be repealed, or sunset, for mass com
muting vehicles. 

11. Safe-harbor leasing could be replaced by a refundable invest
ment tax credit. 

12. Persons who elect to sell tax benefits through safe-harbor leasing 
could be limited to a 5-year net operating loss and investment credit 
carryover period. 

13. The alllount of property eligible for safe-harbor leasing could 
be reduced to the extent the lessee's foreign-source income exceeds the 
cost of eligihle property. 

Pros and Cons 

Arguments for the proposals 
1. The public perceives safe-harbor leasing to be inequitable for a 

yariety of reasons, including the follo.wing: 
a. The safe-harbor rules permit transactions that are entered 

into only fo.r tax reduction purposes. 
b. Profitable companies that pay no tax because of large tax 

benefits are allowed to sell excess tax benefits. 
c. Large profitable companies can purchase sufficient tax bene

fits to eliminate current tax liability and, by carrying back excess 
benefits against tax liability from prior years, obtain a substantial 
tax refund. 

d. Nonbusiness tax benefits, such as personal exemptions, can
not be transferred by individuals and, therefore, safe-harbor leas
ing creates the perception that tax avoidance or tax reduction is 
allowed only for businesses. 

e. A side effect of safe-harbor leasing is that users of equip
ment, by selling tax deductions which reduce taxable income, can 
increase tax benefits other than ACRS. 

f. Safe-harbor leasing puts some companies in a better position 
than if the corporate income tax were repealed. 

2. The safe-harbor lease rules are an inefficient means of giving 
users of equipment the benefits of tax deductions and credits they can
not use currently, as indicated by the fact that some of the lost revenue 
has gone to lessors and third parties. Refundability of tax benefits or 
direct subsidies wo.nld be a more efficient mechanism. 

3. Safe-harbor leasing gives companies that do not expect to be tax
able for long periods of time incentives to purchase equipment that 
would be unprofitable on a pre-tax basis. 
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4. Requiring that the trn,nsfer of tax benefits be cast in the form 
of a lease is unnecessarily complex. . 
Arguments against the proposals 

1. ACRS was intended to encourage modernization of plant and 
equipment by all companies regardless of their marginal tax rate. 
Without some form of transferability, companies with large net op
erating losses and investment tax credits would be denied the tax ben
efits-and associated competitive advantages-of those tax attributes. 
Denying such benefits would make the tax system nonneutral with re
spect to risk. 

2. Safe-harbor leasing reduces the number of tax-motivated mergers 
that might otherwise result if ACRS benefits could not be llsed by all 
companies. 

3. Safe-harbor leasing is less complicated than prior law leasing. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1982 1 1983 1984 1985 1986 1981 

Repeal safe-harbo~ leas-
ing _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ . 8 3. 2 5. 1 6.7 9.0 11. 7 

1 Effective February 20. 1982. 



3. Tax Treatment of Mergers and Acquisitions 

Present Law 

a. Corporate acquisition rules generally 
Taxpayers generally may elect to treat a business acquisition as a 

taxable transaction or as a tax-free reorganization. However, that 
electivity is generally not express, but turns on the selection of a par
ticular form of corporate transaction. The result is a complex set of 
rules that can be manipulated by sophisticated taxpayers, yet may 
penalize the unwary. 

In general. present law distinguishes five principal types of non
taxable acquisitive reorganizations; mergers, stock acquisitions, asset 
acquisitions, forward subsidiary mergers, and reverse subsidiary 
mergers. There are substantial formal and technical distinctions among 
those transactions, and the definitions of those transactjons are 
complex. 
b. Stock purchase treated as asset purchase 

Under present law, no gain or loss is recognized on the receipt by 
a corporation of property distributed in complete liquidation of an 
SO-percent owned subsidiary corporation. Generally, the basis of the 
property distributed in complete liquidation of a subsidiary carries 
over to the distributee corporation. Certain other tax attributes of the 
liquidated subsidiary also are carried over to the distributee corpora
tion. 

An exception to the general rules for carryover treatment for basis 
in assets and other attributes is provided for cases which are in sub
stance a purchase of assets from another corporation, i.e., a purchase 
of a controlling stock interest followed by a timely liquidation of the 
acquired corporation into the acquiring corporation. If this exception 
applies, the acquiring corporation's basis in the "purchased" assets is 
the cost of the stock purchased, adj usted for items such as liabilities 
assumed, certain cash or dividend distributions to the acquiring cor
poration, and post-acquisition earnings and profits of the subsidiary. 
There is substantial uncertainty under present law as to the mechanics 
of such adjustments. Inappropriate results are obtained in some cases. 
c. Recognition of gain on certain post-acquisition distributions 

Partial liquidations 
Under present law, no gain or loss generally is recognized to a cor

poration on the distribution of property in partial liquidation. The 
basis of the property, e.g., for purposes of computing such deductions 
as depreciation and depletion, to the distributee is generally stepped
up (or down) to the fair market value of the property at the time of 
the distribution. 

vVhen one corporation acquires control (at least 80 percent of the 
stock) of 'another corporation, the acquiring corporation may select 
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assets of the acquired corporation to be distributed in partialliquida
tion of the acquired corporation's business. The acquired corporation 
pays no tax on gain attributable to appreciation in the distributed 
assets except to the extent of past depreciaJtion and other items subject 
to recapture. The basis of the distributed assets is stepped-up to cur
rent fair market value in the hands of the acquiring corporation. The 
acquiring and acquired corporations are eligible to file a consolidated 
return and, under the consolidated return regulations, any tax on re
capture income attributable to a partial liquidation may be deferred. 
The result is a step-up in basis 101' selected assets of the acquired cor
poration without current tax and a continuation of the tax attributes 
of the acquired corporation which may be combined wit.h the acquir
ing corporation on a consolidated return. \Vhile it is also true that 
gain or loss is not recognized to a corporation distributing its assets 
in a complete liquidation, its tax attributes are terminated in that 
case and the selectivity inherent under the partial liquida;tion rules 
is not present. 

Stock redemptions 
A corporation selling stock or other property in a subsidiary corpo

ration to a corporate purchaser may seek to avoid the taxable gain 
that would result frOln a direct S'ale by structuring the transaction as 
a redemption of the selling corporation's stock. If the purchase of 
stock and its subsequent redemption for appreciated property are pur
suant to the same plan, the transaction may be treated as a direot snle 
of the property, resulting in recognition of gain to the selling corpo
ration. If the transaction is treated as a stock redemption, special 
rules apply. Under present law, a corporation must generally 
recognize gain attributable to appreciated property used to redeem 
stock issued by the corporation. However, this recognition rule is sub
ject to several exceptions. The principal exceptions are for certain 
redemptions in complete termination of the interest of a shareholder 
owning for 12 mont hs or longer 10 percent or more of the distributing 
company and certain redemptions involving distributions of stock or 
obligations of a corporation in which the distributing corporation had 
at least a 50-percent interest. 
d. Speciallirnitations on carryovers 

Corporations are generally allowed to carry net operating losses and 
unused tax credits forward for 15 years. Generally, the net operating 
loss and credit carryovers of an acquired corporation are not reduced 
by reason of another corporation's purchase of control of the acquired 
corporation if the trade or business of the acquired corporation is con
tjnued. In the case of reorganizations, there is a proportionate reduc
tion of loss and credit carryovers whenever the shareholder~ of the 
acquired loss corporation have less than a 20-percent continuing 
interest in the acquiring corporation as a result of the reorga.nization. 
Carryovers can be denied, however, if the Internal Revenue Service 
can show that the principal purpose for the acquisition of control of 
the corporation was the evasion or avoidance of the Federal income 
tax. 

Under the Tax Reform Act of 1976, the rules relating to net operat
ing loss and credit carryovers were strengthened to deal with "traffick
ing" in loss corporations. However, in r<.'sponse to widespread criticism 
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of the complexity of these rules, the Congress has postponed the effec
tive date of the provisions several times. Currently, the 1976 rtvisions 
are scheduled to become effective in 1984. 

Possible Proposals 

a. Comprehensive revision 
A comprehensive revision of the rules goyerning corporate acquisi

tions could be made to substitute express elections for the current em
phasis on corporate formalities. It may be appropriate to require con
formity between the treatment of the acquiring corporation and the 
acquired corporation, allowing nonrecognition of gain to the acquired 
corporation's shareholders only if the acquiring corporation takes a 
carryover basis, and allowing the acquiring corporation a step-up in 
basis only if the transaction is taxable. In addition, the definitions of 
acquisitive reorganizations could be simplified. For example, the defi
nition of qualifying cQnsideratiQn could be standardized, as CQuid the 
continuity of interest requirement. In addition, the general rule that 
a cQrporatB distributiQn of property is not a taxable event could be 
re-examined. For example, applicgtiQn of the rule could be narrowed 
so as tOo apply Qnly tOo prQperty that would generate long-term capital 
gain if sold. 

h. Limited revision 
An alternative approach could be to retain the basic present law 

structure governing the taxation of mergers and acquisitions, but to 
make changes to certain rules to deal with potential abuses. These 
changes CQuld include restricting t.he ability of acquiring companies tOo 
Qbtain a selective step-up basis of assets Qf an acquired corporation, 
aVQiding tax at the acquired corporation's level on transactions that 
are in substance the sale Qf assets. 

The provisions of existing law providing nonrecognition of gain 
for a cQrpQration making distributions of appreciated prQperty in 
partial liquidatiQn could be repealed. Further, the exceptions to the 
requirement that a corporation must recognize gain on distributing 
appreciated prQperty (such as stock in a subsidiary) in redemption of 
its stock, could be eliminated. 

The provision of present law treating a cQrporation acquiring CQn
trQI Qf another corporation as having purchased the assets of the con
tpolled corporation could be restructured to avoid the complexity and 
potential unwarranted benefit.s inherent under the existing rules. 

c. Carryover of net operating losses and excess credits 
The rules dealin~ with trafficking of net operating loss carryovers 

and excess credits CQuld be tightened to deter tax-mQtivated acquisi
tions Qf loss corpQrations to utilize their unused loss and credit carry
overs. One approa,ch would be t ,O reduce a corporation's carryover at
tributes whenever the shareholders at the time the lQsses and credits 
arise do not continue to hold a significant ownership interest in the 
cQrporatiQn. An alternative approach WQuid be to limit the income 
against which loss and credit carrYOovers may be charged tOo a per
centage of income in the carryover year. The percentage would be 
based on the portion of the pool of capital of the corporation earning 
the income which is represented by the assets on which the losses "ere 
earlier earned. 
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Pros and Cons 

Arguments for the proposals 

a. Comprehensive revision 
1. A comprehensive approach to the complex area of taxable and tax

free acquisitions is required to deal with the inconsistency of present 
law. 

2. The complexity and inconsistent policy of the reorganization defi
nitions need remedial legislation. 
h. Limited revision 

1. Takeover transactions that have been the subject of recent concern 
provide opportunities for beneficial tax treatment through specific 
provisions that permit different treatment for asset transactions ful
lowing stock acquisitions from that applicable to a direct purchase of 
assets. Revision of these provisions would not require a comprehensive 
restructuring of the rules governing corporate acquisitions. 
c. Special limitations on carryovers 

1. More effective rules are needed to deal with trafficking in loss 
companies because the incentives provided in ERTA, particularly if 
the leasing rules are modified, will increase the number of companies 
with loss carryforwards and excess credits. These companies will be 
the targets of takeover attempts. 

2. The existing rules restricting loss carryovers and excess credits 
have proven to be ineffective. 
Arguments against the proposals 
a. Comprehensive revision 

1. A comprehensive revision of the corporate acquisition rules would 
be too difficult an undertaking. Any existing problems are relatively 
limited in scope. 

2. Simplification of the reorganization provisions is a limited goal 
and should not delay addressing the manipulation and abuse preva
lent in the field of taxable acquisitions. 
b. Limited revision 

1. Consistency requires taxing a distributing corporation on all 
distributions of appreciated property to its shareholders or not taxing 
any of such distributions. A more limited proposal would perpetuate 
the inconsistency of existing law, since it would require such a tax only 
on stock redemptions but not on dividends or complete liquidations. 

2. Present law may preclude avoidance of tax in some cases. The 
transitory ownership of stock which is redeemed for appreciated prop
erty may be treated as a taxable sale of the property by the distribut
ing corporation when the substance of the transaction is examined. 
Deferral or escape of recapture tax in partial liquidations can be elim
inated by amendment of the consolidated return regulations. 

3. Taxpayers who have sought to avoid tax under present law would 
urge that any statutory change would imply that their transactions 
were tax-free. 
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c. Special limitations on carryovers 
1. The incentives provided in ERTA should not be reduced by re

strictions on the use of losses and excess credits which would prevent 
their benefit from being fully utilized. 

2. Restrictions on the free transferability of loss carryforwards 
make them Jess marketable and thus penalize those who bore the bur
den of the losses. 

Revenue Effect 

It is estimated that the limited proposals relating to recognition of 
gain on certain distributions and stock purchase treated as asset pur
chas3 would increase budget receipts on the average by amounts rang
ing from $0.5 billion to $1 billion annually during the next several 
fiscal years. . 

The proposal relating to special limitations on carryovers is esti
mated to increase budget receipts because the proposal would reduce 
loss and credit carryovers that .eould be used against profits for tax
able years after ownership changes have occurred. The amount of the 
revenue increase is indeterminate because potential stock ownership 
changes and the generation of future taxable income against which 
carryovers would otherwise be allowed cannot be estimated with rea.
sonable accuracy. However, the revenue increase could be significant 
due to the current depressed economic aotivity and the tax advantages 
available under existing law for acquisition of loss companies. 



4. Foreign Oil and Gas Income 

Present Law 
Foreign tax credit 

U.S. corporations are subject to tax on their income from both U.S. 
and foreign sources. To the extent that their U.S. tax is attributable to 
foreign source income, they may offset that U.S. tax with a credit for 
any foreign income taxes they have paid. Foreign oil and gas income 
is subject to special rules that are intended to prevent credits for for
eign oil extraction taxes from sheltering other income. Under these 
Tules, however, extraction losses from one country do not offset extrac
tion income from other countries. Therefore, for companies with ex
traction losses in one country, the rules may have the effect of allowing 
credits for foreign taxes incurred on highly taxed extraction income in 
a second country to offset U.S. tax on low-taxed oil-related income, 
such as shipping, refining, and financial services, in a third country. 
Low-taxed third country income 

Income of foreign subsidiaries of U.S. corporations is not subject to 
U.S. tax when earned; it is only taxed by the United States when and 
if it is repatriated as dividends. An exception to this general rule 
exists for certain tax haven income and tax avoidance transactions 
( the "subpart F" rules) . 

Possible Proposals 

The country-by-country loss feature of the rule for the foreign tax 
credit limitation affecting extraction income could be repealed and an 
appropriate loss recapture rule provided. Oil companies thus would 
not be permitted to use credits or losses arising out of their foreign oil 
and gas extraction activities to shelter their other income from U.S. 
tax. A similar result could be achieved by exempting foreign oil and 
gas extraction income from U.S. tax and disallowing related deduc
tions and credits. 

In addition, the present anti-tax haven rules (subpart F) could be 
expanded so that oil companies would be subject to tax currently 
on all their foreign non-extraction oil income related to activities car
ried on in countries other than those where the oil and gas is extracted 
or consumed. U.S. tax on foreign shipping income could continue 
to be deferred to the extent the income is reinvested in shipping assets. 

Pros and Cons 
Arguments for the proposals 

1. The proposals would raise significant revenue mostly from major 
oil companies who currently pay little or no U.S. tax on their foreign 
earnings. 

2. The special oil and gas foreign tax credit limitation rules do not 
effectively prevent foreign taxes paid on foreign extraction income 
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from sheltering non-extraction oil-related income earned in low tax 
countries. By permitting the oil companies to shelter any nonextrac
tion oil-related income which they are able to divert to low tax coun
tries, such diversion is encouraged. This diversion of income is 
typically accomplished by having subsidiaries in these countries pro
vide intracompany financial services, oil trading, refining, transship
ping and other services. 

3. There has been considerable controversy over whether the foreign 
oil taxes for which oil companies claim the foreign tax credit really 
are "income taxes" that qualify for the credit or whether they are 
more properly treated as royalties or excise taxes that may only be 
deducted. Because these companies have been treating the taxes as 
eligible for the foreign tax credit they have been sheltering substan
tially all their foreign income from U.S. tax. A proposal to exempt 
foreign oil and gas extraction income from tax would make unneces
sary the distinction between creditable and noncreditable oil extraction 
taxes. 

4. Independent U.S. refiners and U.S. based oil producers argue that 
they are at a competitive disadvantage to the major international oil 
companies whose overseas operations receive the fav01'able present law 
treatment. 

Arguments against the proposals 
1. The per-country special loss feature of the separate oil foreign 

tax credit limitation was adopted to encourage oil companies to ex
plore in non-OPEC countries in order to diversify their sources of 
production. Some of this incentive would be removed by the proposal. 

2. By increasing the U.S. tax burden on foreign oil income, the cost 
of imported oil could be raised. 

3. The oil companies have argued against an exemption or the tax
ing of their undistributed low taxed foreign income on the grounds 
that they would be treated differently than companies in other in
dustries. 

4. Taxing undistributerl oil-related income would put U.S. based 
international oil companies at a competitive disadvantage vis-a-vis 
foreign based companies. 

Revenue Effect 

[Fisca1 years, bil1ions of dollars] 

1983 1984 1985 1986 1987 

.2 .5 .6 .6 .7 



5. Possession Corporations 

Present Law 
General rules 

Certain income that certain U.S. corporations ("possession corpora
tions") earn in Puerto Rico and the possessions of the United States is 
effectively exempt from Federal income tax. This is accomplished by 
granting electing U.S. corporations a tax credit equal to (and thu~ 
fully offsetting) the U.S. tax attributable to income from the active 
conduct of a trade or business in a possession, the disposition of a. 
possession business, and investment income related to investments in 
the possession or the business. The credit is available only if 80 percent 
or more of the gross income of the corporation for the prior three years 
was derived from any sources within a possession and 50 percent or 
more of the gross income of the corporation for the prior three year3 
was derived from the active conduct of a trade or business within a 
possession. 

The election may not be revoked for 10 years without the permission 
of the Internal Revenue Service. An electing corporation may not join 
in a U.S. consolidated tax return. Foreign income taxes paid on income 
which is subject to the specia.l tax credit may not be credited or de
ducted for Federal income tax purposes. 

Dividends that a possession corporation pays to its U.S. parent are 
eligible for the 100 percent dividends received exclusion, and thus are 
exempt from tax. 

In the Virgin Islands, a somewhat different set of rules applies. 
Corporate "inhabitants" of the Virgin Islands are exempt from U.S. 
taxation rather than being eligible for the possession credit. 
Transfer of intangibles 

Under present law, taxpayers have taken the position that they may 
mak'e tax-free transfers of intangible assets created in the United 
States (such as patents, secret processes, and trademarks) to an elect
ing corporation, and that no allocation of income generated by those 
intangibles to the U.S. parent is required. The view of the Internal 
Revenue Service is that it may make an allocation to the U.S. parent of 
all or a portion of the income attributable to the intangibles. This issue 
is now before the U.S. Tax Court. Because a possession corporation is 
a domestic corporation, a ruling is not required to obtain tax-free 
treatment on the transfer. 

Possible Proposals 

1. The credit could be repealed. Alternatively, one or some combina
tion of proposals 2 through 6 could be adopted. 

2. The percentage of gross income that must be derived from an 
active trade or business could be increased to, for example, 80 percent 
from 50 percent, thus limiting the amount of passive income a posses-
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sion corporation could shelter with the credit. Alternatively, the credit 
could be disallowed fO'r all or some portion of passive income. 

3. A possession corporation could be required to pay a royalty to 
its U.S. parent for intangibles transferred to it by its parent. 

4. The credit could be denied to the extent it applied to U.S. tax 
imposed on income attributable to intangibles created in the United 
States. For example, if the IRS determines that 50 percent of a pos
session corporation's taxable income is attributable to h""Ilow-how, the 
possession credit would be limited to 50 percent of taxable income. 

5. In order to tie the possession credit more closely to employment, 
the credit could be limited to an amount equal to a fixed amount of 
wages paid to employees of the possession corporation. For example, 
the possession credit could be limited to a percentage of the first 
$10,000 of wages paid to each employee of the corporation. 

6. The credit could be limited to exempt only one-half or some other 
percentage of the possession income of a possession corporation. 

Pros and Cons 

A rguments for the proposals 
1. 'iVhile the possession credit has attracted Puerto Rican invest

ment that has increased employment, the revenue cost per affected 
employee is greater than average wages paid. For example, in 1978, 
the Federal tax expenditure per Puerto Rican employee averaged 
$12,667 in all manufacturing industries as compared with an average 
compensation of possession corporation ,employees of $10,667. The 
disparity in some instances was much greater. In intangible intensive 
industries, such as pharmaceuticals, the tax expenditure in 1978 aver
aged $43,261 as compared to an average employee compensation of 
$13,618. Some cutback in the credit increasing its efficiency in increas
ing employment, or outright repeal of the credit, is therefore 
warranted. 

2. The ability of possession corporations to retain earnings and 
shelter passive income should be limited. A significant portion of the 
revenue cost of the possession credit is attributable to passive income. 

3. The possible proposals to limit the availability of the possession 
credit for income from intangibles are justified becanse no legitimate 
policy is seryed by permitting tax-free generation of income related 
tf) intangibles developed or created in the United States since that 
income is not derived from increased Puerto Ric:an employment or 
economic activity. 

4. The proposal to impose an employment-related limit on the credit 
would target it more directly at the problem, namely, Puerto Rican 
unemployment. 

A rguments against the proposals 
1. Puerto Rico is in a desperate economic oondition and any cur

tailment of incentives to invest there can only make the situation 
worse. The incentives ERTA provides for U.S. investment have 
already reduced the relative advantage of possession corporations. 
Repeal of the credit would insure the loss of tens of thousands of jobs 
and would trigger economic disaster and political instability. 
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2. The full incentive now provided by the possession credit is neces
sary to offset the application of the U.S. minimum wage to a signif
icant portion of the Puerro Rican work force. The minimum wage 
pushes the real cost of labor in Puerto Rico closer to the mainland 
level and undercuts Puerto Rico's competitive position as a low wage 
site for investment. 

3. The ability provided bv the credit to shelter interest income from 
tax provides an inducement to deposit funds in Puerto Rican commer
cial banks. These funds are then available for investment in Puerto 
Rico. Without this incentive, capital would be more expensive and 
investment would be hindered. 

4. Puerto Rico forgives or reduces its business taxes to attract in
vestment. Any increase in U.S. taxation of this investment through 
changes in the possession credit would undercut these incentives and 
would have the effect of transferring revenue from Puerto Rico to 
the United States Treasury. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1984 1985 1986 1987 

Repeal of section 936 .......................... 1.7 
Repeal credit for income from in-

tangibles ............................................ 1.2 
Limit credit to $10,000 per full-

time employee .................................. 1.4 

1 Assumes an effective date of Jan. 1, 1983. 

1.4 1.5 

.4 .5 

.9 1.0 

1.6 

.5 

1.1 

1.8 

.6 

1.2 



D. Excise Taxes 

1. Energy Consumption Taxes 

Present Law 
OveJ'vieU' 

Under present law, there are a. variety of excise taxes imposed on 
the consumption of fuels or fuel minerals. These e.xcise taxes include 
(1) the black lung excise tax on coal, (2) the environmental excise 
taxes on petroleum ana certain chemicals, (3) the excise taxes on the 
sale of gasoline, diesel fuel and other special fuels, and (4) the excise 
tax on fuel used in commercial transportation on designated inland 
and intracoastal waterways. (A 3lh-percent manufacturers excise tax 
on electrical energy was repealed oy the Revenue Act of 1951.) 
Taxon mined coal 

The black lung excise tax on coal is $1 per ton in the case of coal 
from underground mines and 50 cents per ton in the case of cGal from 
surface mines, or if less, 4 percent of the price for which the coal is 
sold. The receipts from this tax on coal are placed in the Black Lung 
Disability Trust Fund to pay for benefits to miners who suffer from 
pneumoconiosis or their survivors. 
Environmental taxes 

The enviromnental excise taxes on petroleum and certain chemicals 
are imposed at a r!1te of 0.79 cents per barrel on crude oil and imported 
petroleum products, at a rate of $4.87 per ton on a variety of chemicals 
produced from petroleum, at a rate of $3.44 per ton for methane, and 
at various rates on selected inorganic chemicals. The receipts from the 
environmental excise taxes are deposited in the Hazardous Substance 
Response Trust Fund which may be used in response to toxic oil and 
chemical spills and other environmental damage associated with toxic 
substances. 
M olor fuels laxes 

Excise taxes of 4 cents per gallon are imposed on motor fuels, with 
exemptions for various off-highway uses, gasohol (through 1992), and 
buses. Under present law, these excise taxes are scheduled to be reduced 
to 1.5 cents a gallon on October 1, 1984. The receipts from these taxes 
are deposited in the Highway Trust Fund through September 30, 1984. 
Inland waterways fuel tax 

An excise tax of 6 cents per gallon is imposed on fuel used in com
mercial transportation on designated inland and intracoastal water
ways. The tax is scheduled to increase to 8 cents per gallon on Octo
ber 1, 1983 and to 10 cents per gallon on October 1, 1985. The receipts 
from this tax are deposited in the Inland Waterways Trust Fund. 
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Possible Proposals 

There are a number of different ways in which new or additional en
ergy consumption taxes could be imposed on energy consumed in the 
United States, whether imported .or domestically produced. Under 
any option, part or all of the portion of an energy tax which would be 
derived from highway motor fuels could be transferred to the High
way Trust Fund. 
Btu tax 

One option would be to impose a broad-based consumption tax on 
the production or importation of coal, hydroelectric power, natural 
gas, nuclear power, and petroleum. Such a tax would be imposed on 
the basis of the Btu oontent of the fuel. 
Ad valorem tax 

An ad valorem t.ax could be imposed as a percentage of the amount 
paid for coal, hydroelectric power, natural gas, nuclear power, and 
petroleum. Such a tax could be imposed on the value at the wellhead, 
mine, or power plant. Alternatively, the tax could be imposed on the 
value later in the production and distribution chain. 
Alotor fuels taxes 

The motor fuels excise taxes could be increased from the present 4 
cents per gallon to some higher level. 
Oil tax 

An oil tax could be imposed on the importation of crude oil and 
petroleum products, or alternatively, on consumption of both im
ported and domestically produced oil and petroleum products. 
Combination of energy taxes 

A combination of any of the foregoing options could be constructed 
to produce an energy consumption tax which would be relatively 
neutral in its per capita impact on various sections of the United 
States. 
Administration and exemptions 

In imposing a broad-based energy tax, it would be necessary to decide 
several basic issues related to the administration of such a tax. These 
would include the point in the distribution chain for imposition of the 
tax, and the exemptions necessary to prevent double taxation or taxa
tion of energy that is lost or reinvested in production of taxable energy. 

The options with respect to the point at which such a broad-based 
energy tax could be imposed are: 

(1) on the person first recovering the energy product (as' in the 
windfall profit tax and the excise tax on coal) ; 

(2) on the first purchaser of the energy resource (similar to the wind
fall profit tax withholding system) ; 

(3) on the person who first uses or processes the crude energy re
source (as in the case of the environmental excise taxes) ; 

(4) on the person producing or delivering energy in a consumable 
form (as is the case with the gasoline tax) ; or . 

(5) at whatever point between the producer and the .ultimate con
sumer results in the fewest number of taxpaying entities. 
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The choice of where the tax is imposed will affect the relative 
burden of the tax on consumers of various fuels, ~will determine the 
number of taxpayers, and may influence the ,method used to assess 
a.nd collect the tax. For example, a tax at the wellhead or mine month 
would involve many individual producers and suggest withholding 
by the first purchaser as a method to collect the tax. In addition, an ad 
valorem tax at that point would not be imposed on value added by 
refining or transportation. Alternatively, a tax on producers of con
sumable energy products conld involve fewer taxpaying entities (e.g., 
refineries rather than oil producers) and suggest a self-assessment 
system like that used for the gasoline tax. Such a tax would, if im
posed on an ad valorem basis, tax value added by refining and trans
portation. 

Because one form of energy may be converted to another or used to 
produce additional energy, a broad-based energy tax could have ex
emption provisions to prevent double taxation of energy. Examples 
to such exemptions in present law are the windfall profit tax exemp
tion for powerhouse fuel, the fuel tax exemption for gasoline sold to 
producers of gasoline, and the refund or credit rules under the en
vironmental excise taxes. In addition, exemptions could be provided 
for taxable substances that are not used for energy purposes, such as 
methane used to produce fertilizer. Finally, an exemption could be 
provided for exports. 

Pros and Cons 

A rguments for the proposals 
1. Energy consumption has various costs which are not reflected in 

energy PrIces and thus are not taken into aocount by consumers in 
making decisions about energy consumption. These costs include 
higher prices which must be paid to foreign producers, decreased na
tional security associated witJh high oil import levels. the high cost of 
new power plants, and pollution of the environment. Energy consump
tion taxes would increase prices to reflect these costs, and thus would 
reduce these costs as consumption of energy declined. 

2. The incentives for lower energy use provided by energy consump
tion taxes would reduce the need for government subsidies for par
ticular energy proj ects. 

3. An oj] import fee would raise the net price to domestic producers 
of energy and thereby stimulate exploration and production activity 
with respect to domestic energy sources. This would reduce our de
pendence on foreign sources of fuel. 

4. The tax on gasoline and other highway motor fuels has not been 
increased since 1959 and thus has decreased as a percentage of gasoline 
prices and relative to consumer prices generally. However, the costs 
of highway construction and repairs and other costs paid for by the 
Highway Trust Fund, which is financed mainly bv the motor fuels 
taxes, have continued to escalate. ~ 

A rguments against the proposals 
1. Any excise tax on the consumption of energy would lead to an 

increase in the cost of energy, the rate of inflation, and governmental 
and private outlays that are indexed for inflation. 
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2. Any option which is not neutral in its impact on various regions 
of the country would be unfair to consumers in the more heavily 
affected areas. 

3. Energy taxes (like many consumption-based taxes) are regressive, 
affecting low-income households relatively more severely than high
income households. 

4. Taxation of coal would discourage energy users from switching 
to coal from oil and gas, and would thus increase our dependence on 
imported oil. 

5. There would be high administrative and compliance costs associ
ated with the establishment of a new tax. For this reason, a new tax 
might be inappropriate if its revenues are needed only for a few years. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1 1984 1985 1986 1987 

1. Increase motor fuels taxes by: 
(a) 2 cents per gallon ___________ 1.2 1.7 1.7 1.6 1.6 
(b) 5 cents per gallon __________ 3.0 4. 2 4. 1 4. 1 4. 1 

2. Tax on imported petroleum: 
(a) $2 per barreL _____________ 3.0 4. 3 4.2 4. 2 4. 2 
(b) $5 per barreL _____________ 7.4 10.4 10.0 9.9 9.9 

3. Tax on domestic and imported 
petroleum( 1983-1985): 

(a) $2 per barreL _____________ 5.0 8.4 8.4 3.4 
(b) $5 per barreL _____________ 12.3 20.6 20.6 8.2 

4. Tax on coal, hydroelectric and 
nuclear power, natural gas, 
and petroleum(1983-1985): 

5 percent of value _____________ 6.9 11. 9 13. 7 5.8 

1 Assumes effective date of Jan. 1, 1983. 



2. Tobacco Taxes 

Present Law 

For many years, manufacturers excise taxes have been imposed on 
cigars, cigarettes, and cigarette papers and tubes manufacture9. in or 
imported into the United Stutes. A majority of the revenues from 
these taxes is raised by the tax on small cigarettes; the present rate for 
that tax has boon in effect since 1951. 

The following is a summary of the excise taxes imposed on tobacco 
products nnder present law: 

Item Tax Imposed 

Cigars: 
Small cigars _______________ $0.75 per thousand. 
Large cigars_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 8}~ percent of wholesale price, 

Cigarettes: 
up to $20 per thousand. 

Small cigarettes ___________ _ 

Large cigarettes ___________ _ 
Cigarette papers ______________ _ 
Cigarette tubes _______________ _ 

4.00 per thousand (8 
pack). 

8.40 per thousand. 
.005 per 50 papers. 
.01 per 50 tubes. 

Possible Proposals 

cents per 

1. The excise taxes on cigarettes could be doubled to $8.00 per thou
sand (16 cents per pack) on small cigarettes and $16.80 per thousand 
on large cigarettes. 

2. The excise tax rate on cigarettes could be indexed fur inflation, 
using either the CPI or the GNP deflator. In lieu ot indexing, the tax 
could be changed to an ad valorem tax equal to a percentage of manu
facturer's list price. 

Pros and Cons 

Argulnents for the proposals 
1. The present cigarette excise tax rates have not been increased since 

1951. Inflation since 1951 has resulted in a substantial decrease in 
the effective rate of these taxes. A higher tax is therefore appropriate. 

2. While excise taxes are generally vie"Yed as affecting the poor 
more than the wealthy, i.e., as regressive, the tobacco excise taxes are 
imposed on discretionary purchases. Arguments against such :regres
sive taxes are less persuasive in the case of taxes imposed on discre
tionary purchases than in the case of taxes applied to necessities. 

3. Increasing taxes on cigarettes is consistent with Federal Govern
ment policies concerning health hazards of smoking. 

(117) 
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Arguments against the proposals 
1. Excise taxes imposed at a flat rate are regressive, i.e., they cost 

the poor a larger percentage of available income than they cost we-alth
ier individuals making the same purchases. 

2. Indexing the tax rate would mean more frequent changes, which 
are likely to make tax administration and compliance more costly and 
complex. 

3. State 'and local governments impose excise taxes on cigarettes. 
Increasing the Federal tax rat~ could preempt possible increases in 
State and local tax rates. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 

Double tax on cigarettes_________ 1. 2 
Index cigarette tax______________ .1 

1984 1985 1986 

1.8 1.8 1.8 
.3 .4 .6 

1987 

1.8 
.7 



3. Alcohol Taxes 

Present Law 

Under present law, excise taxes are levied on the production or im
portation of three major types of alcoholic beverages: distilled spirits, 
wine, and beer. Also, an occupational tax is imposed on persons in
volved with the production or marketing of alcoholic beverages. 

The 'alcohol excise tax rates have not been increased since 1951 (dis
tilled spirits) and 1955 (wine and beer). The following is a summary 
of the excise taxes imposed on alcoholic beverages and the alcohol 
occupational taxes: 

ALCOHOLIC BEVERAGE TAXES 

Item 

Distilled spirits _______________ _ 
Beer _________________________ _ 

Still wines: 
Up to 14 percent alcohoL __ _ 
14 to 21 percent alcohoL ___ _ 
21 to 24 percent alcohol 2 ___ _ 

ChamJ,lagne and sparkling wines __ 
ArtificIally carbonated wines ____ _ 

Tax Imposed 

$10.50 per proof gallon. 
$9.00 per barrel generally.l 

$0.17 per wine gallon. 
$0.67 per wine gallon. 
$2.25 per wine gallon. 
$3.40 per wine gallon. 
$2.40 per wine gallon. 

1 $7 per barrel for certain small brewers. 
2 Wines containing more than 24 percent alcohol are taxed as distilled spirits. 

ALCOHOL OCCUPATIONAL TAXES 

Item Tax Imposed 

Brewers _______________________ $110 a year; $55 for less than 500 

Still manufacturers ____________ _ 
Wholesale 'dealers: 

Liquors and wines _________ _ 
Beer _____________________ _ 

Retail dealers: 
Liquors and wines _________ _ 
Beer _____________________ _ 

barrels a year. 
$55 a year, plus $22 per still. 

$255 a year. 
$123 a year. 

$54 a year. 
$24 a year. 

(119) 
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Possible Proposals 

1. The alcoholic beverage excise taxes could be doubled as follows: 

Item 

Distilled spirits _______________ _ 
Beer _________________________ _ 
Still wines: 

Up to 14 percent alcohoL __ _ 
14 to 21 percent alcohoL ___ _ 
21 to 24 percent alcohol 2 ___ _ 

Champagne and sparkling wines __ 
Artificially carbona ted wines ____ _ 

Tax Imposed 

$21.00 per proof gallon. 
$18.00 per barrel generally.l 

$0.34 per wine gallon. 
$1.34 per wine ganon. 
$4.50 per wine gallon. 
$6.80 per wine gallon. 
$4.80 per wine gallon. 

1 $14 per barrel for certain small brewers. 
2 Wines containing more than 24 percent alcohol taxed as distilled spirits. 

2. The alcoholic beverage excise t.ax rates could be indexed for in
flation, using either the CPI or the GNP deflator. Alternatively, the 
taxes could be changed to ad valorem taxes equal to a percentage of 
manufacturer's list price. 
A rguments for the proposals 

1. The present ex'Cise tax on distilled spirits has not been increased 
since 1951; the taxes on wine and beer have not been increased since 
1955. Inflation since those changes were made has resulted in a de
crease in the effective rates of the taxes imposed on alcoholic beverages. 
An increase in these taxes is therefore appropriate. 

2. While excise taxes. are generally viewed as affecting the poor 
more than the wealthy, i.e., regressive, the alcohol excise taxes are 
imposed on discretionary purchases. Arguments against regressive 
taxes are less persuasive in the case of taxes imposed on discretionary 
purchases than in the case of taxes affecting necessities. 
Arguments against the proposals 

1. Excise taxes imposed at a flat rate are regressive, i.e., they cost 
the poor a larger percentage of available income than the taxes cost 
wealthier individuals making the same purchases. 

2. Indexing the tax rates would mean more frequent changes, which 
are likely to make tax administration and compliance more costly and 
complex. , 

3. State and local governments impose excise taxes on alcoholic bev
c,rages. Increasing the Federal tax rates could preempt possible tax 
increases at the State and local levels. 
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Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1984 1985 1986 1987 

Double tax on distilled spirits _____ 1.6 2.6 2.7 2. 7 2.8 
Index distilled spirits tax _________ .2 .4 .6 .9 1.5 
Double tax on beeL _____________ .8 1.2 1.1 1.1 1.1 
Index beer tax __________________ . 1 .2 .3 .4 .5 
Double taxes on wine ____________ . 1 .2 .2 .2 .2 



4. Telephone Tax 

Present Law 

A one-percent excise tax is imposed on amounts paid for local tele
phone service, toll telephone service, and teletypewriter exchange 
service. The tax is paid by the user of the service to the person render
ing the service, \vho in turn remits the tax to the government. 

An excise tax on telephone service has been in effect in every year 
since 1941. In 1973, the rate of tax declined from 10 percent to 9 
percent, as the first step in a schedule according to which the rate of 
tax was to decline by one percentage point per year and thus to expire 
as of January 1, 1982. However, the Omnibus Reconciliation Act of 
1980 delayed the final steps of this schedule by one year until January 1, 
1983. ERTA further delayed repeal for two additional years, or until 
January 1, 1985. 

Possible Proposals 

The rate of tax on telephone service could be increased to two per
cent or some higher rate. Also, the tax could be made permanent. 

Pros and Cons 

Arguments for the proposals 
1. The telephone excise tax has been in effect since 1941. Accordingly, 

making the tax permanent is more appropriate than continuing the 
past trend of the Congress to extend the tax each time its scheduled ex
piration approaches. Also, making the tax permanent would permit 
planning on a long-term basis by eliminating nncertainty as to 
whether the tax would be allowed to expire. 

2. The telephone excise tax is easily administered and collected. 

Arguments against the proposals 
1. The Congress has committed itself on nnmerons occasions to per

mitting the telephone excise tax to expire. 
2. The cost of telephone service is a necessary expenditure in today's 

society. As such, it could be inappropriate to impose a special tax on 
that expenditure. 

3. State and local governments make use of excise taxes on telephone 
services. Thus, increasing the Federal tax rate could preempt possible 
State or local use of the tax. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1984 1985 1986 1987 

2 % tax on telephone services .3 .5 1.0 1.3 1.5 



Present law 

5. Luxury Taxes 

Present Law and Background 

Under present law, there are no special Federal excise taxes that 
apply to purchases of luxury articles such as expensive jewelry, fnr 
coats, yachts, 'etc. 
Background 

Prior law imposed Federal excise taxes on automobiles and certain 
luxury articles. Examples of these taxes included the following: 

(1) A 7-percent manufacturers excise tax on automobiles (10 per
cent prior to 1965) ; 

(2) A 10-percent retailers excise tax on jewelry, various precious 
and semi-precious stones, watches, clocks, sterling silverware, silver
plated holloware, and certain other items; 

(3) A 10-percent retailers excise t.ax on articles made of fur on 
the hide or pelt, and on articles of which fur is t.he component material 
of chief value; 

(4) A 10-percent retailers excise tax on "toilet preparations" (such 
as cosmetics) , handbags, and luggage; 

(5) A 10-percent manufacturers excise tax on radio and television 
sets, phonographs, records, and certain other items; 

(6) An annual $10-per-device occupational tax on persons who 
maintained or permitted the use of coin-operated amusement devices 
at any place occu pied by them; and 

(7) A $250-per-year occupational tax on persons who operated slot 
machines or other coin-operated gaming devices. 

The manufacturers excise tax on automobiles was repealed by the 
Revenue Act of 1971. Items 2-6 above were repealed by the Excise 
Tax Reduction Act of 1965, and the occupational tax on slot machines 
and other coin-operated gaming devices was repealed by the Revenue 
Act of 1978. 

Possible Proposal 

A 10-percent excise tax eould be imposed on purchases of certain 
luxury articles. The tax could be applied to the excess of the price of 
the taxable article over a threshold dollar amount. 

Under this proposal, aIticles subject to tax oould include the fol
lowing: 

(1) Coin-operated amusement devices and home video games and 
software; 

(2) Automotive vehicles (other than trucks taxed under sec. 4061) , 
including recreational vehicles and trailers, to the extent that the 
manufacturer's retail list price exceeds $20,000 (an exemption, as 
under present law, could be provided for buses generaHy) ; 

(123) 
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(3) Boats and yachts, to the extent that the manufacturer's retail 
list price exceeds $10,000 (an exemption could be provided for boats 
sold for use in transporting persons or property for hire or for use in 
commercial fisheries) ; 

( 4 ) Jewelry, including watches, to the extent that the retail price 
exceeds $1,000; 

( 5) Articles made of fur on the hide or pelt and articles of which 
fur is the component material of chief value to the extent that the 
retail price exceeds $1,000. 

The taxes on automotive vehicles, boats and yachts, and coin
operated amusement devices and home video games could be imposed 
on the manufacturer or importer of the taxable article. The taxes on 
jewelry and fur could be imposed on the retail sale of the taxable 
article. 

Pros and Cons 

Arguments for the proposal 
1. An excise tax on lu..xury conSllmer articles could discournge snch 

purchases and thereby encourage greater savings and investment in 
more productive assets. 

2. Various provisions of the income tax law enable some individuals 
to reduce substantially their tax liabiliti~s, thereby better enabling 
them to purchase luxury articles. An excise tax on such articles could 
assist in providing a fairer overall distribution of the tax burden. 
A rguments against the proposal 

1. A luxury tax could entail high collection and enforcement costs 
relative to the amounts of revenue generated. 

2. Any tax on "luxury" articles would be arbitrary in that there are 
disagreements as to the type of articles which should be subject to the 
tax. 

3. 1;\..n excise tax applying only to certain types of goods would dis
tort consumer expenditures in ways that do not necessarily serve any 
public purpose. 

Revenue Effect 

[Fiscal years, biJJions of do))ars] 

Item 1983 1984 1985 1986 1987 

Amusement devices and video 
games, 10 percent of price ............ .. 

Automotive vehicles, 10 percent of 
price over $20,000............................ .1 .1 .2 .2 .2 

Boats and yachts, 10 percent of 
price over $10,000............................ .1 .1 .1 .1 .1 

Jewelry, 10 percent of price over 
$1,000 ................................................. (2) .1 .1 .1 .1 

Fur, 10 percent of price over 
$1,000 ................................................. (2) (2) (2) (2) (2) 

1 Not available at this time. 
2 Increase of less than $50 million. 



E. Employment Taxes 

1. Federal Unemployment Tax (FUTA) 

Present Law 

Under the Federal Unemployment Tax Act (FUTA), employees 
are subject to a payroll tax of 3.4 percent on the ~rst $6,000 of wages 
per employee per year. If a State unemployment Insurance law meets 
requirements of Federal law, employers in that State generally re
ceive a 2.7 percent credit against the Federal tax, for a net Federal 
tax of 0.7 percent. The net effective Federal tax rate will automatically 
drop by 0.2 percent (to 0.5 percent) when the general fund of the 
Treasury is repaid the outstanding loans to the extended benefit 
account. 

States also levy unemployment compensation taxes in order to 
finance benefit payments. Almost all jurisdictions determine an em
ployer's tax rate under a system of experience rating in which the tax 
rate depends on total unemployment benefits recently paid to an em
ployer's former em!.Jloyees. Federal law requires that no reduced rate 
(usually a rate below 2.7 percent) may be assigned to an employer ex
cept on the basis of the employer's experience rating. 

Both the State and Federal taxes are part of the Federal budget 
and are deposited in the Federal Unemployment Trust Fund. State 
tax revenues are used to pay regular State benefits and one-half of the 
cost of extended benefits. Federal tax revenues are used to pay State 
and Federal administrative costs and the remaining half of the cost of 
extended benefits, and to maintain a loan fund from which a State may 
borrow if it lacks funds to pay State benefits. 

Possible Proposals 

1. Effective January 1, 1983, the FUTA wage base could be increased 
to $7,000 and the tax rate could be increased to 3.5 percent. Since many 
States use the same wage base as FUTA, this would incre,ase State 
taxes in States with a base currently less than $7,000, as well as Federal 
taxes. Effective January 1, 1985, the Federal tax rate could be increased 
to 6.2 percent (a permanent tax of 6.0 percent and an extended benefit 
tax of 0.2 percent ) and the credit to 5.4 percent. This could increase 
the net Feder,al tax to 0.8 percent and would require that States could 
not assign to an employer a tax rate below 5.4 percent except on the 
basis of experience rating. 

2. The FUTA wage base could be increased to $8,000. 
(125) 
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Pros and Cons 

Arguments for the proposals 
1. The unemployment insurance program is seriously llnderfinanced. 

Recessions of the 1970s and inadequate State and Federal funding 
have led to substantial deficits currently being financed through Trust 
FunCl. borrowing from the Federal Treasury. Outstanding borrowing 
from the Treasury was equal to $13.1 billion at the end of fiscal year 
1982. Total State debt to the Trust Fund is expected to increase in 1982 
becanse of additional State borrowing. 

2. The wage base has not been increased since 1978. so that Federal 
re.venlles ha yeo not kept up with the increase since that year in benefits 
and administrative costs. 

A rguments against the proposals 
1. The FUTA tax is a disincentive to hiring, and raising the tax 

will have a substantial effect on the employment prospects of low
wage workers. 

2. Employment disincentives should not be created during a tjmc of 
high unemployment. 

Revenue Effect 

[Fiscal years, billions of dollars] 

Item 1983 1 1984 1985 1986 1987 

1. Increase FUTA tax base to $7,000 
and net Federal J1ate to 0.8 
percent -----________________ . 3 1. 5 1. 4 (2) (2) 

2. Increase FUT A tax base to 
$8,000______________________ .6 2.9 2.6 2.0 1.8 

1 Assumes effective date of Jan. I, 1983. 
2 Not available at this time. 



F. Miscellaneous 

1. Disallowing Deductions for Drug Dealing 

Present Law 

Ordinary and necessary trade or business expenses are generally de
ductible in computing taxable income. A recent U.S. Tax Court case 
allowed deductions for telephone, auto, and rental expenses incurred 
in the illegal drug trade. In that case, the Internal Revenue Service 
had challenged the amount of the taxpayer's deduction for cost of 
goods (illegal drugs) sold, but did not challenge the principle that 
such amounts were deductible. 

On public policy grounds, the Code makes certain otherwise ordi
nary and necessary expenses incurred in a trade or business nondeduct
ible in computing taxable income. These nondeductible expenses in
clude fines, illegal bribes and kickbacks, and certain O'ther illegal 
payments. 

Possible Proposal 

The Congress could disallow all deductions and credits for amounts 
paid or incurred in illegal trafficking in drugs listed in the Controlled 
Substances Act. To preclude possible challenges on Constitutional 
grounds, the proposal would not disallow the adjustment to gross re
ceipts for cost of goods sold. 

Pros and Cons 

Arguments for the proposal 
1. The Congress should treat expenses incurred in the illegal drug 

business like it treats certain other business expenses that violate pub
lic policy, such as bribes and kickbacks. 

2. The current State and Federal law criminal fines for illegal drug 
trafficking are not adequate because they do not necessarily relate to 
the volume of business conducted. 

3. Enforcement of the provision would increase the cost of illegal 
drug trafficking and thus reduce the volume of such trafficking. 

Arguments against the proposal 
1. The provision could discourage compliance by thO'se drug deale-rs 

who are now complying with the tax law. 
2. The proposal would be inadequate because it omits reference to 

illegal activities other than drug dealing<und could lead to' an inference 
that expenses incurred in other illegal activities are deductible. 

3. The deduction disallowance would be incO'nsistent with the gen
eval income tax principle that the tax should apply to net income, 
rather than gross income. 
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Revenue Effect 

[Fiscal years, biJIions of dollars] 

1984 1985 1986 

1 Increase of less than $50 million. 

1987 
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III. ESTIMATED REVENUE EFFECTS OF POSSIBLE OPTIONS 
TO INCREASE REVENUE, FISCAL YEARS 1983-87 

[In billions of dollars] 

Proposal 1983 1984 1985 1986 1987 

I. Provisions Addressed by Ad
ministration Proposals 

A. Accounting for long-term con-
tracts .......................................... 2.0 4.4 4.5 3.9 3.8 

B. Tax-e.x~~pt bonds for private 
actiVIties .................................... (2) .5 1.3 2.6 4.1 

C. Taxation of life insurance 
companies: 
(a) Administration propos-

aI 3 ........................................... 2.5 
(b) ACLI proposal 4 ................... 1.4 
(c) Proposal to change for-

mula for approximate re-
serve revaluation from 
$21 to $15 per $1,000 of 
reserves.................................. .3 

(d) Annuity tax rules............... (5) 
D. Construction period interest 

and taxes 1................................. .5 
E. Minimum tax (original Febru-

ary Administration propos-
al) 1 ............................................. 2.3 

F. Accelerated corporate income 
tax payments ............................ 1.2 

G. Business energy incentives ........ .1 
H. Amortization of original issue 

discount on bonds .................... .2 
I. Stripping of interest coupons 

from bonds................................ (2) 
J. Medicare tax on Federal em-

ployees ....................................... .6 
K. Airport and Airway Trust 

Fund taxes: 6 

(a) Administration proposal... 1.2 
(b) Ways and Means Com-

mittee bill (H.R. 4800) ......... .4 
L. Withholding on interest and 

dividends ................................... 2.3 

II. Other Proposals 

2.4 2.6 2.7 2.9 
.7 ............................... . 

.5 .5 .5 .5 
(5) (5) (5) (5) 

1.0 1.0 1.0 .9 

4.8 4.5 3.7 3.8 

1.1 1.2 .4 .1 
.3 .5 .5 .5 

.2 .4 .5 .6 

.1 .1 .1 .2 

.8 .9 1.1 1.3 

1.4 1.5 1.7 1.9 

.1 .............................. .. 

2.0 2.4 2.8 3.3 

A. Compliance (S. 2198) ................... 2.2 3.4 4.7 5.7 6.4 
B. Income tax proposals primar

ily affecting individuals: 
1. Tax-qualified pension 

plans and railroad retire
ment benefits: 
(a) Limits on contribu-

tions and benefits............. .3 .8 .9 1.1 1.3 
(b) Loans to plan partici-

pants................................... (2) (2) (2) (2) (2) 
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III. ESTIMATED REVENUE EFFECTS OF POSSIBLE OPTIONS 
TO INCREASE REVENUE, FISCAL YEARS 1983-87-Continued 

[In billions of dollars] 

Proposal 1983 1984 1985 1986 1987 

(c) Integration with social 
security.............................. (5) (5) 

(d) Tier II railroad retire-
ment benefits .................... .1 .2 

2. Public utility dividend re-
investment plans.................. .1 .4 

3. Exclusion for employer 
health plan payments: 
(a) $200/month cap for 

family coverage: 
i. Indexed for CPl............. (9) 1.9 
ii. Not indexed .................. (9) 1.9 

(b) $150/month cap for 
family coverage: 
i. Indexed for CPl............. (9) 4.4 
ii. Not indexed .................. (9) 4.4 

4. Deduction limitation for 
nonbusiness, nonmortgage 
interest (single/married): 
$1,000/$2,000......................... .4 3.0 
$1,500/$3,000......................... .3 2.1 
$2,000/$4,000......................... .2 1.5 

5. Deductions for sales and 
personal property taxes: 
(a) Repeal sales tax de-

duction ............................... .8 5.2 
(b) Repeal personal prop-

erty tax deduction............ .1 .6 
6. Medical expense and cas

ualty loss deductions: 
(a) Repeal separate deduc

tion for health insur
ance and increase floor 
under medical deduc
tion to: 
i. 5 percent......................... .3 1.8 
ii. 10 percent ..................... .4 3.0 

(b) Place percentage-of
income floor under cas
ualty loss deduction: 
i. 5 percent......................... ........... .5 
ii. 10 percent ..................... ........... .7 

7. July 1983 rate reduction 
and indexing: 
(a) Repeal JUly 1, 1983, 

rate reduction ................... 7.2 32.4 

(5) 

.2 

.4 

3.3 
3.5 

7.6 
8.1 

3.2 
2.2 
1.6 

5.8 

.6 

2.0 
3.2 

.6 

.7 

34.9 

(5) (5) 

.2 .2 

.3 ......... . 

4.1 4.9 
4.7 6.0 

9.4 11.3 
10.8 13.7 

3.4 3.7 
2.4 2.5 
1.7 1.9 

6.6 7.5 

.7 .7 

2.1 2.3 
3.5 3.8 

.6 .7 

.8 .9 

36.9 40.0 
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III. ESTIMATED REVENUE EFFECTS OF POSSIBLE OPTIONS 
TO INCREASE REVENUE, FISCAL YEARS 1983-87-Continued 

[In billions of dollars] 

Proposal 

(b) Delay July 1, 1983, 
rate reduction to Oct. 1, 

1983 1984 1985 1986 1987 

1983..................................... 6.7 .3 ............................... . 
(c) Delay July 1, 1983, 

rate reduction to Jan. 1, 
1984..................................... 7.2 7.1 ............................... . 

(d) Repeal July 1, 1983, 
rate reduction and re
place with two 5% rate 
reductions on July 1, 
1983, and July 1, 1984, 
with indexing delayed 
to Jan. 1, 1986................... 3.5 12.1 8.8 14.4 15.5 

(e) Repeal July 1, 1983, 
rate reduction and ad
vance indexing to July 
1, 1983................................ 4.3 13.5 11.9 12.8 14.1 

(j) Repeal July 1, 1983, 
rate reduction and ad
vance indexing to Jan. 
1, 1984................................ 7.2 23.7 20.6 21.9 23.9 

C. Income tax proposals primar-
ily affecting corporations: 
1. Capital cost recovery: 11 

(a) Basis adjustment for 
investment credits: 
i. Basis adjustment for 

100% of credits ............. .8 2.7 5.0 8.1 11.1 
ii. Basis adjustment for 

50% of credits ............... .4 1.3 2.5 4.0 5.5 
(b) Reduction in regular 

investment credit to: 
i. 4 and 7 percent.............. 2.3 5.6 7.1 8.2 9.3 
ii. 5 and 8 percent ............ 1.5 3.5 4.4 5.1 5.8 

(c) Repeal of 1985 and 
1986 accelerations of 
depreciation under 
ACRS.................................. ........... ........... 1.5 9.6 17.4 

(d) Reduced depreciation 
allowances for struc
tures: 
i. 20-year life with 

175% rate (200% for 
low-income housing) .... .2 1.1 2.5 4.0 5.5 

ii. 15-year life with 
125% rate (150% for 
low-income housing) .... .2 .7 1.4 2.2 3.0 



132 

III. ESTIMATED REVENUE EFFECTS OF POSSIBLE OPTIONS 
TO INCREASE REVENUE, FISCAL YEARS 1983-87-Continued 

[In billions of dollars] 

Proposal 

iii. Straight-line over 18 
years (15 years for 

1983 1984 1985 1986 1987 

low-income housing) .... .3 1.2 2.4 4.0 5.6 
(e) Open accounts depreci-

ation system ...................... (7) (7) (7) (7) (7) 
2. Repeal safe-harbor leas-

ing 10...................................... 3.2 5.1 6.7 9.0 11.7 
3. Tax treatment of mergers 

and acquisitions: 
(a) Recognition of gain on 

certain distributions ........ 
(b) Stock purchase treated 

as asset purchase.............. .5 to 1.0 annually 
(d) Reorganizations con-

stituting changes in 
form ................................... . 

(c) Special limitations on 
carryovers.......................... (8) (8) (8) (8) (8) 

4. Foreign oil and gas 
income.................................... .2 .5 .6 .6 .7 

5. Possession corporations: 
(a) Repeal of section 936..... .7 1.4 1.5 1.6 1.8 
(b) Repeal credit for 

income from intangi-
bles...................................... .2 .4 .5 .5 .6 

(c) Limit credit to $10,000 
per full-time employee.... .4 .9 1.0 1.1 1.2 

D. Excise taxes: 
1. Energy consumption 

taxes: 
(a) Increase motor fuels 

taxes by: 
i. 2 cents per gallon.......... 1.2 1.7 1.7 1.6 1.6 
ii. 5 cents per gallon ........ 3.0 4.2 4.1 4.1 4.1 

(b) Tax on imported petro
leum (1983-1985): 
i. $2 per barrel.................. 3.0 4.3 4.2 4.2 4.2 
ii. $5 per barrel................. 7.4 10.4 10.0 9.9 9.9 

(c) Tax on domestic and 
imported petroleum 
(1983-1985): 
i. $2 per barrel.................. 5.0 8.4 8.4 3.4 ........ .. 
ii. $5 per barrel................. 12.3 20.6 20.6 8.2 ........ .. 

(d) Tax on coal, hydroelec
tric and nuclear power, 
natural gas, and petro
leum: 

5 percent of value......... 6.9 11.9 13.7 5.8 .......... 
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III. ESTIMATED REVENUE EFFECTS OF POSSIBLE OPTIONS 
TO INCREASE REVENUE, FISCAL YEARS 1983-87-Continued 

[In billions of dollars] 

Proposal 

2. Tobacco taxes: 
Double tax on cigarettes .... . 
Index cigarette tax ............. . 

3. Alcohol taxes: 
Double tax on distilled 

spirits ................................ . 
Index distilled spirits tax .. . 
Double tax on beer .............. . 
Index beer tax ...................... . 
Double taxes on wine ......... . 

4. 2% tax on telephone serv-
ices ......................................... . 

5. Luxury taxes: 
Amusement devices and 

video games, 10% of 
price ................................... . 

Automotive vehicles, 10% 
of price over $20,000 ....... . 

Boats and yachts, 10% of 
price over $10,000 ............ . 

Jewelry, 10% of price 
over $1,000 ........................ . 

Fur, 10% of price over 
$1,000 ................................. . 

E. Employment taxes: 
1. Federal unemployment 

tax (FUTA): 
(a) Increase FUTA tax 

base to $7,000 and tax 
rate to 3.5% ...................... . 

(b) Increase FUTA tax 
base to $8,000 ................... . 

F. Miscellaneous: 
1. Disallowing deductions 

for drug dealing ................... . 

1 Figures reflect Administration estimate. 
2 Increase of less than $50 million. 

1983 

1.2 
.1 

1.6 
.2 
.8 
.1 
.1 

.3 

5 

.1 

.1 

(2) 

(2) 

.3 

.6 

1984 

1.8 
.3 

2.6 
.4 

1.2 
.2 
.2 

.5 

5 

.1 

.1 

.1 

(2) 

1.5 

2.9 

1985 

1.8 
.4 

2.7 
.6 

1.1 
.3 
.2 

1.0 

5 

.2 

.1 

.1 

(2) 

1.4 

2.6 

1986 

1.8 
.6 

2.7 
.9 

1.1 
.4 
.2 

1.3 

5 

.2 

.1 

.1 

(2) 

(5) 

2.0 

1987 

1.8 
.7 

2.8 
1.5 
1.1 

.5 

.2 

1.5 

5 

.2 

.1 

.1 

(2) 

(5) 

1.8 

3 Increases 1982 fiscal year receipts by $.9 billion (effective as of Jan. 1, 1982). 
4 The proposal is only for a two-year stopgap period (1982 and 1983). Increases 

1982 fiscal year receipts by $.5 billion. 
S Not available at this time. 
6 Net increase in revenues over present-law taxes. 
7 The revenue effect would depend on the details of the proposal-for example, 

the declining balance percentages to be applied to the accounts. 
8 Indeterminate, but possibly significant, gain. 
9 Assumes an effective date of Jan. 1, 1984. 
10 Increases 1982 fiscal year receipts by $.8 billion (effective date of February 20, 

1982). 
11 These estimates do not take into account interaction with safe-harbor leasing. 



APPENDIX 

Estimated Taxable Returns, Total Tax LiabiIity,1 Average Tax Liability, and Percentage of Taxpayers 
Who Itemize Deductions in 1983 and 1984 (Under Present Law) 

[1981 income levels] 

1983 law 1984 law 3 

Percentage 
Expanded income 2 Taxable returns itemizing Total tax liability Average tax Total tax liability Average tax 
(thousands) (thousands) deductions (millions) liability (millions) liability 

Below $5 ___________ 4,308 49. 7 $406 $94 $399 $93 
$5 to $10 ___________ 12,840 16. 9 5, 743 447 5,477 428 
$10 to $15 __________ 13,097 18. 2 13, 159 1,005 12,524 958 
$15 to $20 __________ 10, 745 31. 3 18,433 1, 715 17,462 1,627 
$20 to $30 __________ 16,829 45. 7 46,534 2, 765 44,080 2,624 
$30 to $50 __________ 13,575 7:3.2 66,831 4,923 63,833 4, 705 
$50 to $100 _________ 3,581 91. 6 40,368 11,273 38,687 10,806 
$100 to $200 ________ 631 95. 7 19,432 30, 796 18,656 29, 566 
$200 and above ______ 165 97. 0 16,660 100,970 16,385 99,909 

TotaL __________ 75,770 41. 9 227,567 3,003 217,501 2,875 

1 Tax liabilities do not reflect the refundable portion of the earned income credit and are not adjusted for 1981 changes in individual 
retirement accounts (IRA), capital cost recovery, and other provisions, the effects of which cannot be estimated from tax return data which 
are presently available. 

2 Expanded income equals adjusted gross income plus excluded capital gains and various tax preference items less investment interest 
to the extent of investment income. 

3 "Number of taxable returns" and "percentage itemizing deductions" under 1984 law are very similar to figures for 1983 law. 
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