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PREFACE

The Tax Reform Act of 1986 substantially reduced tax expenditures.
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scaling back others, and indirectly by lowering tax rates and raising
persona exemptions and the standard deduction. This report exam-
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that the Congressional Budget Office report on tax expenditures.
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M. Gramlich, Robert W. Hartman, Rosemarie Nielsen, and Paul N.
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SUMMARY

The Tax Reform Act of 1986 (TRA) lowel
and corporations and broadened the tax
tax legidation enacted in the 1980s in t
far-reaching, and it wasrevenue neutral.
preferences entirely, scded back severa
between active and passive income, andl prohibited losses from so-
called "passive" business activities from being used to offset other in-
come. Although many tax preferencesremain, the overall effect of the
legidation wasto reduce their cost substantially.

red tax rates for individuals
ax. It differed from other
0 magjor ways. it was more
The act removed many tax
others, set up a digtinction

Preferential treatment under the incpme tax code entails costs in
the form of lost revenues, otherwise known as tax expenditures. As
defined by the Budget and Impoundment Control Act of 1974, tax
expenditures are federal revenue losses arising from provisionsin the
tax code that give sdlective relief to partigular groups of taxpayers or
gpecia incentives for particular types of ¢conomic activity. Tax pref-
erences deliver through the tax system government assistance that
could otherwisebeprovidedwithloansor|grants. Thus, they are com-
parable to direct spending programs; hoever, they are less visible
and subject to less control in the budget prpcess.

Tax expenditures are measured by comparing existing law with a
"normal" income tax that does not include specia provisons. TRA
changed the normal tax structure by lowgring marginal tax rates, in-
creasing the personal exemption and the standard deduction, reducing
the number of marginal tax brackets fron: fifteen totwo, loweringthe
top corporate rate, imposing anew alterngtive minimum tax on corpo-
rations, and limiting the use of losses from passive business activity to
offset other income.

The concept of passve business activ
results from trade or business activitiesii

ity iS new. Passve income
n which ataxpayer does not

"materially” participate, or from any rer
gardless of whether the taxpayer materia
rent law, losses from passive activities ¢
gainsfrom similar activities. Including t

ital real estate activity, re-
lly participates. Under cur-
ran be deducted only from
he passive loss rules in the
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normal tax structure makes exceptions to them tax expenditures for
the first time. Thus, some deductions for the cogts of doing business
that once were part of the norma tax structure now are tax prefer-
enceswith attendant cogs.

TRA not only changed the normal tax structure, but dso modified
provisions directly governing tax expenditures. The act repealed a
few of the most expensive tax preferenceitemsin prior law, including
the investment tax credit and the capital gains deduction. It aso re-
pealed the deduction for state and locd sdes taxes and the deduction
for two-earner married couples, set limits on tax-deductible contribu-
tions to individua retirement plans, phased out the deductibility of
nonmortgage consumer interest, and modified the rules for depre-
ciating equipment. (A summary of the effects of tax reform on some of
the tax expenditures that were the most costly under prior law ap-
pearsin Summary Table 1)

Directly scaling back tax preferences and thereby broadening the
tax base made it possble to reduce tax rates without increasing the
deficit. Lower tax rates reduced the costs of remaining tax prefer-
ences. Thus, even though many tax expenditure items remain un-
changed under current law, revenue losses from them have declined
because lower tax rates and higher standard deductions and personal
exemptions reduce the value of itemized deductions to taxpayers.
Base broadening produces federal revenue gains, while lower rates
lead to revenue losses, generaly speaking, however, both types of
measures reduce tax expenditures.



SUMMARY

SUMMARY TABLE 1. PROJECTED REVENUE LOSSES FROM THE

LARGEST TAX EXPENDITURESUNDER

PRIOR LAW (In billions of dollars)

Projected Revenue Losses
for Fiscal Year 1991

Status Before After
Tax Expenditure After TRA TRA TRA
Net Exclusion from Income of
Pension Contributions & Earnings Modified 717 af 536 a/
Capital Gains Deduction Repealed 56.1 0.0
Investment Tax Credit Repealed 38.6 16 b/
Deductibility of Mortgage Interest
on Owner-Occupied Homes Modified 43.6 358 a/
Deductibility of State & Loca Sales Tax
Income and Sales Taxes Repealed 36.1 184
Exclusion of Employer Unchanged 420 37.7
Contributionsfor Medical
Insurance and Health Care
Exclusion of Socid Security
Benefits Unchanged 238 203
Accderated Depreciation:
Equipment Modified 239 165
Exemption of Income on Private Modified 196 102
Purpose Tax-Exempt Bonds
Exclusionof IRA Contributions
and Interest Earnings Modified 192 9.0
Deductibility of Charitable
Contributions Unchanged 199 139
Exclusion of Interest on General
Purpose State and Loca Bonds Unchanged 174 109
Accelerated Depreciation:
Nonresidential Structures Modified 129 6.9

(Continued)
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SUMMARY TABLE 1. (Continued)

Projected Revenuel osses
for Fisca Year 1991

Status Before After
Tax Expenditure After TRA TRA TRA
NonmortgageConsumer | nterest
Deductions Phased Out 14.7 09 ¢
Deductibility of Real Estate
Taxes Unchanged 124 89
Progressive Corporate Tax Rates Modified 10.2 55
Deductionfor Two-Earner Married
Couples Repealed 94 0.0
Exclusonof Untaxed Medicare
Benefits Unchanged 9.1 80
Deferral of Capital Gainson
Home Sdes Unchanged 130 116
Exclusion of Capital Gains
at Death Unchanged 6.5 51
Exclusion of Capital Gainson
HomeSaesfor People 55or over Unchanged 4.3 39

SOURCES: Congressional Budget Office and Joi nt Committee on Taxation estimates.
NOTES. TRA = Tax ReformActof 1986.

Theyear 1991 was chosen for comparison of projected tax expendituresbecausevirtually all of
the provisionsof TRA will thenbefully in effect.

The estimates under both prior law (before TRA) and current law (after TRA) are based on the
same economic assumptions. These are from CBO's January 1983 forecast, which included
projected changesin investment activity brought about by TRA.

a Estimates take into account the effects of the Omnibus Budget Reconciliation Act of 1987. Relative
to TRA, the Reconciliation Act reduced tax expenditures by small amounts.

b. Revenuelossesafter TRA result from unused creditscarried forward from previousyears.

c. Revenue losesinfiscal year 1991 result from deductions taken during calendar year 1990.




CHAPTERI
INTRODUCTION

The Tax Reform Act of 1986 (TRA) brought about sweeping changesin
tax law that, among other effects, substantially reduced tax expendi-
tures. The Congressona Budget and Impoundment Control Act of
1974 (Public Law 93-344), more commonly referred to as the Budget
Act, requires the President and the Congressional Budget Office
(CBO) to prepare lists of tax expenditures with estimates of their costs
each year. The Budget Act defines tax expenditures as federal
revenue losses arising from provisionsin theincome tax code that give
selective relief to particular groups of taxpayers or specia incentives
for particular types of economic activity. The use of the term assumes
that the tax code has both normal and preferential elements. In addi-
tion, it suggeds that the preferential elements are comparable to
spending programs, that is, they deliver through the tax system gov-
ernment assistance that could be provided with loans, grants, or other
directfunding.

Tax legidation can affect tax expenditures in several ways. by
repealing or limiting some specia preferences, by enacting others;
and, perhaps more importantly, by changing the normal code, thus
redefining tax expenditures and altering their estimated costs, which
often depend on tax rates. This study examines these aspects of the
recent tax reform and shows that TRA had all of these effects. The
Omnibus Budget Reconciliation Act (Public Law 100-203), passed in
December 1987, dso lowered some tax expenditures, but, with few
exceptions, its effects were comparatively modest. The report notes
the exceptions.

DEFINING TAX EXPENDITURES

Each year, the Joint Committee on Taxation (JCT) publishesfive-year
projections of tax expenditures for the use of the tax committees (the
House Committee on Ways and Means and the Senate Committee on
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Finance). The JCT aso submits its tax expenditure estimates to the
House and Senate Committees on the Budget. The JCT and CBO ligs
areidentical. In definingtax expenditures, CBO and JCT distinguish
between the “normal” (basic) and exceptional features of an income
tax. The exceptions may take the form of speciad exclusons, exemp-
tions, or deductions,; preferential rates;, specid credits that are sub-
tracted from tax liability; or deferrals of tax liability. Tax expendi-
tures do not include exceptions to or deductions from excise, employ-
ment, or estate and gift taxes.

For individuals, the normal income tax structure includes general
rate schedules and exemption levels, the standard deduction, and
genera rules defining the taxpaying unit and setting forth accounting
periods. The many exceptionsto the normal structure include deduc-
tions for charitable contributions and state and local income taxes,
and the exemption from federal taxation of interest earned on sate
and loca government debt.

A separate corporate tax is considered part of the normal struc-
ture. For corporations, the normal structure includes deductions for
ordinary and necessary expenses, but it does not include graduated
rates on the grounds that these are intended to provide relief to small
businesses. Corporate rates below the maximum, corporate tax cred-
its for particular types of investment (such as research and develop-
ment), and accelerated depreciation of machinery and equipment are
only afew of the items that appear on the tax expenditure lists pub-
lishedby JCT andCBO (seeAppendixA).

At times, distinguishing between the provisions of the normal tax
structure and tax expenditures is difficult. The Budget Act does not
- specify what shall beincludedin the normal tax structure. Depending
on how the normal tax structure is defined, certain provisions may or
may not be considered tax expenditures.

For many years, the tax expenditure lists of the Administration
and Congressional agencies were virtually identical. In 1982, how-
ever, the Administration introduced the concept of a "reference’ tax
structure as an aternative to the normal tax structure. It has snce
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reported tax expenditures relative to both concepts.1/ In determining
tax expenditures relative to the reference structure, the Administra-
tion usesmorerestrictivecriteriathan JCT and CBO.

The treatment of accelerated depreciation illustrates one of the
differencesbetween thenormal andthereferencetax structures. The
normal tax structureincludesschedul esof cost recovery deductionson
equipment and structures intended to approximate the useful life of
property. JCT and CBO consider depreciationthatismoreaccel erated
than the norma amount to be a departure from the basic rules; the
Administration, however, considerswhatever depreciationsysemis
Inthetax codeto bepart of thereferencetax structure.2/

The reference rules tend to adhere more closdly to current law
than CBO's and JCT's concept of the normal tax structure. A provi-
sion results in atax expenditure under the reference rules if it is
"goecid" intwo senses. itisaclear exception to agenera provisonin
the tax law, and it applies to a narrow class of taxpayers or trans-
actions. Since current tax law applies genera rulesto afull range of
depreci ableassatsto determinevariabl edepreci ationrates, any accel-
eration of depreciation relative to the useful life of an asset would not
fitthe Administration'sdefinition of atax expenditure under theref-
erencerules. Smilarly, corporate tax rates that are below the maxi-
mum are part of the reference tax rules, even though they are excep-
tions to the normal tax structure and fall within CBO's and JCT's
definition of tax expenditures.

Although the Administration hasthusfar reported tax expendi-
tures relative not only to the reference, but aso to the normal tax
structure, itslist contains fewer itemsthan the list prepared by JCT.
The differences between the lists result largely from JCT's having

1. Executive Office of the President, Office of Management and Budget, Special Analyses, Budget of
the United States Government, Fiscal Year 1988, pp. G-37 to G-46, and Fiscal Year 1989, pp. G-41 to
G-45.

2. Both JCT and CBO base their calculations of tax expenditures for depreciation of equipment on the
difference between the current law depreciation schedule and straight-line depreciation over the
period defined by the midpoint of the Asset Depreciation Range (ADR) system that was in effect
from 1971 to 1981 The tax expenditure for structures is based on the difference between current
law depreciation and straight-line depreciation over 40 years.
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added provisions recommended for repeal in the tax reform proposals
put forth by the Treasury Department and the President in 1984 and
1985. Also, the ligts cover different years. JCT'slist coversfive years,
the Administration's, three. Finally, JCT's list includes repealed and
expired provisions that still result in revenue losses because of transi-
tion rules. (A list of the differences between the lists of the Congres-
sional agencies and the Administration appearsin Appendix B.)3/

MEASURING TAX EXPENDITURES

If tax expenditures are sometimes difficult to define, they are no less
difficult to measure. Estimates of tax expenditures reflect the amount
of revenue that the federal government forgoes as the result of the
gpecid provisions in the tax code. They are estimates of revenue
losses, funds that the federal government does not collect. These esti-
mates are imprecise: the revenues that the federal government
collects and spends are open to direct observation and fairly precise
measurement, whereas uncollected funds are not. Measuring some
tax expenditures once they have occurred, however, may be fairly
straightforward. For example, the cost of tax credits is based on the
amounts claimed on tax returns and is therefore as knowable after the
fact as many direct expenditures.

JCT and CBO estimate the revenue loss from each tax expendi-
ture by comparing the revenue raised under current law with the
revenue that would be raised if the provision did not exist, assuming
that taxpayer behavior and all other tax provisions remain un-
changed. Revenue loss estimates on tax expenditure lists measure
only the isolated effects of each provision. The interaction of different
tax expenditures and other tax provisions could make the combined
revenue gain from repealing two or more tax expenditure provisions
simultaneously either more or less than it would be from repealing
them separately.

Any attempt to add separately reported tax expenditures can have
misleading results for the same reason. Interactions among tax ex-

3. See dso Congressional Budget Office, Tax Expenditures: Current Issues and Five-Year Budget
Projectionsfor Fiscal Years1984-1988(October 1983).
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penditures--and between tax expenditures and the normal tax
structure--are such that the total might be greater or less than the
sum of the parts. For example, if severd tax expenditures taking the
form of personal deductions did not exist, more people would take the
standard deduction, so that revenue would be higher by less than the
sum of the individual estimates. Conversdly, if several income tax
exclusons no longer existed, more income would be taxed at higher
marginal rates, so that revenue would be higher by more than the sum
of the individual estimates. In short, tax expenditure line items are
generally not additive.

A revenue loss estimate may or may not be a measure of the reve-
nue gain that would result from repeal of atax expenditure. Repeal of
a tax expenditure could change taxpayer behavior in ways that might
make the gain different from the estimated loss. In addition, some tax
expenditures result in continuing long-term losses that repeal of the
tax provison may reduce but will not eliminate--in part because
changes in tax law often are not retroactive and may even phase in
transitional provisions for new transactions. When state and loca
governmentsissue tax-exempt bonds, for example, the federal govern-
ment sustainsrevenue lossesfor aslong asthe issues are outstanding.
So far, including interest on certain state and loca bonds in taxable
Income has affected new issues only, so that revenue losses will persst
for many years.

While JCT and CBO use revenue loss as the standard for mea-
suring tax expenditures, the Administration aso calculates them in
terms of their outlay equivalents--the amount necessary to provide an
equivalent level of resources through a direct expenditure program.
Outlay equivalents are an analytic tool used to compare direct budget
expenditures and tax expenditures. Estimates of outlay equivalents
will sometimes differ from revenue loss etimates. In generd, if an
outlay program corresponding to a tax expenditure would generate
additional taxable income, then revenue loss estimates are increased
(“grossed up") to reflect those estimated higher tax payments. Tax
expenditures that would not result in a change in taxable income
under the comparable outlay program are not increased. If no gros-
sing up isinvolved, revenue loss and outlay equival ent estimates may
nevertheless differ dightly for reasons connected with the timing of
outlays and collections.
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CONTROLLINGTAX EXPENDITURES

Although the Treasury Department formally devel oped the concept of
tax expenditures in the late 1960s, the first Congressional attempt to
control them came with the Budget Act of 1974, which required
periodic reports and continuing efforts to coordinate them with direct
budget outlays. The budget process, which involves the adoption of a
binding concurrent resolution with revenue and expenditure totals,
exerts some restraint on tax expenditures. In general, however, tax
expenditures are subject to less control in the budget process than are
many spending programs. Spending programs subject to annual ap-
propriations or periodic reauthorizations are regularly reviewed. Tax
expenditures generally are not, although those that are scheduled to
expire might undergo review if their renewal isbeing considered.

Measures that would increase or decrease tax expenditures come
under the jurisdiction of the House Committee on Ways and Means
and the Senate Committee on Finance, while most spending programs
that might be consdered as alternatives come under thejurisdiction of
other committees.4/ This organization makes trade-offs between tax
expenditures and direct spending difficult to consider, even though
they may be alternative means of accomplishing the same objective.
Thus, tax credits for rehabilitating low-income housing may substi-
tute for federal grants, and financing projects with tax-exempt bonds
may substitute for direct loan subsidies, but trade-offs between such
alternative forms of assstance are unlikely.

The budget resolution does not set targets for tax expenditures by
budget functional categories, asit doesfor spending programs. Never-
theless, it imposes some constraints on tax expenditures by setting an
overall revenue floor, thus requiring that any new tax expenditures
that would reduce revenues below the floor be compensated for by
decreases in other tax expenditures or increases in the normal tax.
Before adoption of the resolution, no bill can be considered that would
change revenues in the forthcoming budget year. More important,
once the budget resolution is passed, setting an overal revenue floor,

4, Some major entittement programs, such as Sodd Security and Medicare, are dso under the
jurisdiction the House Committee on Waysand M eansand the Senate Committee on Finance.
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any legidation that would reduce total revenues below the floor is
subject to a point of order. Therefore, any increases in tax expendi-
tures have to compete with al other revenue-losing provisions for
whatever tax reduction may be possible under the resolution. More-
over, each bill increasing or reducing taxes is accompanied by areport
giving an estimate of the revenue effects for the next five years. This
situation is not very different from the discipline that applies to
spending programs.

Changes in tax expenditures have the same effect on the federal
deficit as do any other tax or spending changes, and thus receive the
same attention and scrutiny. At times, the Congress has required
studies of the effectiveness of particular tax expenditures. Generally,
the purpose of these studiesis to provide information that will help the
Congress decide whether to extend a particular provision or to let it
expire. Moresignificantly, however, the Congress has enacted several
major tax laws in recent years, culminating in the Tax Reform Act of
1986, and in each instance, tax expenditures came under review and
were affected in important ways.

TAX LEGISLATION AND TAX EXPENDITURES, 1981-1984

The Tax Reform Act of 198 (TRA)--Public Law 99-514--was the
fourth major tax measure enacted in the 1980s. Unlike the others, it
was designed to be revenue neutral in the long run. It eliminated or
scaled back many tax preferences, thus making available the reve-
nues necessary to reduce tax rates without increasing the deficit. The
two immediately preceding major revisons of the income tax, enacted
in 1982 and 1984, had sought to reduce tax expenditures and to in-
crease revenues.

The Economic Recovery Tax Act of 1981 (ERTA)--Public Law
97-34--lowered marginal tax rates and expanded tax preferences for
both individualsand corporations. With ERTA, the Congress enacted
many new tax expenditures, including deductions for two-earner
married couples and for expensesincurred in adopting a child. ERTA
also increased child care credits, permitted nonitemizers to take a de-
duction for charitable contributions, and raised the limits and
expanded ligibility for tax-exempt contributionsto individual retire-

83426 0-88-2: QL 3
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ment accounts. Among its many provisions affecting businesses,
ERTA shortened capital cost recovery periods for most assets, further
accelerated depreciation, expanded the classes of machinery and
equipment eligible for the investment tax credit, enacted a new credit
for research expenditures, expanded the tax credits for rehabilitation
of older buildings, and enacted safe-harbor leasing provisions that
made it possble for one corporate entity to transfer tax benefits to
another. In total, only two provisions of ERTA directly reduced tax
expenditures, while more than 30 increased them.

Concern about the growing federal budget deficit led to passage of
the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA)--Public
Law 97-248--which directly reduced adozen tax expenditures. Among
severa other measures, TEFRA raised the floor for medical deduc-
tions, limited the deduction for nonbusiness casualty and theft losses,
lowered the income levelsfor the exclusion of unemployment compen-
sation benefits, repedled the scheduled future acceleration of depre-
ciation, scaled back by 15 percent a number of corporate tax pref-
erences, repealed safe-harbor leasing, required a basis adjustment for
the investment tax credit, and set new limits on the use of tax-exempt
bondsfor private purposes.5/

Two years later, the Congress, again in response to concern about
a growing deficit and an eroding tax base, passed the Deficit Reduc-
tion Act of 1984 (DEFRA), Public Law 98-369.6/ DEFRA postponed 10
tax reductions scheduled to take effect in 1984 and subsequent years,
increased the reductions in corporate tax preferences enacted under
TEFRA from 15 percent to 20 percent, and required corporations to
capitalize, rather than expense, construction period interest and taxes
on residential property (other than low-income housing). Reflecting a
Congressiond desireto curb the growth of real estate tax shdtersthat
had followed the enactment of ERTA, DEFRA increased the recovery

5. Forinformation onthe effects of ERTA and TEFRA on tax expenditures, see Congressional Budget
Office, Tax Expenditures. Budget Control Options end Five-Year Projectionsfor Fiscal Years 1983-
1987 (November 1982). See aso Joint Committee on Taxation, General Explanation of the
Economic Recovery Tax Act of 1981 (December 31, 1981), and General Explanation of the Revenue
Provisions ofthe Tax Equity and Fiscal Responsibility Act of B82 (December 31,1982).

6. For details of provisions, see Joint Committee on Taxation, General Explanation of the Revenue
Provisions ofthe Deficit Reduction Act of 1984 (December 31, 1984). DEFRA is composed of two
parts: the Tax Reform Act of 1984, which contains most of the revenue provisions, and the Spending
Reduction Act of 1984, which has some tax-rel ated provisionsbut deals primarily with other issues.
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period for depreciable real estate (other than low-income housing)
from 15to 18 years. Thischange, coupled with provisionslimiting tax
benefits from the sale and leaseback of real property, represented fur-
ther effortsto reduce tax-motivated investment. Additionally, contin-
ued concern about the rel atively uncontrolled growth of federal tax ex-
penditures for private-sector activities resulted in further limits on
the use of tax-exempt bonds for nongovernmental facilities. Many of
the provisions of TRA, passed two years later in 1986, stemmed from
similar concerns. TEFRA and DEFRA began the tax reform process
by chipping away at preferences enacted in 1981 and earlier; TRA
went much further.






CHAPTERII
TAX REFORM AND THE NORMAL
TAXSTRUCTURE

With the Tax Reform Act of 1986, the normal tax structure changed.
For corporations, the new features included lower marginal tax rates
and anew alternative minimumtax. The new features of the individ-
ual income tax included not only lower marginal tax rates, but dso a
higher standard deduction in place of the former zero bracket amount,
higher personal exemptions, fewer marginal tax brackets, and limits
on the use of "passve" business activity losses to offset other income.
All of these changes affected tax expenditures. The last change, how-
ever, is noteworthy, for reasons that go beyond its effect on tax ex-
penditure costs. By definition, the normal tax sysem has always
included whatever the rate structure, persona exemption, and stand-
ard deduction (or its equivalent) happen to be at any one time. In
contrast, the concept of passiveincomeisnew. Moreover, it highlights
some of the issues that arise in defining tax expenditures.

CHANGES IN THE RATE STRUCTURE

Even if the new law had left all tax preferences intact, most tax ex-
penditureswould have declined. In caseswheretax expenditureitems
were unchanged from prior law, revenue losses will be lower because
lower tax rates, higher standard deductions and personal exemptions
for individuals, and abroader minimum tax for both individuals and
corporations reduce the value of most tax preferences. In brief, broad-
ening the tax base made it possible to lower tax rates without in-
creasing the deficit, while lower tax rates reduced the costs of remain-
ingtax preferences.
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Individual Taxes

For individuals, tax rates beginning in 1988 are 15 percent and 28
percent, replacing the schedule of rates that under prior law had ex-
tended up to 50 percent. Some taxpayers now face amarginal tax rate
of 33 percent--a result of the top statutory rate of 28 percent plus a 5
percent surcharge associated with the phase-out of both personal ex-
emptions and the value of the 15 percent bracket in certain income
ranges. (For 1988, these ranges are between $43,150 and $100,480 of
taxable income for single taxpayers and between $71,900 and
$171,090 for married taxpayers filingjointly with no dependents.) For
taxpayers with incomes above these levels, the phase-out is compl ete,
so they do not pay the surcharge.

Under TRA, the zero bracket amount (equivalent to a standard
deduction), was replaced by a higher standard deduction. In 1988, the
standard deductions are $5,000 for married individuals filingjointly;
$4,400 for heads of households; $3,000 for single individuals; and
$2,500 for married individuals filing separately. The act dso in-
creases the personal exemption for each individual to $1,950 in 19338
and $2,000 beginning in 1989. For the elderly and the blind, the act
provides additional standard deduction amounts of $600 for married
individuals and $750 for single individuals. These substitute for the
extra personal exemptionsin prior law.

Beginning in 1989, the new rate brackets will be adjusted for in-
flation to reflect changes in the average Consumer Price Index be-
tween the 12-month period ending on August 31, 1987, and the most
recent 12-month period. The inflation adjustment will apply to the
income breakpoint between the 15-percent and 28-percent brackets,
and to the threshold for the phase-out of the personal exemption and
the value of the 15-percent bracket. The standard deduction aso will
be adjusted for inflation beginning in 1989; the personal exemption
will be adjusted beginning in 1990.

Revenues from individual income taxes in fiscal year 1991--when
nearly all of the provisions of TRA will be fully phased in--will be
about $22 billion lessthan under prior law.
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Corporate Taxes

The new law will result in increased corporate income taxes because
base-broadening provisions more than compensate for lower rates. In

fisca year 1991, corporate tax payments will be about $27 billion
greater than under prior law.

Under prior law, corporate income was subject to a five-step
graduated tax rate structure. The top corporate rate was 46 percent
on income above $100,000. The new act lowered the top corporate rate
to 34 percent on income above $75,000. The bottom corporate rate is
15 percent on income below $50,000. An additiona 5 percent surtax is
imposed on a corporation's taxable income in excess of $100,000. The
maximum additional tax is $11,750. This provision phases out the
benefit of graduated rates for corporations with taxable income
between $100,000 and $335,000. Corporations with income in excess
of $335,000 will pay aflat tax at a 34 percent rate.

MINIMUM TAX PROVISIONS

TRA expanded the adternative minimum tax for individuals and re-
placed the add-on minimum tax for corporations with a new and
tougher aternative minimumtax. The purpose wasto ensurethat no
individual or corporation with substantial economic income would be
able to avoid tax liability by using the exclusions, deductions, and
credits that were retained in the tax law.

Under prior law, individuals were subject to an alternative
minimum tax that was payable, in addition to other tax liabilities, to
the extent that it exceeded the regular tax owed. The tax was imposed
at aflat rate of 20 percent on alternative minimum taxable income.
This was generally equal to adjusted gross income (AGI), plus speci-
fied tax preferences and less certain itemized deductions. An exemp-
tion of $40,000 for joint returns, $30,000 for single returns, and
$20,000 for married individuals filing separately was subtracted from
alternative minimum taxable income before applying the 20 percent
rate. The tax preferences that were added to AGI for minimum tax
purposes included such items as the excess of accelerated over
straight-line depreciation during specified recovery periods for real
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estate and leased personal property, and any dividends or net capital
gains excluded from gross income. Some of the itemized deductions
that were allowed in calculating the alternative tax included casualty
or theft losses, charitable contributions, medical costs exceeding 10
percent of gross income, certain interest expenses, and estate taxes.
Deductions for other taxes permitted under the regular tax were dis-
allowed under the minimum tax. These included deductions for state
and local taxes on income, real estate, and persona property. The
standard deduction was aso disallowed.

TRA raised the minimum tax rate for individuals to 21 percent,
added to the ligt of tax preference items, disallowed some itemized de-
ductions, and reduced (but not below zero) the exemption amounts.
The exemption was reduced by 25 percent of the amount by which
alternative minimum taxable income exceeds $150,000 for married
taxpayers filingjointly, $112,500 for single taxpayers, and $75,000 for
married taxpayers filing separately. The minimum tax is based on
regular taxable income plus tax preference items and any itemized
deductions permitted under the regular tax but disallowed under the
minimum tax.

For corporations, the changes in the minimum tax were more far-
reaching. Under prior law, corporations paid a 15 percent add-on
minimum tax on a fairly narrow range of tax preferences that in-
cluded the excess of accelerated over straight-line depreciation of real
property and a percentage of net capital gains (that is, the equivalent
of eighteen-forty-sixths, intended to reflect the difference between the
28 percent rate on corporate capital gains and the 46 percent rate on
corporate income). The new law imposes on corporations a broad-
based alternative minimum tax at a 20 percent rate, with a $40,000
exemption amount that is phased out once income exceeds $150,000.
A firm pays the minimum tax or the regular tax, whichever is greater.
The number of tax preference itemsincluded in the minimum tax base
Is much larger than under prior law. In addition to specified prefer-
ences, the base for the minimum tax includes one-half of the difference
between net book income not otherwise subject to tax in 1988 and 1989
and alternative minimum taxable income (before addition of this pref-
erence). From 1990 on, the base will be adjusted current earnings,
instead of book income. The purpose of al of these provisions is to
ensure that firms pay taxes equal to at least 20 percent of an amount
approximating their economic income.
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Some of the tax preferences and adjustments that apply to both
individuals and corporations for purposes of the alternative minimum
tax include: the difference between accelerated and straight-line de-
preciation caculated over longer recovery periods than under the
regular tax; the difference between expensing and 10-year straight-
line amortization of mining exploration and development costs,
tax-exempt interest earned on bonds for private activities, the ad-
justed basis of appreciated property contributed to charity; intangible
oil and gas income that exceeds 65 percent of net oil and gas income;
use of the percentage of completion instead of the completed contract
method of accounting; and the difference between rapid amortization
of pollution control facilities and the usual amortization allowed
under the regular tax rules. -

Such provisions reduce the value of tax preferences for many tax-
payers. Mogt of the tax preference items that are included in calcu-
lating liabilities under the minimum tax aso result in tax expendi-
tures. If atax expenditure--for example, rapid amortization of pollu-
tion control facilities—-is S0 a preference under the minimum tax
rules, then its estimated cost will be reduced by its associated mini-
mum tax liabilities. The tax expenditure estimates in this report
represent net revenue losses, that is, for any preference, they take into
account whatever revenues are collected under the minimum tax rules
for that preference. Thus, in broadening the base of the minimum tax
and raising its rates, TRA reduced the costs of many tax expenditures.

PASSVE INCOME PROVISIONS

The provisons relating to passive income both reduced some tax
expenditures and created new ones. They adso illustrate some of the
ambiguities that arise in defining tax expenditures. In recent years,
tax legidation has included an increasing number of distinctions
among different sources of income. Without these distinctions, al in-
come would be taxed smilarly, regardiess of the activity that gen-
erated it, and losses from any activity would be deductible from total
income, regardless of their source. Under TRA, apart from specified
exceptions, losses from passive activities can be deducted only from
gainsfrom similar activities; capital losses can be deducted only from
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capital gains, and interest deductions on property purchased for
investment are limited to net investment income.

Passive income results from trade or business activities in which
the taxpayer does not “materially” participate. An individual tax-
payer materially participates in a business by being involved in its
operations on a "regular, continuous, and substantial basis.”l/ In
general, facts and circumstances will determine whether a taxpayer's
activities meet the criteria for material participation; however, in
order to make it unnecessary to examine facts and circumstancesin a
large number of cases, the act treats interests in limited partnerships
asintrinsically passive. Most tax shelter investments take the form of
limited partnership interests, and, to retain their limited liability
status, limited partners are generally precluded from participating in
theoperationsof abusiness. Portfolioincome (such asfrom stocksand
bonds) of a partnership, however, is not treated as passive, nor are
working interests in oil and gas properties, whether or not the tax-
payer materially participates.

All rental activity is passive, again regardliess of whether the
taxpayer materially participates. Rental activities include long-term
leases of property and equipment (such as apartments, office space,
computers, or cars). Incomefrom operating ahotel or motel, however,
IS not passive, nor are fees from managing leased property, because
payment for these activitiesisprimarily for providing services and not
for therental activity alone.

Lossesfrom passive activitiesmay be applied only against income
from such activities and not against any other income, such as port-
folio income or earned income. Interest expense allocable to passive
activities is treated as a passve activity expense and not as invest-
ment interest. Thus, deductions otherwise allowable for interest ex-
pense are subject to limitsunder the passivelossrule.

If passive losses exceed passive income in any year, the losses may
be carried forward. When a taxpayer disposes of his interest in a
passive activity, the unused losses carried forward are alowed in full;
however, to the extent that the lossisfrom the sale of acapital ass, it

1. Joi 2{8 Committee on Taxation, General Explanation ofthe Tax Reform Act of 1986 (May 4, 1987),
p. .
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is limited to the amount of gains on capital assets (plus $3,000 in the
case of individuals).

Distinguishing between active and passive income can be diffi-
cult. For example, as stated above, any activity that involves the
holding of rental property is by definition passive, regardless of the
taxpayer's level of participation, but providing management services
for rental propertiesisnot a passive activity. Thus, a developer who
provides management services for a related partnership that holds
rental property may not be able to avoid a situation in which he re-
ceives active income that cannot be offset by passive losses from the
same property.

For rental real estate, TRA further distinguishes between active
and nonactive participation in order to provide relief from the passive
loss rules for owners with moderate incomes. The act sets a lesser
standard for active than for material participation: the requirements
for active participation are an ownership interest of 10 percent or
more, but not asalimited partner, and some involvement in manage-
ment decisions. Individuals with incomes below certain levels may
offset up to $25,000 of ordinary incomewith passive lossesfrom rental
real estate. Thisoffsetisreduced (but not below zero) by 50 percent of
the amount by which the taxpayer's adjusted gross income exceeds
$100,000 ($200,000 if passive loses gem from low-income housing
and rehabilitation credits). The passive loss rules apply fully to all
interests acquired after October 22, 1986. For property acquired
before the passage of TRA, the ruleswill be phased in over four years,
becoming fully effective in 1991

The rules regarding passive income will bring about a shift away
from tax-motivated investment and, with changes in depreciation
rules and capital gains taxation, will reduce revenue losses from tax
shelters, particularly in real estate. Prior law heavily favored real
edtate investment. The passive loss rules will partially recapture
some of the revenue losses that otherwise would have resulted from in-
vestmentsmade in real estate tax sheltersbefore TRA was enacted.

Including the passive loss rule in the normal tax structure makes
any exception to it atax expenditure item for the first time. Current
law has four such exceptions. for working interests in oil and gas
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properties, for rehabilitation of structures, for low-income housing,
and for $25,000 of rental losses in properties owned by taxpayers with
incomes below specified limits. These exceptions indicate the ambigu-
itiesthat may arise in defining tax expenditures. TRA reduced tax ex-
penditures generally. The passive loss provisions specifically reduced
them by creating disincentives to invest in tax shelters. Because any
exceptions to the passive loss rules are tax expenditures, however,
some deductions for the costs of doing business that once were part of
the normal tax structure are now treated astax preferences.

The passive loss provisions illustrate that defining tax expendi-
turesmay be difficult and, at times, may depend less on the weight of
argument than on consensual decisions. For example, tax expendi-
tures currently exclude exceptions to payroll and excise taxes, but the
concept could as easly encompass al tax preferences. A separate
corporate tax is currently considered part of the normal income tax
structure, but it need not be. Similarly, as currently defined, the
normal structure includes distinctions among different sources of
income, setting limits, for example, on the amount of capital losses or
passive activity losses that may be deducted from salaries and wages.
These distinctions and limits, however, could as easily be regarded as
artificial. In brief, despite their usefulness as a budget concept, de-
fining tax expenditures involves making decisions that may not be
straightforward and may sometimes be arbitrary.



CHAPTERIII
TAX REFORM AND TAX EXPENDITURES

The Tax Reform Act of 1986 reduced tax expenditures directly by
removing many tax preferences entirely and reducing others, and
indirectly by lowering marginal tax rates and raisng the standard
deduction and personal exemption. Thus, in cases where tax prefer-
ences were scaled back, the resulting reduction in tax expenditures
gtems both from the new limits and from lower tax rates.

BASE-BROADENING MEASURES

Cutting back or completely eliminating many tax preferences results
in reduced tax expenditures, which largely compensate for the reve-
nue losss resulting from lower marginal rates and, for individuals,
higher standard deductions and persona exemptions. Base broaden-
Ing shifted some of thetax burden fromindividual sto corporations.

The main reductions in tax expenditures resulted from repea of
the investment tax credit, repeal of special treatment for income from
capital gains, repeal of deductions for nonmortgage interest, limits on
deductible IRA contributions and other dective deferrals, and repeal
of thedeductionfor two-earner couples. A comparison of the hypothet-
ical cogs of these incentives under prior law with their estimated costs
under current law can be found in Table 1. The comparisons in the
table and in the following paragraphs are for fiscal year 1991, when
nearly al of the provisions of the act will be fully phased in, and are
based on CBO's January 1988 economic assumptions,
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TABLE 1. PROJECTED REVENUE LOSSES FROM SELECTED TAX
EXPENDITURESCHANGED BY TRA (Inbillionsof dollars)

Projected Revenue Losses
for Fiscal Year 1991

Status Before After
Tax Expenditure After TRA TRA TRA
Investment Tax Credit Repealed 386 16 af
Capital Gains Deduction Repealed 56.1 0.0
Accelerated Depreciation: -
Equipment Modified 239 165
Accelerated Depreciation:
Nonresidential Structures Modified 129 6.9
Nonmortgage Consumer
Interest Deductions Phased Out 14.7 0.9 b/
Deductibility of Mortgage Interest
on Owner-Occupied Homes Modified 43.6 358 ¢f
Exclusionof | RA Contribu-
tions and Interest Earnings Modified 19.2 9.0
Net Exclusion from Income
of Pension Contributions and -
Earnings Modified 717 536 ¢f
DeductionforTwo-Earner
Married Couples Repealed 94 0.0
Exclusion of Interest on Private-
Purpose Tax-Exempt Bonds Modified 196 10.2

SOURCES: Congressiona Budget Office and Joint Committee on Taxation estimates.
NOTES. TRA = Tax Reform Act of 1986.

Theyear 1991 was chosen for compari son of projected tax expendituresbecausevirtually all of
the provisionsof TRA will thenbefully ineffect.

The estimates under both prior law (before TRA) and current law (after TRA) arebased onthe
same economic assumptions. These are from CBO's January 1988 forecast, which included
projected changesininvestment activity brought about by TRA.

a Revenuelosses after TRA result from unused credits carried forward from previousyears.
b. Revenue lossssin fiscal year 1991 result from deductionstaken during calendar year 1990.

Estimatestake into account the effects of the Omnibus Budget Reconciliation Act of 1987. Relative
to TRA, the Reconciliation Act reduced these tax expenditures by small amounts (less than $0.1
billion in the case of mortgage interest deductions and less than $0.6 billion in the case of the
exclusion fromincome of pension contributionsand earnings).
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Investment Tax_Credit

TRA repealed the regular investment tax credit (ITC) and reduced
credits carried forward by 35 percent.l/ Under prior law, a credit
against income tax liability was alowed for up to 10 percent of a tax-
payer's investment in tangible depreciable property (machinery and
equipment, but not structures). Without the enactment of tax reform,
the estimated revenue loss from the ITC for fisca year 1991 would
have been nearly $41 billion. Under current law, the estimated loss is
lessthan $2 billion from carryforwards of credits earned before 1936.

Depreciation

TRA dso changed the depreciation rules, generally providing amore
accelerated depreciation method for machinery and equipment, but
adso extending recovery periods for some assets. Under prior law,
most machinery and equipment fell into the three-, five-, or ten-year
dases The act revised these classes, reclassified some assets, and
created a seven- and a twenty-year class. The modifications placed
most machinery formerly in three- and five-year classes in five- and
seven-year dasses. Although as=t lives are longer, the depreciation
method is now aso more accelerated: the assets falling into the
revised three-, five-, and ten-year classes can now be depreciated using
the 200 percent declining balance method, compared with 150 percent
under prior law.2/ The 150 percent declining balance method applies
to astsin the 15- and 20-year classes. For structures, TRA provided
less accelerated depreciation than prior law, extending the previous
recovery period of 19 years a a 175 percent declining balance
(switching to straight-line depreciation) to 27.5 years straight-line
depreciation for rental housing and to 315 years straight-line
depreciation for nonresidential real property.

1. Transition rules alow ITC’s for investment contracted for before 1986 as long as the property is
placed in service by certaintimelimits, in no case later than January 1991.

2. Declining balance methods provide higher depreciation in the earl [))/ yearsof an asset'slifethan in
thelateryears. Annual depreciationusingthe200 percent, or doubledecliningbal ancemethodis
egual to:

X Current Book Value

2
Depreciable Life

The current book val ue of an asset equasitsorigina cos minustota depreciation todate.
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Estimated fiscal year 1991 revenue losses from accelerated equip-
ment depreciation are $16.5 billion, compared with nearly $24 billion
estimated under prior law. The estimated revenue loss in 1991 for
rental housing depreciation would have been more than $2 hillion
under old law, aimost twice as much as under current law. For non-
residential real property, the estimated cost would have been about
$13 hillion under old law, compared with about $7 billion under cur-
rent law. These estimates are for the differences between accelerated
depreciation and an alternative method that more closely approxi-
mateseconomicdepreciation.3/

Capital Gains

TRA removes the special deduction for long-term capital gains in-
come, thereby subjecting capital gainsto the rates prevailing for ordi-
nary income. Under prior law, individuals and other noncorporate
taxpayers could deduct from grossincome 60 percent of the amount of
any net long-term capital gain from the sale of capital assets. Because
the remaining 40 percent was taxed at no more than a 50 percent rate,
the maximum tax on capital gains was 20 percent. Under prior law,
the estimated revenue loss in 1991 for the capital gains preference
would have been about $56 billion.4/ The repeal of the deduction,
however, is projected to raise revenue by much less than $56 billion
because capital gains realizations will probably decline in response to
higher rates. Moreover, even if the deduction were not repealed, the
tax expenditure would be lower because of lower tax rates.

The act left unchanged the exclusion of capital gains at death, the
deferral of capital gains on home sde rollovers, and the one-time ex-
clusion of capital gains up to $125,000 on home sales for individuals
age 55 or over. These tax expenditures will amount to approximately
$21 billionin 1991, compared with $24 billion under prior law.

3. For adescription of the basis for CBO's calculations of tax expenditures for depreciation of equip-
ment and structures, see Chapter 1.

4. As under prior law, haf of net long-term capital losses and 100 percent of net short-term capital
losses may now be offset against ordinary income up to a maxi mum deduction of $3,000 ayear with
an unlimited carryforward. These are not tax expenditures.
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Interest Deductions

Current law sets stringent limits on deductions for consumer and in-
vestment interest. TRA phases out over afive-year period the deduc-
tion for nonmortgage consumer interest. The deduction for interest on
debt incurred to purchase property for investment was limited under
prior law to $10,000 a year, plus the taxpayer's net investment in-
come. Under current law, the deduction permitted in any year may
not exceed investment income;, however, ifinterest paid on investment
Indebtedness exceeds the limit, it may be carried over and deducted in
future years (subject to applicable limits). Under prior law, the pro-
jected 1991 tax expenditure for nonmortgage interest deductions that
exceeded investment income would have been nearly $15 billion. The
projected expenditure under current law is less than $1 billion.

TRA aso limited the amount of interest that individual taxpayers
can deduct on owner-occupied homes. Under TRA, interest on debt se-
cured by a principal or second residence was deductible to the extent
the debt did not exceed the purchase price of the property and im-
provements, plus debt for medical and educational expenses. The
OmnibusBudget Reconciliation Act of 1987, referred to asthe Recon-
ciliation Act, revised these limits. Current law continues the deduct-
ibility of interest on debt secured by the taxpayer's principal residence
or on a second home.  Interest on debt to acquire or improve a princi-
pal or second residence, or both, is now limited to $1 million; interest
on other debt secured by a principal or second residence is limited to
$100,000. Thischange had little effect on tax expenditures.

Estimated tax expenditures in 1991 for home mortgage interest
deductions under current law are about $36 billion, down from nearly
$44 hillion estimated under prior law. Thisdifference primarily sems
from lower tax rates and the higher standard deduction, which will
result in fewer itemizers. The equity loan limits themselves reduce
tax expenditures only dightly from what they would have been.
Lower tax rates alone reduce tax expenditures even more than these
estimates indicate; however, the limits on consumer interest deduct-
ibility are likely to result in increased home equity loans to finance
consumer goods and i nvestment expenses on which interest isno long-
er directly deductible. This activity will partially offset the savings
from the limits on mortgage interest deductions.
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Contributionsto Retirement and Penson Plans

TRA placed new limits on deductible contributions to individual re-
tirement accounts (IRAs), to employer-sponsored qualified pension
plans, and to other el ective plansforincomedeferral.

Under prior law, an individual could deduct from grossincome the
amount contributed to an IRA up to thelarger of $2,000 or 100 percent
of employment income per year and then pay no taxes on income
earned on the IRA until withdrawal of the proceeds. (The maximum
for ahousehold with a nonworking spouse was $2,250 for the house-
hold and $2,000 for either individual.) Under current law, the $2,000
(or $2,250) deduction isallowed only for taxpayerswithout employer-
provided retirement plans, for joint filers with adjusted gross income
under $40,000 (phased out between $40,000 and $50,000) and for
singlefilerswith AGI under $25,000 (phased out between $25,000 and
$35,000). Taxpayersnot digible for the deduction may make a non-
deductible contribution of up to $2,000 (or $2,250) ayear. Taxeson dl
investment earnings from IRAs will still be deferred. Under current
law, the projected tax expenditure in 1991 for IRA contributions and
tax deferrals of investment income is $9 billion, compared with $19
billionunder prior law.

The act dso st further limits on the amount of wages that work-
ers can exclude from current-year taxation by making deposits to
salary reduction plans. (The most widely used of the salary reduction
plans is governed by section 401(k) of the Internal Revenue Code.)
Under these plans, employees may choose to receive lower current
(taxable) income and to defer the remainder as a contribution to the
plan. In generd, the limitin 1987 will be $7,000; beginning in 1983,
the $7,000 limit will be adjusted upward each year to reflect infla-
tion.5/ Under prior law, the generd limit was $30,000. Individuas
who nolonger qualify for IRAsmay now chooseto contributeto salary
reduction plans, thereby offsetting some of the savings from the new
limits on contributions,

Finaly, the act applied limits to the amount of overall retirement
savings that upper-income employees may accumulate through plans

5.  Thelimit on éective deferrasfor tax-sheltered annuities sponsored by nonprofit and educational
organi zationswill be $9,500, until the indexed $7,000 limit reaches $9,500.
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sponsored by any one employer. The current limit on payments into
defined contribution plans is the lesser of 25 percent of compensation
or $30,000 per employee per year. The current limit on contributions
to defined benefit plans is an amount that will result in annual
benefits of the lesser of 100 percent of wages or about $94,000 per em-
ployee for any pension that begins at age 65. For employees dligible
for payments from both types of plans sponsored by the same employ-
er, a combined limit of the lesser of 140 percent of wages or about
$117,500 in annual payments applies. These benefits are reduced on
an actuarial basisfor benefits payabl e before age 65.

Asunder prior law, an employer's contributionsto aqualified pen-
son plan are not taxed as compensation to individual employees at the
time of deposit; rather, the participants pay tax on them later when
they begin to receive payments from the plan. Also, as under prior
law, interest and other investment income earned within qualified
plans accumulates tax free until the participants in the plan receive
the investment income, along with the original contributions.

The Omnibus Budget Reconciliation Act st a new limit on em-
ployers deductible contributions to qualified defined benefit pension
plans. The limit is now the amount by which 150 percent of the plan's
termination liability exceeds the plan's assets. Previoudly, it was the
amount by which the plan's accrued liability for projected benefits
exceeded the plan's asts.

Prior law would have made the revenue loss from the net exclu-
sion of pension contributions and earnings from taxes about $72 bil-
lion in 1991 The projection under current law is about $54 billion.
The decline of $18 billion results both from new limits on contribu-
tions and from lower tax rates. Less than $1 billion of this decline
stems from the provisions of the Reconciliation Act; the remainder is
the result of changes enacted under TRA. (The net cost of pension con-
tributions and savings is calculated by subtracting the amount of
taxes paid on pension and other retirement income from the amount of
current income excluded from taxation in the same year.)
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Private-Purpose Tax-Exempt Financing

TRA further limited the use of tax-exempt bonds for private purposes.
The bonds that state and local governments issue to finance public
projects have traditionally been exempt from taxation and, for that
reason, the interest rates on the bonds are below market. State and
local governments have dso issued bonds to finance quasi-public
facilities, such as airports, and private-sector projects, such as hous-
ing. The below-market interest rates on these bonds reflect the fed-
eral subsidy of borrowing cods for private entities. “Private-purpose”
tax-exempt bonds include: mortgage revenue bonds for rental housing
and for single-family homes for low- and middle-income households;
industrial development bonds (IDBs), used by private firmsfor awide
variety of purposes, student loan bonds, issued by state authorities to
increase funds available for federally guaranteed student loans; and
bonds for nonprofit institutions, such as hospitas and universities.

The act placed a Sngle state-by-state limit on the volume of new
issues of IDBs, student loan bonds, and housing and redevel opment
bonds. The new state volume limits, which are more restrictive than
under prior law, are now $50 per resident or $150 million per year.
(For 1987, the limits were the greater of $75 per resident or $250 mil-
lion per year.) Under prior law, the limit on IDBs and student loan
bonds a one was $150 per resident or $200 million. Bondsfor publicly-
- owned airports, ports, and solid waste disposal facilities, and for non-
profit, tax-exempt organizations (primarily hospitals and educational
facilities) are exempt from the new volume limits. Tax exemption for
mortgage revenue bonds and for small issue IDBs (under $10 million)
used for manufacturing facilitieswill terminate at the end of 1988 and
1989, respectively.

These provisions represent a continuing attempt on the part of the
Congress to control the use of tax-exempt financing for private pur-
posss. Although more far-reaching, many of the TRA provisions are
extensions of the redtrictions passed in 1982 and 1984. The Recon-
ciliation Act placed some additional limits on the use of tax-exempt
bonds to acquire gas and eectric generating, transmission, and distri-
bution facilities. In tota, the new provisons cut the cogt of private-
purpose tax-exempt financing by amost half from nearly $20 billion
projected for 1991 under prior law to about $10 billion.
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Other Base-Broadening Measures

Some of the less expensive, but nonetheless popular tax preferences
that TRA either eliminated or modified are described below.

Deduction for Two-Earner Married Couples. Under prior law, mar-
ried, two-earner taxpayers who filedjoint returns could deduct 10 per-
cent of the earned income of the lower-earning spouse, up to $3,000;
this deduction would have cost more than $9 billion in 191. TRA re-
pedls the deduction. (Lower tax rates would have reduced its cost had
the deduction been retained.)

Dividend Exclusions. The limited dividend exclusion for individuals
was repealed effective December 31, 1986. Under prior law, the exclu-
son of $100 for individuals and $200 for married persons filingjointly
would have cogt dightly more than $0.5 billionin 1991.

Medicd Deductions. The floor for medical deductions was increased
from 5 percent to 7.5 percent of adjusted gross income. The currently
estimated cost of medical deductionsis nearly $3 billion in 1991, com-
pared with more than $5 billion projected under prior law.

Political Contributions. The credit for political contributions ($50 for
single returns and $100 for joint returns) was repealed. Under prior
law, the credit would have cogt lessthan $0.5 billion in 1991

Scholarship and Fellowship_Income.  The excluson for scholarship
and fellowship income is now limited to the amount spent on tuition
and course-related equipment. Previoudy, scholarship and fellowship
funds could aso be used for other expenses, such as room and board,
without being subject to taxation. Tax expenditures in 1991, which
under prior law would have been about $1 billion, are now expected to

be $0.5 hillion.

Specid Tax Credits. Among the provisions affecting businesses, TRA
permitted some specia tax credits to expire, along with the regular
investment tax credit (see above), including the credit for contribu-
tions to Employee Stock Ownership Plans and business energy tax
credits. Rehabilitation tax credits were reduced from a 15 percent to
25 percent range to atwo-tier, 10 percent to 20 percent range.
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EFFECTS OF THE NEW RATE STRUCTURE

Evenin casesswhere TRA did not change tax expenditure provisions, it
reduced their coss The reduction resulted from changes in the rate
structure and from other changes in the tax base. For example, re-
pealing the deductionsfor two-earner married couplesand for consum-
er interest could result in fewer itemized returns, which in turn would
reduce other tax expenditures. These types of changes in the tax base
would cause other tax expenditures to decline even if both the provi-
sons governing them and tax rates were unchanged. Similarly, low-
ering tax rates would cause tax expenditures to go down even if al
other provisions remained the same.

For provisionsthat were unchanged, the changesin the rate struc-
ture were much more important in lowering tax expenditures than the
other changes in the tax base. In fact, lower rates by themselves will
alwaysreducetax expenditures, whilebase-broadening provisionscan
sometimes have countervailing effects. If any of the base-broadening
provisons push taxpayers into higher marginal tax brackets without
affecting the number of people who itemize their deductions, the costs
of tax expenditures other than those directly changed will increase.

Among the provisions that tax reform left largely intact were the
deductibility of state and local income taxes, the deductibility of prop-
erty taxes on owner-occupied homes, the deductibility of charitable
contributions, and the exclusion of employer contributions to medical
Insurance and other health care cogs. The estimates in the following
paragraphs illustrate how lower rates and higher standard deductions
and personal exemptions affected these tax expenditures. To isolate
the effects of the rate structure changes, the estimates compare the
projected costs of the above items under prior law with the hypo-
thetical cogts that would result from applying the new rate structure
to the other provisions of prior law, using the same economic assump-
tions (from CBO's January 1988 forecast). The comparisons are for
fiscal year 1991, when virtually al of the provisons of TRA will be
fully phasedin (see Table2 and Box 1).
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State and L ocal Taxes

TRA repealed the deductibility of state and local sales taxes, but
retained the deductibility of state and local income taxes, and redl
estate and personal property taxes. The deductions, in effect, make it
possible for itemizers to pay state and local taxes at subsidized rates,
which, in turn, might make them more willing to support higher
levels of state and local services than they would otherwise. In other
words, the deductions may indirectly increase state and loca revenues
at federal expense. Lower marginal tax rates and a higher standard
deduction reduce both the number of itemizers and the value of the
subsidy to them.

TABLE 2. PROJECTED REVENUE LOSSES FROM SELECTED TAX
EXPENDITURES UNCHANGED BY TRA (Inbillionsof dollars)

Projected Revenue Losses
for Fiscal Year 1991

Before After
Tax Expenditure TRA TRA Difference
Deductibility of State and
Loca IncomeTaxes 281 184 97
Deductibility of Real Estate
Taxes 124 89 35
Deductibility of Charitable
Contributions 199 139 6.0
Exclusion of Employer
Contributions to Medical
Insurance and Health Care 42.0 37.7 43

SOURCES: Congressional Budget Office and Joint Committee on Taxation estimates.
NOTES: TRA = Tax ReformAct of 1986.

The year 1991 was chosen for comparison of projected tax expenditures because virtually all of
the provisionsof TRA will then befully in effect.

The estimates under both prior law (before TRA) and current law (after TRA) are based on the
same economic assumptions. These are from CBO's January 1983 forecast, which included
projected changes in investment activity brought about by TRA.
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If prior law had remained in effect, the estimated revenue loss
from state and local income and personal property tax deductions in
fiscal year 1991 would have been more than $28 billion, compared
with the current law estimate of about $18 billion--a difference of $10

BOX 1
MEASURING THE EFFECTS OF CHANGESIN TAX RATES

It is possible to measure the effects of changes in tax rates on tax expendi-
tures either (1) by comparing the revenue loss of an item under prior law
with the hypothetical revenue loss that would result from app yin% the
new rate structure to the provisions of prior law (prior law base), or (2) by
comﬁ)aring the revenue loss under current law with the revenue loss that
would result from applying the rates in prior law to the provisions in
current law (current law base). The answerswill differ slightly, depending
on whether one uses the prior or current law base to measure change. In
this report, the base is prior law. The table below shows how the results
would vary if the base were current law. It also points out that, for pro-
visions not directly changed by tax reform legislation, the reduction in
revenue losses resulted largely from changes in tax rates, rather than from
changes in other provisions that broadened the tax base.

Revenue Loss Differences for Selected
Tax Expenditures Unchanged by TRA
(Fiscal year 1991, in billions of dollars)

CurrentLaw CurrentLaw
CurrentLaw Ratesand Prior Ratesand Base
Ratesand Base Law Base minus
minus minus Prior Law Rates
Prior Law Prior Law and Current
Provision Ratesand Base Ratesand Base Law Base
Deductibility of:
Stateand Loca
Income Taxes -9.7 -8.6 -8.7
State and Local
Real Estate Taxes -35 -34 -39
Charitable Contributions -6.0 -5.6 -6.2
"Exclusion from Income of:
Employer Contributions
to Medica Insurance
and Health Care -4.3 -58 -7.0

SOURCE:  Congressional Budget Office.
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billion. If the current rate structure had applied to the other provi-
sonsin prior law, the revenue losswould have been $195 billion. The
change in the rate structure alone, then, reduced tax expenditures
from state and local income tax deductionsby amost $9 billion. Other
changes in the tax base accounted for the remaining $1 billion in re-
duced tax expenditures.

In 1991, revenue losses from state and local real estate tax deduc-
tions will amount to nearly $9 billion under current law, compared
with about $12 billion if prior law had remained in effect. If current
law rates had applied to prior law, these tax expenditures would have
cost $9 billion. The change in the rate structure, then, accounted al-
mogt entirely for this $3 hillion reduction in tax expenditures from
real estate deductions.

CharitableContributions

Under prior law, nonitemizers were permitted to deduct charitable
contributions through December 31, 1986. In this respect, current
law, which prohibits nonitemizers from deducting charitable contribu-
tions, represents no change from prior law. The projected cost of item-
ized deductionsfor charitable contributionsin 191 is close to $14 bil-
lion, compared with nearly $20 billion under prior law. Thechangein
the rate structure accounted for accounted for most of this nearly $6
billion reduction in tax expenditures; other changes in the tax base
lowered tax expendituresby lessthan $0.5 billion.

Excluson of Employer Contributions to
Lifelnsurance and Health Care

As under prior law, an employer's contributions to an employee's
health care costs--whether for medical insurance, physical examina-
tions, prescription drugs, or any other medical expense--are excluded
from individual taxable income, although the contributions are a
deductible expense for the employer. Under current law, the excluson
of employer contributions to life insurance and health care will cost
nearly $38 billion in 1991, compared with $42 billion if prior law were
dill in effect--a decrease of about $4 billion. If current law rates had
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applied to prior law, the cost would have been about $36 billion, indi-
cating that rate structure changes aone would have reduced these tax
expenditures by about $6 billion, while other tax base changes had a
countervailing effect, so that the actual change was less.

NEW TAX CREDITS

The main exception to base-broadening was the enactment of a new
tax credit for low-income housing to replace provisions that were
repealed. Under prior law, the incentives for investment in low-
income housing included specia accelerated depreciation, five-year
amortization of rehabilitation expenses, expensing of construction
period interest and taxes, and tax-exempt bond financing for multi-
family residential rental property. Under TRA, new construction and
rehabilitation expenditures for low-income housing placed in service
in 1987 are eligible for amaximum 9 percent credit, paid annually for
10 years.6/ The acquisition cost of existing property and the cost of
newly constructed projects receiving other federal subsidies, notably
tax-exempt bonds, are eligible for a4 percent credit, aso paid for 10
years. For buildings placed in service after 1987, these percentages
will be adjusted to yield over a 10-year period amounts of credit with a
present value of 70 percent or 30 percent of devel opment or acquisition
cods. (Thelarger credit isfor new construction or substantial rehabil-
itation with no other federal subsidies) A residentia rental project
qualifies for the credit only if: (1) 20 percent or more of the rental
unitsin a project are occupied by individuals with incomes of 50 per-
cent or less of areamedian income, as adjusted for family size, or (2) 40
percent or more of the units are occupied by individuals with incomes
of 60 percent or less of areamedian income, as adjusted for family size.

Each sate is limited to an annual credit authority equal to $1.25
for each state resident. If, however, a project is financed with tax-
exempt bonds, it is exempt from these limits and subject to the volume

6. Rent subsidies under section 8 of the Housing and Community Development Act of 1974 (Public
Law 93-383), as amended, and federal housing insurance under ths National Housing Act of 1934
(Public Law 73-479), asamended, are not considered to be "other federal subsidies’ for the purposes
of this provision.
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limits placed on tax-exempt bonds for private purposes. A portion of
each dtate's set-asde must be alocated for the exclusve use of non-
profit organizations; this portion must be equal to at least $0.125 for
each resdent. State agencies will administer the credit programs
under the general supervision of the Treasury Department.

The low-income housing tax credit is expected to reduce revenues
by between $0.5 billion and $1 billion in fiscal year 1991. Under prior
law, the cogt of tax preferences for low-income housing--accelerated
cost recovery, five-year amortization of rehabilitation expenses, and
gpecid deductions for construction period interest and taxes--would
have been roughly similar. Because it largely substitutes for these
previous preferences, the new credit represents no significant
departure from the principles of tax reform, nor does it in any way
diminish the overall effect that base-broadening and lower rates had
on reducing tax expenditures.
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APPENDIX A

TAX EXPENDITURE ESTIMATES FOR
FISCAL YEARS 1989-1993

This appendix provides estimates for tax expenditure revenue losses
by budget function and subfunction for fiscal years 1989 to 1993 (see
Table A-1). These tax expenditure estimates are identical to those
published by the Joint Committee on Taxation (JCT) in March 1938,
The estimates reflect the provisions not only of the Tax Reform Act of

1986, but also of the Omnibus Budget Reconciliation Act, passed in
December 1987.

From a revenue standpoint, the most important tax expenditure
provisions in the Reconciliation Act and the estimated gains from
them between fiscal years 1989 and 1993 are asfollows:

o] Repeal of vacation pay reserves, which will raise an esti-
mated $7.2 billion (most of these revenues will come from
corporete taxes);

o  Further redriction on the use of the completed contract
method of accounting, which will increase revenues by $2.6
billion (primarily from corporate taxes);

0 Reped of the installment method of accounting for dedlers,
which will raise $8.7 billion (primarily from corporate tax-
es); and

0 Modification of the pension funding rules, which will raise
$3.6 billion (primarily from individual taxes).

Apart from the above provisions, the effect of the Reconciliation
Act on mogst tax expenditures was small.



TABLEA-1.

FISCAL YEARS 1989-1993

TAX EXPENDITURE ESTIMATESBY BUDGET FUNCTION AND SUBFUNCTION,
(Inbillions of dollars)

Budget Function and Subfunction

Corporations

Individuals

1989

1990 1991 1992

1993 1989

1990

1991

1992 1993

050
051

155

NATIONAL DEFENSE
Department of Defense -
Ty :

Exclusion of benefits and
allowancesto Armed
Forces personnel.

Exclusion of military
disability pensions

INTERNATIONAL AFFAIRS
International Finance

Programs

Exclusion of income earned
abroad by United States
citizens

Exclusion of certain allow-
ancesfor federal
employeesabroad

Exclusionofincomeof
foreign sdes
corporations

Deferral ofincomeof
controlled foreign
corporations

Inventory property sdes
source rule' exception

Interest allocation rules
exception for certain,
nonfinancial Institutions

1.7

0.1

13

0.2

18
0.1

14

0.2

18
0.1

15

0.2

19
0.1

1.6

0.2

2.0
0.1

17

0.2

(continued)

STHNLIUONALIXQY XVT WOOIDB XV A0 SLOAJIIE FHL S3

8861 yorel



TABLEA-1. (Continued)

Budget Function and Subfunction

Corporations Individuals

1990 1991 1990 1991

250 GENERAL SCIENCE, SPACE,
AND TECHNOLOGY

251 Genera Science and Basic
Research
Expensing of research and de-
velopment expenditures
Credit for increasing
research activities

2710 ENERGY

271 Energy Sulgp_l)(1
Expensing of exploration and

development costs
Oil and gas
Other fuels
Excess of percentage over cost
depletion
Oil and gas
Other fuels
Exception from passive loss
limitationforworking
interestsinoil and
gas properties

g
Ly
g

(e,
g,
e,
I,
e,

1 c';.
w
121

1992 1993
a/ 0.1
a af
0.6 0.6
a af
0.4 0.4
o al
0.4 0.5

(continued)
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TABLE A-1. (Continued)

Corporations

Individuals

Budget Function and Subfunction 1939

1990 1991

1992

1989

1990

1901

1992

1993

Energy Supply
(continued)

Alternative fuel production
credit

Alcohol fuel creditb/

Exclusionof interest on state
and local government industrial
development bonds for energy
production facilities

Expensing of tertiary
injectants(foroil
recovery)

2418

e

g,

300 NATURAL RESOURCESAND
ENVIRONMENT

302 Conservation and Land Management
Expensing multiperiod timber
growing costs 0.3
Investment credit and seven-
year amortization for refor-
estation expenditures al

Bl

1e,

Pl

<3

2

Ip e

e

I

I2le

e

IQ:

0.2

|Q:

0.2

e

|Q:

0.2

e

IQ:

0.2

=3

IQ:

0.2

(continued)
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TABLEA-1. (Continued)

Corporations

Individuals

Budget Function and Subfunction 1989

1990

1991

1992

1993

1989

1990

1991

1992 1993

303 Recreational Resources
Investment tax credit and passive
lossexceptionfor rehabilita-
tion of historic structures 0.1

304 Pollution Control and
Abatement
Exclusion of interest on state
“and local government sewage,
water, and hazardous waste
facilities bonds -0.3

306 Other Natural Resources
Expensing of exploration and
development costs, nonfuel
minerals
Excess of percentage over
cost depletion,
nonfuel minerals 0.2
Specid rulesfor mining
reclamation reserves

2

g

350 AGRICULTURE

3Bl  Farm Income Stabilization
Expensing of certain capital
outlays 0.1

0.1

0.1

-0.4

0.1

0.3

e

0.1

-0.4

0.1

0.1

-0.4

0.1

e

0.1

14

I,

e,

e

0.1

16

19

2

e

0.1

1.6

e

e,

e

0.1 01

17 18

43
23

e
e,

(continued)
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TABLE A-1. (Continued)

Corporations

Individuals

Budget Function and Subfunction 1989

1990

1991

1992

1990

1901

1992 1993

Farm Income Stabilization (continued)

Deductl blllty of patronage
dividendsand certain other
items of cooperatives
Exclusion of certain cost-

Sumnn h-u Ry Tl D o navmen

Exclusion of cancellation of
indebtednessincomenf.farmers ---

Expensing_certain multiperiod
production costs

370 COMMERCEANDHOUSI NGCREDIT

371  Housing

Deductibility of mo eolgage interest

on owner-occupied principal and

second homes -
Deductibility of property

tax on owner-occupied

homes ---
EXC|lé on of interest on state,

government housing
bondsforowner -occupied
housing 0.3

Exclusion ofinterest on state

and local government housing

bonds for rental housing 0.2
Deferral of capital gains on

home sales -

0.3

e

-0.1

g 12 e

30.8

80

e 1 O

2

3.0

8.4

R ST

35.8

8.9

13

0.7
116

2 Ip
2 I

38.1 408

9.4 9.9

1.2 1.1

0.7 0.7
126 137

(continued)
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TABLEA-1. (Continued)

Budget Function and Subfunction

Corporations
1989 1990 1991

1992

1990

Individuals

1901

1992

Housing (continued)
Exclusion of capital gainson
home salesfor persons aged
55andover.

Depreciation of rental housi ng '

in excess of alternative
depreciation system

Credit and passveloss
exceptionforlow-income
housing

Financia Institutions
Excess bad debt reserves of
financial institutions
Merger rulesfor thrift
institutions
Exemption of credit union
income

Insurance Companies

Exclusion of interest on life
insurance and annuity savings

Smal life insurance company
taxable income adjustment

Treatment of life insurance
company reserves

Deduction of unpaid losses
for property treatment of
casualty insurance companies

0.2

0.1

0.2
0.2
0.4

0.3
0.1
0.5

0.3

0.1

0.2
0.2
0.4

0.4
0.1

0.6

0.3

0.1

0.2
0.1
0.5

0.4
0.1
0.7

0.3

0.1

0.2
0.1
0.5

0.4
0.1

0.7

0.4

0.1

0.5
0.1

0.7

3.3

0.8

0.3

3.5

0.9

0.5

3.9

0.9

0.6

4.2

10

0.6

4.9

10

0.6

(continued)
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TABLEA-1. (Continued)

Budget Functionand Subfunction

Corporations

Individuas

1989

1990

1991

1992

1993

1989

1990

1991

1992

I nsurance Companies (continued)

Speciad alternativetax on
small property and casualty
insurance companies

Taxexemptionforcertain
insurance companies

Specid deduction for Blue
Crossand Blue Shield
companies

376  OtherBusinessandCommerce

Exclusion of interest on state
and local small issue bonds

Deduction of personal
interest . . . ,

Depreciation on buildings other
than rental housing in excess
of alternativedepreciation
sysem

Depreciationonegqui pment
in excess of alternative
depreciation system

Investment credit other than
ESOPs, rehabilitation of
structures, reforestation,
and energy property

Amortizationof business
start-up cogts

e

e

-0.2

4.6

10.3

2

12

0.1

-0.1

4.8

12

g

-0.1

4.9

125

R

e

g

-0.1

5.0

14.2

IR

e

-0.1

51

16.0

2.3
5.7

17

3.4

2.3
3.2

18

3.8

2.2

0.9

2.0

4.0

2.2

21

4.3

22

2.1

4.8

(continued)
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TABLEA-1. (Continued)

Corporations Individuals
Budget Functionand Subfunction . 1980~ 190 1991 19927 1993 1980 ~ 190 1991 1992 1993

Other Businessand Commerce

(continued)
Exclusion of capital
gains at death 45 48 51 54 58

Reducedratesonfirst
$75,0000f corporateincome 5.0 52 55 5.7 6.0 --- --- —-- - .

Expensing up to $10,000

depreciablebusinessproperty 0.7 0.6 0.2 0.2 0.1 0.3 0.2 0.1 0.1 0.1
Like-kind exchanges 03 03 03 03 03 0.2 0.2 0.2 0.2 0.2
Exceptionsfromnet operating

losslimitsfor corpora-

tionsin bankruptcy 0.2 0.2 0.2 0.2 0.2
Permanentexemptionfrom

imputed interest rules EY a/ al af al 01 01 02 02 02
Expensingmagazinecirculation

expenditures ¥ o & @ @ o o @ a
Specid rulesfor magazine,

paperback, and record returns  a/ al al al al a/ al al al a
Deferral of gainon

installment sales 01 01 01 01 01 al al al al al
Completed contract rules -28 -1.7 -04 01 0.2 -01 01 o ¢ al
Cash accounting, other than

agriculture ¥ @ @ a N
Exemption frompassivelossrules

for $25,000 of rental losses 2.7 3.5 38 338 3.7

(continued)
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TABLE A-1. (Continued)

Corporations Individuals
1980 1990 1991 1992 1993 1989 1990 1991 1992 1993

Budget Function and Subfunction

400 TRANSPORTATION

Exclusion of interest onstate

and local government

bondsfor masstransit

vehicles and facilities of cf
Deferral of tax on capital

construction funds of

shipping companies 0.1 0.1

450 COMMUNITY AND REGIONAL
DEVELOPMENT

451 Community Development
Investment credit and passive
lossexceptionfor
rehabilitationof
nonhistoric structures 0.1 0.1
Exclusionof interest on state
and locd government bonds
for privateairportsanddocks -0.1  -0.1

0.1

01

0.1

e

te

e

e

(continued)
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TABLE A-1. (Continued)

Corporations

Individuals

Budget Function and Subfunction

1980 1990 1991

1992

1993

1989

1990 1991

192 1993

500 EDUCATION, TRAINING, EMPLOY -
MENT, AND SOCIAL SERVICES

Education and Training

Exclusion of scholarship and

fellowshipincome .-
Exclusionofinterest onstate

and loca government student

loan bonds 0.1
Exclusionofinterest on

stateandloca government

bondsfor private

educational facilities a/
Parental personal exemption

for students aged 19 or over ---
Deductibility of charitable

contributions (education) 0.4

: 504 Employment
o Targeted jobs credit 0.2
' Employee Stock Ownership
Plansd/ 0.3
Exclusion of cafeteria plans ---

0.4

0.1

0.3

le

b2

0.5

0.1

0.3

IR

12

0.4

0.2

0.4

0.3

1.2

0.4

0.3

0.4

0.3

1.3

0.5

0.3

0.4

0.3

1.3

0.5

0.3

0.5

0.4

1.4

0.6

0.3

0.5

0.4

1.4

(continued)
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TABLE A-1. (Continued)

Corporations Individuals
Budget Function and Subfunction 19899 1990 1991 1992 193 199 1990 1991 1992 1993
Employment (continued)
Exclusion of rental allow-
ances of minister’s home e T - Q2 o 0.2 0.2 0.2
Exclusion of miscellaneous
fringe benefits .- .- 2.7 4l 44 47 51
Exclusion of income earned
by benefit organizations:
Supplementa unemploy-
ment benefit trusts al a/ al al al
Voluntary employee
beneficiary associations 0.4 0.5 0.5 0.5 0.5
Exclusion of employee awards 0.1 0.1 0.1 0.1 0.1
Socia Services
Deductibility of charitable
contributions, other than
for education and health 0.4 0.5 0.5 0.6 0.6 9.5 9.8 101 104 107
Credit for child and depen-
dent care expenses 4.0 4.1 4.3 4.5 4.6
Exclusionfor employer-
provided child care 0.2 0.3 0.5 0.7 0.9
Exclusion for certain foster
care payments -- -- -- -- -- L/ a/ af a/ al
Expensing codts of removing
architectural barriers af al al al al a/ al af af at
(continued)
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TABLEA-1. (Continued)

Budget Function and Subfunction

Corporations

Individuals

1939

1990 1991

1992

1993

1989

1990 1991 1992 1993

550 HEALTH

Exclusion of contributions
by employersand self-
employedformedical
insurance premiums and
medical care

Deductibility of medical expenses

Exclusionofiinterestonstate
and local government bonds
for hospital facilities

Deductibility of charitable
contributionsforhealth

Tax credit for orphan
drug research

MEDICARE

. Exclusion of untaxed

. Medicare benefits
Hospital Insurance .
Supplementary Medical
Insurance

0.1
0.2

0.1
0.2

0.1
0.2

N
NN
oo

2.1
12

4.3
2.2

2.3 2.5 2.8 3.0
12 13 13 14

4.7 5.2 5.7 6.3
2.5 2.8 3.1 3.5

(continued)
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TABLE A- 1. (Continued)

Corporations Individuals
Budget Function and Subfunction 1989 1990 1991 1992 1993 1939 1990 1991 199 1993
600 INCOME SECURITY
Exclusion of untaxed rail-

road retirement

system benefits .- - --- . --- 0.4 0.4 0.4 0.4 0.4
-Exclusion of workmen's com-

pensation benefits --- --- --- --- --- 2.9 3.2 3.6 4.0 4.4
Exclusion of specia benefits

for disabied epal miners . - -—-- . . 0.2 0.2 0.2 0.2 0.2
Exclusion of public assist-

ance benetfits .- - - cen .- 0.3 0.3 0.3 0.4 0.4
Net exclusion of pension con-

Lr1DULIONS and eArnIngs .- N - ven eee 45.6 482 511 545 572
Keogh plans —-- --- - .- . 2.2 2.3 2.5 2.7 3.0
Individual retirement plans .e- N .- .- . 8.0 8.5 9.0 9.7 106
Exclusion of other employee '

benefits

Premiums on group term
life insurance ..- - . . was 1.7 1.8 19 2.0 2.1
Premiums on accident and
disability insurance --- --- --- - --- 0.1 0.1 0.1 0.1 0.1
Exclusionfor employer-
dpqvidaddeat b&neﬁts --- --- --- --- --- af al al a al
Additional standar

deduction for the

blind and elderly .e- .- “en . . 11 1.2 1.3 14 15
Tax creditfor theelderly

and disabled - --- . 0.2 0.2 0.2 0.2 0.2
Deductibility of casualty

and thelt losses - . --- .- --- 0.2 0.2 0.2 0.1 0.1
Earned income credit e/ - .- —a .. .-- 1.2 1.4 15 1.7 1.8

S3FINLIANId X3 XVL NO INHO43d XVL 40 S103449 3HL OS

86T Yo N



.t
S

TABLEA- 1. (Continued)

Corporations

Individuals

Budget Function and Subfunction 1939 1990 1991 1992 1993 1989 1990 1991 1992 1993
650 SOCIAL SECURITY
Exclusion of untaxed Socid
Security benefits:
Disability insurance
euctive --- --- --- --- 1.4 1.4 1.& 1.6 L7
OASI benefitsfor retired
workers - .- .- --- --- 26 134 143% WHu 18.1
Benefitsfor dependents
and survivors . .- S -- .- 4.0 £3 4.5 4R 5.1
700 VETERANS BENEFITS AND SERVICES
Exclusion of veterans
disability compensation —.- --- --- __- 1.3 13 1.4 14 1.4
Excinson afveterans’ pensions - .e- --- --- .- 0.1 0.1 01 0 0.1
Exclusion of GLbill benefits --- --- --- --- --- 0.1 G.1 w1 a1 a1
Exclusionof interest on state
and loca government
veterans’ housing bonds 0.1 0.1 af a/ a/ 0.2 02 02 02 0.2
80 GENERAL PURPOSE FISCAL ASSISTANCE
Exclusion of interest on genera
purposestate andlocd
government debt 15 14 13 13 13 78 87 96 10.6 113

Deductibility of nonbusiness
stateandloca government
income and personal
PP tytaxes .- --- -

(continued)
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TABLE A-1. (Continued)

Corporations

Individuals

Budget Function and Subfunction 1989 1990 1991 1992

190 1991

GENERAL PURPOSE FISCAL ASSISTANCE
(continued)
Exclusion and tax creditfor
corporationswith possessions
source income 2.6 2.9 3.2 3.4

900 INTEREST

Deferral of interest on
savingsbonds .

SOURCE: Congressional Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 1989-1993 (March 8, 1988),

pp. 10-16.

NOTES: Numbersin far left column refer to the budget function or subfunction category.

Dashesindicate zero or negligible tax expenditures.

ESOP = Employee Stock Ownership Plan; OASI = Old-Age and Survivors|nsurance.

a Positive tax expenditure of less than $50 million.

STUNLIONAIXZ XVI (n MWOOJTH XV JO SLOFIIR THL S8

b. In addition, the exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts, net of the income tax effect,

of $0.3 billion per year from 1989 through 1993.

C. Negative tax expenditure of less than $50 million.
d. Includes effects of tax credit, dividend deduction, nonrecognition of gain on stock sales, and exclusion of interest on ESOP |oans.
e The figures in the table show the effect of the earned income credit on receipts. The increase in outlays is $5.0 billion in 1989, $5.4 hillion

in 1990, $5.9 hillion in 1991, $6.5 billionin 1992, and $7.1 hillionin 1993,
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APPENDIX B

DIFFERENCES BETWEEN THE TAX
EXPENDITURE LISTS OF THE
ADMINISTRATION AND THE
CONGRESSIONAL AGENCIES

The following tax expenditure items appear on the list of the Joint
Committee on Taxation, but are not included in Specid Analysis G of
the Presdent's Budget. The differences between the ligts result large-
ly from JCT's having added provisons recommended for reped in the
tax reform proposals put forth by the Treasury Department and the
President in 1984 and 1985. Also, the ligts cover different years, and
JCT's list includes repealed and expired provisions that, because of

transition rules and the timing of payments, continue to result in rev-
enuelosses.1/

International  Affairs
Exclusion of certain allowancesfor federal employees abroad

Energy
Exception from passive loss rules for working interests
in oil and gas properties
Expensing of tertiary injectants (used for enhanced oil recovery)

Agriculture
Deductibility of patronage dividends and certain
other items of cooperatives
Exclusion of cost-sharing payments
Cash accounting

Financial Institutions
Merger rules for thrift institutions

1. Sources for this lig are Joint Committee on Taxation, Estimates of Federal Tax Expenditures for
Fiscal Years 1989-1993 (March 8, 1988), pp. 56; Office of Management and Budget, Special
A nalyses, Budgetofthe United States Government, Fiscal Year 1989, pp. G-41 to G-45.
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Tax exemption for certain insurance companies

Specia deduction for Blue Cross-Blue Shield companies
Deduction of unpaid losses of property and casuaty companies
Specid rulesfor life insurance company reserves

Exclusion of income from structured settlement amounts

Business and Commerce
Expensing of up to $10,000 depreciable business property
Permanent exemption from imputed interest rules
Specia rulesfor magazine, paperback, and record returns
Expensing of magazine circulation expenditures
Completed contract rules
Cash accounting, other than agriculture
Exclusion of capital gains at death

Employment
Exclusion of benefits from cafeteria plans
Exclusion of miscellaneousfringebenefits
Exclusion of employee awards
Exclusionofincomeearned by voluntary employee
beneficiary associations (VEBAs)

Social Services
Expensing of cogsfor removing architectural barriers
Exclusion of employer-provided child care
Exclusion of certain foster care payments

Medicare
Exclusion of untaxed Medicare benefits

Income Security
Excluson of employer-provided death benefits



