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PREFACE 

Tax expenditures are selective tax reductions for special 
groups of people or for people engaged in special activities. 
Examples include the tax deduction for medical expenses and 
the tax credit for business investments in certain depreciable 
property. By allowing taxpayers to deduct medical costs from 
their taxable income or credit a part of investment costs 
against their tax, the Government effectively shares those 
expenses, no less than if each beneficiary were paid out of 
funds that the Congress had appropriated for the purpose. 

The beneficiaries have long understood that the Federal 
Government was paying part of their costs. Their spokesmen 
regularly appear at congressional hearings to support these 
tax subsidies. They often record their own costs net of the 
tax saving. But the Federal Government itself has only 
recently begun viewing the tax reductions as the equivalent 
of direct outlays. 

This paper is an introduction to the tax expenditures 
concept. It has been prepared for congressional staff, exec- 
utive personnel, GAO's own staff, and anyone else whose work 
involves the Federal budget or who is interested in any of 
the program areas in which tax expenditures are used--or may 
one day be used--to influence private behavior. The paper 
presents criteria for identifying tax expenditures, describes 
the relative advantages of tax spending and direct spending, 
and explains how tax expenditures budgets are constructed. 
Appendix I contains a list of tax expenditures, with a brief 
explanation of each provision. An annotated bibliography in 
appendix I1 directs readers to other publications for addi- 
itional information. 

The tax expenditures concept is based on the idea that 
an income tax system can be divided into two parts. One part 
contains just the rules that are necessary to carry out the 
revenue-raising function of a tax on income: rules prescrib-l 
ing how net income is to be measured, what the tax unit is, 
what tax rates are to apply, and so forth. The other part 
contains exceptions to these rules that reduce some people's 
taxes but not others'. These exceptions have the same effect- 
as Government payments to the favored taxpayers. By identi- 
fying these provisions as tax expenditures, officials are 
better able to determine the total amount of Government effort 
or influence in a program area. 

The cost of a tax expenditure is the revenue that the 
Government did - not collect because a particular provision 
was in the tax law. For 
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allowed for medical expenses in 1978 and if tax rates and 
other provisions had been the same, the Government would have 
collected an extra $2.8 billion in income taxes from individ- 
uals. Accordingly taxpayers with medical expenses saved $2.8 
billion on their 1978 taxes; or to look at it another way, 
the Government "spent" $2.8 billion through the tax system 
to help them pay their medical bills. Estimates of the 
costs of all tax expenditures in fiscal year 1980 are pre- 
sented in appendix I. 

The tax expenditures concept is still being developed 
and some of its features remain controversial. Many persons 
object to the designation of some tax provisions as "expendi- 
tures" made through the tax system. We believe that it is not 
necessary to agree with the budgetmakers on every line item in 
the tax expenditures budgets to find the concept useful. We 
hope that this paper will foster a wider understanding of tax 
expenditures and encourage those who design, administer, and 
evaluate Government programs to pay closer attention to the 
many effects of the Federal tax system. 

We invite questions and comments on this paper. Please 
address them to Harry S. Havens, Director, Program Analysis 
Division. 

Comptroller General 
of the United States 
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CHAPTER 1 

INTRODUCTION 

The Federal Government sponsors many programs to promote 
the health of its citizens. They include such familiar 
examples as Medicare and Medicaid, the medical research pro- 
grams of the National Institutes of Health, and the medical 
care provided in Veterans Administration hospitals. A less 
familiar program is one in which the Government forgoes $ 3  
billion of revenue to assist one-fifth of the population to 
pay its medical and dental bills. This program's benefits 
are somewhat oddly structured; the program gives no benefits 
to persons unless their medical bills exceed 3 percent of 
their income, then pays 14 to 18 percent of the excess to 
low income persons, 20 to 30 percent of the excess to middle 
income persons, and nearly 70 percent of the excess to persons 
with the highest incomes. The program's best feature is 
administrative simplicity: the beneficiary does not have to 
apply to a Government office and wait for approval and pay- 
ment; instead he simply reduces his income tax. Since the 
percentage of medical expenses above the floor that is borne 
by the Government is by law equal to the highest income tax 
rates paid by the beneficiary, and since the program applies 
only to persons who itemize deductions on their income tax 
returns, the reduction in taxes is accomplished by including 
medical expenses in the taxpayers' itemized deductions. 

The Government's dedication of money to an activity by 
allowing a special reduction in taxes rather than a direct 
payment is called a "tax expenditure." 1/ Looking at provi- 
sions of the tax law this way emphasizes their similarity 
to direct expenditures and suggests that the Federal revenue 
losses they create could be "budgeted" the way direct expen- 
ditures are. By implication, they must be accounted for 
in the budget process if the total Government effort in a 

- 1/The term was invented by former Assistant Secretary of the 
Treasury Stanley S. Surrey, from whom the illustration 
given in the first paragraph is adapted. Strictly speaking, 
the term "tax expenditure" refers to the "spending" itself, 
the amount of revenue lost, rather than to the tax law pro- 
vision that gives rise to the spending. But this distinc- 
tion is seldom observed by writers on the subject, and it 
is common to refer to provisions of the law as "tax expendi- 
tures," as is done in this paper. Tax expenditures have 
also been called tax incentives, tax subsidies, tax bene- 
fits, tax preferences, loopholes, backdoor spending, and 
the like. 
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program area is to be known. This is the concept of the 
"tax expenditures budget," which was added to the budget- 
making process by the Congressional Budget and Impoundment 
Control Act of 1974. 

The tax expenditures concept is merely one way of looking 
at tax provisions. The Congressmen who enacted the deduction 
for medical expenses probably did not think of themselves as 
appropriating money to pay some taxpayers' medical bills. The 
deduction is identified as a tax expenditure because its 
effect is to subsidize medical care (regardless of its origi- 
nal purpose). 

Identifying such effects as subsidies is exactly the 
reason for constructing tax expenditures budgets. By lumping 
together the total Government support for an activity, inclu- 
ding direct payments, loans, loan guarantees, and tax expendi- 
tures, it is possible to evaluate that support in ways that 
might not otherwise be apparent. One type of support may be 
far more (or less) effective than others, leading to a 
restrdturing of the support. The effects of the tax expen- 
diture may conflict with the goals of the direct payment pro- 
grams, and hence one or the other should be changed. It might 
be that the existence of one type of program'makes another 
redundant. Both tax expenditure and direct expenditure poli- 
cies can benefit from this type of analysis. 

Thinking of tax reductions as the equivalent of direct 
expenditures can also be useful in other analyses, such 
as studies of program costs. In fact, an excellent example 
of this use of the concept appears in a 1973 GAO report 
on the Navy's leasing of tankers (prepared by auditors who 
had never heard the term "tax expenditures"). 1/ The Navy had 
concluded that it was cheaper to lease certain-tankers for 
its cargo fleet than to buy them. However, the Navy was able 
to lease the ships at less than economic cost because the 
lessors were willing to "lose" money (for tax purposes) on 
the contracts and make their "profit" in tax savings, by 
deducting the paper losses from income from other sources. 
GAO contended that the tax losses were just as much a cost 
to the Government as the direct outlays appearing in the 
Navy's budget and should therefore have been counted as a 
cost in deciding whether to lease or buy the ships. 2/ These 
tax costs are exactly what is meant by tax expenditures. 

- l/"Build and Charter Program for Nine Tanker Ships," 

- 2/This example is discussed in more detail in chapter 5 .  

August 15, 1973 (B-174839). 
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DEVELOPMENT OF TAX 
EXPENDITURES BUDGETS 

Although the idea that special tax reductions are equiv- 
alent to direct expenditures had already been expressed 
several years earlier, the first tax expenditures budget in 
the United States only appeared in the Secretary of the 
Treasury's Annual Report for 1968. It was a listing of a 
few provisions of the Internal Revenue Code that allowed 
tax reductions for designated activities or specific groups 
of taxpayers, with an estimate of their "cost" to the Govern- 
ment in uncollected taxes. Several expanded versions were 
later prepared as the usefulness of the concept was recog- 
nized. Such budgets are now required by law in the budgets 
prepared by both the executive branch and the Congress. At 
least one State regularly prepares a tax expenditures budget 
for all its taxes. The concept has been much discussed in 
the tax literature. More than 90 tax expenditures have been 
identified in the Federal individual and corporation income 
taxes; the total revenue loss attributed to tax expenditure 
provisions has been estimated at over $100 billion for 
1979. 1/ Proposals to create new tax expenditures are regu- 
larly Fresented in such policy areas as energy conservation, 
pollution control, and college education. 

In spite of its growing use the concept is still unfam- 
iliar to many persons, and to some people it still carries 
unpleasant connotations. The idea ,that the Government wants 
to "budget" uncollected tax monies suggests to some a confis- 
catory tax, as if the Government were entitled to all of a 
taxpayer's income. 

This is not the meaning intended by those who originated 
or those who now use the tax expenditures concept. Their 
view is that the purpose of the tax system is to raise 
revenues for the Government, that there are rules for deter- 
mining who is to bear what share of the tax burden, and that 
when those rules are bent to benefit some special group or 
promote some special activity, the result is the same as 
if the money had been collected according to the rules and 
returned to the special beneficiaries by direct appropria- 
tion. 

- 1/The revenue loss estimates used in the body of this report 
come from Special Analyses, The Budget of the United States 
Government for Fiscal Year 1980 (Washington: U.S. Govern- 
ment Printing Office, 1979), Special Analysis G. 
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PURPOSE OF THIS PAPER 

This paper has been prepared to introduce the tax 
expenditures concept to GAO personnel and others who work 
in Federal program areas affected by tax expenditure provi- 
sions. The tax expenditures concept is growing in importance. 
It is to be found today in tax reform proposals, program 
costs and agency budgets, surveys of alternative means of 
financing, or any of the multitude of areas where tax incen- 
tives are used or proposed to influence behavior (ranging 
from national defense to home gardens). Other countries, 
such as Canada, West Germany, and the Netherlands, are 
preparing or studying tax expenditures budgets. 

of them are published annually by the Office of Management 
and Budget, 1/ the Congressional Budget Office, 2/ and 
congressionaT committees. 3/ Tax lawyers and ec’6nomists 
interested in the subject Eave published a number of detailed 

., ‘\ discussions of the concept. This paper assembles information 
from those sources in an attempt to provide a reasonably 
complete and not overly technical discussion of the topic. 

Tax expenditures budgets and explanations of some aspects 

-h 
\ \  

\\ -. 

Chapter 2 describes the criteria necessary to define 
the concept and to identify Internal Revenue Code provisions 
that create tax expenditures. Chapter 3 discusses how such 
provisions get into the law and reviews some of the arguments 
made for and against the use of tax expenditures. Chapter 
4 covers the construction of tax expenditures budgets. 
Chapter 5, which brings up a few of the problems that have 
not yet been resolved in the definition and uses of the con- 
cept, is slightly more technical than the rest of the paper 
and may be omitted by those seeking only familiarization. 
Appendix I lists all the tax expenditures that are currently 
identified, presents the Congressional Budget Office’s esti- 
mates of their cost for fiscal year 1980, and provides a 

- l/Special Analyses, The Budget of the United States Govern- 
ment (Washington: U.S. Government Printing Office, 
annual). 

- 2/Five-Year Budget Projections and Alternative Budgetary 
Strategies, Supplemental Report on Tax Expenditures 
(Washington: Congressional Budget Office, annual). 

- 3/E.g., U.S. Congress, House Committee on Ways and Means, 
Estimates of Federal Tax Expenditures, Committee Print, 
annual . 
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brief description of each one. 
bibliography of published tax expenditures budgets and articles 
discussing various aspects of the concept fo r  those who want 
more information than this brief paper provides. 

Appendix I1 contains a 
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CHAPTER 2 

IDENTIFYING TAX EXPENDITURES 

The mere fact that a tax provision can be construed as 
serving another purpose besides determining tax liability 
does not make it a tax expenditure. Allowing an exemption 
for each child, for example, might be said to encourage 
large families; but it may also represent society's judgment 
that a family's income does not belong entirely t o  the person 
who earns it. Nor does the fact that a tax reduction could 
be considered the equivalent of a direct outlay make it a 
tax expenditure. The exemption from tax of persons earning 
less than a certain amount of income could be considered the 
equivalent of welfare payments; but it may be based on noth- 
ing more than the fact that for administrative reasons the 
first dollar of income is not the best starting point for 
an income tax. (A tax on very low incomes can cost more to 
collect than it brings in.) More is needed to define the 
concept. 

DEFINING TAX EXPENDITURES 

The original 1968 tax expenditures budget defined a tax 
expenditure provision as a deduction, exemption, credit, or 
exclusion designed to promote some objective other than the 
measurement of net income, such as "economic growth or a 
desirable expenditure pattern by taxpayers." This type of 
provision was contrasted to the part of the tax system 
designed to measure net income, which was said to conform 
to "widely accepted definitions of income and standards of 
business accounting" and the "generally accepted structure 
of an income tax." - 1/ 

Similar definitions have been used in later budgets. 
The Special Analyses that accompany the President's budget 
have added references to a "theoretically-pure income taxuB 
and the "international norms" of taxation. 2/ - 

The statutory definition was established by the Congres- 
t i sional Budget and Impoundment Control Act of 1974. Tax 

U.S. Government Printing Office, 

- 2/Special Analyses, The Budget of the United States Govern- 
ment for Fiscal Year 1979 (Washington: U . S .  Government 
Printing Office, 1978), pp. 152-53. 
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expendi tures  were def ined a s  " those revenue l o s s e s  a t t r i b u t -  
ab le  t o  provis ions  of t he  Federal tax laws which allow a 
s p e c i a l  exclusion,  exemption, or  deduction from g ross  income 
or  which provide a s p e c i a l  c r e d i t ,  a p r e f e r e n t i a l  r a t e  of t ax ,  
or a d e f e r r a l  of tax  l i a b i l i t y . ' '  1/ Committee r e p o r t s  s a i d  
t h a t  t h e  p rovis ions  the  Congress Ead i n  mind were those t h a t  
deviated from t h e  "normal tax  s t r u c t u r e  fo r  i nd iv idua l s  and 
corporat ions."  - 2/ 

These d e f i n i t i o n s  a r e  a l l  near ly  t h e  same, and t h e y  
e s t a b l i s h  one aspec t  c l e a r l y :  some f e a t u r e s  of the  e x i s t i n g  
income tax system r e f l e c t  a w i d e l y  shared view of t h e  way a 
"normal" income tax  should be designed t o  r a i s e  revenue, 
w h i l e  some f e a t u r e s  reduce taxes  on c e r t a i n  se l ec t ed  groups 
of persons. Therefore,  a provis ion t h a t  reduces taxes  below 
those required by the  normal tax s t r u c t u r e  i s  a tax  expendi- 
t u r e ,  and e s t a b l i s h i n g  c r i t e r i a  f o r  i d e n t i f y i n g  tax expendi- 
t u r e s  becomes pr imar i ly  a task  of def in ing  the  "normal" 
tax  system. 

THE NORMAL TAX STRUCTURE 

A normal tax s t r u c t u r e  i s  a t h e o r e t i c a l  model embodying 
p r i n c i p l e s  of f a i r n e s s  and n e u t r a l i t y  gene ra l ly  agreed t o  
under l ie  a n a t i o n ' s  tax  system. I t  i s  of course a pure 
abs t r ac t ion ;  no such s t r u c t u r e  can be found on any n a t i o n ' s  
law books. Some ambitious persons have labored t o  b u i l d  
systems t h a t  would p e r f e c t l y  r e f l e c t  these  underlying pr in-  
c i p l e s ,  b u t  without much success ,  because i t  is  impossible 
t o  persuade a l l  persons t o  agree on what f e a t u r e s  a r e  f a i r  
and what a r e  not .  

For the  same reason, no two persons a r e  l i k e l y  t o  agree 
on every d e t a i l  of the  "normal tax s t r u c t u r e . "  C r i t i c s  of t h e  
t ax  expenditures concept maintain t h a t  these  disagreements 
d i s c r e d i t  t he  concept. The f a c t  is ,  however, t h a t  a number 
of remarkably c o n s i s t e n t  tax expendi tures  budgets have been 
cons t ruc ted ,  implying broad agreement on many of the  f e a t u r e s  
of the  normal income tax s t r u c t u r e  among those who cons t ruc t  
t h e  budge t s .  I t  would be ove r s t a t ing  mat te rs  t o  say t h a t  
t he re  i s  equal agreement on t h e  d e t a i l s  of t h e  s t r u c t u r e  

- l /Sect ion 3 ( a ) ( 3 ) ,  Congressional Budget and Impoundment Con- 
t r o l  Act of 1 9 7 4 ,  Public Law 93-344 ( 3 1  U . S . C .  1302).  

- 2/U.S. Congress, House, Congressional Budget  and Impoundment 
Control A c t  of 1 9 7 4 ,  Conference Report No. 93-1101 t o  accom- 
pany H.R.  7130, 93d Cong., 2d s e s s . ,  June 11, 1 9 7 4 ,  p. 50 .  
The q u o t a t i o n  is from t h e  S e n a t e  v e r s i o n  of t h e  b i l l .  
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among tax scho la r s  generally--tax expendi tures  budgets, a f t e r  
a l l ,  a r e  only constructed by p a r t i s a n s  of t h e  concept, not 
by t h o s e  who spurn it. B u t  i t  is probably accura te  t o  say 
t h a t  most of t he  c e n t r a l  f e a t u r e s  of the  normal tax system 
a r e  not  s e r ious ly  i n  d i spu te .  Disagreements a r e  more common 
over c e r t a i n  per iphera l  f e a t u r e s  of the  normal s t r u c t u r e .  

The weight ies t  ob jec t ion  t o  the  tax expendi tures  con- 
cept  comes from those who deny t h a t  a normal tax s t r u c t u r e  
can be def ined.  They disclaim t h e  ex i s t ence  of universal  
norms of taxa t ion  t h a t  can be elaborated i n t o  a complete 
tax s t r u c t u r e .  I n  t h e i r  v iew any tax  s t r u c t u r e  i s  inescapably 
a r b i t r a r y  because it  m u s t  contain d e t a i l s  t h a t  cannot be 
derived from t h e  o r i g i n a l  norms. These c r i t i c s  be l ieve  t h a t  
none o f  the  tax expendi tures  budgets a r e  useful  because they 
merely catalogue dev ia t ions  from a standard t h a t  was com- 
p l e t e l y  a r b i t r a r y  i n  the  f i r s t  place.  I f  t he  standard were 
changed t h e  budgets would be too. 

T h e  cu r ren t  view among tax policymakers is  t h a t  i t  is 
poss ib le  t o  reach broad agreement on enough f e a t u r e s  of the 
normal income tax s t r u c t u r e  t o  prepare a meaningful tax expen- 
d i t u r e s  budget fo r  the  Federal income taxes .  There a r e  s t i l l  
o ther  f e a t u r e s  t h a t  many scho la r s  t h i n k  should be i n  the 
normal s t r u c t u r e ;  u n t i l  now, however, t h e  budgetmakers have 
been unable t o  agree upon t h e i r  inc lus ion .  Work cont inues on 
the a r c h i t e c t u r e  of t h e  normal tax s t r u c t u r e  and one day more 
d e t a i l s  may be added, leading t o  t h e  i d e n t i f i c a t i o n  of new 
provis ions i n  t h e  I n t e r n a l  Revenue Code a s  tax expenditures 
or the  d e l e t i o n  of some old ones from the  l i s t .  

There a r e  a number of problems t h a t  any tax system m u s t  
so lve .  For an income tax  the  normal tax s t r u c t u r e  m u s t  
include a d e f i n i t i o n  of income. I t  m u s t  provide ways of de- 
c id ing  who i s  l i a b l e  fo r  the  t a x ,  which is  the  same a s  decid- 
i n g  who owns the income. I t  n e e d s  r u l e s  fo r  deciding how the 
income i s  t o  be accounted fo r  (and fo r  what p e r i o d ) .  I t  needs 
r u l e s  fo r  determining allowable deductions.  (Some deductions 
a r e  implied i n  almost any d e f i n i t i o n  of income, such a s  the  
c o s t  of  goods sold and other  expenses of earning income.) I t  
m u s t  have a schedule of tax r a t e s .  I t  m u s t  determine how t o  
tax c e r t a i n  l e g a l  e n t i t i e s ,  such a s  corpora t ions  and t r u s t s .  
And i t  m u s t  be appl ied t o  taxpayers operat ing across  i n t e r -  
na t iona l  boundaries. 
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I n  t he  following s e c t i o n s  some of these  problems w i l l  
be examined and the  so lu t ions  implied i n  the  tax  expenditures 
b u d g e t s  w i l l  be used t o  de f ine  the  "normal tax  s t r u c t u r e  for  
ind iv idua ls  and corporat ions."  - 1/ 

Income 

Income i n  the  normal s t r u c t u r e  i s  intended t o  be a s  
comprehensive a s  can be accura te ly  determined. The  s t a r t i n g  
poin t  is the  concept known a s  the  " t o t a l  accre t ions"  def i n i -  
t i o n  of income, more o f t en  c a l l e d  the  "Haig-Simons" def i n i -  
t i o n ,  a f t e r  two of t h e  economists who developed it. 

Robert Murray Haig defined income a s  the  increases  i n  
one 's  economic power capable of being valued i n  money. Eco- 
nomic power means the  power t o  s a t i s f y  one ' s  economic wants 
and c o n s i s t s  of e i t h e r  cu r ren t  consumption or  the  wealth 
a v a i l a b l e  fo r  f u t u r e  consumption; so ,  according t o  Henry 
Simons, t h i s  income i s  equal t o  the  sum of consumption expen- 
d i t u r e s  and changes i n  ne t  wealth. Haig-Simons income, then, 
is  t h e  money value of a l l  consumption i n  a g i v e n  per iod,  p lus  
or minus  t he  money value of a l l  changes i n  ne t  wealth between 
t h e  beginning and end of t he  period. 

The  advantage of def in ing  income i n  terms of i t s  uses 
(consumption or accumulation) ins tead  of i t s  sources is t o  
obvia te  arguments whether one d o l l a r  i s  d i f f e r e n t  from 
another.  It is poss ib l e  t o  maintain t h a t  " c a p i t a l  gains" a r e  
not t h e  same a s  "wages"; b u t  i n  t h e  hands of t h e  r e c i p i e n t  
a d o l l a r  of one i s  useful  i n  the  same way a s  a d o l l a r  of t h e  
o ther .  T h u s  anything t h a t  is  useful  f o r  consumption (now 
or i n  t h e  f u t u r e )  is  income, and no d iscuss ion  of i t s  source 
is necessary. 

T h i s  d e f i n i t i o n  of income includes many t h i n g s  not 
usual ly  thought of a s  income. G i f t s  a r e  income t o  t he  recip- 
i e n t  because a d o l l a r  received by g i f t  is  no d i f f e r e n t  from 
any other  d o l l a r .  The money value of a l l  goods and se rv ices  
received is income, because a f r e e  l u n c h  or a i rp l ane  t i c k e t  
represents  j u s t  a s  much consumption a s  a purchased one. A n  

- l /One flaw i n  t h i s  approach is  t h a t  some admitted tax  expen- 
d i t u r e s  a r e  l e f t  out of t h e  budgets fo r  p r a c t i c a l  reasons. 
Some tax  expenditure provis ions  involve revenue l o s s e s  
too small t o  be worth est imat ing.  Other provis ions  t h a t  
may c r e a t e  s i g n i f i c a n t  tax  expenditures a r e  omitted because 
t h e  d a t a  necessary t o  es t imate  t h e i r  c o s t  a r e  completely 
inadequate. The following d iscuss ions  t r y  t o  allow fo r  
t hese  d e l i b e r a t e  omissions. 
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increase  i n  t he  value o f  t he  property one owns, such a s  
s tocks  or r e a l  e s t a t e ,  i s  income i n  t he  period during which  
t h e  increase occurs,  because it increases  the  wealth ava i l ab le  
for  f u t u r e  consumption. S imi la r ly ,  a dec l ine  i n  value reduces 
income. The value of goods one produces fo r  onese l f ,  s u c h  as  
homegrown vegetables ,  i s  income because t h i s  value a l s o  repre- 
s e n t s  consumption. Even the  se rv ices  of one ' s  durable  con- 
sumer goods, such a s  a house or  a c a r ,  a r e  consumption when 
t h e  goods a r e  u s e d ,  and so t h e  amount of r e n t  one would have 
had t o  pay fo r  them ( t h e  "imputed r e n t a l  value") is income 
under the  Haig-Simons d e f i n i t i o n .  

The imputed r e n t a l  value of owned a s s e t s  may need fu r the r  
explanation. I f  one buys an income-producing property,  such 
a s  a house t o  be h e l d  fo r  r e n t ,  t he  p r i c e  one pays r e f l e c t s  
t h e  present  value of the  income one expects  t o  receive from 
the  property i n  the  fu tu re .  When t h e  r e n t  is  eventua l ly  
received p a r t  of it goes t o  pay the  expenses of owning and 
operat ing t h e  property,  and, i f  a l l  goes w e l l ,  something i s  
l e f t  over a s  a r e tu rn  on the  inves tmen t .  The r a t e  of t h i s  
r e tu rn  should be a t  l e a s t  a s  g r e a t  a s  t h e  o r i g i n a l  discount  
r a t e ;  t h a t  is, it is the  p r o f i t  one expected t o  g e t  i n  t h e  
f i r s t  place.  By analogy, when one buys a house fo r  one 's  
own use one is  buy ing  a stream of f u t u r e  housing se rv ices ,  
discounted t o  the  present .  The value of those se rv ices ,  
l e s s  expenses ( inc luding  d e p r e c i a t i o n ) ,  is  income under the  
Haig-Simons d e f i n i t i o n ,  j u s t  a s  i f  one were ren t ing  from 
oneself  and paying oneself  t h e  p r o f i t  represented by t h e  
discount  r a t e .  Cars, washing machines, and o ther  consumer 
durables  l ikewise r e tu rn  a stream of valuable  se rv i ces  t h a t  
represents  a " p r o f i t "  on one 's  investment i n  them. 

The Haig-Simons d e f i n i t i o n  of income i s  recognized a s  
being a l toge the r  too comprehensive t o  be a p r a c t i c a l  b a s i s  
fo r  taxa t ion ;  it is  intended a s  a t o o l  f o r  analyzing or a 
standard f o r  j u d g i n g  other  concepts of income. The d e f i n i t i o n  
of income i n  the  normal tax  s t r u c t u r e  is a s u b s t a n t i a l l y  
modified vers ion of t h e  Haig-Simons d e f i n i t i o n .  

The apprec ia t ion  or deprec ia t ion  i n  t he  value of owned 
a s s e t s  i s  rou t ine ly  estimated fo r  some purposes, s u c h  a s  
cons t ruc t ing  balance shee t s  or  applying f o r  c r e d i t ;  b u t  
u n t i l  the  a s s e t s  a r e  a c t u a l l y  sold or  exchanged, t h a t  value 
remains t o  some degree uncertain.  Saying t h a t  one has prop- 
e r t y  worth $ 1 0 0  is not  the  same a s  persuading someone e l s e  
t o  pay $ 1 0 0  f o r  it. So the  tax  law genera l ly  r equ i r e s  t h a t  
these  increases  or decreases  i n  paper values  be made r e a l  
( " r e a l i z e d " )  i n  a t r ansac t ion  of some s o r t  before they a r e  
included i n  income or  deducted a s  losses .  T h i s  requirement 
is  accepted a s  t he  normal one i n  t h e  tax  expenditures budgets .  
I n  some cases  " r e a l i z a t i o n "  is  l i b e r a l l y  in t e rp re t ed ;  f o r  
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example, transferring appreciated property by gift or 
inheritance is considered a transaction (since the owner 
is, in effect, disposing of accumulated, untaxed income), 
and a failure to tax the appreciation as income at that time 
is considered a tax expenditure. There are a few other ambig- 
uous casesp but in general realization is fundamental to the 
definition of income in the normal system. 

A similar problem surrounds the income arising from 
"transactions" with oneself, such as the imputed rent on 
owner-occupied housing. Although it can be argued that such 
income exists in the aggregate, it is very difficult to deter- 
mine if any given individual is a recipient of such income, 
and even more difficult to know how it should be measured. 
Not all investments make a profit; in market transactions, 
such as renting a house, there are accounting standards for 
determining profit and loss, so we can know who had income 
and who did not. In the absence of a market transaction, we 
do not know whether a particular homeowner had a positive or 
negative llincomel' from his house. Homegrown vegetables present 
the same problem; if they are sold we know their value (the 
price someone was willing to pay), but if they are not sold 
we do not know if they had any value at all. (Farmers fre- 
quently eat what they cannot sell; the product is consumed at 
home precisely because it has no market value.) Thus the 
economists' definition of income is modified in the normal 
tax structure to require that it be obtained in an objective 
transaction. (This could be viewed not as a modification 
of Haig's definition, but merely as an explanation of what 
is meant by "capable of being valued in money.") 

Gifts are also troublesome to classify. They unques- 
tionably are income by the Haig-Simons definition; and they 
are definitely not income under the Internal Revenue Code. 
Their exclusion from taxable income is not counted as a tax 
expenditure item in the tax expenditures budgets. Scholar- 
ships and fellowships are specifically excluded from income 
under the Internal Revenue Code; they were excluded to avoid 
arguments over whether or not they were really gifts. The 
exclusion of scholarships and fellowships is considered 
a tax expenditure. Certain prizes and awards are likewise 
excluded from taxable income, but are not treated as tax 
expenditures, perhaps because they are thought to resemble 
private gifts in that the recipient does not specifically 
seek the prize or award. Social security payments and cash 
welfare payments from governments are excluded from income 
under the Code because the IRS ruled that they came under the 
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general  exclusion f o r  g i f t s .  1/ These exclusions a r e  con- 
s idered  t ax  expendi tures  because most d i r e c t  government 
payments do c o n s t i t u t e  income and these  a r e  i n  the  form of 
cash--the most normal k i n d  of income. Valuation d i f f i c u l -  
t i e s  may explain why severa l  of these  exclusions a r e  not  
considered t ax  expendi tures ,  although many persons recognize 
t h a t  t h e  omission of such programs a s  food stamps, which 
have a r e a d i l y  determined va lue ,  c a l l s  f o r  f u r t h e r  examina- 
t i on .  The treatment of g i f t s  is discussed i n  more d e t a i l  i n  
chapter 5 .  

Taxpayinq e n t i t y  

I n  t h e  " t o t a l  accre t ions"  income model, only i n d i v i d -  
u a l s  e x i s t .  Any income a r i s i n g  i n  corpora t ions  o r  o ther  
organiza t ions  should be a t t r i b u t e d  t o  t h e  ind iv idua ls  who 
own o r  comprise t h e  o rganiza t ion .  I n  t h e  United S t a t e s ,  
however, t axes  f a l l  on l e g a l  e n t i t i e s ,  and the  s t r u c t u r e  
t h a t  t r e a t s  i nd iv idua l s  ( o r  c o u p l e s ) ,  t r u s t s ,  corpora t ions ,  
coopera t ives ,  churches, lodges,  l abor  unions, e tc . ,  a s  sepa- 
r a t e  taxpaying o r  tax-exempt e n t i t i e s  has been accepted a s  
normal. Tax expenditures have been i d e n t i f i e d  i n  dev ia t ions  
from a f l a t - r a t e  corporat ion income tax  f o r  ordinary corpora- 
t i o n s ,  b u t  not  i n  t h e  exemption from t h e  corporate  tax  f o r  
tax-exempt ( n o n p r o f i t )  o rganiza t ions  o r  those t h a t  simply 
pass t h e i r  taxable  income through t o  t h e i r  owners (pa r tne r -  
s h i p s ,  "Subchapter s" corpora t ions ,  e t c . ) .  For t h e  most p a r t  
t h e  e x i s t i n g  l e g a l  s t r u c t u r e  has been considered normal i n  
t h i s  a r ea .  ( T h i s  w i l l  be brought up again i n  chapter 5 . )  

Accounting methods 

The u s e  of d i f f e r e n t  accounting methods, such a s  cash o r  
acc rua l ,  has  not  g i v e n  r i s e  t o  any tax  expenditures;  appar- 
e n t l y  any method is  normal i f  i t  is c o n s i s t e n t l y  applied and 
c r e a t e s  no p r e f e r e n t i a l  d i s t o r t i o n s  i n  income. The I n t e r n a l  
Revenue Code does requi re  t h a t  c o s t s  of goods included i n  
i nven to r i e s  be accrued and charged o f f  only when t h e  goods 
a r e  so ld ;  an exception t o  t h a t  requirement f o r  noncorporate 
farmers i s  considered a tax  expenditure.  Various ways of 
valuing inven to r i e s ,  such a s  l a s t - i n ,  f i r s t - o u t ,  have not  
been c a l l e d  t ax  expenditure provis ions ,  nor have t h e  spec ia l  
accounting methods fo r  ins ta l lment  s a l e s ,  cons t ruc t ion  con- 
t r a c t s ,  e t c .  

- 1 / U . S .  Congress, Senate Committee on t h e  Budget, Tax Expen- 
d i t u r e s :  Relat ionships  t o  Spending Proqrams and Background 
Material  on Individual  Provis ions (Washington: U . S .  Gov- 
ernment P r in t ing  Off ice ,  1978) ,  pp. 138, 1 4 7 .  
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Tax e x p e n d i t u r e s  have been i d e n t i f i e d  i n  special account-  
i n g  p r i v i l e g e s  t h a t  d i s t o r t  t h e  r e l a t i o n s h i p  between income 
and t h e  c o s t s  o f  producing  it; t h i s  t o p i c  i s  d i s c u s s e d  below 
under  "Deduct ions."  

Accounting p e r i o d s  

The accoun t ing  p e r i o d  g e n e r a l l y  r e q u i r e d  by t h e  Code 
and a c c e p t e d  a s  normal i s  a n  annua l  one.  However, e x c e p t  i n  
farming and a few o t h e r  s e a s o n a l l y  c y c l i c a l  p u r s u i t s ,  a yea r  
i s  a n  a r b i t r a r y  p e r i o d  and s t r i c t  adhe rence  t o  i t  would be 
u n f a i r  t o  i n d i v i d u a l s  w i t h  e x t r a o r d i n a r i l y  l a r g e  incomes i n  
a p a r t i c u l a r  y e a r  (because o f  t h e  g r a d u a t e d  r a t e s )  o r  t o  
b u s i n e s s e s  w i t h  a l t e r n a t i n g  p r o f i t  and l o s s  y e a r s  (because 
t h e  Government would be s h a r i n g  i n  t h e  p r o f i t s  b u t  n o t  i n  
t h e  l o s s e s ) .  So t h e r e  a re  p r o v i s i o n s  t h a t  reduce t h e  effects  
o f  t h e  annua l  a c c o u n t i n g  p e r i o d :  e x t r a o r d i n a r y  i n c r e a s e s  i n  
i n d i v i d u a l s '  incomes can be  averaged  ove r  a 5-year p e r i o d ;  
l o s s e s  c a n  be c a r r i e d  back or forward  t o  o t h e r  y e a r s .  These 
a r e  a c c e p t e d  as  a p a r t  o f  t h e  normal t a x  s t r u c t u r e .  

The p r e f e r e n t i a l  t a x  r a t e s  on  c a p i t a l  g a i n s  a re  some- 
times defended  on s i m i l a r  g rounds  a s  a means o f  m i t i g a t i n g  
t h e  e f f ec t s  o f  t h e  annua l  a c c o u n t i n g  p e r i o d  and t h e  progres-  
s i v e  ra tes ;  g a i n s  a c c r u i n g  over  many y e a r s  might  o t h e r w i s e  
be t a x e d  a t  v e r y  h i g h  r a t e s  i n  t h e  y e a r  t h e y  are  real ized.  
However, t h e  s i t u a t i o n  is n o t  so s i m p l e  w i t h  c a p i t a l  g a i n s .  
If  t h e  t a x  were p a i d  y e a r  by y e a r  a s  t h e  g a i n s  accrued, it 
would be lower ,  b u t  it would a l s o  be p a i d  e a r l i e r ;  t h e  cu r -  
r e n t  d e f e r r a l  o f  t h e  t a x  i s  i t se l f  a t ax  advantage .  C a p i t a l  
g a i n s  a r e  subjec t  t o  income a v e r a g i n g  f o r  i n d i v i d u a l s ,  j u s t  
l i k e  any  o t h e r  e x t r a o r d i n a r y  increase i n  income. And t h e  
c a p i t a l  g a i n s  t ax  r a t e s  a re  e x t r e m e l y  gene rous  and, e x c e p t  
f o r  t h e  1-year  h o l d i n g  p e r i o d ,  u n r e l a t e d  t o  t h e  l e n g t h  o f  
time t h e  g a i n s  have been a c c r u i n g .  For these r e a s o n s  t h e  
r e d u c t i o n  i n  t a x  on  c a p i t a l  g a i n s  income i s  c o n s i d e r e d  a 
tax  e x p e n d i t u r e  r a t h e r  t h a n  a j u s t i f i e d  form o f  income 
ave rag ing  . 
Deduct ions  

Under t h e  Haig-Simons c o n c e p t ,  a s  under any o t h e r  rea- 
s o n a b l e  d e f i n i t i o n  o f  income, income i s  d e f i n e d  n e t  o f  t h e  
c o s t  o f  producing  it. The expenses  n e c e s s a r y  t o  produce  
income a r e  t h e r e f o r e  c o n s i d e r e d  normal d e d u c t i o n s  by t h o s e  
who p r e p a r e  t h e  t a x  e x p e n d i t u r e s  b u d g e t s .  The d i s a g r e e m e n t s  
a r i s e  ove r  what  i s  a n  expense  o f  producing  income and whether 
t h e  expenses  have been r e l a t e d  t o  t h e  r i g h t  income. 
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Some expenditures serve a mixture of purposes: t h e y  
produce income and a l s o  s a t i s f y  personal needs and d e s i r e s .  
Examples a r e  commuting expenses, which a r e  not  deduct ib le  
under t h e  I n t e r n a l  Revenue Code, and business  lunches,  wh ich  
a r e  deduct ib le .  I f  t h e  personal consumption component of t he  
deduc t ib l e  expenses of t h i s  type i s  considered inadequately 
r e s t r i c t e d ,  they a r e  l i s t e d  a s  tax  expendi tures .  Chari table  
deductions f o r  corpora t ions  and t h e  c h i l d  c a r e  c r e d i t  for  
ind iv idua ls  1/ have been i d e n t i f i e d  a s  tax expenditures 
because they-are thought t o  allow t ax  reduct ions without 
adequately t e s t i n g  f o r  t h e  business  o r  nonbusiness purposes 
behind them. 

Expenditures t h a t  a r e  accepted a s  necessary t o  produce 
income may never the less  be d i f f i c u l t  t o  r e l a t e  t o  p a r t i c u l a r  
income. The r u l e s  followed a r e  usua l ly  those of the  account- 
i n g  profess ion ,  which d i f f e r  from those of  t h e  I n t e r n a l  Reve- 
nue Code i n  some cases .  For tax accounting purposes, some 
expenses a r e  deducted before t h e  income they r e a l l y  r e l a t e  
t o  is  reported ( f o r  example, t h e  c o s t  of  d r i l l i n g  an o i l  w e l l  
may be deducted before  t h e  o i l  i s  s o l d ) ,  and some, w h i c h  
a r e  admit tedly es t imates  t o  begin w i t h ,  a r e  estimated by more 
generous r u l e s  than normal accounting s tandards would permit 
( f o r  exampleo deducting a s  deple t ion  a percentage of the  
g ross  s a l e s  p r i c e  of minerals  ins tead  of t h e  prorated c o s t  
of t h e  well or  mine).  These and other  spec ia l  tax accounting 
r u l e s ,  such a s  dep rec i a t ion  and amort izat ion of property a t  
a f a s t e r  r a t e  than i t  r e a l l y  wears ou t  o r  becomes obsole te ,  
add i t ions  t o  bad deb t  reserves  t h a t  a r e  g r e a t e r  than those 
based on ac tua l  l o s s  experience,  and deductions of c o s t s  
t h a t  should have been added t o  c a p i t a l  accounts,  c r e a t e  tax 
expendi tures  because t h e y  do not r e l a t e  income t o  expenses 
i n  a manner c o n s i s t e n t  w i t h  gene ra l ly  accepted accounting 
p r i n c i p l e s .  

Other than t h e  expenses of earning income, only one type 
o f  deduction i s  accepted a s  normal i n  t h e  t ax  expenditures 
budge t s .  T h i s  i s  the  por t ion  of t h e  ind iv idua ls '  incomes t h a t  
i s  not  t o  be taxed a t  a l l .  The  personal exemptions f o r  oneself  
and one ' s  dependents and t h e  standard deduction o r  "zero- 
bracket  amount" e s t a b l i s h  t h e  threshold a t  which income tax- 
a t i o n  b e g i n s .  T h i s  threshold v a r i e s ,  a s  do the tax r a t e  
schedules ,  by family s t a t u s ,  and t h e  deductions t h a t  make 
up the  tax threshold a r e  considered normal--that is ,  they 

- 1 / I n  p r i n c i p l e  the re  i s  no d i f f e r e n c e  between a c r e d i t  aga ins t  
t ax  and a deduction from income. O n l y  t h e  mechanics of 
computing the tax saving a r e  d i f f e r e n t .  See t h e  s ec t ion  on 
c r e d i t s  i n  t h i s  chapter .  
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a r e  not  considered tax expenditures.  The  e x t r a  amounts 
allowed f o r  t he  aged and t h e  b l i n d ,  however, - a r e  considered 
tax expendi tures ,  a s  a r e  t h e  itemized deductions f o r  
medical expenses, i n t e r e s t ,  t axes ,  c h a r i t a b l e  con t r ibu t ions ,  
and casua l ty  l o s s e s .  

These d i s t i n c t i o n s  a r e  among t h e  most con t rove r s i a l  i n  
t h e  t ax  expendi tures  budgets .  The argument c e n t e r s  on t h e  
concept of " a b i l i t y  t o  pay." Most income tax  systems r e f l e c t  
t h e  p r i n c i p l e  t h a t  equal ly  s i t u a t e d  taxpayers shou ld  pay 
equal amounts of tax .  One of t h e  fundamental problems a 
t ax  system m u s t  so lve  i s  deciding which taxpayers a r e  equal ly  
s i t u a t e d  w i t h  r e spec t  t o  a b i l i t y  t o  pay. I f  a l l  circumstances 
a r e  considered,  i t  may be t h a t  no two taxpayers a r e  equal ly  
ab le  t o  pay. The tax system m u s t  e s t a b l i s h  c l a s s e s  of  tax- 
payers w i t h i n  which a l l  a r e  presumed t o  have equal ( o r  sub- 
s t a n t i a l l y  s i m i l a r )  a b i l i t i e s  t o  pay. The tax  r a t e  schedules 
and t h e  t ax  threshold d i scussed  above e s t a b l i s h  s u c h  c l a s s e s  
by s i z e  of income and family s t a t u s ,  and, i n  t h e  tax  expendi- 
t u r e s  budgets,  these a r e  considered t h e  only normal c l a s ses .  

Itemized personal deduct ions,  l i k e  t h e  e x t r a  exemptions 
f o r  age and b l i n d n e s s ,  in t roduce some s p e c i a l  c l a s s e s  i n t o  
t h e  t ax  system. The c l a s s e s  of o ld  taxpayers ,  b l i n d  tax- 
payers ,  taxpayers w i t h  medical b i l l s ,  taxpayers w i t h  mortgages 
or consumer deb t s ,  taxpayers w i t h  consumption expendi tures  
o r  property s u b j e c t  t o  s a l e s  o r  property t axes ,  taxpayers 
i n  S t a t e s  w i t h  income taxes ,  taxpayers  making c h a r i t a b l e  con- 
t r i b u t i o n s ,  and taxpayers w i t h  uninsured damaged property a r e  
f e l t  t o  be too spec ia l  f o r  t h e  normal tax  system. 

There remain seve ra l  t echn ica l  problems i n  t h i s  a r e a ,  
and t h e  place of proper deductions i n  a normal tax  system 
is  discussed f u r t h e r  i n  chapter 5 .  

Tax r a t e s  

There a r e  sepa ra t e  ind iv idua l  income tax  r a t e  schedules 
f o r  married couples combining t h e i r  incomes on one r e t u r n  i n  
order t o  be t r e a t e d  a s  one taxpaying u n i t ,  f o r  s i n g l e  i n d i -  
v i d u a l s  maintaining households f o r  dependents, f o r  o ther  
s i n g l e  ind iv idua l s ,  and f o r  married persons f i l i n g  s epa ra t e  
r e tu rns .  Family s t a t u s  i s  considered a normal reason fo r  
varying tax  l i a b i l i t y .  T h i s  i s  p a r t l y  i n  recogni t ion  of t h e  
l e g a l  and moral o b l i g a t i o n s  involved i n  family r e l a t i o n s h i p s ,  
which t h e  tax  law has always allowed f o r ;  normal f ami l i e s  
r e a l l y  do share  income, s o  family s t a t u s  i s  important i n  
determining a b i l i t y  t o  pay. 
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The indiv idua l  income tax r a t e  schedules a r e  "graduated" 
o r  "progress ive ,"  i . e . ,  t h e  r a t e s  increase  a s  income 
increases .  Although the re  a r e  t h e o r e t i c a l  arguments f o r  (and 
a g a i n s t )  progressive income t axa t ion ,  they a r e  not  r e f l e c t e d  
i n  the  tax  expendi tures  b u d g e t s ,  ( I t  i s  usua l ly  sa id  t h a t  
t h e r e  i s  no b a s i s  f o r  deciding how much progression i s  normal 
or  d e s i r a b l e ,  b u t  t h a t  cons idera t ion  of a b i l i t y  t o  pay 
r equ i r e s  some progression.)  T h e  progressive r a t e  s t r u c t u r e  i s  
accepted a s  normal because h i s t o r i c a l l y  i t  has predominated 
i n  t h i s  country and most o the r  c o u n t r i e s  w i t h  income taxes.  

The corporat ion income tax r a t e s  a r e  a l s o  progressive 
(though m i l d l y  so)  B u t  t h i s  i s  not considered "normal." 
One reason is  t h e  l e g i s l a t i v e  h i s t o r y  of t h e  p rovis ion ,  which 
i n d i c a t e s  t h a t  t h e  lower tax  r a t e s  on t h e  f i r s t  $100 ,000  of 
p r o f i t s  a r e  a spec ia l  reduction t o  b e n e f i t  small business.  
Another i s  t h a t ,  i n  economic theory,  t h e r e  i s  no b a s i s  for  
saying t h a t  one corporat ion has a g r e a t e r  a b i l i t y  t o  pay 
than ano the rp  because i t  i s  t h e  pos i t i on  of t h e  owners and 
not t he  corpora t ions  t h a t  determines a b i l i t y  t o  pay and 
t h e r e  i s  no j u s t i f i c a t i o n ,  t he re fo re ,  f o r  progressive corpo- 
r a t e  tax r a t e s .  Whatever t h e  reason, a f l a t  r a t e  (propor- 
t i o n a l )  t ax  i s  considered "normal" f o r  corpora t ions ,  and the  
revenue l o s s  due t o  the  lower r a t e s  on t h e  f i r s t  $ 1 0 0 , 0 0 0  i s  
considered a tax  expenditure.  

I n  a few cases  tax r a t e s  vary by source of income. There 
i s  a 50 percent  maximum tax  r a t e  on t h e  earned income of 
i nd iv idua l s  and a reduced e f f e c t i v e  r a t e  on an i n d i v i d u a l ' s  
long-term c a p i t a l  ga ins .  The c a p i t a l  g a i n s  of corpora t ions  
a r e  a l s o  taxed a t  reduced r a t e s ,  and t h e r e  was a reduct ion,  
which i s  now b e i n g  phased o u t ,  i n  t h e  maximum corporate  tax 
r a t e  fo r  income earned i n  fore ign  t r a d e  i n  t h e  Western Hemi- 
sphere.  A l l  of t hese  preferences a r e  s a i d  t o  c r e a t e  tax 
expendi tures .  

Cred i t s  

Tax c r e d i t s  a r e  dol la r - for -dol la r  reduct ions i n  tax 
l i a b i l i t y .  They a r e  simply another device f o r  determining 
f i n a l  tax  l i a b i l i t y ;  most deduct ions,  f o r  example, could be 
expressed a s  c r e d i t s  and most c r e d i t s  a s  deductions.  A c r e d i t  
t h a t  does not  vary w i t h  income ( a s  t h e y  usua l ly  do no t )  is 
the  equiva len t  of a deduction w i t h  a f l a t  r a t e  o f  t ax  (cog., 
a c r e d i t  of 20 percent  of t h e  c o s t  of s o l a r  energy equipment 
i s  t h e  same a s  deducting t h e  c o s t  o f  t h e  equipment f o r  a t a x -  
payer whose marginal tax r a t e  i s  20 p e r c e n t ) .  A deduction is  
l i k e  a c r e d i t  t h a t  increases  a s  t h e  tax r a t e s  increase  ( e .g . ,  
a deduction f o r  c h a r i t a b l e  con t r ibu t ions  i s  l i k e  a 14 percent 
c r e d i t  f o r  a taxpayer i n  t h e  lowest tax  bracket  and a 7 0  
percent  c r e d i t  fo r  a taxpayer i n  the  h i g h e s t  t ax  bracket .  
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Cred i t s  t h a t  a r e  i d e n t i f i e d  a s  t ax  expendi tures  (investment 
c r e d i t ,  c r e d i t  f o r  t h e  e l d e r l y ,  e t c . )  a r e  so  c l a s s i f i e d  for  
the  reasons a l ready  discussed ( i . e . r  they reduce tax l i a b i l -  
i t y  f o r  reasons t h a t  a r e  unrelated t o  t h e  revenue-raising 
funct ion of t h e  income t a x ) .  

The only normal c r e d i t s  t h a t  a r e  compatible w i t h  t he  
normal t ax  s t r u c t u r e  a r e  t h e  now-repealed genera l  t ax  c r e d i t  
(which s u b s t i t u t e d  fo r  add i t iona l  deduct ions o r  exemptions 
a s  a p a r t  o f  t h e  t ax  t h r e s h o l d ) ,  those t h a t  a r e  merely 
adminis t ra t ive  devices  fo r  refunding o ther  t axes  (excess  
s o c i a l  s e c u r i t y  t axes ,  highway use t axes  paid on gasol ine  
not  used on t h e  highway), and those t h a t  a r e ,  o r  a r e  t r e a t e d  
a s  b e i n g ,  prepayments of  income t a x  ( i n c l u d i n g  t h e  c r e d i t  
fo r  income t axes  paid t o  fore ign  governments). 

Conclusion 

A p a t t e r n  f o r  t h e  "normal tax  s t r u c t u r e "  does emerge 
from t h e  t ax  expendi tures  budgets (even i f  i t  i s  a l i t t l e  
frayed a t  t h e  edges) .  "Income" c o n s i s t s  of a l l  acc re t ions  
t o  wealth o r  t o  t h e  power t o  consume a r i s i n g  i n  t r ansac t ions  
t h a t  o b j e c t i v e l y  f i x  t h e i r  value.  Deductions a r e  allowed 
only f o r  t h e  expenses of  earning income and, f o r  individu- 
a l s ,  t he  amount e s t ab l i shed  a s  t h e  s t a r t i n g  poin t  f o r  t h e  
r a t e  schedules. The income and expenses can be determined 
by any gene ra l ly  accepted accounting method t h a t  r e l a t e s  
t h e  amount and t i m i n g  of  t h e  expenses t o  t h e  a c t u a l  produc- 
t i o n  of t he  income. The period f o r  t h e  determinat ion i s  an 
annual one, except a s  modified by t h e  income averaging and 
l o s s  carryover provis ions.  

The income t a x ,  o r  exemption from the  t ax ,  i s  determined 
sepa ra t e ly  f o r  each type of l e g a l  e n t i t y .  The t ax  l i a b i l i t y  
fo r  ind iv idua ls  may vary according t o  s ize  of income and 
family s t a t u s ,  both of which a r e  deemed t o  r e f l e c t  v a r i a t i o n s  
i n  t h e  t axpayer ' s  " a b i l i t y  t o  pay." No comparable reasons 
a r e  admitted f o r  varying t h e  tax  l i a b i l i t i e s  of corpora t ions  
and no dev ia t ion  from a s t r i c t l y  propor t iona l  r a t e  is permit- 
t e d ,  un less  t h e  income i s  simply passed through t o  another 
e n t i t y .  

Anyth ing  else t h a t  reduces t ax  l i a b i l i t y  i s  a tax  expen- 
d i t u r e .  
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CHAPTER 3 

THE INTERNAL REVENUE CODE AND TAX EXPENDITURES 

I f  the  "normal tax  s t ructure"-- the consensus on the  
way the  income tax system should be--is something d i f f e r e n t  
from t h e  cu r ren t  I n t e r n a l  Revenue Code, the  quest ion a r i s e s  
why i t  is. Why a r e  provis ions enacted fo r  nontax reasons; 
and, i f  these reasons were good ones,. why does anyone ob jec t  
t o  them? 

WHY ARE THERE TAX EXPENDITURES? 

The " t ax  expenditures" l a b e l  covers many d i f f e r e n t  types 
of Code provis ions ,  so the re  a r e  many d i f f e r e n t  answers t o  
the  quest ion of why such provis ions a r e  enacted. 

I n  some ins tances ,  t he  answer i s  simply t h a t  under the  
p r i n c i p l e s  of taxa t ion  cu r ren t  when a provis ion was enacted 
it was not considered a "spec ia l"  provis ion but a necessary 
p a r t  of the tax system. T h i s  is c e r t a i n l y  the  case w i t h  t h e  
consumer i n t e r e s t  deduction, f o r  example. A l l  i n t e r e s t  has 
been deduct ib le  during most of t h e  ex is tence  of the  income 
tax i n  t h i s  country,  perhaps on t h e  grounds t h a t  it was a 
reduction i n  " a b i l i t y  t o  pay" (income l e g a l l y  obl igated t o  
o t h e r s  was not ava i l ab le  t o  pay income taxes)  or on equi ty  
grounds ( t o  avoid making a d i s t i n c t i o n  between those who 
borrow and those who use t h e i r  own money). The tax ana lys t s  
who compiled the tax expenditures budgets consider these  
views inco r rec t ,  b u t  the  l e g i s l a t o r s  who enacted t h e  provi- 
s ions  presumably d i d  not ( a s  some people s t i l l  do not--see 
chapter 5 ) .  

I n  other  cases  provis ions now regarded a s  tax expendi- 
t u r e s  have a r i s e n  through at tempts  t o  t r e a t  var ious groups 
more cons i s t en t ly .  Scholarships  and fel lowships ,  fo r  example, 
were excluded t o  resolve d i spu te s  over whether they were non- 
taxable  g i f t s  or  taxable  compensation fo r  se rv ices .  Govern- 
ment t r a n s f e r  payments such a s  publ ic  welfare and s o c i a l  
s e c u r i t y  b e n e f i t s  were excluded by I n t e r n a l  Revenue Service 
ru l ings  t h a t  cause them t o  be t r e a t e d  the  same a s  support by 
p r i v a t e  g i f t s  or welfare. 

I n  s t i l l  o ther  cases ,  i t  is  uncertain whether a provi- 
s ion  i s  intended pr imar i ly  t o  improve tax equ i ty  or  t o  f o s t e r  
a s o c i a l  goal.  Tax r e l i e f  for  t he  e l d e r l y  or  fo r  persons 
w i t h  l a r g e  medical b i l l s ,  f o r  example, i s  recognized a s  being 
d i r ec t ed  t o  spec ia l  groups, but the groups have been regarded 
a s  deserving spec ia l  tax treatment,  e i t h e r  because t h e y  a r e  
l e s s  ab le  t o  pay taxes  than other  groups or because t h e i r  
reduced a b i l i t y  t o  pay a l l  expenses could be p a r t i a l l y  
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r e l i e v e d  by t a x  breaks. The l a t t e r  view ( a  nontax  r e a s o n )  
is accep ted  by most t a x  a n a l y s t s  t oday ,  b u t  it was n o t  neces-  
s a r i l y  t h e  view of  t h o s e  who e n a c t e d  t h e  p r o v i s i o n s .  

And there  i s  t h e  ever-growing c l a s s  o f  p r o v i s i o n s  t h a t  
were added t o  t h e  Code because t h e y  were t ax  e x p e n d i t u r e s .  
P robab ly  t h e  most famous, and c e r t a i n l y  t h e  most w ide ly  
s u p p o r t e d ,  such  p r o v i s i o n  is  t h e  t a x  c r e d i t  f o r  b u s i n e s s  
i n v e s t m e n t s  i n  d e p r e c i a b l e  p r o p e r t y .  When e n a c t e d  i n  1 9 6 2 ,  
i t  was e x p l i c i t l y  des igned  and p r e s e n t e d  as  a t a x  e x p e n d i t u r e  
( w i t h o u t  t h a t  name) t o  s t imula te  b u s i n e s s  expans ion  and 
modern iza t ion .  I t  was t h e  f o r e r u n n e r  of  many o t h e r  t a x  
e x p e n d i t u r e s ;  a g l a n c e  a t  t h e  t a x  l e g i s l a t i o n  o f  t h e  n e x t  
15  y e a r s  might  l e a v e  t h e  impress ion  t h a t  t h e  c h i e f  pu rpose  
of  t h e  t a x  sys tem was t o  i n f l u e n c e  o r  c o n t r o l  p r i v a t e  behav- 
i o r  and t h a t  r a i s i n g  revenue  was secondary .  Today t h e s e  
i n t e n t i o n a l  t ax  i n c e n t i v e  p r o v i s i o n s  r ange  from t a x  d e f e r r a l s  
on income ea rned  i n  i n t e r n a t i o n a l  t rade ( D I S C  program) t o  
c r e d i t s  f o r  h i r i n g  w e l f a r e  r e c i p i e n t s  as  domes t i c  s e r v a n t s  
( W I N  program).  

I t  is one of  t h e  l i t t l e  i r o n i e s  of  t h e  t a x  e x p e n d i t u r e s  
concep t  t h a t  t h e  p r o l i f e r a t i o n  of  t h e s e  p r o v i s i o n s  h a s  s u r -  
p r i s e d  b o t h  t h e  t a x  r e f o r m e r s  who promoted t h e  concep t  and 
t h o s e  who opposed it. From t h e  beg inn ing ,  most o f  these 
r e f o r m e r s  hoped and most of  t h e i r  opponents  f e a r e d  t h a t  high- 
l i g h t i n g  t a x  e x p e n d i t u r e s  would lead t o  t h e  r e p e a l  o f  e x i s t i n g  
ones  and a n  i n c r e a s i n g  reluctance t o  e n a c t  new ones .  I n s t e a d  
t h e  u s e  o f  t h e  t a x  system t o  a f f e c t  s o c i a l  and economic behav- 
i o r  h a s  expanded. 

THE ADVANTAGES AND DISADVANTAGES 
OF TAX EXPENDITURES 

Pol icymakers  have seldom c o n f r o n t e d  t h e  c h o i c e  between 
funding  a Government program th rough  t h e  t a x  system and fund-  
i n g  it by t h e  a u t h o r i z a t i o n  and a p p r o p r i a t i o n  p r o c e s s ,  I n  
t h e  case o f  a few t a x  e x p e n d i t u r e s ,  s u c h  a s  t h e  inves tmen t  
t a x  c r e d i t ,  po l i cymaker s  may have f i r s t  decided on program 
g o a l s  and t h e n  c o n s i d e r e d  how t o  a c h i e v e  them.  B u t  most 
t a x  e x p e n d i t u r e s  have been e n a c t e d  as  a s i m p l e  d e c i s i o n  t o  
reduce  someone's t axesc  normal ly  w i t h  no though t  g i v e n  t o  
e n a c t i n g  a d i r e c t  spending  program i n s t e a d .  I n  view o f  
t h e i r  o r i g i n  it i s  n o t  s u r p r i s i n g  t h a t  most t a x  e x p e n d i t u r e  
programs have f e w  f e a t u r e s  i n  common w i t h  d i r e c t  spending  
programs. They d i f f e r  because reduc ing  taxes  is  a d i f f e r e n t  
p r o c e s s  from e s t a b l i s h i n g  programs. 

One d i f f e r e n c e  is  t h a t  r educ ing  t axes  is  u s u a l l y  more 
g r a t i f y i n g  t h a n  i n c r e a s i n g  spending .  Even i f  t h e  same p e o p l e  
r e c e i v e  t h e  same b e n e f i t ,  t h e  t a x  e x p e n d i t u r e  is  l i k e l y  t o  
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be viewed more favorably.  T h i s  advantage may disappear i f  
f a m i l i a r i t y  w i t h  t h e  tax  expendi tures  concept causes  people 
t o  regard t h e  two ac t ions  a s  t h e  same. 

Tax expendi tures ,  a s  most of them a r e  c u r r e n t l y  s t ruc-  
tu red ,  a r e  administered very simply. The bene f i c i a ry  a p p l i e s  
f o r  t h e  money merely by making a few e n t r i e s  on a tax  r e t u r n  
t h a t  would have been completed anyway. The records t h a t  m u s t  
be  kept t o  support  t h e  app l i ca t ion  a r e  only a l i t t l e  d i f f e r e n t  
from t h e  ones a l ready  being kept f o r  tax  purposes. Payment 
i s  prompt; i n  f a c t ,  i t  comes before  t h e  Government has  even 
approved t h e  app l i ca t ion ,  because payment takes  t h e  form of 
a reduct ion i n  t h e  tax  d u e  or  an increase  i n  t h e  a p p l i c a n t ' s  
refund. I f  t h e  u s e  of t h e  money is audi ted a t  a l l ,  i t  w i l l  
be done by IRS agents  who may a l ready  be aud i t ing  t h e  tax  
r e tu rn ;  and t h e y  w i l l  be pr imar i ly  i n t e r e s t e d  not  i n  evaluat ing 
t h e  Government's nontax o b j e c t i v e s  b u t  i n  checking t h e  accuracy 
of t h e  tax  computation. The taxpayer ' s  add i t iona l  paperwork 
and bother and t h e  Government's add i t iona l  adminis t ra t ive  
c o s t s  a r e  l i k e l y  t o  be neg l ig ib l e .  The Government's i n t e r f e r -  
ence i n  t h e  a p p l i c a n t ' s  b u s i n e s s  o r  personal l i f e  w i l l  seem 
minor compared t o  t h a t  i n  most d i r ec t  programs. 

A d i r e c t  program requi r ing  an app l i ca t ion  t o  t h e  Govern- 
ment f o r  a g r a n t ,  a wait  f o r  approval and payment, and a 
j u s t i f i c a t i o n  of what was done w i t h  t h e  money would involve 
f a r  more c o s t l y  and obt rus ive  adminis t ra t ion .  I f  one is 
t o  g e t  money from t h e  Government, t h e  t ax  system c u r r e n t l y  
a f f o r d s  a l e s s  pa in fu l  way of g e t t i n g  it than most d i r e c t  
programs. 

The advantage of  adminis t ra t ive  s i m p l i c i t y  may disappear 
w i t h  time and a t t e n t i o n .  The  i n v e s t m e n t  t ax  c red i t ,  t h a t  
bellwether of d e l i b e r a t e  tax incent ive  programs, has grown 
i n  complexity w i t h  each r ev i s ion  and now covers  some 40 pages 
i n  t h e  I n t e r n a l  Revenue Code. As t ax  expenditure programs 
a r e  inc reas ing ly  regarded a s  t h e  func t iona l  equiva len t  of 
d i r e c t  spending programs, they may tend  t o  become more l i k e  
them i n  r e s t r i c t i v e n e s s ,  red tape ,  and Government in t e r -  
ference.  

Tax expendi tures  by d e f i n i t i o n  can only b e n e f i t  those 
who owe t axes ,  o r  who would owe them without t h e  tax  expendi- 
t u r e  provis ion.  T h i s  r e s t r i c t i o n  could be an advantage i n  
programs t h a t  a r e  designed t o  b e n e f i t  corpora te  businesses  
because i t  provides a b u i l t - i n  t e s t  of e f f i c i e n c y .  The 
corpora t ion  m u s t  ea rn  enough p r o f i t  t o  owe t axes  before 
it r ece ives  any b e n e f i t ,  so  a highly i n e f f i c i e n t  b u s i n e s s ,  
t oo  unpro f i t ab le  t o  surv ive ,  w i l l  not  be subsidized.  ( B u t  
unincorporated bus inesses  or  organiza t ions  t h a t  a r e  su f fe r ing  
' o s s e s  can pass  t h e i r  t ax  reduct ions  t o  owners who have 
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t axable  income from other  sources.)  T h i s  advantage is  l o s t  
i f  t h e  t ax  expenditure i s  made "refundable ,"  i . e . ,  payments 
through t h e  tax  system a r e  supplemented by d i r e c t  payments 
t o  those who do not  owe enough t ax  t o  g e t  t h e  f u l l  b e n e f i t .  

Because they a r e  a p a r t  of t h e  tax  system, tax  expendi- 
t u r e s  t e n d  t o  be more widely publ ic ized  than most Government 
programs. Nearly a l l  of t h e  population i s  aware of t h e  
income t ax  sys tem.  Probably no o ther  Government a c t i v i t y  
d i r e c t l y  a f f e c t s  so  many people. A program highl ighted on 
a t ax  r e t u r n  o r  i n  an I R S  pub l i ca t ion  reaches a f a r  wider 
audience than do any b u t  t h e  most highly publ ic ized d i r e c t -  
s p e n d i n g  programs. 

Funding Government programs by t ax  expendi tures  r a the r  
than by d i r e c t  au tho r i za t ion  and payment a l s o  has  disadvan- 
tages .  Many of t h e  c h a r a c t e r i s t i c s  c i ted  a s  advantages 
above can a l s o  be c i t e d  a s  disadvantages.  

The  percept ion t h a t  tax  expendi tures  a r e  not  a use of 
Government funds may make i t  e a s i e r  t o  ob ta in  support  fo r  
a program i n i t i a l l y ,  b u t  it o f t e n  makes i t  harder t o  review, 
eva lua te ,  and terminate  t h e  program l a t e r .  If a t ax  provi- 
s ion  i s  not  regarded a s  a Government program, i t  is d i f f i c u l t  
t o  j u s t i f y  eva lua t ing  i t s  e f f e c t i v e n e s s  a s  i f  i t  were. As 
noted above, however, t h i s  percept ion seems t o  be changing 
and more and more tax  expendi tures  a r e  being reviewed a s  
Government a c t i v i t i e s  even by those who d i s l i k e  t h e  name 
" t ax  expenditures." 

A r e l a t e d  disadvantage is t h a t  tax  expendi tures  have 
usua l ly  been s u b j e c t  t o  less admin i s t r a t ive  and congressional 
review. Most d i r e c t  programs come up f o r  annual appropria- 
t i o n s  and o f t e n  f o r  renewed au tho r i za t ion ;  t ax  provis ions  
t e n d  t o  be enacted and forgot ten  except by I R S  a u d i t o r s ,  
t h e  taxpayers who b e n e f i t ,  and t h e i r  l obby i s t s .  W i t h  t h e  
increasing a t t e n t i o n  paid t o  t h e  tax expendi tures  b u d g e t s  
and t h e  t ax  sys tem gene ra l ly ,  t h i s  disadvantage i s  disap- 
pear ing. 

The s t r u c t u r a l  d i f f e r e n c e s  t h a t  g ive  tax  expendi tures  
admin i s t r a t ive  s i m p l i c i t y ,  lower c o s t s ,  and minimal Govern- 
ment involvement a r i s e  mostly from t h e  f a c t  t h a t  t h e y  r e a l l y  
a r e  not  administered a t  a l l ;  I R S  processes  t h e  tax  expendi- 
t u r e  payments, b u t  no one is  respons ib le  f o r  checking t h e  
program i t s e l f  t o  see whether i t s  o b j e c t i v e s  a r e  being 
accomplished. If c a r e f u l  adminis t ra t ion  i s  a good management 
p r a c t i c e ,  i f  s t r i c t  q u a l i f i c a t i o n  requirements, advance 
approval,  e f f e c t i v e n e s s  reviews, and fraud i n v e s t i g a t i o n s  
a r e  necessary f o r  d i r e c t l y  funded programs, i t  seems t h a t  
t h e y  should a l s o  be required f o r  t ax  expenditure programs. 
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I n  o t h e r  words! t h e  a d m i n i s t r a t i v e  s t r u c t u r e  should  depend 
on t h e  n a t u r e  of  t h e  program, n o t  on t h e  s o u r c e  o f  t h e  
funding  e 

The  lower a d m i n i s t r a t i v e  c o s t s  a re  no doub t  o f f s e t  
t o  some e x t e n t  by t h e  c o s t s  involved  i n  l e a r n i n g  abou t  and 
t a k i n g  advantage  of t a x  e x p e n d i t u r e  p r o v i s i o n s .  Fees f o r  
l a w y e r s ,  a c c o u n t a n t s ,  and tax  p r a c t i t i o n e r s  a r e  an  obvious  
component of  t h e s e  c o s t s ;  t h e  t a x p a y e r s '  own searches f o r  
t a x  r e d u c t i o n s  a r e  l e s s  obv ious  b u t  p o s s i b l y  more c o s t l y  
i n  t o t a l .  Tax e x p e n d i t u r e s  d i d  n o t  create  t h e  t a x  p l a n n i n g  
i n d u s t r y ,  o f  c o u r s e ,  b u t  more time w i l l  be spent s e a r c h i n g  
t h e  more l i k e l y  it seems t h a t  t h e  search w i l l  be  rewarding.  

Some d i s a d v a n t a g e s  a r i s e  because t h e  system f o r  funding  
programs is  a l s o  t h e  system f o r  r a i s i n g  revenue.  For example, 
many tax  e x p e n d i t u r e s  t a k e  t h e  form of  r e d u c t i o n s  i n  t a x a b l e  
income ( e x c l u s i o n s ,  d e d u c t i o n s ,  e t c . ) .  Because t h e  i n d i v i d -  
u a l  income t a x  r a t e s  a r e  p r o g r e s s i v e ,  t h e  programs have an 
"upside-down" e f f e c t :  t h e  w e a l t h i e r  t h e  t a x p a y e r ,  t h e  more 
t h e  Government c o n t r i b u t e s .  A s u b s i d y  program des igned  t o  
pay no th ing  a t  a l l  f o r  c a s u a l t y  l o s s e s  s u f f e r e d  by t h e  v e r y  
poor and up t o  a lmos t  7 0  p e r c e n t  of  t h e  l o s s e s  s u f f e r e d  by 
m i l l i o n a i r e s  would n o t  s t a n d  much chance i f  it were proposed 
as  a d i r e c t l y  funded program. I t  h a s  t h i s  s t r u c t u r e  because 
t h e  c a s u a l t y - l o s s  d e d u c t i o n  n e c e s s a r i l y  f o l l o w s  t h e  s t ruc tu re  
of  t h e  p r o g r e s s i v e  income t a x .  

To avoid  t h i s  e f f e c t ,  t a x  e x p e n d i t u r e s  a r e  now o f t e n  
s t r u c t u r e d  a s  f l a t - r a t e  c r e d i t s  a g a i n s t  t a x  r a t h e r  t h a n  
d e d u c t i o n s  from income. A c r e d i t  m a k e s  t h e  Government 
payment t h e  same p e r c e n t a g e  o f  t h e  expense f o r  everyone-- 
a t  l e a s t ,  everyone who owes enough tax  t o  use t h e  c r e d i t .  
C r e d i t s  s t i l l  p r o v i d e  no b e n e f i t  t o  t h o s e  who owe no t a x ,  
so some, s u c h  as  t h e  ea rned  income c r e d i t  and a few of 
t h e  energy  c r e d i t s ,  have been made r e f u n d a b l e ,  meaning 
t h a t  d i r e c t  payments a r e  made when t h e  c r e d i t  exceeds t a x  
l i a b i l i t y .  

S i n c e  t a x  e x p e n d i t u r e  programs a r e  embedded i n  t h e  t ax  
l a w ,  t h e  amount of  t h e  b e n e f i t  t h e y  p r o v i d e  depends on t h e  
r e s t  of  t h e  t a x  system. A nonre fundab le  c r e d i t  f o r  home insu-  
l a t i o n ,  f o r  example,  may be in t ended  t o  b e n e f i t  p e r s o n s  down 
t o  a c e r t a i n  income l e v e l .  I f  t h e  t a x  t h r e s h o l d  is increased 
f o r  an  u n r e l a t e d  r e a s o n  ( t o  a d j u s t  t a x  burdens f o r  i n f l a t i o n ,  
f o r  example ) ,  some in t ended  b e n e f i c i a r i e s  w i l l  be exc luded  
because  t h e y  w i l l  no l o n g e r  owe enough t a x  t o  u s e  t h e i r  
c r e d i t s .  I f  marg ina l  t a x  r a t e s  a re  changed, t h e  s i z e  of  
t h e  b e n e f i t  a t axpaye r  r e c e i v e s  w i l l  a l s o  be changed. 
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Tax expendi tures  a l s o  a f f e c t  t h e  r e s t  of t h e  tax system. 
I f  Government r e c e i p t s  a r e  held cons t an t ,  a t ax  reduct ion 
f o r  one person means a tax increase  f o r  someone else. Each 
of t h e  revenue l o s s e s  caused by t ax  expenditure provis ions 
is  made up by higher t axes  on everyone e l s e .  T h u s  funding 
a program through t h e  t ax  system makes t h e  system look more 
inequ i t ab le ,  a s  though i t  were a system f o r  confer r ing  p r i v i -  
l ege .  (The r e s u l t ,  of course,  i s  t h e  same a s  i f  t h e  t axes  
were d i s t r i b u t e d  equ i t ab ly  and t h e  inequi ty  were i n  t h e  
d i s t r i b u t i o n  of t h e  d i r e c t  expendi tures . )  Since t h e  p u b l i c ' s  
percept ion of t h e  f a i r n e s s  of t h e  tax  system i s  important,  
t h i s  i s  a s e r i o u s  disadvantage.  Tax r a t e s  a r e  higher than 
would be necessary without tax  expendi tures;  i f  t h e r e  were 
fewer t ax  expendi tures ,  t h e  tax  base would be broader and 
t h e  same amount of revenue could be r a i sed  w i t h  lower r a t e s .  
Tax expendi tures  a l s o  add g r e a t l y  t o  t h e  complexity of an 
a l ready  over ly  complicated tax  system and burden the  congres- 
s i o n a l  t ax  committees and I R S  w i t h  r e s p o n s i b i l i t y  f o r  numer- 
ous nontax programs. 

TAX EXPENDITURES AND TAX REFORM 

The disadvantages of tax  expendi tures ,  and e s p e c i a l l y  
t h e i r  e f f e c t  on t h e  revenue-raising func t ion  of t h e  tax 
system, have l e d  many a n a l y s t s  and p o l i t i c a l  f i g u r e s  t o  
gene ra l ly  oppose t h e i r  use t o  fund Government programs. 
Some of these  persons have argued t h a t  t h e  cur ta i lment  of 
t ax  expendi tures  should be a major goa l  i n  any e f f o r t  t o  
reform the  tax  system. 

Tax reform has c e r t a i n l y  been an important aim of  many 
proponents of t h e  tax  expendi tures  concept. The  o r i g i n a l  
tax  expendi tures  budget was l i t t l e  more than a catalogue of 
Code provis ions  regarded a s  r i p e  f o r  reform. Some persons 
regard the  p re sen t ,  more comprehensive l i s t s  i n  t he  same 
way. Some of those who d i s l i k e  t h e  concept a l s o  suspect  
t h a t  t h e  p r i n c i p a l  purpose of a l i s t  of tax  expendi tures  
i s  t o  prepare t h e  way f o r  t ax  reform. Because of t h i s  view, 
judgments a s  t o  what a r e  and what a r e  not  tax  expendi tures  
a r e  sometimes clouded by t h e  convict ion t h a t  including a 
provis ion i n  t h e  budge t  means t a r g e t i n g  i t  f o r  repea l .  

B u t  t ax  reform i s  e s s e n t i a l l y  i r r e l e v a n t  t o  t h e  concept. 
I f  a c a r e f u l  a n a l y s i s  concluded t h a t  every l i n e  item i n  t he  
t ax  expendi tures  budget i s  t h e  best  poss ib l e  use of Govern- 
ment f u n d s ,  t he  concept would s t i l l  have proved i t s  value.  
The purpose of t h e  budgets i s  t o  f a c i l i t a t e  such a review, 
a s  i s  done ( o r  should be done) w i t h  a l l  Government programs. 
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CHAPTER 4 

THE TAX EXPENDITURES BUDGET 

Af te r  p r o v i s i o n s  of  t h e  I n t e r n a l  Revenue Code have  been  
i d e n t i f i e d  a s  t a x  e x p e n d i t u r e s ,  two more s t eps  a r e  n e c e s s a r y  
t o  compile a " t a x  e x p e n d i t u r e s  b u d g e t . "  The  cos t  of  each 
p r o v i s i o n  m u s t  be est imated and i t  m u s t  b e  c l a s s i f i ed  i n  t h e  
b u d g e t  f u n c t i o n a l  c a t e g o r y  i n  which i t  would appear i f  i t  
were a d i r e c t  e x p e n d i t u r e  program. 

THE COST OF TAX EXPENDITURES 

E s t i m a t i n g  cos ts  

o f  a l l  t a x  e x p e n d i t u r e s  i s  t h e  d i f f e r e n c e  be tween t h e  r evenue  
r a i sed  by t h e  normal  t a x  s t r u c t u r e  and  t h a t  r a i s e d  by t h e  
e x i s t i n g  s t r u c t u r e .  The cos t  of  a n y  p a r t i c u l a r  t a x  expend i -  
t u r e  i s  i t s  c o n t r i b u t i o n  t o  t h a t  t o t a l  cos t .  

Accord ing  t o  t h e  model p r e s e n t e d  i n  c h a p t e r  2 ,  t h e  c o s t  

I n  t h e  r e a l  world these  c o s t s  c a n n o t  be d e t e r m i n e d  
d i r e c t l y .  No o n e  knows what  r e v e n u e  t h e  normal  t a x  s t r u c t u r e  
would ra i se .  The p r e s e n t  s y s t e m  creates  i n c e n t i v e s  fo r  
people t o  a l t e r  t h e i r  b e h a v i o r  and so  p resumab ly  i n f l u e n c e s  
t h e  way t h e y  a c t .  They would p r o b a b l y  a c t  d i f f e r e n t l y  unde r  
a n o t h e r  s y s t e m ,  w i t h  c o n s e q u e n t  e f f ec t s  o n  r e v e n u e ,  b u t  there  
a r e  too  many unknowns t o  estimate t h e  d i f f e r e n c e s ,  

The a p p r o a c h  a c t u a l l y  t a k e n  i n  e s t i m a t i n g  t h e  r e v e n u e  
l o s t  b y  t a x  e x p e n d i t u r e  p r o v i s i o n s  i s  t o  c o n s i d e r  e a c h  p r o v i -  
s i o n  i n  i s o l a t i o n  and d e t e r m i n e  how t o t a l  t a x e s  would change  
i f  i t  were repealed and a l l  e l s e p  i n c l u d i n g  t a x p a y e r  b e h a v i o r  
and t h e  r e s t  of t h e  t a x  s y s t e m o  remained  t h e  same. 

The e s t i m a t i n g  t e c h n i q u e  v a r i e s  a c c o r d i n g  t o  t h e  t y p e  
of t a x  e x p e n d i t u r e .  The c o s t  of a t a x  e x p e n d i t u r e  t h a t  takes  
t h e  form o f  a t a x  c r e d i t ,  s u c h  a s  t h e  i n v e s t m e n t  c r e d i t ,  i s  
j u s t  t h e  amount b y  which t h e  t a x  l i a b i l i t i e s  a r e  r e d u c e d  ( a s  
repor ted  on  t a x  r e t u r n s ) .  The c o s t  of t a x  e x p e n d i t u r e s  t h a t  
t ake  t h e  form of a r e d u c t i o n  i n  t a x a b l e  income--a d e d u c t i o n ,  
e x c l u s i o n ,  e x e m p t i o n ,  o r  d e f e r r a l - - d e p e n d s  o n  t h e  way t h e  
r e d u c t i o n  i s  d i s t r i b u t e d  by  t a x p a y i n g  e n t i t y  and t a x  c lass .  
I n f o r m a t i o n  about  t h i s  d i s t r i b u t i o n  i s  g a t h e r e d  from t a x  
r e t u r n s  o r  o t h e r  s o u r c e s ,  t h e  t a x  f o r  e a c h  c l a s s  of t a x p a y e r s  
i s  recomputed  o n  reported income p l u s  t h e  r e d u c t i o n ,  and 
t h e  d i f f e r e n c e  be tween t h a t  c o m p u t a t i o n  and t h e  a c t u a l  t a x  
is t h e  amount o f  t h e  t a x  e x p e n d i t u r e .  For example ,  in forma-  
t i o n  on  t h e  o w n e r s h i p  of tax-exempt S t a t e  and l o c a l  govern-  
ment  s e c u r i t i e s  i s  o b t a i n e d  from t h e  Federal  R e s e r v e  Board o r  
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other  f i n a n c i a l  sources;  the  amount of tax-exempt i n t e r e s t  
i s  d i s t r i b u t e d  by t ax  c l a s s  based on t h i s  information and 
added t o  each c l a s s ' s  t axable  income;. a new t ax  is computed 
f o r  each c l a s s ;  and t h e  d i f f e r e n c e s  between t h e  new t ax  and 
t h e  reported tax f o r  a l l  c l a s s e s  a r e  summed t o  obta in  t h e  
c o s t  o f  t h i s  t ax  expenditure.  

T h i s  approach cannot be general ized t o  produce a r e l i a b l e  
e s t ima te  of t h e  t o t a l  c o s t  of a l l  t ax  expenditures.  E a r l i e r  
i n  t h i s  paper,  "over $100 b i l l i o n "  was mentioned a s  t h e  t o t a l  
c o s t .  T h i s  f i g u r e  i s  merely t h e  sum of t h e  c o s t s  of t h e  i n d i -  
v idual  provis ions ,  estimated a s  described above. Although i t  
i s  common t o  make such a summation, t h e  f i g u r e  i s  of l imi t ed  
usefulness .  

The reason is t h a t  removing two o r  more provis ions  a t  
t h e  same t i m e  w i l l  o f t e n  produce a d i f f e r e n t  amount of revenue 
than t h e  sum of the  revenues estimated t o  be l o s t  by each 
provis ion separa te ly .  For example , repeal ing all i t e m i z e d  
deductions would produce a d i f f e r e n t  revenue ga in  from t h e  
sum of  t h e  c o s t s  of  each deduction by i t s e l f .  A s  each deduc- 
t i o n  were repealed,  taxable  income would increase  and push 
t h e  a f f e c t e d  taxpayers i n t o  higher tax  brackets ;  however, 
because t h e  "zero-bracket amount" e f f e c t i v e l y  p laces  a f l o o r  
under each taxpayer ' s  deduct ions,  a po in t  would come when 
t h e  repea l  of fu r the r  deductions produced l i t t l e  or no addi- 
t i o n a l  revenue. 

T h i s  example i l l u s t r a t e s  an important d i f f e rence  between 
an e s t ima te  of t h e  c o s t  of a t ax  expenditure and an es t imate  
of t h e  c o s t  of a d i r e c t  spending program. Tax expenditure 
c o s t s  should always be estimated incremental ly ,  i . e . ,  by 
assuming t h a t  only a s i n g l e  provis ion were removed, w h i l e  the  
r e s t  of t h e  t ax  system remained unchanged. Otherwise t h e  c o s t  
would depend on what o ther  provis ions  were being removed a t  
t h e  same time--perhaps would even depend on t h e  order  of t h e i r  
removal. Cost es t imates  f o r  d i r e c t  spending programs requi re  
no corresponding assumptions about o the r  spending programs. 

Estimatinq secondary e f f e c t s  

The " other  - t h  i n g  s- be ing-equal" approach t o  es t imat ing  
c o s t s  has  a t t r a c t e d  c r i t i c i s m .  Business i n t e r e s t s ,  f o r  ex- 
ample, maintain t h a t  t h e  investment t ax  c r e d i t  does not  c o s t  
t h e  Government revenue b u t  c r e a t e s  i t .  They es t imate  how 
much employment and p r o f i t s  have increased i n  response t o  
t h e  investment c r e d i t  and conclude t h a t  t h e  increased taxes  
on wages and p r o f i t s  a r e  g r e a t e r  than the  d i r e c t  c o s t s  of 
t h e  c r e d i t .  I f  secondary and " r i p p l e "  e f f e c t s  a r e  taken 

25 



I 

i n t o  a c c o u n t ,  such  a rgumen t s  c o u l d  be made a b o u t  many o r  
most  o f  t h e  t a x  e x p e n d i t u r e  p r o v i s i o n s .  Those who de fend  
t h e  e s t i m a t e s  r e p l y  t h a t  t hese  e f f e c t s  a r e  even  more c o n j e c -  
t u r a l  t h a n  t h e  a s s u m p t i o n s  i n  t h e  t a x  e x p e n d i t u r e s  b u d g e t s .  
I t  i s  s t i l l  u n c l e a r ,  f o r  example ,  whe the r  t h e  i n v e s t m e n t  
c r e d i t  h a s  s i g n i f i c a n t l y  b o o s t e d  t o t a l  i n v e s t m e n t  s p e n d i n g .  

However i m p o r t a n t  t h e s e  q u e s t i o n s  may b e  i n  a p p r a i s i n g  
t h e  c o s t s  and b e n e f i t s  o f  t a x  e x p e n d i t u r e s ,  t h e y  do  n o t  d i s -  
c r e d i t  t h e  t a x  e x p e n d i t u r e s  b u d g e t .  Secondary  and " r i p p l e "  
e f f e c t s  become a p a r t  o f  t h e  b u d g e t i n g  p r o c e s s  o n l y  a f t e r  
i n i t i a l  c o s t s  have  been e s t a b l i s h e d .  The U . S .  Budget d o e s  
n o t  r e c o r d  t h e  c o s t s  o f  t h e  s o c i a l  s e c u r i t y  programs n e t  
o f  t h e  w e l f a r e  payments  t h a t  migh t  be  r e q u i r e d  i f  t he re  
were no s u c h  programs.  The budge t  o f  t h e  P u b l i c  H e a l t h  
S e r v i c e  i s  n o t  p r e s e n t e d  n e t  o f  t h e  t axes  on t h e  wages o f  
t h e  w o r k e r s  i t s  programs have k e p t  h e a l t h y  enough t o  work. 
T h e s e  a r e  i m p o r t a n t  i n  d e c i d i n g  w h e t h e r  t o  u n d e r t a k e  o r  
c o n t i n u e  a program,  b u t  t h e y  a r e  n o t  r e l e v a n t  t o  t h e  q u e s t i o n  
of how many r e s o u r c e s  t h e  program consumes. T h e  same is  
t r u e  of t a x  e x p e n d i t u r e s .  

P r o j e c t i n g  c o s t  e s t i m a t e s  - 
E s t i m a t i n g  f u t u r e  r evenue  l o s s e s  from t a x  e x p e n d i t u r e s ,  

e s p e c i a l l y  new o n e s ,  ra i ses  some a d d i t i o n a l  problems.  Tax  
e x p e n d i t u r e s  a r e  l i k e  e n t i t l e m e n t  programs w i t h  permanent  
a p p r o p r i a t i o n s :  e v e r y  b e n e f i c i a r y  who e s t a b l i s h e s  t h a t  he 
b e l o n g s  t o  a c l a s s  e n t i t l e d  t o  t h e  b e n e f i t  r e c e i v e s  i t  au to -  
m a t i c a l l y ,  and t h e  amount o f  t h e  Government ' s  o b l i g a t i o n  
depends  e n t i r e l y  on t h e  a c t i o n s  o f  p r i v a t e  i n d i v i d u a l s  and 
whatever  l i m i t s  may b e  b u i l t  i n t o  t h e  program. T h i s  means 
t h a t  a n a l y s t s  who a r e  e s t i m a t i n g  f u t u r e  c o s t s  c a n n o t  a v o i d  
making a s s u m p t i o n s  a b o u t  t h e  way b e h a v i o r  w i l l  be  a f f e c t e d .  

For e x i s t i n g  t a x  e x p e n d i t u r e  p rograms ,  i t  i s  u s u a l l y  
assumed t h a t  eve ryone  w i l l  g o  on d o i n g  wha teve r  h e  h a s  done  
i n  t h e  p a s t .  F u t u r e  c o s t s  c a n  be  p r o j e c t e d  based on p a s t  
r e l a t i o n s h i p s  o f  t h e  f a c t o r  b e i n g  e s t i m a t e d  ( t h e  med ica l  
d e d u c t i o n ,  f o r  example)  t o  economic and demographic  i n d i -  
c a t o r s  ( a g e  and income d i s t r i b u t i o n s ,  f o r  example)  o r  
o t h e r  v a r i a b l e s  t h a t  c a n  be  p r o j e c t e d  i n t o  t h e  f u t u r e .  
For new o r  d r a s t i c a l l y  changed t a x  e x p e n d i t u r e s ,  however,  
some e f f e c t s  m u s t  b e  es t imated o r  assumed i n  o r d e r  t o  e s t i -  
mate c o s t s .  For example,  t o  es t imate  t h e  c o s t  of a t a x  
c r e d i t  f o r  home i n s u l a t i o n ,  i t  i s  n e c e s s a r y  t o  es t imate  
how many homeowners i n  e a c h  t a x  b r a c k e t  w i l l  i n s u l a t e  t h e i r  
homes e a c h  y e a r  t h e r e a f t e r  and how much t h e y  w i l l  spend .  
A n a l y s t s  a r e  r e l u c t a n t  t o  s i m p l y  p r o j e c t  h i s t o r i c a l  d a t a  
i n t o  t h e  f u t u r e ,  because t h a t  i s  t h e  same a s  assuming t h a t  
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t h e  c red i t  w i l l  have no e f fec t  a t  a l l .  So t h e  es t imate  m u s t  
be based on some g u e s s  abou t  how much more i n s u l a t i o n  w i l l  
be i n s t a l l e d  i n  r e s p o n s e  t o  t h e  c r e d i t ,  and t h e  accu racy  of 
t h e  e s t i m a t e  w i l l  depend on t h e  accu racy  o f  t h e  guess .  

A d i r e c t l y  funded e n t i t l e m e n t  program h a s  t h e  same 
defects.  I f  t h e  Government se t  up an  o f f i c e  t o  pay 15  per -  
c e n t  of  any b i l l  f o r  home i n s u l a t i o n  t h a t  was p r e s e n t e d  t o  
i t ,  e s t i m a t i n g  t h e  f u t u r e  c o s t s  o f  t h e  program would be a s  
d i f f i c u l t  as  e s t i m a t i n g  t h e  c o s t s  o f  t h e  f u t u r e  t a x  expendi-  
t u re ;  t h e  c o s t  would depend on t h e  program's  e f f e c t .  Even 
f o r  d i r e c t l y  funded  programs w i t h  s p e c i f i c  l i m i t s  t h e r e  
are  spending  s h o r t f a l l s  and c o s t  o v e r r u n s ,  and t h e  " l i m i t s "  
a re  f r e q u e n t l y  breached  by supplementa l  a p p r o p r i a t i o n s ,  so  
t h e  t a x  e x p e n d i t u r e s  budge t s  are  n o t  v e r y  d i f f e r e n t  from 
t h e  d i r e c t  spending  budge t s  i n  t h i s  r e s p e c t .  

BUDGET FUNCTIONAL CATEGORIES 

S i n c e  one of t h e  p r i n c i p a l  r e a s o n s  f o r  c o n s t r u c t i n g  a 
tax e x p e n d i t u r e s  budget  i s  t o  f a c i l i t a t e  comparisons between 
t a x  and d i r e c t  e x p e n d i t u r e s ,  t h e  b u d g e t s  a re  o r g a n i z e d  accord-  
ing  t o  t h e  same f u n c t i o n a l  c a t e g o r i e s  t h a t  appear  i n  t h e  
d i r e c t  o u t l a y s  budget .  Tax e x p e n d i t u r e  p r o v i s i o n s  a r e  f i t t e d  
i n t o  t h e  r e g u l a r  budget  c a t e g o r i e s  d e a l i n g  w i t h  t h e  same 
sub jec t .  For example,  t h e  Code p r o v i s i o n s  t h a t  e x c l u d e  from 
taxable  income some o f  t h e  b e n e f i t s  r e c e i v e d  by members o f  
t h e  armed f o r c e s  a r e  shown a s  a d d i t i o n a l  c o s t s  i n  t h e  budget  
f u n c t i o n  " N a t i o n a l  Defense , "  s u b f u n c t i o n  " M i l i t a r y  Pe r sonne l . "  
Members of  t h e  armed f o r c e s  do  n o t  pay taxes  on some o f  t h e i r  
combat pay ,  on muster ing-out  payments,  on t h e  v a l u e  o f  f r e e  
meals and l o d g i n g ,  o r  on s u b s i s t e n c e  payments i n  l i e u  o f  
meals and lodg ing .  T h e s e  special  t a x  b e n e f i t s  a r e  t h e  same 
a s  a d d i t i o n a l  compensat ion t o  m i l i t a r y  p e r s o n n e l ,  s o  t h e  rev- 
enue l o s t  from them is  t h e  e q u i v a l e n t  of an  a d d i t i o n a l  budget  
o u t l a y  f o r  n a t i o n a l  d e f e n s e  o f  a n  e s t i m a t e d  $1.4 b i l l i o n  
i n  1979. 
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CHAPTER 5 

SOME TECHNICAL ISSUES 

T h e  t a x  e x p e n d i t u r e s  c o n c e p t  i s  s t i l l  i n  i t s  e a r l y  c h i l d -  
hood, i f  n o t  i t s  i n f a n c y .  Many aspects  of i t  have  n o t  been  
s u f f i c i e n t l y  researched o r  d i s c u s s e d .  Problems remain  i n  
d e f i n i t i o n ,  scopep p r e s e n t a t i o n ,  a n a l y s i s ,  and many r e l a t e d  
issues .  Most s u c h  p r o b l e m s  may be per iphera l  c o n c e r n s  t h a t  
do n o t  much impair t h e  u s e f u l n e s s  of t h e  t a x  e x p e n d i t u r e s  
b u d g e t s ;  a few s e r i o u s l y  l i m i t  some u s e s  of t h e  c o n c e p t .  
S e v e r a l  problems o f  v a r y i n g  s e r i o u s n e s s  a r e  d i s c u s s e d  below,, 

A NORMAL OR AN IDEAL TAX SYSTEM? 

Tax e x p e n d i t u r e s  a r e  d e f i n e d  i n  terms of t h e  "normal  
tax s t r u c t u r e . "  Everyone  c a n  a g r e e  t h a t  "normal"  means con- 
f o r m i t y  t o  a norm o r  s t a n d a r d ,  b u t  n o t  e v e r y o n e  a g r e e s  on t h e  
s t a n d a r d .  I n  o r d i n a r y  u s a g e ,  t h a t  s t a n d a r d  is  t h e  a v e r a g e ,  
t h e  commonly agreed on ,  t h e  u s u a l .  To most o f  t h e  e c o n o m i s t s  
( a n d  some of t h e  l a w y e r s )  who write about t a x  mat ters ,  however ,  
t h e  s t a n d a r d  is  a n  i d e a l  one ,  d e r i v e d  from t h e  Haig-Simons 
d e f i n i t i o n  of income and o t h e r  c o n c e p t s  from economic t h e o r y  
( a  " t h e o r e t i c a l l y  pure income t a x , ' n  i n  t h e  words of Special  
A n a l y s i s  G of t h e  P r e s i d e n t ' s  1980 B u d g e t ) .  

I f  "normal"  were accepted a t  i t s  o r d i n a r y  meaning of 
' ' u sua l "  or  " a g r e e d  o n , "  t h e r e  would p r o b a b l y  be no t a x  expend i -  
t u r e s  b u d g e t s ;  t h e  I n t e r n a l  Revenue Code is  t h e  n e a r e s t  t h i n g  
w e  have  t o  an  agreed-upon t a x  s t r u c t u r e .  1/ I f  "normal"  were 
t o  be t a k e n  t o  mean t h e  e c o n o m i s t ' s  ideal; t h e  t a x  expend i -  
t u r e s  b u d g e t  would be v e r y  d i f f e r e n t ;  some of t h e  d i f f e r e n c e s  
were d i s c u s s e d  i n  chapter  2 .  I n  t h i s  paper,  w e  have  t a k e n  t h e  
p o s i t i o n  t h a t  t h e  e x i s t i n g  t a x  e x p e n d i t u r e s  b u d g e t s  measure 
d e v i a t i o n s  from t h e  normal  and t he re fo re  i n d i r e c t l y  e s t a b l i s h  
what  i s  meant  by normal .  T h i s  d e f i n i t i o n  i s  somewhere be tween 
t h e  above  two meanings ;  e s s e n t i a l l y ,  "normal"  i n  t h i s  paper 
means t h e  s t a n d a r d s  e s t a b l i s h e d  by t h e  two most i n f l u e n t i a l  
g r o u p s  of t a x  a n a l y s t s  i n  t h e  Federal Government,  t h e  t a x  
s t a f f s  o f  t h e  T r e a s u r y  Depar tment  and t h e  J o i n t  Committee 
on T a x a t i o n ,  who have  c o n s t r u c t e d  t h e  o f f i c i a l  b u d g e t s  i n  
c o n s u l t a t i o n  w i t h  each o the r .  

T h i s  d e f i n i t i o n  of normal  l e a v e s  some areas  where t h e  
p r i n c i p l e s  followed a r e  n o t  c o m p l e t e l y  c lear .  The t a x  s t a f f s  

- l / S e v e r a l  t a x  a n a l y s t s  h o l d  t h i s  v iew;  see, e . g . ,  t h e  a r t i c l e s  
by B o r i s  B i t t k e r  and Walter Blum l i s t e d  i n  t h e  b i b l i o g r a p h y .  
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' are obviously influenced strongly by the ideal concepts of 
: the economists and seem reluctant to stray too far or too 
i openly from them in creating their definition of "normal." 

In a number of areas, confusion may arise because the ideal 
and the normal do not match. 

! Gifts 

Under the Internal Revenue Code, transfers of value for 
which no value is received in return are not income. Such 
unrequited transfers are income under the Haig-Simons defi- 
nition. What they are under the normal tax structure of 
the tax expenditures budgets is not clear. 

From the published budgets and explanations, the treat- 
ment of unrequited transfers is as follows: 

1. Cash transfer payments from governments (social secur- 
ity and welfare) are income and their exclusion from 
taxable income creates a tax expenditure. 

2. In-kind transfers from government (school lunches, pub- 
lic housing) are income but are not included in the tax 
expenditures budgets because their value is too diffi- 
cult to estimate, or they are like other government 
services and therefore are not taxable income in the 
normal system. 

3 .  Transfers from private institutions (soup kitchens) are 
not included because they are mostly in-kind transfers, 
and government in-kind transfers are not included. 

4 .  Gifts between individuals are not income because they 
are usually between related parties, often within 
families, because they are too difficult to estimate, 
perhaps because they are not deductible by the donor, 
and because they may be subject to the separate tax 
on transfers (estate and gift tax). 

5. Scholarships and fellowships are income and their exclu- 
sion creates a tax expenditure (perhaps because they are 
not really gifts, since something is expected in return 
for them) e 

6. Prizes and awards are not mentioned in the budgets, per- 
haps because little revenue is lost by their limited 
exclusion. 

7. Life insurance proceeds that are excluded under the Code 
are not income, presumably because they are either 
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r e t u r n s  of p r e v i o u s l y  t a x e d  income, t h e  e a r n i n g s  of t h i s  
income (whose e x c l u s i o n  from c u r r e n t  t a x a t i o n  - is a t a x  
e x p e n d i t u r e ) ,  o r  b e q u e s t s .  

8 .  B e q u e s t s  and i n h e r i t a n c e s  a r e  n o t  income, p re sumab ly  fo r  
t h e  same r e a s o n  or  r e a s o n s  t h a t  g i f t s  are  n o t .  

T h e s e  c l a s s i f i c a t i o n s  may be ad -- hoc d e c i s i o n s  n o t  much 
re la ted t o  o n e  a n o t h e r ,  o r  t h e y  may r e s u l t  from t h e  appl i -  
c a t i o n  of c o n s i s t e n t  p r i n c i p l e s  t h a t  we c o u l d  n o t  d i s c e r n .  
The  c l a s s i f i c a t i o n s  almost imply  t h e  p r i n c i p l e  t h a t  g i f t s  
s h o u l d  b e  t a x a b l e  t o  t h e  r e c i p i e n t  when r e c e i v e d  from a t a x -  
exempt s o u r c e ;  b u t  t h e y  do n o t  q u i t e  fo l low t h i s  p r i n c i p l e  
and t h e  i m p l i c a t i o n  may be a c c i d e n t a l .  The e x i s t e n c e  of  
separate  e s t a t e  and g i f t  t a x e s  a p p a r e n t l y  has  someth ing  t o  
d o  w i t h  t h e  ad hoc d e c i s i o n s ,  - 1/ a l t h o u g h  i t  is  n o t  c lear  
why it s h o u l z -  

P e r s o n a l  d e d u c t i o n s  

The  p r o v i s i o n s  i n  t h e  I n t e r n a l  Revenue Code t h a t  allow 
t a x p a y e r s  t o  d e d u c t  m e d i c a l  e x p e n s e s ,  i n t e r e s t ,  t a x e s  p a i d ,  
n o n b u s i n e s s  c a s u a l t y  and t h e f t  losses ,  and cha r i t ab le  c o n t r i -  
b u t i o n s ,  have  c o n s i s t e n t l y  been  d e s i g n a t e d  t a x  e x p e n d i t u r e  
p r o v i s i o n s  by t h o s e  who prepare t a x  e x p e n d i t u r e s  b u d g e t s .  
They have  been  so  d e s i g n a t e d  because t h e y  a re  n o t  costs  o f  
e a r n i n g  income; t h e r e f o r e ,  i n  t h e  v iew of t h o s e  who c o n s t r u c t  
these  b u d g e t s ,  t h e y  m u s t  b e  p e r s o n a l  consumpt ion  e x p e n d i t u r e s .  
S i n c e  t h e  Haig-Simons d e f i n i t i o n  of income is  t h e  sum of 
consumpt ion  and c h a n g e s  i n  n e t  w o r t h l  t h e  p e r s o n a l  e x p e n s e s  
f o r  which d e d u c t i o n s  a re  a l l o w e d  do n o t  a l t e r  income and hence  
i n  t h e  normal  income t a x  s y s t e m  have  no e f f e c t  on  o n e ' s  t a x  
l i a b i l i t y .  

T h i s  r e a s o n i n g  i s  c o u n t e r e d  by c r i t i c s  who m a i n t a i n  t h a t  
no p e r s o n a l  e x p e n s e  is consumpt ion  u n l e s s  t h e  e x p e n d i t u r e  is  
v o l u n t a r y .  E x p e n d i t u r e s  f o r  medical care and s u p p l i e s  a re ,  
i n  a manner of s p e a k i n g ,  i n v o l u n t a r y  i f  t h e  a l t e r n a t i v e  is  t o  
remain  ill, a t  p e r i l  t o  o n e ' s  l i f e .  T a x e s  too  are  s a i d  t o  be 
i n v o l u n t a r y ,  i n  t h e  s e n s e  t h a t  few people w i l l i n g l y  pay  t a x e s ;  
nor  does anyone w i l l i n g l y  s u f f e r  a c a s u a l t y  or t h e f t  l o s s ,  
C h a r i t a b l e  c o n t r i b u t i o n s  a r e  conceded  t o  be v o l u n t a r y ;  b u t  
a r e  t h e y  consumpt ion  t h e m s e l v e s  or t r a n s f e r s  o f  consumpt ion  
power? The l a t t e r ,  s a y  t h o s e  who b e l i e v e  t h a t  t h e  c h a r i t a b l e  
d e d u c t i o n  c rea tes  no  t a x  e x p e n d i t u r e .  ( F e w  of them draw t h e  

- l /Special  A n a l y s e s ,  The Budget  of t h e  U n i t e d  S ta tes  Govern- 
ment fo r  F isca l  Year 1980 (Washington:  U.S .  Government 
P r i n t i n g  Of f i ce ,  1 9 7 9 ) ,  p. 187 .  
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logical conclusion that such contributions must therefore 
be income to the recipients and the failure to tax them 
creates a tax expenditure.) 

How convincing are these arguments? Proponents of the 
tax expenditures budgets reply that even if some personal 
expenditures are truly involuntary, the tax system allows 
for a normal level of such expenditures by exempting a cer- 
tain amount of income--the so-called "zero-bracket amount"-- 
from tax. 

More serious is the question of how to know which expen- 
ditures were voluntary and which were not. In truth, most 
expenditures must lie within a spectrum ranging from "wholly 
voluntary" at one extreme to "wholly involuntary" at the 
other. There must be few at the latter end. Medical expenseE 
include many payments for services that are not strictly 
necessary for the preservation of life or health. Taxes, 
which are payments for government services, are not much 
less voluntary than any payment for a good or service. Is 
the annual payment of a property tax on a person's house 
distinguishable from the same person's mortgage payments 
by the willingness with which it is paid? Casualties and 
thefts create losses that are purely involuntary; but the 
decision to carry insurance is not, in those cases where 
insurance is available. 

The interest deduction is called a tax expenditure 
by nearly all those who embrace the concept, apparently on 
the grounds that the payment of interest is essentially a 
personal consumption expenditure that differs little from 
other such expenditures. A payment for the use of money, 
they say, is essentially no different from a payment for 
the use of, say, shelter, clothing, or transportation. 
If it is inappropriate to allow a deduction for these expen- 
ditures in determining a person's true income, no deduction 
for interest payments is appropriate either. 

This reasoning is so widely accepted that the interest 
deduction has been a relatively noncontroversial item in 
all tax expenditures budgets. But there are a few dissenters 
who maintain that a deduction for interest payments must be 
allowed if horizontal equity--the equal treatment of persons 
in substantially equal circumstances--is to be accomplished. 
They point out that if one person finances current consumption 
by selling income-earning assets from his portfolio, at a 
cost measured by a loss of future income, the Government 
"shares" the cost in the form of forgone taxes on that future 
income; but the forgone revenues are not called a tax expendi- 
ture. Another person finances the same consumption not by 
-1ling assets but by borrowing cash. Both persons are i n  
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substantially the same economic position after these trarisac- 
tions; but unless the Government allows the borrower a deduc- 
tion for the interest he pays, the seller of assets will in 
future pay less taxes. Both persons have effectively done 
the same thing: financed current consumption out of future 
income. Both should therefore pay the same taxes. 

The disagreement over the proper treatment of the inter- 
est deduction raises some complicated issues that have been 
omitted from the illustration above. The subject is important 
enough to warrant serious examination in a separate report. 

Expenses of earning income 

In principle the costs of earning income should be sub- 
tracted from gross income in order to define the net income 
taxable base. The principle is clear, but in practice it 
is often difficult to distinguish personal consumption expen- 
ditures from expenses incurred for the purpose of earning 
income. Many expenses have the characteristics of both. The 
standards for an ideal tax system that have been developed by 
tax scholars offer little or no guidance for deciding which 
expenditures should be deductible as business expenses and 
which should not. The makers of tax expenditures budgets 
have therefore been forced to decide for themselves, aided 
by legal and accounting principles, whether the deductions 
for business expenses that are allowed by the Internal Revenue 
Code belong in a normal income tax. 

The expenses of earning wage income illustrate the 
difficulties. Some fringe benefits that employees enjoy, 
such as reimbursement of their own travel and entertainment 
expenses, are not taxed as income to them but nevertheless 
are deductible from their employers' gross income as ordinary 
and necessary business expenses. The deductions are not 
labeled tax expenditure provisions. On the other hand, the 
budgetmakers have been strict about designating as tax 
expenditures the few provisions in the tax law that either 
allow wage earners to deduct certain expenses of earning 
income (the child care expense deduction) or afford wage 
earners tax relief partly on the grounds that the law grants 

. them few opportunities to deduct some expenses of  earning 
income (the maximum tax provision). A great deal of work 
remains to be done in this area to provide clearer standards 
for budgetmakers and enable them to be less arbitrary in 
their decisions. 
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The corporation income tax 

In the world of ideal tax systems corporations do not 
exist. Only individuals exist; and if they happen to band 
together to create a business enterprise, the profits and 
losses should be attributed to the individuals. In that 
case there would be no need for a corporation income tax. 
The individual who owned a share of corporate stock would 
be taxed on his portion of the corporation@s profits. 

Because the corporate income tax is considered an anom- 
aly in the ideal tax system, little thought has been devoted 
to the structure of a normal income tax for corporations. 
If it is normal to have a tax at the corporate level on 
corporate profits, some additional ways in which corporations 
escape or defer the tax are candidates for the tax expendi- 
tures budgets. A partial list would include such provisions 
as those allowing tax-free reorganizations and mergers, 
special tax computations for insurance companies, investment 
companies, etc. I tax-exempt and tax passthrough organizations, 
and even the deduction for intercorporate dividends. - 1/ 

Foreign income 

The place of national boundaries in the ideal system is 
apparently as uncertain as it is in the real one. The United 
States taxes the worldwide income of its own citizens. (It 
is one of the few countries in the world to attempt to tax 
nonresident citizens on the income they receive outside their 
countries' bordercs.) It also taxes all income generated 
within its jurisdiction received by anyone (with a few specific 
exceptions). But it allows the exclusion of some income earned 
by nonresident individual citizens, deferral of tax on the 
unrepatriated earnings of some foreign subsidiaries of U.S. 
corporations, credits against U.S. taxes for income taxes 
paid to foreign governments, and a number of special arrange- 
ments based on treaties with specific countries. 

Of these exceptions, the limited exclusion of the for- 
eign earnings of individual citizens is considered a tax 

- 1/The courts allowed a tax on corporate profits before the 
passage of the 16th Amendment, based on the argument that 
the Government had the right to tax the privilege of doing 
business as a corporation and that net income was a reason- 
able measure of the value of that privilege. According to 
this viewp intercorporate dividends could appropriately be 
taxed at a higher rate than the other elements of corpo- 
rate profits, because the right of one corporation to own 
stock in another is an additional valuable privilege. 
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expenditure by everyone, the  d e f e r r a l  of tax  on unrepa t r ia ted  
earnings i s  considered one i n  a l l  t h e  budgets now b u t  was 
not considered one i n  t h e  P re s iden t ' s  budgets before 1 9 7 9 ,  
and t h e  fore ign  tax c r e d i t  and t h e  preferences granted by 
t r e a t y  a r e  not considered tax expendi tures  by anyone. The 
P res iden t ' s  1978 and e a r l i e r  budgets omitted t h e  deferred 
income and fore ign  tax c r e d i t s  on the  s t a t e d  grounds of 
' ' the i n t e r n a t i o n a l  norms of t axa t ion , "  w h i c h  a r e  not  fu r the r  
explained. - 1/ 

OTHER TAXES 

The tax expenditures concept i s  not  necessa r i ly  l i m i t e d  
t o  t h e  income tax .  Tax expendi tures  could a r i s e  i n  devia t ions  
from a normal tax s t r u c t u r e  fo r  wealth t r a n s f e r  ( e s t a t e  and 
g i f t )  taxes;  exc i se  taxes ;  S t a t e  and l o c a l  s a l e s o  property,  
and income taxes;  or even s o c i a l  s e c u r i t y  t axes  ( t h e  exemption 
of government employees, perhaps) .  B u t  t h e  tax  expenditures 
budgets ignore these tax systems, mostly because l i t t l e  e f f o r t  
has  been devoted t o  e s t a b l i s h i n g  t h e  normal s t r u c t u r e s  for  
these taxes .  

A t ax  expenditures budget has been prepared f o r  the  
Federal e s t a t e  and g i f t  t axes  by p r i v a t e  researchers .  2/ I t  
e s t a b l i s h e s  the  normal s t r u c t u r e ,  by analogy w i t h  t he  Tncome 
t a x ,  a s  a t ax  on a l l  t r a n s f e r s  of  n e t  wealth f o r  which ade- 
quate compensation i s  not  received (except  fo r  some t r a n s f e r s  
between husband and wi fe ) .  Provis ions t h a t  dev ia t e  from t h i s  
norm and so c r e a t e  tax  expenditures a r e  t h e  spec ia l  va lua t ion  
of  r e a l  property and d e f e r r a l  of tax  payments f o r  bequests of 
farms and closely-held businesses ,  t he  deduction f o r  char i -  
t a b l e  con t r ibu t ions ,  t h e  exclusion of some a n n u i t i e s  and l i f e  
insurance proceeds, t h e  f a i l u r e  t o  tax  a l l  generation-skipping 
t r a n s f e r s ,  t h e  p r e f e r e n t i a l  t axa t ion  of g i f t s  made more than 
th ree  years  before  dea th ,  t h e  orphans' exclusion ( a  small 

- l /Spec ia l  Analyses, The  Budget  of t h e  United S t a t e s  Govern- 
ment fo r  F i sca l  Year 1978 (Washington: U.S. Government 
P r in t ing  Off ice ,  1 9 7 7 ) ,  p. 1 2 4 .  The fore ign  tax c r e d i t  
i s  sometimes defended a s  a p ro tec t ion  aga ins t  double taxa- 
t i on .  T h i s  p r i n c i p l e  does not apply domest ical ly ,  however: 
t axa t ion  of t he  same income by two p o l i t i c a l  u n i t s  ( t h e  
Federal and S t a t e  governments, f o r  example) or  even twice 
by t h e  same u n i t  (income sub jec t  t o  Federal income and 
s o c i a l  s e c u r i t y  t axes )  i s  considered normal. 

- 2/Stanley S .  Surrey, William C.  Warren, Paul R.  McDaniel, 
and Harry L. Gutman, Federal Wealth Transfer Taxation 
(Mineola, N . Y . :  Foundation Press ,  1 9 7 7 ) ,  pp. 882-87. 
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d e d u c t i o n  f o r  b e q u e s t s  t o  c e r t a i n  minor c h i l d r e n ) ,  t h e  
e x c l u s i o n  of g i f t s  t o  p o l i t i c a l  o r g a n i z a t i o n s ,  t h e  c r e d i t  
f o r  S t a t e  d e a t h  taxes ,  and t h e  redemption a t  f a c e  v a l u e  
o f  Government bonds c u r r e n t l y  s e l l i n g  a t  a d i s c o u n t  and 
p r e s e n t e d  i n  payment o f  e s t a t e  taxes  ( " f l o w e r  bonds" ) .  The 
t o t a l  r evenue  l o s s  a t t r i b u t e d  t o  these  p r o v i s i o n s  was e s t i -  
mated a t  more t h a n  $2.5 b i l l i o n  f o r  1978. 

S t a t e  and l o c a l  p r o p e r t y  t axes  a r e  a n o t h e r  obv ious  area 
f o r  t ax  e x p e n d i t u r e  a n a l y s i s .  Large c i t i e s  e s p e c i a l l y  have 
begun c o n s i d e r i n g  t h e  c o s t  o f  exempting n o n p r o f i t  o rgan iza -  
t i o n s ,  c h u r c h e s ,  F e d e r a l  Government p r o p e r t y ,  and t h e  l i k e  
from p r o p e r t y  t a x a t i o n .  A t y p e  o f  t ax  e x p e n d i t u r e  a n a l y s i s  
i s  a l r e a d y  i n  u s e  i n  t h i s  a r e a .  

The o t h e r  t a x e s  may be f u r t h e r  away from u s e f u l  t a x  
e x p e n d i t u r e  a n a l y s i s .  Sales taxes  a re  e x c e e d i n g l y  complex, 
and s t a n d a r d s  a re  d i f f i c u l t  t o  dec ide  on. Federal excise 
taxes  i n v o l v e  r e l a t i v e l y  l i t t l e  money and would p r o b a b l y  
n o t  be wor th  t h e  t r o u b l e ,  The s o c i a l  s e c u r i t y  t a x  a l l o w s  
so few d e d u c t i o n s  t h a t  i t  would p r o b a b l y  n o t  be wor th  t h e  
e f f o r t  e i t h e r .  

USES OF TAX EXPENDITURES BUDGETS 

The tax  e x p e n d i t u r e s  b u d g e t s  a re  a d m i t t e d l y  incomple te .  
They d o  n o t  a c c o u n t  f o r  a l l  t h e  d i f f e rences  between Haig- 
Simons income and t h e  income t a x  b a s e ;  t h e y  d o  n o t  i d e n t i f y  
a l l  t h e  d i s c r e p a n c i e s  between t h e  Federal income t a x  s t ruc-  
t u r e  and a " t h e o r e t i c a l l y  p u r e  income t a x . "  Some o m i s s i o n s  
a r e  due  t o  un reso lved  c o n c e p t u a l  problems,  s u c h  a s  t h e  hand- 
l i n g  o f  t r a n s f e r s  o r  t h e  c o r p o r a t e  p r o f i t s  t ax ;  some a re  due  
t o  i n a d e q u a t e  d a t a ,  s u c h  a s  t h e  v a l u e  o f  government s e r v i c e s  
r e c e i v e d  o r  imputed r e n t s  on owner-occupied hous ing;  some 
a re  a s p e c t s  o f  t h e  t ax  sys tem t h a t  have  n o t  been s u f f i -  
c i e n t l y  s t u d i e d ,  s u c h  a s  t h e  r e l a t i o n s h i p  of a c c o u n t i n g  
s t a n d a r d s  t o  t h e  normal t a x  s t r u c t u r e .  

The p r i n c i p a l  uses o f  t h e  b u d g e t s  a r e  n o t  much impai red  
by these  omiss ions .  One c a n  s t i l l  see t h a t  c e r t a i n  a c t i v i t i e s  
are suppor t ed  i n d i r e c t l y  th rough  t h e  t a x  sys tem i n s t e a d  o f  o r  
i n  a d d i t i o n  t o  d i r e c t l y  th rough  t h e  a p p r o p r i a t i o n s  p r o c e s s ;  
t h a t  c e r t a i n  g r o u p s  o f  t a x p a y e r s  have saved  taxes  a t  t h e  
expense  o f  o t h e r  t a x p a y e r s ;  and t h a t  t h e  Government 's  i n f l u -  
ence  i s  much l a r g e r  t h a n  i s  commonly supposed. 

B u t  because t h e  b u d g e t s  a r e  incomple t e ,  t h e y  a r e  o f  
l i m i t e d  he lp  i n  comparing t h e  bu rdens  bo rne  by d i f f e r e n t  
t a x p a y e r s .  To m a k e  such  compar isons  more i n f o r m a t i o n  is 
needed t h a n  a p p e a r s  i n  t h e  t a x  e x p e n d i t u r e s  budge t s .  
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S c h o l a r s h i p s  and f e l l o w s h i p s  o f f e r  an example. Two 
u n i v e r s i t y  s t u d e n t s ,  one r e c e i v i n g  a s c h o l a r s h i p  f o r  h i s  
t u i t i o n  c o s t s  and t h e  o t h e r  a t t e n d i n g  a t u i t i o n - f r e e  univer -  
s i t y ,  appear  f o r  a l l  p r a c t i c a l  pu rposes  t o  be i n  t h e  same 
p o s i t i o n .  B u t  t h e  f i r s t  is  s a i d  t o  be r e c e i v i n g  a t a x  
e x p e n d i t u r e  and t h e  second is  n o t .  Obvious ly ,  t a x  e q u i t y  
would n o t  be improved by t a x i n g  t h e  s c h o l a r s h i p .  

O r  c o n s i d e r  t h e  t a x  burdens  borne  by homeowners and 
r e n t e r s .  Tax  e x p e n d i t u r e  p r o v i s i o n s  sa id  t o  s u b s i d i z e  home 
ownersh ip  a r e  t h e  d e d u c t i o n s  f o r  mortgage i n t e r e s t  and prop- 
e r t y  taxes ,  t h e  d e f e r r a l  o f  c a p i t a l  g a i n s  on exchanges of  
houses ,  and t h e  e x c l u s i o n  o f  c a p i t a l  g a i n s  on homes s o l d  by 
o l d e r  p e r s o n s .  I n  a d d i t i o n ,  a small p a r t  o f  t h e  t a x  expen- 
d i t u r e  d u e  t o  c a p i t a l  g a i n s  is  a t t r i b u t a b l e  t o  t h e  s a l e  of  
p r i v a t e  homes. For t h e  r e n t a l  market, t h e  o n l y  s u b s i d i e s  
shown a r e  t h e  two d e d u c t i o n s  f o r  r a p i d  a m o r t i z a t i o n  and 
d e p r e c i a t i o n ,  t h e  expens ing  of  c o n s t r u c t i o n  p e r i o d  t a x e s  
and i n t e r e s t ,  and an i n d e t e r m i n a t e  amount a l s o  i n c l u d e d  
unde r  t h e  c a p i t a l  g a i n s  heading .  For 1978,  t h e s e  were 
e s t i m a t e d  t o  t o t a l  abou t  $11 b i l l i o n  worth o f  s u b s i d i e s  
f o r  homeowners and o n l y  abou t  $0 .5  b i l l i o n  f o r  t h e  r e n t a l  
market, n o t  a l l  of  w h i c h  had t o  be passed  on t o  t h e  r e n t e r s ,  
of c o u r s e .  

B u t  t h e r e  i s  more t o  t h e  r e n t e r s '  s t o r y .  On i t s  t a x  
r e t u r n s  t h e  r ea l  e s t a t e  r e n t a l  i n d u s t r y  has  r e p o r t e d  n e t  
l o s s e s  f o r  decades .  For 1976 ( t h e  l a t e s t  s t a t i s t i c s  a v a i l -  
a b l e )  t h e  i n d u s t r y  as  a whole r e p o r t e d  $ 4 . 4  b i l l i o n  i n  pro- 
f i t s ,  b u t  $ 6 . 1  b i l l i o n  i n  l o s s e s .  T a x  r e t u r n  s t a t i s t i c s  f o r  
r e s i d e n t i a l  p r o p e r t y  are  n o t  p u b l i s h e d  s e p a r a t e l y  from t h o s e  
f o r  commercial p r o p e r t y ,  b u t  r en ta l  hous ing  i s  a w e l l  known 
t a x - l o s s  i n d u s t r y .  Ren ta l  hous ing  developments  a r e  marketed 
a s  t a x  l o s s e s ,  p romis ing  t h a t  a small i nves tmen t  w i l l  produce 
a l a r g e  t a x  s a v i n g  and some t a x - f r e e  c a s h  f low f o r  i n v e s t o r s  
i n  h igh  t a x  brackets.  T h i s  s u g g e s t s  t h a t  t h e  r en t s  charged  
do n o t  cover  a l l  expenses  and a p r o f i t  f o r  t h e  owners ( a s  i n  
t h e  Navy s h i p  example i n  c h a p t e r  1) ;  i n  o t h e r  words,  r e n t e r s  
are  a l so  r e c e i v i n g  a t a x  s u b s i d y .  And some of t h i s  s u b s i d y  
i s  n o t  i n  t h e  t a x  e x p e n d i t u r e s  budgets .  

R e n t a l  hous ing  i s  d e p r e c i a t e d  by t h e  s t r a i g h t - l i n e  
method i n  t h e  normal t a x  system; accelerated d e p r e c i a t i o n  
methods a r e  c o n s i d e r e d  t a x  e x p e n d i t u r e  p r o v i s i o n s .  However, 
it i s  p o s s i b l e  t o  a c h i e v e  a t a x  p r o f i t  u s i n g  o n l y  s t r a i g h t -  
l i n e  d e p r e c i a t i o n .  T h i s  i s  because t h e  b u i l d i n g  is  u s u a l l y  
i n c r e a s i n g  i n  v a l u e  t h e  f i r s t  f e w  y e a r s  of  i ts  l i f e ,  n o t  
d e p r e c i a t i n g .  I f  t h e  p r o p e r t y  is  r e n t e d  f o r  j u s t  enough t o  
cove r  o p e r a t i n g  expenses  and d e b t  s e r v i c e ,  t h e  d e p r e c i a t i o n  
d e d u c t i o n  becomes a l o s s  t o  be deduc ted  from income from 
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o t h e r  s o u r c e s .  I f  t h e  b u i l d i n g  is s o l d  f o r  even a s  much 
a s  was paid f o r  i t  (and  i t  o f t e n  w i l l  a c t u a l l y  have a p p r e c i -  
a ted i n  v a l u e )  t h e  d e p r e c i a t i o n  p r e v i o u s l y  deduc ted  becomes 
a p a r t  o f  t h e  p r o f i t  on t h e  s a l e ,  which i s  t a x e d  a t  c a p i t a l  
g a i n s  rates.  Deduct ing d e p r e c i a t i o n  on a b u i l d i n g  t h a t  i s  
n o t  d e c l i n i n g  i n  va1u.e t h u s  a l l o w s  t h e  i n v e s t o r  t o  defer 
t a x e s  f o r  some y e a r s  and pay a t  t 'he  cap i t a l  g a i n s  r a t e s  when 
t h e  t a x  i s  f i n a l l y  paid. 

I n  t h e  tax e x p e n d i t u r e s  b u d g e t s  c a p i t a l  g a i n s  on  t h e  
s a l e  o f  r e n t a l  hous ing  a re  n o t  shown a s  a s e p a r a t e  estimate 
and t h e  defer ra l  d u e  t o  d e p r e c i a t i o n  d e d u c t i o n s  is n o t  shown 
a t  a l l .  I n  some c i r c u m s t a n c e s  i t  i s  a l so  p o s s i b l e  for  t h e  
i n v e s t o r  t o  d e f e r  even t h e  c a p i t a l  g a i n s  t ax  by a tax-free 
exchange; tax-free exchanges  o f  r e n t a l  hous ing  a r e  n o t  i n  
t h e  b u d g e t s .  Real es ta te  inves tmen t  t r u s t s  and l i m i t e d  part-  
n e r s h i p s  have  t h e  a d v a n t a g e s  of c o r p o r a t i o n s  i n  accumula t ing  
l a r g e  f u n d s  for  inves tmen t  i n  r e n t a l  hous ing ,  b u t  d o  n o t  pay 
c o r p o r a t e  p r o f i t s  t a x e s ;  t h i s  i s  n o t  i n  t h e  tax  e x p e n d i t u r e s  
budge t s .  Deferral o f  t ax  th rough  i n s t a l l m e n t  s a l e s  r e p o r t i n g  
i s  n o t  i n  t h e  budge t s ;  i t  is u s e f u l  f o r  d e f e r r i n g  t a x e s  on 
sa les  o f  e i t h e r  owner-occupied o r  r e n t a l  hous ing ,  b u t  presum- 
a b l y  i s  more u s e f u l  t o  l a n d l o r d s  t h a n  t o  homeowners, who have 
o t h e r  t a x  breaks t h a t  a re  even more u s e f u l .  The f a i l u r e  t o  ~ 

t a x  t h e  imputed r e n t a l  v a l u e  o f  owner-occupied hous ing  i s  
a l s o  n o t  i n  t h e  b u d g e t s  (see c h a p t e r  2 ) ,  b u t  t h i s  f a i l u r e  
l o o k s  a l i t t l e  d i f f e r e n t  when t h e  f u l l  p i c t u r e  i s  c o n s i d e r e d .  
From t h e  p u b l i s h e d  s t a t i s t i c s  i t  appears t h a t  t h e  n e t  r en ta l  
v a l u e  o f  r e n t a l  hous ing  i s  n o t  t a x e d  e i the r .  

As a f i n a l  word on incomple te  b u d g e t s  t h e  Navy s h i p  exam- 
p l e  c i ted  i n  c h a p t e r  1 shou ld  be mentioned.  The s p e c i f i c  t a x  
e x p e n d i t u r e  invo lved  i n  t h i s  example h a s  n o t  been i d e n t i f i e d  
e a r l i e r  because i t  i s  n o t  i n  t h e  t a x  e x p e n d i t u r e s  budge t s .  
The t ax  l o s s e s  i n  t h e  example were due  m o s t l y  t o  accelerated 
d e p r e c i a t i o n  o f  t h e  s h i p s ,  which a l lowed t h e  l e s s o r s  t o  defer  
taxes  f o r  some y e a r s .  Accelerated d e p r e c i a t i o n  o f  s h i p s  i s  
c o n s i d e r e d  normal because  s h i p s ,  l i k e  a u t o m o b i l e s  and o t h e r  
machinery ,  r e a l l y  d o  l o s e  v a l u e  f a s t e r  when new. But t h e  
s h i p s  i n  t h i s  example were leased f o r  f i x e d  amounts f o r  
t he i r  e n t i r e  depreciable l i v e s ;  r e p a i r s ,  i n o p e r a b l e  p e r i o d s ,  
etc.  , were a t  t h e  Navy's  expense ,  n o t  t h e  l e s s o r s ' .  So t h e  
d e c l i n i n g  v a l u e  o f  t h e  p r o p e r t y  was i r r e l e v a n t  t o  d e t e r m i n i n g  
t h e  income o f  t h e  l e s s o r s ;  t h a t  income c o n t i n u e d  no matter 
what  happened t o  t h e  s h i p s .  The l e s s o r s '  income was p r o p e r l y  
measured by  a m o r t i z i n g  t h e  v a l u e  o f  t h e  lease,  n o t  d e p r e c i a t -  
i ng  t h e  l e a s e d  p r o p e r t y .  T h i s  s i t u a t i o n  is n o t  i n  t h e  tax 
e x p e n d i t u r e s  b u d g e t s ,  presumably because o f  t h e  d i f f i c u l t y  
o f  e s t i m a t i n g  e x c e s s  d e p r e c i a t i o n  on leased p r o p e r t y  (wh ich  
depends  i n  p a r t  on t h e  terms o f  t h e  l ease) .  B u t  t h e  Navy 
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ship report is nevertheless an excellent example of a proper 
use of the tax expenditures concept; and it suggests that 
the real usefulness of the concept does not depend on how 
complete the budgets are. 
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ANNOTATED LIST OF TAX EXPENDITURES 

This list includes all the tax expenditures listed in 
the most recent tax expenditures budgets published in the 
Special Analyses of the U . S .  Budget and by the Congressional 
Budget Office. The list, like the tax expenditures budgets, 
is organized by the functional categories used in the direct 
expenditures budget. The authority for and descriptions of 
most entries were adabted from Tax ExDenditures: Relation- 
ships to Spending Programs and BackgrGund Material on Indivi- 
dual Provisions (U.S. Senate Committee on the Budget, 1978). 
Descriptions of tax expenditures added or substantially modi- 
fied since that publication are based on the committee reports 
on the Revenue Act of 1978, the Energy Tax Act of 1978, and 
the Foreign Earned Income Act of 1978. Cost estimates are 
taken from Five-Year Budaet Proiections and Alternative 

4 d 

Budgetary Strategies for Fiscal Years 1980-1984, Supplemental 
Report on Tax Expenditures ( U . S .  Congressional Budget Office, 
Tune 1979). 



A P P E N D I X  I 
Es t imated  

c o s t  F i s c a l  
Year 1980 

Tax e x p e n d i t u r e  ( $  m i l l i o n s )  A u t h o r i t y  

A P P E N D I X  I 

D e  sc r i p t  i o n  

Exc lus ion  o f  1 ,470 I n t e r n a l  Revenue M i l i t a r y  p e r s o n n e l  are  n o t  taxed 
b e n e f i t s  and Code ( I R C )  secs. on quar te rs  and meals p r o v i d e d ,  
a l lowances  t o  
Armed F o r c e s  Revenue R e g u l a t i o n  t e r s  and meals, muster ing-out  
pe r sonne l  ( I R  R e g . )  1 .61-2;  payments,  combat pay ,  and a few 

1 1 2 ,  113; I n t e r n a l  a l l o w a n c e s  g i v e n  i n  l i e u  of quar -  

c o u r t  d e c i s i o n s  o t h e r  such  b e n e f i t s .  

Exc lus ion  o f  130 I R C  secs. 1 0 4 ( a ) ( 4 ) ,  M i l i t a r y  p e n s i o n s  based  on d i s -  
m i l i t a r y  d i s -  1 0 4 ( b )  a b i l i t y  are  o f t e n  n o t  s u b j e c t  t o  

@ a b i l i t y  p e n s i o n s  income t a x .  0 

-INTERNATIONAL AFFAIRS- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  
Exclus ion  
income ea 
abroad  by 
c i t i z e n s  

o f  
rned  

U . S .  

555 I R C  secs. 911-913 U . S .  c i t i z e n s  and l e g a l  r e s i d e n t s  
l i v i n g  and working i n  o t h e r  coun- 
t r i e s  may r educe  t h e i r  f o r e i g n  
e a r n e d  income i n  one o f  s e v e r a l  
ways. P e r s o n s  r e q u i r e d  t o  l i v e  
i n  work camps under h a r d s h i p  con- 
d i t i o n s  may e x c l u d e  a p o r t i o n  o f  
t h e i r  income. O t h e r s  ( e x c e p t  U . S .  
Government employees)  may d e d u c t  
c e r t a i n  e x c e s s  f o r e i g n  l i v i n g  
e x p e n s e s ,  such  as  t h e  c o s t  o f  
s c h o o l i n g  f o r  t h e i r  c h i l d r e n  and 
hous ing  c o s t s  i n  e x c e s s  o f  U . S .  



housing costs. U . S .  Government 
employees may exclude certain 
housing and other allowances and 
benefits. 

Deferral of tax 1,260 IRC secs. 991-997 Corporations established to 
on income of domes- export U.S,-made products may 
tic international defer indefinitely the corporate 
sales corporations 
(DISCS) 

tax on a part of their profits. 

Deferral of tax 445 IRC secs. ll(d), The profits of foreign subsidi- 
on income of 882, 951-964 aries of U,S. corporations are 
controlled foreign generally not taxed by the U.S. 
corporations until the money is returned to 

this country? permitting indefi- 
nite deferral of the U.S.  tax. 

5 IRC secs. 921, 922 Formerly, the law allowed profits Special tax date 
for Western Hemi- earned in trade with Western Hemi- 
sphere trade sphere countries to be taxed at a 
corporations reduced rate. This provision is 

I--' 

being phased out and will be elim- 
inated by 1980. 

-GENERAL SCIENCE, SPACEp AND TECHNOLOGY- - - - - - - - - - - - - - - - - - - - - - - -  
Expensing of 1,780 IRC sec. 174 
research and 
development 
expend it ur e s 

Research and development costs 
may be deducted as current 
expenses in the year incurred 
instead of being capitalized and 
charged against the income they 
produce as it is earned. 
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E s t i m a t e d  
cost  F i s c a l  

Year 1980 
Tax e x p e n d i t u r e  ( $  m i l l i o n s )  A u t h o r i t y  Descr i p t i o n  

E x p e n s i n g  of 1 , 6 6 5  I R C  secs. 2 6 3 ( c ) ,  The  cos ts  of  s e a r c h i n g  f o r  o i l ,  
e x p l o r a t i o n  a n d  4 6 5 ,  6 1 6 ,  6 1 7 ,  m i n e r a l s ,  e t c .  a n d  b r i n g i n g  
d e v e l o p m e n t  c o s t s  7 0 4 ( d ) ,  1 2 5 4  them t o  t h e  p o i n t  o f  p r o d u c t i o n  

( i n c l u d i n g  " i n t a n g i b l e  d r i l l i n g "  
cos t s )  may, f o r  t a x  p u r p o s e s ,  b e  
d e d u c t e d  c u r r e n t l y  from o t h e r  
i n c o m e ;  i n  n o r m a l  a c c o u n t i n g  
p rac t ice ,  s u c h  e x p e n s e s  would be 
c a p i t a l i z e d  a n d  c h a r g e d  a g a i n s t  
t h e  i n c o m e  from t h e  proper ty  a s  
i t  i s  p r o d u c e d .  Most of t h e  
r e v e n u e  l o s s  r e l a t e s  t o  o i l  a n d  
gas  income.  

E x c e s s  of  p e r c e n t -  1 , 7 5 0  
a g e  o v e r  cos t  
d e p l e t i o n  

I R C  secs. 6 1 3 ,  
613A 

T a x p a y e r s  a r e  a l l o w e d  t o  d e d u c t  
a s  d e p l e t i o n  e a c h  y e a r  a f i x e d  
p e r c e n t a g e  of t h e i r  income from 
many t y p e s  o f  m i n e r a l  p r o p e r t y  
r a t h e r  t h a n  t h e i r  p r o r a t e d  i n v e s t -  
m e n t  i n  t h e  w e l l  o r  m i n e ;  t h e  
l a t t e r  i s  c o n s i d e r e d  t h e  " n o r m a l "  
d e d u c t i o n  a n d  t h e  e x t r a  d e d u c -  
t i o n  t h a t  p e r c e n t a g e  d e p l e t i o n  
p r o d u c e s  i s  c o n s i d e r e d  a t a x  
e x p e n d i t u r e .  The  d e d u c t i o n  f o r  
a l l  m i n e r a l s  i s  i n c l u d e d  h e r e  
b e c a u s e  most of  i t  r e l a t e s  t o  
f u e l s .  



Capital  g a i n s  t reat-  85 I R C  sec. 6 3 1 ( c )  
ment o f  r o y a l t i e s  
on coal 

R e s i d e n t i a l  e n e r g y  435 I R C  sec. 4 4 C  
c red i t s  

L e s s o r s  of c o a l  d e p o s i t s  c a n  
a r r a n g e  t h e  terms o f  t h e  lease 
so t h a t  t h e  r o y a l t i e s  a r e  taxed 
a t  t h e  lower  cap i t a l  g a i n s  r a t e s  
i n s t e a d  o f  a s  o r d i n a r y  income. 

Tax c r e d i t s  a re  a l lowed for home 
i n s u l a t i o n  and o t h e r  energy-  
s a v i n g  f e a t u r e s  and f o r  i n s t a l -  
l i n g  s o l a r  and wind d e v i c e s  a s  
a l t e r n a t i v e  e n e r g y  s o u r c e s  i n  
p r i v a t e  homes. 

A 1  t e r n a t i v e  c o n s e r -  390 I R C  secs. 4 6 ( a ) ,  C r e d i t s  a re  a l s o  g r a n t e d  t o  b u s i -  
v a t i o n  and new 4 6 ( c )  ( 6 )  , 4 8 ( 1 )  n e s s e s  f o r  v a r i o u s  energy-saving  
t echno logy  c red i t s  features  and a l t e r n a t i v e  ene rgy  

s o u r c e s .  
rp 

-NATURAL RESOURCES AND ENVIRONMENT- - - - - - - - - - - - - - w - - - - - - - - - - - -  
Exc lus ion  o f  460 I R C  sec. 

and loca l  govern-  
ment p o l l u t i o n  
c o n t r o l  bonds 

i n t e r e s t  on  S ta te  1 0 3 ( b )  ( 4 )  ( F )  
State  and m u n i c i p a l  bond i n t e r -  
e s t  i s  g e n e r a l l y  n o t  s u b j e c t  t o  
Federal income t a x  u n l e s s  t h e  
bonds  a re  used  t o  b u i l d  f a c i l i -  
t i es  leased t o  p r i v a t e  b u s i -  
n e s s e s  ( " i n d u s t r i a l  development  
bonds" ) .  Some t y p e s  o f  non- 
taxable i n d u s t r i a l  development  
bonds a r e  a l l o w e d ,  however; 
t h e  i n t e r e s t  o n  bonds used  t o  
f i n a n c e  p o l l u t i o n  c o n t r o l  f a c i l i -  
t i e s  leased t o  p r i v a t e  c o n c e r n s  
remains  exempt from Federal 
income t a x .  
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E s t  ima t ed 
c o s t  F i s c a l  
Year 1980 

Tax e x p e n d i t u r e  ( $  m i l l i o n s )  A u t h o r i t y  D e s c r i p t i o n  

- - - - - - - - - -  -NATURAL RESOURCES AND ENVIRONMENT (cant.)- - - - - - - - - - - - 
Exc lus ion  of 60 I R C  secs. 1 1 8 ( b ) ,  B u i l d e r s  and d e v e l o p e r s  o f t e n  
payments i n  a i d  of  362 ( c )  pay f o r  t h e  water and sewage 
c o n s t r u c t i o n  of  f a c i l i t i e s  f o r  t h e i r  develop-  
water and sewage ments.  The f a c i l i t i e s  t h e n  
f a c i l i t i e s  become t h e  p r o p e r t y  o f  t h e  l o c a l  

p r i v a t e  u t i l i t y  s e r v i n g  t h e  
development .  The c o n t r i b u t i o n s  
a re  n o t  c o n s i d e r e d  t a x a b l e  

& income t o  t h e  u t i l i t y .  & 

5-year a m o r t i z a t i o n  -10 I R C  secs. 4 6 ( c ) ,  C e r t i f i e d  p o l l u t i o n  c o n t r o l  
o f  p o l l u t i o n  con- 169 f a c i l i t i e s  may be w r i t t e n  o f f  
t r o l  f a c i l i t i e s  o v e r  a 5-year p e r i o d  i n  l i e u  

of  b e i n g  d e p r e c i a t e d  ove r  t h e i r  
u s e f u l  l i v e s .  T h i s  r e s u l t s  i n  
l a r g e r  d e d u c t i o n s  e a r l y  i n  t h e  
l i f e  of t h e  p r o p e r t y  and no 
d e d u c t i o n s  l a t e r .  The c o s t  is 
n e g a t i v e  i n  1980 because  t h e  
a m o r t i z a t i o n  o f  e a r l i e r  y e a r s  
r e s u l t e d  i n  smaller d e p r e c i a t i o n  
d e d u c t i o n s  i n  1980. 

C a p i t a l  g a i n s  t rea t -  455 I R C  secs. 6 3 1 ( a ) p  I n  some c i r c u m s t a n c e s  p r o f i t s  
ment of c e r t a i n  6 3 l ( c ) ,  1 2 2 1 ,  from t h e  sa le  o f  s t a n d i n g  t imber  
t imber  income 1231 may b e  t a x e d  a t  t h e  lower c a p i -  

t a l  g a i n s  r a t e s  i n s t e a d  o f  t h e  
o r d i n a r y  ra tes .  



Capi ta l  g a i n s  t r ea t -  20 I R C  sec. 6 3 1 ( ~ )  
ment  o f  i r o n  ore  

Lessors of i r o n  o re  d e p o s i t s  
c a n  a r r a n g e  t h e  terms o f  t h e  
lease so  t h a t  t h e  r o y a l t i e s  a r e  
t r e a t e d  a s  cap i t a l  g a i n s  r a t h e r  
t h a n  o r d i n a r y  income. 

Tax i n c e n t i v e s  f o r  1 0  I R C  secs. 1 6 7 ( n ) ,  The e x p e n s e s  of  r e h a b i l i t a t i n g  
p r e s e r v a t i o n  of 1 6 7 ( 0 ) ,  1 9 1 ,  280B a c e r t i f i e d  h i s t o r i c  s t r u c t u r e  
h i s t o r i c  s t r u c t u r e s  may b e  e i t h e r  a m o r t i z e d  o v e r  

a 5-year p e r i o d  or  t r e a t e d  a s  
e x p e n s e s  s u b j e c t  t o  a c c e l e r a t e d  
d e p r e c i a t i o n  . 

Expensing of c e r t a i n  505 I R C  secs. 1 6 2 ,  1 7 5 ,  Un incorpora t ed  f a r m e r s  may u s e  
c a p i t a l  o u t l a y s  1 8 0 ,  1 8 2 ,  278,  447 ,  t h e  c a s h  a c c o u n t i n g  method f o r  

1.162-12, 1.471-6 p roduc ing  income i n  s u b s e q u e n t  
years, and are  t h u s  a l lowed  t o  
d e d u c t  c u r r e n t l y  e x p e n s e s  
a n o t h e r  t y p e  o f  b u s i n e s s  would 
have t o  c a p i t a l i z e .  I n  add i -  
t i o n ,  a l l  farmers c a n  t a k e  cu r -  
r e n t  d e d u c t i o n s  f o r  s u c h  c a p i t a l  
e x p e n d i t u r e s  a s  s o i l  and water 
c o n s e r v a t i o n  and l a n d  c l e a r i n g  
e x p e n s e s .  

lh 464, 465, 7 0 4 ( d ) ;  a l l  e x p e n s e s ,  even  t h o s e  becom- 
VI I R  Regs. 1.61-4, i n g  a p a r t  o f  i n v e n t o r i e s  o r  

Capital  g a i n s  t rea t -  395 I R C  secs. 1 2 0 1 ,  The g a i n  from t h e  s a l e  of  cer- 
ment of c e r t a i n  1202,  1221-1223, t a i n  farm p r o d u c t s ,  s u c h  a s  
o r d i n a r y  income 1231 ,  1245 ,  1251 ,  l i v e s t o c k  and o r c h a r d s ,  may be 

1252 t r e a t e d  a s  a cap i t a l  g a i n  and 
t a x e d  a t  lower r a t e s  t h a n  o r d i -  
n a r y  income. 
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A P P E N D I X  I 

Estimated 
c o s t  F i s c a l  
Year 1980 

Tax expendi ture  ( $  m i l l i o n s )  Author i t y  Desc r ip t ion  

- - - - - - - - - - - - - - - -  -AGRICULTURE (cent.)- - - - - - - - - - - - - - - - - 
D e d u c t i b i l i t y  of 365 I R C  secs. 1381-1388 Earnings r e t a i n e d  by c o o p e r a t i v e s  
noncash patronage 
d iv idends  and ce r -  t reated a s  d e d u c t i b l e  pa t ronage  
t a i n  o t h e r  items d iv idends  by t h e  c o o p e r a t i v e s  and 
of coope ra t ives  t axed  t o  t h e  members. I f  t hey  

were s u b j e c t  t o  t h e  c o r p o r a t e  
income t a x ,  c o r p o r a t i o n  t a x e s  
would i n c r e a s e  by $540 m i l l i o n  
and i n d i v i d u a l  income taxes  would 
dec rease  by $175 m i l l i o n ,  f o r  
a n e t  t a x  expend i tu re  of  $365 
m i l l i o n .  

b u t  a l l o c a t e d  t o  members are  

Exclusion of 
c e r t a i n  cos t -  
sha r ing  payments 

30 I R C  secs. 126, 1255 Federal and S t a t e  programs t o  
ass i s t  landowners i n  conserving 
s o i l ,  p r o t e c t i n g  t h e  environment,  
improving f o r e s t s ,  o r  provid ing  
h a b i t a t  f o r  w i l d l i f e  a re  n o t  tax-  
able  t o  t h e  landowners i f  they  do 
no t  improve t h e  income-producing 
c a p a b i l i t y  of t h e  p rope r ty .  

Dividend exc lus ion  450 I R C  sec. 116 I n d i v i d u a l s  may e x c l u d e  up t o  
$100 of d iv idends  r ece ived  from 
U . S .  co rpora t ions .  



Exc lus ion  o f  
i n t e r e s t  on S t a t e  
and l o c a l  indus-  
t r i a l  development 
bonds 

Exemption o f  
c r ed i t  union  
income 

4 

585 

1 0 0  

Excess  bad d e b t  855 
r e s e r v e s  of  f inan- 
c ia1  i n s t i t u t i o n s  

I R C  sec. 1 0 3 ( b )  S t a t e  and m u n i c i p a l  bond i n t e r e s t  
i s  g e n e r a l l y  n o t  s u b j e c t  t o  Fede- 
r a l  income t a x  u n l e s s  t h e  bonds 
a re  used t o  b u i l d  f a c i l i t i e s  
leased t o  p r i v a t e  b u s i n e s s e s  
( " i n d u s t r i a l  development  bonds" ) .  
Some t y p e s  of n o n t a x a b l e  indus-  
t r i a l  development  bonds are 
a l lowed ,  however, i f  used  f o r  
s u c h  p u b l i c  p u r p o s e s  a s  sewage 
d i s p o s a l  p l a n t s ,  p a r k i n g  l o t s ,  
a i r p o r t s ,  s p o r t s  a r e n a s ,  etc.  
P o l l u t i o n  c o n t r o l  f a c i l i t i e s  and 
r e s i d e n t i a l  hous ing  a re  shown 
elsewhere; t h e  res t  a re  inc luded  
here. 

I R C  sec. 5 0 1 ( c ) ( 1 4 )  C r e d i t  u n i o n s  a re  n o t  s u b j e c t  
t o  t h e  Federal  c o r p o r a t i o n  in- 
come t a x .  

I R C  secs. 585, 593,  Banks and s a v i n g s  and l o a n  a s s o c i -  
596, and v a r i o u s  t i o n s  are  allowed t o  d e d u c t  as  
IRS r u l i n g s  a d d i t i o n s  t o  t h e i r  r e s e r v e s  f o r  

bad d e b t s  a p e r c e n t a g e  of t h e i r  
o u t s t a n d i n g  l o a n s  ( o r ,  f o r  m u t u a l  
i n s t i t u t i o n s ,  a p e r c e n t a g e  o f  n e t  
income).  For commercial  banks 
t h i s  d e d u c t i o n  is s l o w l y  b e i n g  
phased o u t ,  and by 1988 t h e y  m u s t  
compute t h e  d e d u c t i o n  based on 
t h e i r  own l o s s  e x p e r i e n c e ,  t h e  
way o t h e r  b u s i n e s s e s  do now. 



APPENDIX I APPENDIX I 

Estimated 
cost Fiscal 
Year 1980 

Tax expenditure ( $  millions) Authority 

- - - - - - - - - - - - -  -COMMERCE AND HOUSING CREDITS (C0nt.)- 
Deductibility of 
mortgage interest 
on owner-occupied 
homes 

Deductibility of 
property taxes on 
owner-occupied 

Deductibility of 
interest on con- 
s ume r cr ed it 

,P homes 
03 

Expensing of 
construction 
period taxes 
and interest 

Excess first-year 
depreciation 

De sc r ipt ion  

- - - - - - - - - - - -  
9,290 IRC sec. 163 Taxpayers who itemize deductions 

may deduct the interest they pay 
on their mortagages. 

6,615 IRC sec. 164 

2,945 

700 

185 

IRC sec. 163 

IRC secs. 163r 
164, 189 

IRC sec. 179 

Taxpayers who itemize deductions 
may deduct the property taxes on 
their homes. 

Taxpayers who itemize deductions 
may also deduct the interest they 
pay on any other nonbusiness debt 
(auto loansp credit cards, etc.). 

Interest and taxes paid while a 
building is under construction 
may be treated as current 
expenses (by corporations) or 
amortizable expenses (by individ- 
uals), rather than capitalized 
and depreciated like other con- 
struction costs. 

Taxpayers may take a deduction 
for depreciation of up to 20  per- 
cent of $10,000 worth of machinery 



D e p r e c i a t i o n  on 
r e n t a l  hous ing  i n  
excess o f  s t r a i g h t  
1 i n e  

350 IRC sec. 1 6 7 ( j )  

D e p r e c i a t i o n  on 255 I R C  sec. 167(  j) 
b u i l d i n g s  ( o t h e r  
t h a n  r e n t a l  h o u s i n g )  
i n  excess o f  s t r a i g h t  
1 i n e  

~ Asset d e p r e c i a t i o n  3,030 I R C  sec. 167(m);  - r ange  I R  Reg. 
1.167 (a)-11; 
Rev. Proc.  72-10 

Capi ta l  g a i n s  10 ,775  I R C  secs. 

i n g ,  t i m b e r ,  i r o n  
o r e ,  and c o a l )  

( o t h e r  t h a n  farm- 1201-1254 

and equipment  i n  t h e  f i r s t  y e a r  of 
u s e  i n  a d d i t i o n  t o  t h e i r  r e g u l a r  
d e p r e c i a t i o n  f o r  t h e  y e a r .  

R e s i d e n t i a l  r e n t a l  p r o p e r t y  may b e  
d e p r e c i a t e d  by a c c e l e r a t e d  methods 
f o r  t a x  p u r p o s e s ,  a l t h o u g h  
s t r a i g h t - 1  i n e  d e p r e c i a t i o n  i s  
c o n s i d e r e d  t h e  normal method f o r  
b u i l d i n g s .  

N e w  n o n r e s i d e n t i a l  r e n t a l  p r o p e r t y  
may b e  d e p r e c i a t e d  by l i m i t e d  
a c c e l e r a t e d  methods f o r  t a x  pur- 
poses ;  s t r a i g h t - l i n e  d e p r e c i a t i o n  
i s  c o n s i d e r e d  normal f o r  b u i l d i n g s .  

The I n t e r n a l  Revenue S e r v i c e  h a s  
e s t a b l i s h e d  classes of assets  
w i t h  a s s i g n e d  u s e f u l  l i v e s  t o  u s e  
i n  computing t h e  d e p r e c i a t i o n  
d e d u c t i o n ;  t h e  ADR sys t em a l l o w s  
t a x p a y e r s  t o  a r b i t r a r i l y  choose  
l i v e s  up t o  20 p e r c e n t  s h o r t e r  
t h a n  t h e  a s s i g n e d  l ives , .  t h u s  
a c c e l e r a t i n g  t h e i r  d e p r e c i a t i o n  
d e d u c t i o n s  e 

G a i n s  on  t h e  s a l e  o f  c a p i t a l  
asse ts  h e l d  f o r  l o n g e r  t h a n  a y e a r  
may b e  t a x e d  a t  lower  r a t e s  t h a n  
o t h e r  income. C o r p o r a t i o n s  may 
compute t h e i r  t a x  on  a l l  c a p i t a l  
g a i n s  a t  a r a t e  o f  28 p e r c e n t  i f  



APPENDIX I A P P E N D I X  I 

E s t i m a t e d  
cos t  F i s c a l  
Year 1980 

Tax e x p e n d i t u r e  ( $  m i l l i o n s )  A u t h o r i t y  Descr  i p t i o n  

- - - - - - - - - - - -  -COMMERCE AND HOUSING CREDITS ( c o n t . ) -  - - - - - - - - - - - 
Capi t a l  g a i n s  
(other  t h a n  farm- 
i n g ,  t imber ,  i r o n  
ore ,  and c o a l )  
( c o n t . )  

Deferral  of 
c a p i t a l  g a i n s  
on  home sa les  

Capi ta l  g a i n s  
a t  d e a t h  

1 ,010  

10 ,005  

Reduced co rpora -  7 ,075  
t i o n  income t a x  
r a t e s  on  f i r s t  
$100,000 o f  co r -  
porate income 

I R C  sec. 1034 

I R C  secs. 1014 ,  
1015,  1023  

I R C  sec. 11 

t h i s  r e d u c e s  t h e i r  taxes;  i n d i v i -  
d u a l s  a c c o m p l i s h  t h e  r a t e  reduc-  
t i o n  by e x c l u d i n g  60  p e r c e n t  o f  
t h e i r  g a i n s  from t a x a b l e  income. 

P r o f i t s  from t h e  sa le  of a t a x -  
payer 's  p r i n c i p a l  r e s i d e n c e  are  
n o t  t a x e d  i f  t h e  money i s  r e i n -  
v e s t e d  i n  a n o t h e r  r e s i d e n c e  o f  
e q u a l  or g r e a t e r  v a l u e .  

When p r o p e r t y  t h a t  h a s  a p p r e c i a t e d  
i n  v a l u e  is t r a n s f e r r e d  by g i f t  
o r  i n h e r i t a n c e ,  t h e  accumula t ed  
g a i n  i s  n o t  s u b j e c t  t o  income t a x ,  
a s  it would have  been  had t h e  
p r o p e r t y  b e e n  s o l d .  

The normal  c o r p o r a t i o n  income 
t a x  is c o n s i d e r e d  a p r o p o r t i o n a l  
( s i n g l e - r a t e )  t a x  imposed a t  t h e  
h i g h e s t  m a r g i n a l  ra te .  The lower 
ra tes  o n  t h e  f i r s t  $100,000 o f  
income create a t a x  e x p e n d i t u r e .  



I n v e s t m e n t  c r ed i t  18,460 
(o ther  t h a n  fo r  
TRASOPs and rehabi l -  
i t a t ed  s t r u c t u r e s )  

I n v e s t m e n t  c r ed i t  
fo r  r ehab i l i t a t ed  
s t r u c t u r e s  

E x c l u s i o n  of 
i n t e r e s t  on  

E Sta t e  and l o c a l  
h o u s i n g  bonds  

180 

820 

I R C  secs. 38 ,  
46-50 

I R C  sec. 4 8 ( g )  

Businessmen may t a k e  up  t o  1 0  per- 
c e n t  of t h e  cost  of mach ine ry  and 
equipment  a s  a c red i t  a g a i n s t  
t h e i r  income t a x .  The e x t r a  
c r ed i t  for  employee s tock  pur-  
chases (TRASOPs) and t h e  l i m i t e d  
c r ed i t  f o r  b u i l d i n g s  a re  i n c l u d e d  
elsewhere i n  t h i s  l i s t .  

The Revenue A c t  of 1978 e x t e n d e d  
t h e  1 0  p e r c e n t  i n v e s t m e n t  c r ed i t  
t o  r e h a b i l i t a t i o n  e x p e n d i t u r e s  
f o r  n o n r e s i d e n t i a l  commercial 
b u i l d i n g s  a t  l eas t  20 y e a r s  old.  

One t y p e  of i n d u s t r i a l  deve lop -  
ment bond o n  which t h e  i n t e r e s t  
i s  s t i l l  n o n t a x a b l e  is t h a t  u sed  
t o  f i n a n c e  r e s i d e n t i a l  c o n s t r u c -  
t i o n ;  see t h e  g e n e r a l  d i s c u s s i o n  
of i n d u s t r i a l  deve lopmen t  bonds  
above. 

5-year a m o r t i z a -  -40 I R C  sec. 184 Before 1 9 7 6 ,  r a i l w a y  cars  c o u l d  
t i o n  on  ra i l road  be a m o r t i z e d  o v e r  a 5-year  period 
r o l l i n g  s tock i n s t e a d  of b e i n g  d e p r e c i a t e d .  

Some of t h i s  equ ipmen t  is s t i l l  
p r o d u c i n g  income; i f  it had been  
s u b j e c t  t o  normal  d e p r e c i a t i o n  
i ts  owners '  t a x e s  would have  been  
h i g h e r  i n  ea r l i e r  y e a r s  and would 
have  been  $40 m i l l i o n  lower i n  
1980 . 



APPENDIX I 

Estimated 
cost Fiscal 
Year 1980 

Tax expenditure ( $  millions) Authority 

APPENDIX I 

Description 

- - - - - - - . - - - - - - - -  -TRANSPORTATION (cant.)- - - - - - - - - - - - - - - - - 
Deferral of tax 70 46 U.S.C. 1177 Shipowners are allowed a tax deduc- 
on shipping corn- 
panies 

tion for deposits into a special 
reserve fund used to acquire addi- 
tional or replacement ships. 

-COMMUNITY AND REGIONAL DEVELOPMENT- - - - - - - - - - - - - - - - - - - - - - - - - -  
5-yea I: amo r t i z a- 15 IRC sec. 167(k) Expenditures for rehabilitating 

tation of low- 
income housing 

VI h) tion for rehabili- low-income rental housing may be 
amortized over a 5-year period 
rather than depreciated over the 
useful life of the property. 

- - - - - - - -  -EDUCATION, TRAINING, EMPLOYMENT, AND SOCIAL SERVICES- - - - - - - .- - 
Exclusion of schol- 
arship and fellow- 
ship income 

Parental personal 
exemption for 
students aged 
19 or over 

365 IRC sec. 117 Scholarships and fellowships are 
not included in taxable income. 

1,020 IRC sec. 151(e) The $1,000 personal exemption that 
parents are allowed for dependent 
children normally ends when the 
child reaches age 18 if the child 
has gross income of $1,000 or more; 
however, if the child is a full- 
time student the parent may con- 
tinue to claim the exemption. 



Exclusion of 
employee meals 
and lodging 

Exclusion of 
con t r i bu t ions 
to prepaid legal 
service plans 

350 

20 

Investment credit 450 
for employee stock 
ownership plans 
(TRASOPs) 

UI 
w 

Deductibility of 1,150 
charitable contri- 
butions (education) 

IRC sec. 119 

IRC sec. 120 

Meals and lodging furnished employ- 
ees on the employer's premises for 
the convenience of the employer 
are not taxable income to the 
employee. 

Employers' contributions to pre- 
paid legal service plans for 
their employees and the benefits 
their employees receive from the 
plans are not included in the 
employees' taxable income. 

IRC secs. 46(a)(2), Corporations are allowed an addi- 
48(n) tional 1 or 2 percent investment 

credit (in addition to the normal 
10 percent) if they contribute an 
equivalent amount of their stock 
to a trust for their employees. 
This provision was added to the 
law by the Tax Reduction Act of 
1975; "TRASOP" stands for Tax 
Reduction Act Stock Ownership 
Plan. The official acronym is 
now "ESOP"--Employee Stock Owner- 
ship Plan. 

IRC sec. 170 Within certain limits, indivi- 
duals who itemize deductions and 
corporations may deduct contribu- 
tions to educational institutions 
and organizations. 



A P P E N D I X  I A P P E N D I X  I 

E s t i m a t e d  
c o s t  F i s c a l  
Year 1980 

Tax e x p e n d i t u r e  ( $  m i l l i o n s )  A u t h o r i t y  Descr i D t  i o n  

- - - - - -  -EDUCATION, T R A I N I N G ,  EMPLOYMENT, AND SOCIAL SERVICES ( c o n t . ) -  - - - - - - 
D e d u c t i b i l i t y  o 
c h a r i t a b l e  c o n t  
b u t i o n s  t o  o t h e  
t h a n  e d u c a t i o n  
and h e a l t h  

f 6 ,405  I R C  sec. 170 
r i- 
r 

Maximum t a x  on  1 , 6 2 5  
p e r s o n a l  s e r v i c e  
income 

C r e d i t  f o r  c h i l d  
and  d e p e n d e n t  
care  e x p e n s e s  

705 

I R C  sec. 1348 

I R C  sec. 44A 

W i t h i n  c e r t a i n  l i m i t s ,  i n d i v i -  
d u a l s  who i t e m i z e  d e d u c t i o n s  and 
c o r p o r a t i o n s  may d e d u c t  c o n t r i b u -  
t i o n s  t o  c h a r i t a b l e ,  r e l i g i o u s ,  
s c i e n t i f i c ,  v e t e r a n ,  and a m a t e u r  
s p o r t s  o r g a n i z a t i o n s  and i n s t i t u -  
t i o n s ;  t o  soc ie t ies  f o r  t h e  pre- 
v e n t i o n  of c r u e l t y  t o  a n i m a l s  o r  
c h i l d r e n ;  t o  F e d e r a l ,  S t a t e ,  and  
l o c a l  g o v e r n m e n t s ;  and t o  f r a t e r -  
n a l  o r g a n i z a t i o n s  f o r  c h a r i t a b l e  
u s e s .  

The maximum t a x  r a t e  on  " e a r n e d "  
income--wages and  se l f - employmen t  
income-- is  50  p e r c e n t ,  a l t h o u g h  
t h e  s t a t u t o r y  r a t e  on i n v e s t m e n t  
and  o t h e r  " u n e a r n e d "  income c a n  
b e  a s  h i g h  a s  70 p e r c e n t .  

A c r e d i t  of up t o  $400 f o r  o n e  
d e p e n d e n t  o r  $800 f o r  t w o  o r  more 
d e p e n d e n t s  i s  a l l o w e d  t o  i n d i v i -  
d u a l s  and  c o u p l e s  who m a i n t a i n  
h o u s e h o l d s  f o r  d e p e n d e n t  c h i l d r e n  
or  d i s a b l e d  d e p e n d e n t s  and  mus t  
pay f o r  t h e i r  care i n  order t o  
w o r k .  



C r e d i t  f o r  employ- 1 6 0  
ment of AFDC r ec i -  
p i e n t s  and p u b l i c  
a s s i s t a n c e  r e c i p i -  
e n t s  under work 
i n c e n t i v e  programs 

G e n e r a l  j o b s  c r e d i t  215 

Targeted j o b s  
c r e d i t  

Employer educa- 
t i o n a l  a s s i s t a n c e  

480  

30 

I R C  secs. 4 0 ,  50A, Taxpayers who employ r e c i p i e n t s  
50B of Aid t o  F a m i l i e s  wi th  Dependent 

Chi ldren o r  o t h e r  p u b l i c  assist- 
ance may r e c e i v e  a c r e d i t  f o r  up 
t o  $6,000 of  wages pa id  t o  each 
s u c h  employee. For nonbusiness  
t axpaye r s  t h e  c r e d i t  is 35 per- 
c e n t  of  t h e  f i r s t  y e a r ' s  wages; 
f o r  bus iness  t axpaye r s  it is  50 
p e r c e n t  of  t h e  f i r s t  y e a r ' s  wages 
and 25 p e r c e n t  of  t h e  second 
y e a r ' s  wages. 

I R C  secs. 44B, 
51-53 

I R C  secs. 44B, 
51-53, 6501( 9) 

I R C  sec. 127  

For t a x a b l e  y e a r s  1977 and 1978, 
employers could claim a c r e d i t  
f o r  a p a r t  o f  t h e i r  a d d i t i o n a l  
p a y r o l l  i f  t hey  had expanded 
t h e i r  work f o r c e .  

Employers may t a k e  a c r e d i t  f o r  
a percentage  of  t h e  wages pa id  i n  
t h e  f i r s t  2 y e a r s  o f  employment 
t o  employees from ce r t a in  groups,  
such a s  p u b l i c  a s s i s t a n c e  recipi- 
e n t s ;  disadvantaged youths ,  V i e t -  
nam era v e t e r a n s ,  and c o n v i c t s ;  
v o c a t i o n a l  r e h a b i l i t a t i o n  r e f e r -  
r a l s ;  and coope ra t ive  educa t ion  
s t u d e n t s .  

Education provided o r  pa id  f o r  
by an employer f o r  a n  employee 
is no t  included i n  t h e  employee's 
t a x a b l e  income; t h e  t a x  expendi- 
t u r e  a r i s e s  from educa t ion  t h a t  
is n o t  " j o b  r e l a t e d . "  



APPENDIX I 

Estimated 
cost Fiscal 
Year 1980 

Tax expenditure ( $  millions) Author i ty 

APPENDIX 1 

Description 

Exclusion of 9,595 IRC secs. 105, 106 Neither the contributions that 
employer contribu- employers make to accident and 
tions for medical health plans for their employees 
insurance premiums nor the benefits the employees 
and medical care receive from such plans are tax- 

able to the employees. 

Deductibility of 3,120 
cn medical expenses 
0-l 

IRC sec. 213 

Expensing of Less than IRC sec. 190 
costs of remov- 2.5 
ing architectural 
and transporta- 
tion barriers to 
the handicapped 

Deductibility 
of char itable 
contributions 
(health) 

1,415 IRC sec. 170 

Individuals who itemize deduc- 
tions may deduct large medical 
bills (generally the excess over 
3 percent of their adjusted gross 
income) and a portion of their 
medical insurance premiums. 

Taxpayers may treat expenses in- 
curred in removing barriers to 
the handicapped as current deduc- 
tions rather than capitalizing 
them. 

Within certain limits, indivi- 
duals who itemize deductions and 
corporations may deduct contribu- 
tions to charitable, educational, 
and scientific institutions and 
organizations concerned with 
health. 



Exclusion of 
social security 
benefits: 

Disability insur- 735 
ance benefits 

OASI benefits 
for retired 
workers 

Benefits for 
dependents 
and survivors 

cn Exclusion of 
railroad retire- 
ment benefits 

Exclusion of 
workmen's compen- 
sation benefits 

Exclusion of 
special benefits 
for disabled coal 
miners 

Exclusion of 
unemployment 
insurance benefits 

6,430 

940  

305 

1,285 

50 

1,935 

Various I R S  
rulings 

45 U,S.C. 231m 

Social security benefits are not 
subject to Federal income tax. 

Under the Railroad Retirement Act 
of 1974, most benefits are nontax- 
able. 

IRC sec, 104(a)(l) Workmen's compensation benefits 
are nontaxable. 

I R C  sec. 104(a)(l); Payments for death or  disability 
Revenue Ruling due to black lung disease are not 
72-400 taxable. 

IRC sec. 85 Unemployment compensation is 
generally not taxable unless 
adjusted gross income exceeds 
$20,000 for a single individual 
or $25,000 for a married couple 
filing jointly. 
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Exclusion of 
public assist- 
ance benefits 

Exclusion of 
disability pay 

Net exclusion of 
pension contribu- 
tions and earnings: 
Employer plans 

Net exclusion of 
pension contribu- 
tions and earnings: 
Plans for self- 
employed and others 

De sc r ip t ion 

-INCOME SECURITY (cont.)- - - - - - - - - - - - - - - - - - - - -  
39 5 Various IRS rulings 

150 IRC sec. 105(d) 

12,925 IRC secs. 401-407, 
410-415 

2,205 IRC secs. 219, 220, 
401-405, 408-415 

Welfare payments are not taxable. 

Retired individuals under age 65 
who are permanently and totally 
disabled may exclude up to $5,200 
a year of their disability pay. 
The exclusion is phased out for 
adjusted gross incomes of over 
$15,000 a year. 

Employees are not taxed on the 
amounts their employers contri- 
bute to retirement plans or on 
the income the contributions earn 
until the employee withdraws the 
money. 

Self-employed individuals and 
employees not covered by employer- 
paid pension plans may deduct 
limited amounts contributed to 
their own retirement plans. The 
income the contributions earn is 
not taxed until the money is with- 
drawn. 



Exclusion of other 
employee benefits: 
Premiums on group 
term life insurance 

Exclusion of other 
employee benefits: 
Premiums on acci- 
dent and disability 
insurance 

Exclusion of other 
employee benefits: 
Income of trusts 
to finance supple- 
mental unemployment 

Exclusion of 
interest on life 
insurance savings 

uI benefits 
w 

915 IRC sec. 79 Employers may buy up to $50,000 
of group term life insurance 
coverage for an employee and the 
employee will not be taxed on the 
premiums. 

80 IRC sec. 106 Employer-paid premiums on acci- 
dent and accidental death insur- 
ance policies for employees are 
not taxable income to the ernploy- 
ees. 

10 IRC sec. 501(c)(17) The earnings of trusts estab- 
lished to finance supplemental 
unemployment benefits are not 
taxed to the employees until they 
receive payments from the trust. 

2,720 IRC sec. 101(a), 
IR Reg. 1.451-2 

Most life insurance policies, 
except term insurance, earn invest- 
ment income for the policyholder, 
because the premiums are invested 
and a part of the earnings are 
used to pay for the cost of insur- 
ance or to increase the policy 
benefits. If the policyholder 
dies, none of the earnings are 
subject to income tax; if the 
policyholder cashes in the policy 
while living, the part of the 
earnings used to pay for insur- 
ance is never taxed and the tax 
on the remainder is deferred from 
the year the income was earned to 
the year the policy is redeemed. 
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Exclusion of 535 I R C  sec. 121 
capital gains 
on home sales for  
persons aged 55 
and over 

Additional 
exemption for 
the elderly 

Additional 
exemption for 
the blind 

0 

Deductibility of 
casualty losses 

Tax credit for 
the elderly 

1,855 IRC sec. 151(c) 

Taxpayers aged 55 and over are 
allowed to exclude from taxable 
income up to $100,000 of the gain 
on one sale of a principal resi- 
dence . 
An additional personal exemption 
of $1,000 is allowed for a tax- 
payer who is aged 65 or over. 

35 IRC sec. 151(d) An additional personal exemption 
of $1,000 is allowed for a tax- 
payer who is legally blind. 

475 IRC sec. 165(c) (3) Individuals who itemize deduc- 
tions may deduct the excess over 
$100 of each nonbusiness loss due 
to fire, storm, shipwreck, other 
casualty, or theft. 

160 IRC sec, 37 Individuals who are aged 65 or 
older are allowed a small tax 
credit, reduced if they have tax- 
exempt retirement income or if 
their adjusted gross income 
exceeds $7,500 a year ($10,000 
for a joint return). A credit is 



Earned income 
credit: 
Nonrefundable 
portion 

350 IRC sec. 43 

also allowed to persons receiving 
payments from a public retirement 
system who are under age 65. 

Wage-earners and self-employed 
taxpayers who maintain households 
for dependent children receive a 
tax credit equal to 10 percent 
of up to $5,000 of earned income, 
reduced as income increases until 
it is phased out at $10,000. The 
credit is "refundable," meaning 
that if the credit is greater 
than the taxpayer's liability for 
the year, the difference is paid 
directly. This item includes 
only the portion that reduces 
taxes; the "refundable" portion 
is a direct outlay ($1,874 mil- 
lion in 1980). 

-VETERANS' BENEFITS AND SERVICES- - - - - - - - - - - - - - - - - - - - - - - - - - -  
Exclusion of vet- 1,005 38 U.S.C. 3101 All benefits paid by the Veterans 
erans' disability Administration are tax-exempt. 
compensation 

Exclusion of vet- 55 
erans' pensions 

Exclusion of GI 170 
bill benefits 
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Cred i t s  fo r  pol it i- 
tal c o n t r i b u t i o n s  

E x c l u s i o n  of in -  
N t e r e s t  o n  g e n e r a l  

pu rpose  S t a t e  and 
l o c a l  d e b t  

cn 

D e d u c t i b i l i t y  of  
n o n b u s i n e s s  S ta te  
and l oca l  t a x e s  
( o t h e r  t h a n  o n  
owner-occupied 
homes ) 

Tax c r e d i t  fo r  
c o r p o r a t i o n s  d o i n g  
b u s i n e s s  i n  U . S .  
p o s s e s s i o n s  

D e s c r i p t i o n  

100 I R C  sec. 4 1  I n d i v i d u a l s  are allowed a t a x  
c r e d i t  of 50 p e r c e n t  of t h e  
amount c o n t r i b u t e d  f o r  up  t o  
$100 g i v e n  t o  p o l i t i c a l  pa r t i e s  
and c a n d i d a t e s .  

-GENERAL PURPOSE FISCAL ASSISTANCE- - - - - - - - - - - - - - - -  
5,880 I R C  sec. 103  

12,450 

730 

I R C  sec. 164  

I R C  sec. 936 

The i n t e r e s t  on  S t a t e  and l oca l  
government  o b l i g a t i o n s  i s  gene r -  
a l l y  exempt from Federal income 
t a x .  

I n d i v i d u a l s  who i t e m i z e  deduc-  
t i o n s  may d e d u c t  S t a t e  and l oca l  
income, p e r s o n a l  property,  and 
g e n e r a l  sa les  t a x e s .  Homeowners' 
p r o p e r t y  t a x e s  a re  i n c l u d e d  else- 
where  i n  t h i s  l i s t i n g .  

C o r p o r a t i o n s  d o i n g  b u s i n e s s  i n  
P u e r t o  R i c o  o r  o the r  U . S .  posses- 
s i o n s ,  e x c e p t  t h e  V i r g i n  I s l a n d s ,  
may c r e d i t  t h e  t a x  owed o n  any  
income e a r n e d  i n  t h e  p o s s e s s i o n s  
a g a i n s t  t h e i r  Federal  income t a x ,  
t h e r e b y  exempt ing  s u c h  income 
from U . S .  t a x .  



Deferral of 
i n t e r e s t  on  
s a v i n g s  bonds  

625 I R C  sec. 454 I n t e r e s t  o n  U . S .  s a v i n g s  bonds  
is n o t  t a x a b l e  u n t i l  the bonds 
are  cashed i n .  

0-l 
w 
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F e l d ,  A lan  L. Review o f  Pa thways  t o  Tax Reform: The Concep t  
of Tax E x p e n d i t u r e s ,  by  S t a n l e y  S. S u r r e y .  Harvard  Law 
Review, v o l .  88 ( 1 9 7 5 ) ,  pp. 1047-55. 

A s y m p a t h e t i c  r e v i e w  t h a t  i n c l u d e s  a good summary of  S u r r e y ' s  
v i e w s ,  b a l a n c e d  b y  some d i s c u s s i o n  o f  t h e  v i e w s  of  c r i t i c s .  

. "Tax P o l i c y  and  C o m p e t i t i o n . "  Report p r e p a r e d  
f o r  t h e  U.S. F e d e r a l  T r a d e  Commission,  1978.  R e p r i n t e d  i n  
A Review of S e l e c t e d  Tax E x p e n d i t u r e s :  I n v e s t m e n t  Tax Cre- 
d i t ,  H e a r i n g s  b e f o r e  t h e  Subcommit tee  on  O v e r s i g h t  of t h e  
Committee o n  Ways and Means, U n i t e d  S t a t e s  House of Repre- 
s e n t a t i v e s ,  9 6 t h  Cong., 1st sess., 1 9 7 9 ,  pp. 309-37. 

T h i s  r epor t  ana lyzes  t h e  e f f e c t  of s e v e r a l  t a x  e x p e n d i t u r e s  
o n  b u s i n e s s  c o m p e t i t i o n .  

Germany, F e d e r a l  R e p u b l i c  o f .  M i n i s t r y  of F i n a n c e .  S e c h s t e r  
S u b v e n t i o n s b e r i c h t .  B e r i c h t  d e r  B u n d e s r e g i e r u n g  u b e r  d i e  
En twick lung  ~. d e r  F i n a n z h i l f e n  und S t e u e r v e r g h s t i g u n g e n  f u r  
d i e  J a h r e  1975  b i s  1978 .  Bonn: B u n d e s m i n i s t e r i u m  d e r  
F i n a n z e n  [ 19771 . 
Germany and  t h e  U n i t e d  S t a t e s  a r e  t h e  o n l y  two c o u n t r i e s  t h a t  
r e g u l a r l y  p u b l i s h  t ax  e x p e n d i t u r e s  b u d g e t s .  T h i s  repor t  
c o n t a i n s  t h e  s i x t h  i n  a b i e n n i a l  se r ies  o f  t a x  e x p e n d i t u r e s  
b u d g e t s  t h a t  t h e  M i n i s t r y  of  F i n a n c e  h a s  p u b l i s h e d  s i n c e  
1967.  R i c h e r  i n  d e t a i l  t h a n  t h e  U.S. b u d g e t s ,  t h e  German 
b u d g e t  i d e n t i f i e s  t ax  e x p e n d i t u r e s  ("Steuervergunstigungen") 
i n  a l l  F e d e r a l  t a x e s ,  n o t  j u s t  t h e  income t a x e s ,  p r e s e n t s  
t h e  cos t s  of e a c h  p r o v i s i o n  i n  e a c h  o f  f o u r  c o n s e c u t i v e  
years ,  d i s c l o s e s  t h e  legal  a u t h o r i t y  f o r  t h e  t a x  e x p e n d i t u r e ,  
t e l l s  how l o n g  t h e  p r o v i s i o n  h a s  b e e n  i n  force  and  when 
i t  is d u e  t o  exp i r e  ( i f  a t  a l l ) ,  and  presents  t h e  p o s i t i o n  
o f  t h e  a d m i n i s t r a t i o n  o n  t h e  d e s i r a b i l i t y  of  m a i n t a i n i n g  
t h e  e x p e n d i t u r e .  The same r e p o r t  a l s o  i n c l u d e s  a b u d g e t  
f o r  d i r e c t  s u b s i d i e s  ( " F i n a n z h i l f e n " )  t h a t  p r e s e n t s  t h e  
same i n f o r m a t i o n ,  

" G i m m e  S h e l t e r s :  A Common Cause  S t u d y  of  t h e  Review o f  
Tax E x p e n d i t u r e s  b y  t h e  C o n g r e s s i o n a l  Tax Committees." 
Washington:  Common C a u s e o  1978.  R e p r i n t e d  i n  Program 
E v a l u a t i o n  A c t  of 1977 and  F e d e r a l  S p e n d i n g  C o n t r o l  A c t  
of 1 9 7 7 ,  H e a r i n g s  b e f o r e  t h e  Committee on  R u l e s  and 
A d m i n i s t r a t i o n ,  U n i t e d  S t a t e s  S e n a t e ,  on  S. 2 and S. 124  
9 5 t h  Cong., 1st and  2d sesso, 1 9 7 8 ,  pp. 305-95. 

4 
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An analysis of the extent to which tax expenditure provi- 
sions have been subject to congressional review in the 
92d, 93d, and 94th Congresses. 

Goode, Richard. "The Economic Definition of Income." 
In Comprehensive Income Taxation, edited by Joseph A. 
Pechman, pp. 1-36. Washington: The Brookings Institu- 
tion, 1977. 

Includes material on the relationship of the tax expendi- 
tures concept to the Haig-Simons definition of income. 
The discussion (pp. 30-36) by Henry Aaron and Charles 
Davenport focuses mostly on tax expenditures, with Daven- 
port defending the concept vigorously. 

Haig, Robert Murray. "The Concept of Income--Economic and 
Legal Aspects." In The Federal-Income Tax, edited by 
Robert Murray Haiq, pp. 1-28. New York: Columbia Univer- - - .  - -  
sity Press, 1921. Reprinted in Readings in the Economics 
of Taxation, edited by Richard A. Musgrave and Carl S .  
Shoup, pp. 54-76. Homewood, Ill.: Richard D. Irwin, 1959. 

Haig's definition of income appears on p. 7 (p. 59 of the 
reprint) . 

Hanley, Thomas R., and George G. Bauernfeind. "The Tax 
Expenditures Budget." The Tax Adviser, vol. 7 (1976), 
pp. 614-19. 

Essentially a recapitulation of Special Analysis F of the 
President's 1977 Budget. 

Havemann, Joel. "Tax Expenditures--Spending Money Without 
Expenditures." National Journal, vol. 9 (1977), pp. 1908-11. 

A popularized description of the concept, with a good 
explanation of how tax expenditures are enacted and what 
advantages they have over direct spending programs. 

International Fiscal Association. Cahiers de Droit Fiscal 
International, vol. 6la--Tax Incentives as an Instrument 
for Achievement of Governmental Goals. 1976. 

Contains national reports for 19 countries in which local 
fiscal experts endeavor, with varying success, to identify 
and describe each country's major tax expenditures, explain 
why they were enacted, relate them to and compare them 
with direct spending programs that have similar objectives, 
estimate their cost, and appraise their effectiveness. 
Many of the authors valiantly made the first attempts ever 
to prepare tax expenditures budgets for their countries. 
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Jones, Reginald H. "Sunset Legislation." Tax Foundation's 
Tax Review, vol. 39 (1978), pp. 51-54. 

Although otherwise in favor of sunset legislation, the 
author opposes the application of sunset laws to tax 
expenditures because it would create a climate of business 
uncertainty. Like some other business spokesmen and politi- 
cally conservative writers, he maintains that "budgeting" 
taxes - not collected is frivolous, that the concept is a 
stalking-horse for political liberals to increase taxes 
on upper-income persons, and that most of these provisions 
are really refinements to make the tax system fairer or 
to remove economic disincentives. 

Jordan, William D. Review of Pathways to Tax Reform: The 
Concept of Tax Expenditures, by Stanley S. Surrey. Texas 
Law Review, vol. 52 (1974), pp. 1041-48. 

Kirby, Vance N. Review of Pathways to Tax Reform: The 
Concept of Tax Expenditures, by Stanley S. Surrey. North- 
western University Law Review, vol. 70 (1975), pp. 372-87. 

Krane, Howard G. "Economic Analysis of Tax Sheltered Invest- 
ments." Taxes, The Tax Maqazine, vol. 54 (1976), pp. 806-35. 

Another tax practitioner's explanation of the practical 
workings of tax shelters, with emphasis on after-tax 
rates of return. 

I Madden, Carl H., and James R. Morris. "Tax Incentives: I 

Employment and Training of the Disadvantaged." 
Incentives, by the Tax Institute of America, pp. 231-46. 
Lexington, Mass.: Heath Lexington Books, 1971. 

In - Tax 

The article opens with some of the business-conservative I 

criticisms of the tax expenditures concept. The discussion 
on pp. 281-82 contains an exchange on the subject betyeen 
Madden and Gerard Brannon. 

Mansfield, Harry K. Review of Pathways to Tax Reform: 
The Concept of Tax Expenditures, by Stanley S. Surrey. 
Harvard Journal on Legislation, vol. 13 (1975), pp. 222-29. 

McDaniel, Paul R. "Tax Expenditures in the Second Stage: 
Federal Tax Subsidies for Farm Operations." Southern 
California Law Review, vol. 49 (1976), pp. 1277-1321. 

The author offers this analysis as an example of the way 
tax expenditures can be evaluated after they have been 
identified. 
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. "Tax S h e l t e r s  and  Tax P o l i c y . "  N a t i o n a l  
Tax J o u r n a l ,  v o l .  26 ( 1 9 7 3 ) ,  pp. 353-88. 

A d e t a i l e d  a n a l y s i s  of how equ ipmen t  l e a s i n g ,  rea l  es ta te ,  
and o i l  and  g a s  t ax  s h e l t e r s  work. 

"The Tax E x p e n d i t u r e  Concept :  Theory  and  
P r a c t i c a l  E f f e c t " ;  " E v a l u a t i o n  o f  P a r t i c u l a r  Tax Expendi-  
t u r e s " ;  " I n s t i t u t i o n a l  P r o c e d u r e s  f o r  C o n s r e s s i o n a l  Review 
of T a x - E x p e n d i t u r e s . "  
619-25, and 659-64. 

Tax Notesf v o l .  8 :1979) ,  pp. 587-92, 

The s e c o n d  o f  t h e s e  t h r e e  a r t i c l e s  i s  of spec ia l  i n t e r e s t  
f o r  i t s  d e t a i l e d  d i s c u s s i o n  of t h e  d i f f e r e n c e s  and  similar-  
i t i e s  be tween d i r e c t  and  t a x  e x p e n d i t u r e s .  The s e r i e s  is 
a good i n t r o d u c t i o n  t o  t h e  c u r r e n t  t h i n k i n g  of t h e  most 
s t e a d f a s t  p r o p o n e n t s  o f  t h e  t a x  e x p e n d i t u r e s  c o n c e p t .  

N a t i o n a l  Tax J o u r n a l ,  v o l e  1 6  ( 1 9 6 3 ) ,  pp. 63-67. 

The a u t h o r  was t h e  f i r s t  t o  s u g g e s t  t h a t  " t a x  l o o p h o l e s "  
s h o u l d  b e  a c c o u n t e d  f o r  i n  t h e  F e d e r a l  budge t .  The a r t i c l e  
c o n t a i n s  a good summary of t h e  t a x  e x p e n d i t u r e s  c o n c e p t ,  
which  t h e  a u t h o r  a l s o  c a l l s  " t ax  exemptions." He h a s  no 
o b j e c t i o n  t o  u s i n g  them; h e  j u s t  w a n t s  them a c c o u n t e d  f o r .  

McKenna, J o s e p h  P. "Tax Loopholes :  A P r o c e d u r a l  P r o p o s a l . "  

N a t i o n a l  A s s o c i a t i o n  of M a n u f a c t u r e r s .  F i s c a l  and Economic 
P o l i c y  Depar tmen t .  " 'Tax  E x p e n d i t u r e s '  Are i n  t h e  Eye of 
t h e  B e h o l d e r . "  T a x a t i o n  Report. May 27 ,  1976.  

Recites most of t h e  b u s i n e s s - c o n s e r v a t i v e  c r i t i c s '  o b j e c t i o n s  
t o  t h e  t a x  e x p e n d i t u r e s  c o n c e p t ,  

Packman, Bruce  B.  "Tax S h e l t e r s :  A N o n - D i l e t t a n t e ' s  V i e w . "  
T a x e s ,  The Tax Magazine ,  v o l .  53  ( 1 9 7 5 ) ,  pp. 279-304. 

A t a x  p r a c t i t i o n e r ' s  s u r v e y  of v a r i o u s  t a x  s h e l t e r s ,  w i t h  
many d e t a i l s  a b o u t  how t h e y  w o r k .  

Pechman, J o s e p h ,  e d .  Comprehens ive  Income T a x a t i o n .  Wash- 
i n g t o n :  The B r o o k i n g s  I n s t i t u t i o n ,  1977.  

C o n t a i n s  t h e  a r t i c l e  d e f i n i n g  comprehens ive  income by Goode 
c i t e d  above  and a number o f  a r t i c l e s  on  o t h e r  aspec ts  o f  
n e t  p e r s o n a l  income. Most o f  t h e  a r t i c l e s  s t a r t  w i t h  t h e  
Haig-Simons d e f i n i t i o n  of  income and a t tempt  t o  r e a c h  a 
c o n c e p t  o f  t a x a b l e  income. 
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Shoup, Carl S. "A Comprehensive Income Tax Base." In Studi 
in Memoria di Antonio De Viti de Marco, edited by Ernest0 
dlAlbergo, pp. 491-98. Bari, Italy: Cacucci Editore, 1972. 

Explores the limits of the Haig-Simons definition of income 
and discusses the circumstances in which a comprehensive 
definition of income can be useful. The writing is clear 
and concise--deceptively soI  because the ideas are dense 
and highly technical. 

e "Surrey's Pathways to Tax Reform--A Review 
Article." The Journal of Finance, vol. 30 (1975), pp. 1329-41. 

The most important review of the most important book on 
the subject. Following a synopsis of the volume, Shoup 
presents a thoughtful examination of the validity and 
usefulness of the concept itself. He explains, and to 
some extent reconciles, the differences between Surrey 
and his academic critics. 

1 
Simons's definition of income appears on pp. 49-50. 

l Stern, Phillip M. "Uncle Sam's Welfare Program--For the 
Rich." The New York Times Magazine, April 16, 1972, p. 2 8 .  

' A popularized, somewhat sensational summary of the tax 
expenditures concept, entirely from a tax reformer's 
point of view. 

' Surrey, Stanley S.  "Federal Income Tax Reform: The Varied 
Approaches Necessary to Replace Tax Expenditures with 
Direct Governmental Assistance." Harvard Law Review, 
V O ~ .  84 (1970), pp. 352-408. 

. "Government Assistance: The Choice between 
Direct Programs and Tax Expenditures." Tax Notes, vol. 8 
(1979)p pp. 507-10. 

Offers several criteria for deciding whether a program 
should be funded through the tax system or by direct outlays. 

e Pathways to Tax Reform: The Concept of 
Tax E x p e n d i t u r i s s ,  
1973. 

The principal exponent of the concept and the inventor of 
the name presents in this volume the definitive discussion 
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o f  h i s  ideas. A s  t h e  t i t l e  s u g g e s t s ,  S u r r e y  d i s a p p r o v e s  
o f  most tax e x p e n d i t u r e s  and t h i n k s  t h a t  t h e i r  r e p e a l  
shou ld  be a major  g o a l  o f  tax reform.  The book p r e s e n t s  
c r i t e r i a  f o r  i d e n t i f y i n g  t a x  e x p e n d i t u r e  p r o v i s i o n s ,  
d i s c u s s e s  t h e i r  u n d e s i r a b l e  f e a t u r e s ,  and a n a l y z e s  t h e  
s t e p s  t o  be  t a k e n  i f  t h e y  a re  r e p e a l e d  (some cou ld  s imply  
b e  d ropped ,  o t h e r s  shou ld  b e  r e p l a c e d  by d i r e c t  spending  
programs,  e t c . ) .  
ough e x p l a n a t i o n s  i n  p r i n t  o f  t h e  workings o f  t ax  she l t e r  
a r rangements .  I t  i n c o r p o r a t e s  t h e  s u b s t a n c e  o f  S u r r e y ' s  
a r t i c l e s  i n  t h e  Harvard Law Review, The Tax A d v i s e r ,  and 
t h e  Tax I n c e n t i v e s  volume. 

The book c o n t a i n s  some o f  t h e  most t h o r -  

. "Tax Expendi tures . "  Cha l l enge ,  v o l .  1 8  
( 1 9 7 6 ) ,  pp.  53-54. 

The l ea s t  t e c h n i c a l  e x p l a n a t i o n  by S u r r e y  o f  h i s  i d e a s  
on t h e  s u b j e c t .  

. "Tax I n c e n t i v e s  a s  a Device f o r  Implementing 
Government P o l i c y :  A Comparison w i t h  D i r e c t  Government 
Expendi tures . "  
705-38. 

k a r v a r d  Law Review, v o l .  83 (1970)  , pp. 

. "Tax Incent ives- -Conceptua l  C r i t e r i a  f o r  
I d e n t i f i c a t i o n  and Comparison w i t h  Direct  Government 
Expendi tures . "  I n  Tax  I n c e n t i v e s ,  by t h e  Tax I n s t i t u t e  
o f  America, pp. 3-38. Lexington ,  Mass.: Hea th  Lexington 
Books, 1971. 

. Tax P o l i c y  and Tax Reform: 1961-1969, 
Selected Speeches and Testimony o f  S t a n l e y  S. S u r r e y ,  
e d i t e d  by W i l l i a m  F. Hellmuth and O l i v e r  Oldman. Chicago: 
Commerce- C l e a r i n g  House , 1973. 

C o n t a i n s  t h e  1967 speech  i n  which S u r r e y  i n t r o d u c e d  t h e  
term " t a x  e x p e n d i t u r e s , "  a s  w e l l  a s  a number o f  statements 
e x p r e s s i n g  h i s  g e n e r a l  ph i lo sophy  o f  t a x a t i o n .  

. "Tax S u b s i d i e s  a s  a Device f o r  Implementing 
Government Pol icy ."  The  Tax Adv i se r ,  v o l .  3 ( 1 9 7 2 ) ,  pp. 
196-204. 

A b r i e f e r  s t a t e m e n t  o f  t h e  theme o f  Pathways. 

S u r r e y ,  S t a n l e y  S., and W i l l i a m  F. H e l l m u t h .  "The Tax 
Expend i tu re  Budget--Response t o  P r o f e s s o r  B i t t k e r . "  
N a t i o n a l  Tax  J o u r n a l ,  v o l .  2 2  ( 1 9 6 9 ) ,  pp. 528-37. 

An answer t o  t h e  cri t icisms i n  B i t t k e r ' s  N a t i o n a l  Tax 
J o u r n a l  a r t i c l e  c i t ed  above. 
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S u r r e y ,  S t a n l e y  S.  , and P a u l  R.  McDaniel. "The Tax Expendi- 
t u r e  Concept  and t h e  Budget Reform A c t  o f  1974." Boston 
C o l l e g e  I n d u s t r i a l  and Commercial Law Review, v o l .  1 7  
( 1 9 7 6 ) ,  pp. 679-737. 

Summarizes t h e  c o n c e p t ,  d i s c u s s e s  i t s  development ,  r ep l ies  
t o  c r i t i c s ,  and e x p l a i n s  how t a x  e x p e n d i t u r e s  a re  t o  be  
i n c o r p o r a t e d  i n t o -  t h e  budge t  process. 

. "The Tax E x p e n d i t u r e  Concept :  C u r r e n t  
Developments and Emerging I s s u e s . "  Boston C o l l e g e  Law 
Review, v o l .  20 (1979)  , pp. 225-369. 

Relates t h e  t a x  e x p e n d i t u r e s  b u d g e t s  t o  r e c e n t  p o l i t i c a l  
and l e g a l  deve lopments  , d i s c u s s e s  some cr i t ic isms of t h e  
c o n c e p t ,  s u g g e s t s  a d d i t i o n a l  u s e s  f o r  t h e  b u d g e t s ,  and 
c a l l s  f o r  c r i t e r i a  t o  h e l p  l e g i s l a t o r s  dec ide  when t o  
u s e  t a x  e x p e n d i t u r e s  i n s t e a d  o f  d i r e c t  e x p e n d i t u r e s .  

S u r r e y ,  S t a n l e y  S., W i l l i a m  C .  Warren, P a u l  R. McDaniel, 
and Harry  L. Gutman. F e d e r a l  Weal th  T r a n s f e r  Taxa t ion .  
Mineola ,  N.Y.:  The Foundat ion  P r e s s ,  1977.  

A t a x  e x p e n d i t u r e s  budge t  fo r  t h e  Federal es ta te  and g i f t  
t a x e s  appears on  pp. 882-87. 

"Tax ' E x p e n d i t u r e s . ' "  The Wall S t ree t  J o u r n a l ,  May 30, 1975,  
p. 8 .  

T h i s  e d i t o r i a l  a t t acks  t h e  t a x  e x p e n d i t u r e s  c o n c e p t  a s  
j u s t  a n o t h e r  s t r a t e g e m  by  t a x  reformers t o  i n c r e a s e  t a x e s  
on t h e  well-to-do. 

U.S. Congress .  C o n g r e s s i o n a l  Budget O f f i c e .  Five-Year 
Budget P r o j e c t i o n s  and A l t e r n a t i v e  Budgetary  S t ra teq ies  
fo r  F isca l  Years 1980-1984, Supplementa l  Report on Tax 
E x p e n d i t u r e s .  J u n e  1979.  

The l a t e s t  i n  an a n n u a l  ser ies  r e q u i r e d  by t h e  C o n g r e s s i o n a l  
Budget A c t  o f  1974.  I t  c o n t a i n s  o n e  y e a r  o f  h i s t o r i c a l  
d a t a  and p r o j e c t i o n s  f o r  t h e  n e x t  f i v e  y e a r s .  

. F e d e r a l  A i d  t o  P o s t s e c o n d a r y  S t u d e n t s :  Tax 
Al lowances  and A l t e r n a t i v e  S u b s i d i e s .  Background Paper. 
J a n u a r y  1978.  

. Real Estate Tax S h e l t e r  S u b s i d i e s  and Direct 
Subs idy  A l t e r n a t i v e s .  Background Paper. May 1977.  

These t w o  r e p o r t s  a re  p r o d u c t s  of C B O ' s  c o n t i n u i n g  e f f o r t  t o  
a n a l y z e  t a x  e x p e n d i t u r e  programs i n  t h e  same manner a s  d i r e c t  
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spend ing  programs and t o  a p p r a i s e  d i r e c t  s u b s i d y  a l t e r n a t i v e s .  
They i l l u s t r a t e  how t ax  e x p e n d i t u r e s  can be e v a l u a t e d  when 
r ega rded  a s  t h e  e q u i v a l e n t  o f  d i r e c t  Government o u t l a y s .  

U.S. Congress .  House. Committee on Ways and Means. 
Estimates of  Federal Tax Expend i tu re s .  Annual. 

T h i s  se r ies ,  p u b l i s h e d  i n  1972,  1973, and a n n u a l l y  s i n c e  
1975 ,  c o n t a i n s  estimates o f  t ax  e x p e n d i t u r e  c o s t s  prepared  
by t h e  s t a f f s  of t h e  J o i n t  Committee on T a x a t i o n  and t h e  
T r e a s u r y  Department.  They a r e  accompanied by b r i e f  d i scus-  
s i o n s  o f  how t ax  e x p e n d i t u r e s  a re  i d e n t i f i e d .  The estimates 
a re  a l s o  p u b l i s h e d  by t h e  S e n a t e  Committee on F inance  and 
a re  submi t t ed  t o  and sometimes p u b l i s h e d  by t h e  Budget 
Committees. They c o u l d  b e  c o n s i d e r e d  t h e  o f f i c i a l  congres-  
s i o n a l  t ax  e x p e n d i t u r e s  budge t ,  t o  be d i s t i n g u i s h e d  from 
t h e  e x e c u t i v e  budge t  t h a t  i s  s u b m i t t e d  by  t h e  P r e s i d e n t .  

U.S.  Consress .  Sena te .  Committee on t h e  Budaet .  Tax - 
Expend i tu re s :  
I n d i v i d u a l  P r o v i s i o n s .  Committee P r i n t .  Washington: 
U.S. Government P r i n t i n g  O f f i c e ,  1976. 

Compendium of Background Mateiial on 
- 

Expend i tu re s :  Compendium of Background Mateiial on 
I n d j  

' O f f i c e ,  1976. 

. Tax Expend i tu re s :  R e l a t i o n s h i p s  t o  Spendin 
Proqrams and Backqround Material on I n d i v i d u a l  P r o v i s i o n s ?  
Committee P r i n t .  Washington: U.S .  Government P r i n t i n g  
O f f  ice ,  1978.  

These two committee p r i n t s  d e s c r i b e  e v e r y  t a x  e x p e n d i t u r e  
p r o v i s i o n  i n  t h e  F e d e r a l  income t ax  sys t em,  i n c l u d i n g  
t h e  a u t h o r i t y  f o r  t h e  p r o v i s i o n  (law o r  r e g u l a t i o n )  , t h e  
r a t i o n a l e  ( i f  any)  behind  i t ,  t h e  e f f e c t s  of  t h e  p r o v i s i o n ,  
and estimates o f  i t s  c o s t  and how i t s  b e n e f i t s  a re  d i s t r i -  
b u t e d  a c r o s s  income classes. The 1978 e d i t i o n  a l s o  
describes a number o f  re la ted d i r e c t  e x p e n d i t u r e  programs 
and compares them w i t h  t a x  e x p e n d i t u r e s  i n  t h e  same budget  
c a t e g o r i e s .  I n  s t u d y i n g  a p a r t i c u l a r  t ax  e x p e n d i t u r e  t h e  
more r e c e n t  volume is u s u a l l y  t h e  b e s t  p l a c e  t o  s t a r t .  

U . S .  Congress .  Senate. Congres s iona l  Record. 9 5 t h  Cong., 
2d sess., A p r i l  1 7 ,  1978,  pp. S5703-S5709. 

S e n a t o r  Edward Kennedy, who h a s  been a l e a d i n g  proponent  
o f  t h e  t a x  e x p e n d i t u r e s  c o n c e p t ,  h e r e  discusses what 
c o n g r e s s i o n a l  p r o c e d u r e s  shou ld  be fo l lowed when p r o p o s a l s  
a re  i n t r o d u c e d  f o r  new tax e x p e n d i t u r e s .  

U . S .  Congress .  Sena te .  Conqres s iona l  Record. 9 5 t h  Cong., 
2d sess., September 3 0 ,  1978,  pp. Sl6778-S16781. 
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Senator Russell Long maintains that the tax expenditures 
concept is not a valid way of looking at the tax system 
and that tax expenditures should not be subject to sunset 
laws. 

U.S. Department of the Treasury. Annual Report of the 
Secretarv of the Treasurv on the State of the Finances 
f o r  the-tiscal Year Endei June 30, 1968. 
U.S. Government Printing Office, 1969. 

Washington: 

An appendix to this report (pp. 322-40) contains the first 
U.S. tax expenditures budget. 

. Annual Report of the Secretary of the Treasury 
on the State of the Finances for the Fiscal Year Ended 
June 30, 1970. Washington: U,S. Government Printing 
Office, 1971. 

In 1970 the Treasury Department, under a new administration, 
no longer liked the tax expenditures concept. A list of 
tax "aids," which looks a lot like a tax expenditures budget, 
is included on pp. 306-08. 

U.S .  Office of Management and Budget. Special Analyses, The 
Budget of the United States Government. Washington: U.S. 
Government Printing Office, annual. 

In response to the Congressional Budget Act of 1974, each 
President's budget since 1976 has contained a tax expendi- 
tures budget that includes cost estimates grouped in func- 
tional categories. A brief explanation of the tax expendi- 
tures concept is also included. In the budgets for 1976- 
1978 the material appeared as Special Analysis F; in 1979 
and 1980 it was Special Analysis G. Before 1979 a few 
items included in the congressional tax expenditures budget 
were omitted from the Presidentns budget: for example, 
excess depreciation due to the Asset Depreciation Range 
system and the failure to tax unrealized capital gains 
at death; for 1979 and 1980 the congressional and adminis- 
tration budgets include the same items. 

Wagner, Richard E. The Tax Expenditure Budget: An Exercise 
in Fiscal Impressionism. Government Finance Brief No. 29. 
Washington: Tax Foundation, 1979. 

The author tries to discredit the tax expenditures concept 
by reciting the standard arguments against it. 
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W h i t e ,  Melvin I . ,  and Anne White. "Tax D e d u c t i b i l i t y  of  
I n t e r e s t  on Consumer Debt." P u b l i c  F inance  Q u a r t e r l y ,  
V O ~ .  5 ( 1 9 7 7 ) ,  pp.  3-7. 

E x p l a i n s  why t h e  d e d u c t i b i l i t y  of i n t e r e s t  on consumer deb t  
should  n o t  be  c o n s i d e r e d  a tax  e x p e n d i t u r e .  

W i l l ,  George F. "The Non-Spending of  Non-Taxes." The Wash- 
i n g t o n  P o s t ,  A p r i l  22,  1976,  p.  A19. 

Another s t a t e m e n t  o f  t h e  b u s i n e s s - c o n s e r v a t i v e  argument 
a g a i n s t  c a l l i n g  money t h e  Government d o e s  - n o t  c o l l e c t  an 
e x p e n d i t u r e .  

W i l l i s ,  J .R .M. ,  and P.J.W. Hardwick. Tax Expend i tu re s  i n  
t h e  United Kingdom. London: Heinemann Educa t iona l  Books 
f o r  t h e  I n s t i t u t e  o f  Fiscal S t u d i e s ,  1978. 

Fol lowing a b r i e f  d i s c u s s i o n  of t h e  t ax  e x p e n d i t u r e s  c o n c e p t ,  
t h e  a u t h o r s  i d e n t i f y ,  d e s c r i b e ,  and estimate t h e  c o s t  i n  
t h e  y e a r s  1973-74, 1974-75, and 1975-76 of t ax  e x p e n d i t u r e s  
i n  t h e  income t a x  of  t h e  Uni ted  Kingdom. The d e s c r i p t i o n s  
a r e  thorough and i n c l u d e  d i s c u s s i o n s  o f  t h e  r a t i o n a l e  behind  
t h e  p r o v i s i o n s  and of p o s s i b l e  d i r e c t  spending  a l t e r n a t i v e s  
t o  t h e  programs. The a u t h o r s  conc lude  by u r g i n g  t h e  U.K. 
government t o  r e g u l a r l y  p u b l i s h  a tax  e x p e n d i t u r e s  budget  
l i k e  t h e  ones  p u b l i s h e d  a n n u a l l y  i n  t h i s  coun t ry .  

Wolfman, Bernard.  "Federal Tax  P o l i c y  and t h e  Suppor t  of 
Sc ience ."  U n i v e r s i t y  of Pennsy lvan ia  Law Review, v o l .  1 1 4  
( 1 9 6 5 ) ,  pp. 171-86. 

One of t h e  e a r l i e s t  statements of t h e  t a x  e x p e n d i t u r e s  
c o n c e p t ,  which t h e  a u t h o r  c a l l s  " t a x  p r e f e r e n c e s . "  He 
s u g g e s t s  budge t ing  them and rev iewing  them p e r i o d i c a l l y .  

Wright ,  L. Har t .  " C a r t e r ' s  P r o j e c t e d  'Zero-Based' Review 
of t h e  I n t e r n a l  Revenue Code: Is Our  Tax  Code t o  be 
'Born Again '?"  Michigan Law Review, v o l .  75 ( 1 9 7 7 ) ,  
pp. 1286-1317 . 
C o n t a i n s  a good d i s c u s s i o n  (pp .  1302-07) of  how t ax  expen- 
d i t u r e s  are  enac ted .  

(971140) 
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